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Is BoC policy rate divergence possible? 
By Taylor Schleich & Warren Lovely 

Earlier this week, we explored key economic and inflation data in Canada relative to an advanced economy peer set. We argued that the 
Canadian economy has been more adversely affected by tight monetary policy than others, which has generated a slower rate of inflation. 
Based on ‘fundamentals’ then, policy easing is/will be appropriate in Canada before other jurisdictions (i.e., in the U.S.). However, many will 
argue that the Bank is somewhat tethered to the Fed. Lowering rates ahead of the U.S. central bank would mean a weaker currency which 
would be followed by imported inflation which would render any easing counterproductive. We’re not convinced, as we detail here.  

First, a larger BoC-Fed policy rate gap (than today’s 50 bps) is not uncommon. Nearly a quarter of the time since 1995, the BoC has set its 
policy rate more than 50 bps below the Fed’s. That share grows to over 50% when the Fed is restrictive. While there was less divergence in the 
second half of this ~30-year sample, this period coincided with two recession recoveries that saw rates pinned at/near zero in both economies. 
That’s clearly no longer the case, which creates scope for a wide(r) band going forward. What about currency/imported inflation concerns? 
We don’t deny that a weaker C$ boosts import prices but the pass-through to consumer prices is smaller than widely appreciated. BoC 
research, and the model that underpins their forecasts and policy analysis, indicates a 10% CAD shock might add just 25-30 bps to core CPI. 
Recent episodes of C$ weakness haven’t coincided with outsized inflation either, outright or vis-à-vis the U.S. Bond yields today reflect 
expectations that the BoC-Fed rate gap will grow. All else equal then, there’d need to be more aggressive BoC easing than is priced to 
produce a material FX impact. Is there an amount of depreciation the BoC won’t tolerate? Probably, but to us it’s much weaker than the low 
1.40s that we project. It’s entirely reasonable the BoC’s policy rate could fall 100 bps below the Fed’s without policymakers batting an eye. 

Chart 1: As fed funds heads higher, it’s not unusual for Canada-US policy rate differential to widen 
Histogram of BoC-FOMC policy rate differential: Full sample of daily observations from 1995 onwards & sub-sample where fed funds (upper) exceeds 3.0% 

 
Source: NBF, Bloomberg, BoC, FRB | Note: Full sample (blue) based on >7,650 weekdays since Jan-95; sub-sample (red) includes only those periods where FF upper exceeds 3.0% 

 
 

Chart 2: Don’t be fooled by apparent policy convergence… 
Range, avg, deviation in BoC-FOMC policy rate differential over time 

 
Source: NBF, Bloomberg, BoC, FRB | Note: Based on daily (weekday) obs from 1995-24

Chart 3: … as we spent a long time at relatively low(er) rates 
Fed funds upper & corresponding BoC-FOMC policy rate differential 

 
Source: NBF, Bloomberg, BoC, FRB | Note: Policy rate differential is inverted at right
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Fed & BoC policy rates have been within 50 bps of one another about half the time over the last 30 years, including today. However, the policy rate gap is related to 
the underlying rate level. When the Fed is above neutral (say, 3%), the BoC is more likely to lag. In this environment, the Bank has been at least 75 bps lower half the time.  

More recent samples indicate tighter policy gaps, but lower volatility can be explained by the low/stable rate settings post-GFC and in 2020-21. Policy wasn’t stagnant 
in 2022-23 but tightening was a global phenomenon, rates increasing at a similar pace most everywhere. Pre-GFC and you’ll find large deviations between the BoC and 
Fed were common. Looking ahead, we may not see a return to 1990s/2000s-style policymaking but there should be more variability than in the past 15 years.  

https://www.nbc.ca/content/dam/bnc/taux-analyses/analyse-eco/mkt-view/market_view_240429.pdf
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Chart 4: The higher fed goes, the more BoC tends to lag 
BoC-FOMC policy rate differential relative to underlying fed funds upper level 

 
Source: NBF, Bloomberg, BoC, FRB | Note: Based on daily (weekday) obs from 1995-24

Chart 5: Fed steady and BoC easing isn’t uncharted territory 
BoC policy rate stance relative to FOMC policy stance  

 
Source: NBF, Bloomberg, BoC, FRB | Note: Based on daily (weekday) obs from 1995-24

 
 

Chart 6: The market is already pricing a more dovish BoC 
OIS-implied policy rate differential over next 9 meetings: Latest vs. 1-Jan 

 
Source: NBF, Bloomberg | Note: U.S. OIS adjusted to reflect implied upper bound target

Chart 7: Yields are more predictive of C$ than policy rates 
Historical correlation btw Canadian dollar & Cda-US interest rate differentials 

 
Source: NBF, Bloomberg | Note: Based on daily (weekday) obs from 1995-24 

Chart 8: The CAD fell by nearly a third a decade ago…. 
CADUSD vs. 2-year yield differential 

 
Source: NBF, Bloomberg 

Chart 9: …coinciding with a modest rise in core CPI vs the U.S. 
CPI ex-food and energy: Canada vs. U.S. 

 
Source: NBF, Bloomberg 
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As the Fed hikes higher, the BoC has a harder time keeping pace and the differential tends to widen. Interestingly, today’s policy gap is empirically small given a >5% 
setting. What’s next? By 2025, both CBs will be easing, likely in parallel. But in the nearer-term, the BoC should go first. This set-up is less common but not uncommon.   

 

All else equal, relatively lower Canadian rates = weaker CAD. A weaker CAD = higher import prices = higher inflation. This logic, some would argue, prevents the BoC from 
‘front-running’ the Fed. We disagree. Yields/OIS pricing already reflect a growing BoC-Fed differential and C$ correlations are strongest with bond yields, not policy rates. 
In theory, there should be no FX impact from crystalizing expectations. Our base case does see further GoC outperformance and C$ depreciation to ~1.42 by year end but 
even this shouldn’t be problematic from an inflation perspective. Consider the BoC’s main model for its projections and policy analysis: ToTEM III. A technical report on 
ToTEM notes that an exchange rate shock of 10% adds just 25 bps to core inflation at its peak. That’s consistent with BoC empirical research too. The <5% depreciation we 
expect would represent a rounding error on CPI then. There’s also a somewhat recent episode we can look to: From 2013 to 2016, the C$ fell over 30%. Core inflation did 
pick-up vs. the U.S. but only by ~1%-pt (again, on a 30% move). It also remained at/below 2% and at/below the rate of U.S. inflation during that time. We’re not trying to 
deny that this inflation channel exists, but the direct pass through from a weaker C$ to consumer prices may be smaller than is broadly appreciated. More fundamentally, 
the BoC will be set domestic monetary policy based on domestic conditions. Macklem has said as much. To us, it’s clear domestic conditions currently warrant earlier cuts.  

https://www.bankofcanada.ca/wp-content/uploads/2021/06/tr119.pdf
https://www.bankofcanada.ca/wp-content/uploads/2015/10/dp2015-91.pdf
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General 

This Report was prepared by National Bank Financial, Inc. (NBF), (a Canadian investment dealer, member of CIRO), an indirect wholly owned subsidiary of 
National Bank of Canada. National Bank of Canada is a public company listed on the Toronto Stock Exchange.   

The particulars contained herein were obtained from sources which we believe to be reliable but are not guaranteed by us and may be incomplete and may 
be subject to change without notice.  The information is current as of the date of this document.   Neither the author nor NBF assumes any obligation to update 
the information or advise on further developments relating to the topics or securities discussed. The opinions expressed are based upon the author(s) analysis 
and interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein, and nothing in this 
Report constitutes a representation that any investment strategy or recommendation contained herein is suitable or appropriate to a recipient’s individual 
circumstances.  In all cases, investors should conduct their own investigation and analysis of such information before taking or omitting to take any action in 
relation to securities or markets that are analyzed in this Report. The Report alone is not intended to form the basis for an investment decision, or to replace any 
due diligence or analytical work required by you in making an investment decision. 

This Report is for distribution only under such circumstances as may be permitted by applicable law. This Report is not directed at you if NBF or any affiliate 
distributing this Report is prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to you. You should satisfy yourself 
before reading it that NBF is permitted to provide this Report to you under relevant legislation and regulations.  

National Bank of Canada Financial Markets is a trade name used by National Bank Financial and National Bank of Canada Financial Inc.  

Canadian Residents 

NBF or its affiliates may engage in any trading strategies described herein for their own account or on a discretionary basis on behalf of certain clients and as market 
conditions change, may amend or change investment strategy including full and complete divestment. The trading interests of NBF and its affiliates may also be 
contrary to any opinions expressed in this Report. 

NBF or its affiliates often act as financial advisor, agent or underwriter for certain issuers mentioned herein and may receive remuneration for its services.  As well 
NBF and its affiliates and/or their officers, directors, representatives, associates, may have a position in the securities mentioned herein and may make purchases 
and/or sales of these securities from time to time in the open market or otherwise.  NBF and its affiliates may make a market in securities mentioned in this 
Report.  This Report may not be independent of the proprietary interests of NBF and its affiliates. 

This Report is not considered a research product under Canadian law and regulation, and consequently is not governed by Canadian rules applicable to the 
publication and distribution of research Reports, including relevant restrictions or disclosures required to be included in research Reports.   

mailto:alexandra.ducharme@nbc.ca
mailto:angelo.katsoras@nbc.ca
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UK Residents 

This Report is a marketing document. This Report has not been prepared in accordance with EU legal requirements designed to promote the independence of 
investment research and it is not subject to any prohibition on dealing ahead of the dissemination of investment research. In respect of the distribution of this 
Report to UK residents, NBF has approved the contents (including, where necessary, for the purposes of Section 21(1) of the Financial Services and Markets Act 
2000). This Report is for information purposes only and does not constitute a personal recommendation, or investment, legal or tax advice.  NBF and/or its 
parent and/or any companies within or affiliates of the National Bank of Canada group and/or any of their directors, officers and employees may have or may 
have had interests or long or short positions in, and may at any time make purchases and/or sales as principal or agent, or may act or may have acted as 
market maker in the relevant investments or related investments discussed in this Report, or may act or have acted as investment and/or commercial banker 
with respect hereto. The value of investments, and the income derived from them, can go down as well as up and you may not get back the amount 
invested.  Past performance is not a guide to future performance.  If an investment is denominated in a foreign currency, rates of exchange may have an adverse 
effect on the value of the investment.  Investments which are illiquid may be difficult to sell or realise; it may also be difficult to obtain reliable information about 
their value or the extent of the risks to which they are exposed.  Certain transactions, including those involving futures, swaps, and other derivatives, give rise to 
substantial risk and are not suitable for all investors. The investments contained in this Report are not available to retail customers and this Report is not for 
distribution to retail clients (within the meaning of the rules of the Financial Conduct Authority).  Persons who are retail clients should not act or rely upon the 
information in this Report. This Report does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for 
the securities described herein nor shall it or any part of it form the basis of or be relied on in connection with any contract or commitment whatsoever.  

This information is only for distribution to Eligible Counterparties and Professional Clients in the United Kingdom within the meaning of the rules of the Financial 
Conduct Authority. NBF is authorised and regulated by the Financial Conduct Authority and has its registered office at 70 St. Mary Axe, London, EC3A 8BE.  

NBF is not authorised by the Prudential Regulation Authority and the Financial Conduct Authority to accept deposits in the United Kingdom. 

US Residents 

With respect to the distribution of this report in the United States of America, National Bank of Canada Financial Inc. (“NBCFI”) which is regulated by the Financial 
Industry Regulatory Authority (FINRA) and a member of the Securities Investor Protection Corporation (SIPC), an affiliate of NBF, accepts responsibility for its 
contents, subject to any terms set out above. To make further inquiry related to this report, or to effect any transaction, United States residents should contact 
their NBCFI registered representative.  

This report is not a research report and is intended for Major US Institutional Investors only.   

This report is not subject to US independence and disclosure standards applicable to research reports. 

HK Residents 

With respect to the distribution of this report in Hong Kong by NBC Financial Markets Asia Limited (“NBCFMA”)which is licensed by the Securities and Futures 
Commission (“SFC”) to conduct Type 1 (dealing in securities) and Type 3 (leveraged foreign exchange trading) regulated activities, the contents of this report 
are solely for informational purposes. It has not been approved by, reviewed by, verified by or filed with any regulator in Hong Kong. Nothing herein is a 
recommendation, advice, offer or solicitation to buy or sell a product or service, nor an official confirmation of any transaction. None of the products issuers, 
NBCFMA or its affiliates or other persons or entities named herein are obliged to notify you of changes to any information and none of the foregoing assume 
any loss suffered by you in reliance of such information.  

The content of this report may contain information about investment products which are not authorized by SFC for offering to the public in Hong Kong and such 
information will only be available to, those persons who are Professional Investors (as defined in the Securities and Futures Ordinance of Hong Kong (“SFO”)).  If 
you are in any doubt as to your status you should consult a financial adviser or contact us. This material is not meant to be marketing materials and is not 
intended for public distribution. Please note that neither this material nor the product referred to is authorized for sale by SFC. Please refer to product prospectus 
for full details.  

There may be conflicts of interest relating to NBCFMA or its affiliates’ businesses. These activities and interests include potential multiple advisory, transactional 
and financial and other interests in securities and instruments that may be purchased or sold by NBCFMA or its affiliates, or in other investment vehicles which 
are managed by NBCFMA or its affiliates that may purchase or sell such securities and instruments.  

No other entity within the National Bank of Canada group, including National Bank of Canada and National Bank Financial Inc, is licensed or registered with the 
SFC. Accordingly, such entities and their employees are not permitted and do not intend to: (i) carry on a business in any regulated activity in Hong Kong; (ii) 
hold themselves out as carrying on a business in any regulated activity in Hong Kong; or (iii) actively market their services to the Hong Kong public. 

Copyright 

This Report may not be reproduced in whole or in part, or further distributed or published or referred to in any manner whatsoever, nor may the information, 
opinions or conclusions contained in it be referred to without in each case the prior express written consent of NBF. 
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