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Fading tariffs and fearing inflation

By Taylor Schleich & Ethan Currie

Decision Details: Tough talk on inflation sends GoC yields higher

»= The Bank of Canada left its target for the overnight rate unchanged at  Change in yields/differentials: Pre-decision to presser, presser to latest
2.25% in line with the consensus expectation and an OIS market that
priced little chance of hiking.

» This marks the seventh consecutive hold, as the Bank
remains “prepared to adjust monetary policy as needed’
based on their assessment of growth sustainability and the
outlook for inflation.

> At 2.25%, the policy rate remains at the lower bound of the
Bank’s estimated neutral range (2.25-3.25%).

i Presser to Latest
1 @ Net Impact
» The gap between the BoC and FOMC'’s (upper bound) policy
rate remains at 150 bps, with OIS suggesting 65% odds of a

Fed hike (25 bps) in two weeks.

= The deposit rate will continue to set 5 bps below the target rate (at 2.20%). 2Y | 5Y | 10Y | 30Y 2Y | 10Y
The Bank rate remains 25 bps above the overnight target. Outright Canada Yields Canada-US

* There were no Changes made to balance sheet policy. Source: NBC, Bloomberg | Note: Latest as of 11:40 AM EST.
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Press release:

= Driving the decision to hold was economic activity and inflation “evolving broadly as forecast in the July MPR”.

= As expected, growth picked up in the second quarter and “recent data reaffirm [GC’s] view of a broadening recovery”. However, uncertainty
remains elevated, and fresh U.S. tariffs threaten the sustainability of this recovery.

= In the opening statement to the press conference, Macklem suggested that while new U.S. tariffs (and associated uncertainties) “pose risks
to the sustainability [of the economic rebound]”, policymakers also “don’t expect [these tariffs] to have a large direct impact on the overall level
of economic activity”. Federal government supports will also likely mitigate some downside risks, though the situation remains fluid, and
uncertainty alone may stall investment and hiring decisions.

=  Excess supply in the economy is still present as labour demand remains subdued, though “conditions have improved in recent months” with
the jobless rate falling to 6.4% in July.

= The rate statement reiterated that ~3% headline CPI inflation is mainly a reflection of “persistently higher gasoline prices”. Encouragingly,
there’s been little evidence of these effects spilling into underlying / core inflation, which “remained close to 2% in July”. Upside risks to the
Bank’s inflation forecast have increased—that’'s a function of both the ongoing conflict in the Middle East, as well as new U.S. tariffs and
Canadian counter-tariffs which could feed into consumer prices “over time”.

=  Financial conditions “have tightened”, with Canadian long-term bond yields moving up, like elsewhere globally.

Press conference:

The Governor’s opening statement can be found here. Below, we outline some of the highlights from the Q&A segment of the press conference:

= When asked whether the Bank is more concerned about inflation risks than growth, Macklem stated that recent growth is encouraging, but
there’s still slack in the economy (with tariffs increasing the uncertainty around the sustainability of the rebound). And while inflation remains
concentrated / driven by higher energy prices, CPI at ~3% is still “too high” and there’s no clear resolution in sight for the Mideast war. The
longer prices stay high, the greater the risks of spillover into underlying inflation. In this regard, the Governor concluded that the most important
driver of the BoC'’s decisions going forward is the inflation forecast and the assessment of risks around that. Their guiding “beacon” remains the
2% inflation target.

= How do you assess the inflationary impacts of counter-tariffs? Here, Macklem suggested that these levies are mostly applied on intermediate
goods, which means the effect on CPI will be less direct, with elevated costs taking longer to pass through. While there’s a modest inflationary
impact from new trade developments, the Governor doubled down on the fact that the “bigger issue” for inflation is what’'s happening in the
Middle East. He added later that monetary policy “can’t fix”, develop, or influence trade relations.

= While the Bank had suggested that cuts were on the table in response to escalating trade escalations, Macklem stated that “we did bring policy
down [last year]” and have held it lower in response to lingering uncertainty. Trade restrictions will endanger the durability of the economic
rebound, but businesses are seen adapting to this new environment, and in that vein, policymakers must be guided by inflation.

= On tighter financial conditions, Macklem provided some colour on what’s driving global yields higher—including elevated sovereign issuance
and competing corporate supply related to the Al buildout. Financial conditions will be “something we take into account” in monetary policy
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discussions. Later in the press conference, Macklem suggested that markets “understand our reaction function” and react appropriately when
incoming data is likely capturing the Bank’s attention. Market reactions do not rule out monetary policy action if inflation does stay too high or is
expected to stay too high. Commenting on financial stability, Senior Deputy Governor Rogers suggested there’s no evidence of strain / market
dysfunction, but rather rates volatility has been a sign of repriced expectations and a healthy market.

= When asked about why a line was dropped from this rate statement (regarding policy being at about “the right level”), the Governor replied,
“sometimes you over rotate on these changes”. He continued by saying that the Bank had a new forecast at the time of their last decision and
data has come broadly in-line with those projections since. Inflation will be “front and centre” when they get to the next decision.

= Are consecutive hikes still on the table if inflation becomes problematic? If policymakers felt like inflation was going to remain too high, they're
prepared to raise rates and that might come in more than one dose. Inflation remains “the beacon”.

Bottom line:

Today’s ‘hold’ was widely expected, as was the Bank leaving its forward-looking policy statement open-ended: “Governing Council will assess the
sustainability of the economic rebound and the outlook for inflation and is prepared to adjust monetary policy as needed.” Little beyond this met
expectations, however. The overall rate statement and especially the press conference were unambiguously hawkish as the Bank was at pains to
stress that inflation risks have risen since July, which is more a function of Middle East developments and less to do with Canadian counter-tariffs. The
Governor also downplayed new U.S. tariffs, given their relatively narrow scope and the fact that recent economic momentum has left the economy on
“stronger footing”. The Bank did acknowledge that associated uncertainty could stall hiring and investment but there wasn’t much emphasis placed on
this in any of Macklem’s responses.

Clearly, the BoC is closer to tightening policy than we or markets anticipated, which is pushing up odds of a late-2026 rate hike. This makes monitoring
developments in the Middle East ever more important, as the Bank readies a new set of forecasts ahead of the October rate decision. As Macklem
explained in the presser, “the most important thing that is going to guide our decisions going forward is our inflation forecast and the assessment of
the risks around that.” On the surface then, the next meeting is ‘live’. That said, we’d be very surprised if the Bank were to tighten that soon given that
(according to them) there is still slack in the economy and, even before the trade war escalated, there were doubts about the sustainability of the
recent rebound.

Ultimately, the Bank will be data dependent and if incoming core inflation readings are to remain contained, we think that will be sufficient to keep the
Bank sidelined. Further leaning against the need for near-term policy adjustments is a tightening of financial conditions via a global increase long-term
bond yields and aforementioned slack. We also fear that the Bank is underestimating the risk that renewed trade uncertainty could stall out recent
economic momentum, at least temporarily. All told, we still expect the Bank of Canada to remain on hold until more slack is absorbed, with hikes
arriving in Q1. But that forecast is a lot more fragile than it was just yesterday.

The Bank’s next decision will take place on October 28th, 2026, and will be accompanied by a Monetary Policy Report. The Summary of Deliberations
for today’s decision will be released on September 16th at 1:30 PM ET. Prior to the next decision, the Q3 Business Outlook Survey and Canadian
Survey of Consumer Expectations will be available on October 19th at 11:30 ET.
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Interest Rate Statement:

Bank of Canada maintains policy rate at 2.%
The Bank of Canada today held its target for the overnight rate at 2.25%, with the Bank Rate at 2.5% and the deposit rate at 2.20%.

The continuing conflict in the Middle East is keeping energy prices high. As well, new US tariffs and Canadian counter-measures have been
announced following the breakdown of trade talks between Canada and the United States. Both situations remain fluid.

In the United States, economic growth continues to be solid, driven by consumer spending and Al-related investment. Growth in the euro area
was stronger than expected in the second quarter, while China’s economy slowed. Overall, the global economy has shown resilience in the face
of geopolitical headwinds, with growth broadly consistent with the July Monetary Policy Report (MPR) projection. With still-high oil prices and
elevated margins for refined energy products, inflation in most countries remains high.

Financial conditions have tightened since July. Long-term bond yields have moved up globally, including in Canada. The Canadian dollar has
appreciated slightly on US-dollar weakness.

As expected, Canadian economic activity strengthened in the second quarter, with GDP up by 3.3%, following very weak growth in the first quarter.
While some of the recent strength reflected temporary factors, the pick-up in activity was broad-based. Consumption showed solid gains. Following
several weak quarters, there was some rebound in housing activity. Exports and business investment were up sharply. Labour market conditions
have improved in recent months, with the unemployment rate edging down to 6.4% in July. Still, demand for labour remains subdued and indicators
point to continued excess supply in the economy.

Overall, recent data reaffirm Governing Council’s view of a broadening recovery in Canada’s economy. However, uncertainty is high and new US
tariffs and threats of further action pose risks to the sustainability of the recovery.

CPl inflation has been hovering around 3% in recent months, mainly because of persistently higher gasoline prices. So far, there has been little
evidence of higher energy prices spreading to other components of inflation: excluding gasoline, inflation was 2.2% and measures of core inflation
remained close to 2% in July. However, with the Middle East conflict still ongoing and little progress reopening the Strait of Hormuz, upside risks
to the Bank'’s inflation forecast have increased. The longer that high oil prices and elevated refinery margins persist, the greater the risk of spillover
to the prices of other goods and services. New US tariffs and Canadian counter-tariffs will also raise costs for some businesses and could feed
into consumer prices over time.

With the economy and inflation evolving broadly as forecast in the July MPR, Governing Council agreed to leave the policy rate unchanged.
However, the upside risks to inflation have increased, while new tariffs make growth prospects more uncertain. Governing Council will assess the
sustainability of the economic rebound and the outlook for inflation, and is prepared to adjust monetary policy as needed. The Bank remains
committed to maintaining Canadians’ confidence in price stability through this period of global upheaval.

Information note

The next scheduled date for announcing the overnight rate target is October 28, 2026. The Bank’s next MPR will be released at the same time.
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