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Loonie tunes 
Canadian dollar edges towards parity, stocks edge to loss 

March 19, 2010 – The Canadian dollar again edged upwards against the US dollar last 
week, creeping closer to parity, and igniting a yes-it-is-no-it-isn’t debate in the econo-
sphere about whether dollar parity is a continuing threat to Canadian manufacturers and 
exporters. A steady stream of positive economic data over the past three weeks has 
contributed to the loonie’s gathering momentum. And stronger-than-expected inflation 
numbers from Statistics Canada last week put the icing on the cake – at least according to 
the deep thinkers who purport to know what it is that drives currency markets this way 
and that. 

Still, despite breathless predictions from the more hyperbolic regions of the punditocracy 
that the loonie was headed to parity...and beyond, this week, Canada’s monetary unit 
stalled out at about US$0.98 at the close of last week’s trading. Along with renewed US 
dollar strength and softening commodity prices towards the week’s end, some sober 
second thoughts prevailed about whether the Bank of Canada would in fact renounce its 
conditional pledge to keep its target overnight rate at 0.25% until the end of June, taking 
some steam out of the loonie’s upside momentum. 

Last week’s excitement was triggered by the release of Statistics Canada’s monthly 
inflation data for February. The consumer price index – the so-called “headline” price 
index that includes all prices – rose 1.6% in February from a year ago. January prices had 
posted an annual 1.9% increase. Consensus estimates had settled on around 1.4% for 
February CPI.  

More problematic, however, was the figure for core consumer prices – the index that 
excludes volatile items like food and energy, which tend to vary widely in price from 
month to month. Those prices rose 2.1% year-over-year in February, inching up from a 
2% increase in January, rather than stepping down to a 1.7% rate as the econo-sphere had 
expected. 

To add even more fuel to the fire, Canadian wholesale and manufacturing sales also 
surprised on the upside in January, sending economists scrambling back to their charts, 
tables, and coffee pots in an effort to determine how they could have been oh, so wrong. 
They don’t call it the “dismal science” for nothing. 
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Factory sales jumped 2.4% in January, quashing estimates of 0.5% to 0.6% growth. The 
sales growth was broad-based, too, with 17 of 21 sectors posting strong gains, for the 
fifth consecutive monthly increase. Wholesale sales also rose, climbing 3% in January, in 
a broad-based increase that saw gains in all seven of Statistics Canada’s categories, for 
the best advance in three years. Retail sales also jumped 0.7% month-over-month in 
January, posting an overall 6% year-over-year increase. Even without the drag of a 3.1% 
month-over-month decline in auto sales, consumers spent 1.8% more in January than in 
December.  

And with labor productivity up 1.4% in the fourth quarter of 2009, capacity utilization 
growing, employment once again on the upswing, Canadian banks in good shape, 
government finances deep in the red but still among the best in the industrialized world, 
and oil prices edging ever higher, currency traders had plenty of reason to buy Canadian 
dollars. 

Trouble is, there’s no reason to believe that the laws of economics have been repealed. A 
strong Canadian dollar plays havoc with Canada’s export-sensitive manufacturing sector, 
despite arguments that somehow manufacturers have adjusted to the currency swings and 
have become more competitive and more adept at hedging against currency risk. That 
seems a stretch (as if manufacturers had only just discovered the joys of economies of 
scale, cost cutting, thin margins, and currency options in the past 24 months), and history 
seems to militate against it. By some measures, manufacturing is still 20% down from its 
level just before the recession. 

The current strength of the Canadian dollar has not unduly alarmed the Bank of Canada, 
or so it would seem. It still seems ready to begin on the road to normalizing rates in July, 
if core inflation stays at or around its target 2% level. It may be looking on the dollar’s 
current strength as a temporary forex market distraction, which is just as likely to see the 
loonie sell off in coming weeks. And the BoC certainly hasn’t made any noises about 
keeping a lid on rates in an effort to mind-meld the forex market into a state of zen-like 
calm about the loonie. Unless the Canuck buck gets bid up well over US$1.00, the BoC is 
unlikely to change course. 

Meantime, Canada’s largest trading partner continues to struggle in the economic mire, as 
February inflation remained all but nonexistent, unemployment stayed high, industrial 
output flagged (probably because of those big winter storms), and capacity utilization, at 
72.7%, indicated plenty of slack left in the economy. Unlike the conundrum facing the 
Bank of Canada, the US Federal Reserve Board is under absolutely no pressure at all to 
start raising rates. 

All this played into the S&P/TSX Composite Index’s first weekly loss this month. The 
index dropped –0.5% week-over-week, as commodity prices eased and the US dollar 
strengthened on continuing uncertainty about the nature of a European Union bailout, if 
any, of Greece’s near-bankrupt government.  
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Although the big New York indexes posted gains on the week, investors were spooked on 
Friday when the Reserve Bank of India unexpectedly hiked its key bank rate to 5%. The 
imminent vote on the Obama administration’s healthcare nationalization package 
contributed to the general Friday malaise, breaking an eight-day winning streak for the 
Dow Jones Industrials. Still, the DJIA closed last Friday with its third consecutive weekly 
gain, up 1.1% on the week, while the S&P 500 Composite Index advanced 0.9% on the 
week.  

For now, the markets are playing a waiting game, with a tendency to edge higher. Last 
week’s rally saw the S&P 500 climb to its highest level since September 2008 before 
pulling back again. We’re likely to see this pattern continue as investors search for 
confirmation that the US recovery is sustainable.  
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