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Don’t doubt divergence

By Taylor Schleich & Warren Lovely

While the world was digesting U.S. election results yesterday, the Bank
of Canada sent out Senior Deputy Governor Carolyn Rogers for a
speech on the mortgage market. Prepared remarks didn’t offer much
insight into the policy outlook, but the Q&A gave us a bit more to chew
on. When asked on growing rate divergence between Canada and the
U.S., Rogers (again) stressed this isn’'t a binding constraint right now:

“We set our policy rate for the Canadian economy. And there are some
clear differences between [the U.S.] economy and our economy right
now.... There's been a bit of worry recently about divergence but
[while] there’s a limit to that divergence, | don't think we're anywhere
near that limit now. Over the years, we have seen rates between
Canada and the U.S. diverge quite a bit more than they are now.”

Clear economic differences? No kidding. While Canadian policylyield
differentials are historically extreme, we agree that this largely reflects
ongoing underperformance of Canada’s economy. Of course, markets
are forward-looking, but relative struggles looks to continue. Momentum
in Canada is already muted and an imminent 2-year population detox
won't help. Meantime, loose(r) fiscal policy from an incoming Trump
administration should add more fuel to an already hot U.S. economy.

Chart 1: Policylyield differentials are historically extreme...
Canada-U.S. interest rate differentials
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Chart 3: Fiscal fundamentals lower Canadian rates too
General government gross debt burden: Canada & U.S.
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Lump on the potential for protectionist trade policies and Canada’s
growth prospects appear in even greater jeopardy. Unfortunately, that's
the reality when a third of your economy is built on exports and three-
quarters of this product flows to a single, increasingly isolated, buyer.
We’'ll have more to say here soon.

Having already filled your inbox with research on the Canada-US fiscal
imbalance (here, here, here & here), we won't beat a dead horse, but
we’ll simply say a wider debt gap supports lower yields in Canada too.

To summarize, historically wide rate differentials are justified, poised to
grow further and be sustained for longer. Will that lead to a weaker
loonie? Yes. But we continue to argue that the impact of ‘imported
inflation’ from a weaker C$ is overstated (see our earlier note). So how
far can rates diverge? Rogers says we're not “anywhere close” to the
limit, citing larger past divergences. Back in the late 1990s, the BoC's
overnight target was 250 bps below the Fed’s, which may be the ‘limit’
that's referred to. We don’t see us getting all the way back there but
another 25, 50, even 75 bps isn’t out of the question. BoC policy will be
set based on the Canadian economy and to us, the Canadian economy
still needs lower rates, whether or not the U.S. does too.

Chart 2: ...consistent w/ historically extreme eco. divergence
Difference between select economic indicators: Canada — U.S.
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Chart 4: Where is the limit to policy rate divergence?
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"Over the years, we have seen rates
between Canada and the U.S. diverge
quite a bit more than they are now"

Is this the "limit"?
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