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Summary

= The Canadian economy rebounded strongly in the second quarter,
putting an end to a period of weak growth around the turn of 2026. A
strong performance was expected due to international trade, but
private domestic demand was surprisingly robust. Households and
businesses indeed posted a solid performance, thanks to growth in
disposable income and a rebound in investment, particularly in
machinery and equipment.

= The improvement in the terms of trade, supported by higher energy
prices due to the conflict in the Middle East, also supported national
income, allowing real gross domestic income to grow even faster
than gross domestic product.

= This rebound could, however, be short-lived, as some temporary factors
fade, the residential market shows signs of weakness, and trade
tensions with the United States have intensified. Thus, despite a firmer
tone from the Bank of Canada at its latest monetary policy decision, we
continue to favour patience, as the economy remains in a situation of
excess supply and underlying inflationary pressures are well contained.

= Despite greater uncertainty surrounding this scenario, we continue
to expect a de-escalation of trade tensions. While awaiting further
developments, including potential Canadian retaliation, we forecast
growth of 1.4 % in 2027, following an increase of 0.9 % this year.

As anticipated, Canadian gross domestic product rebounded strongly in
the second quarter of 2026, abruptly bringing to an end a period of weak
growth that had prompted some observers to wonder whether the
Canadian economy had entered a recession. Given the strong
performance of international trade during the quarter, a rebound in
activity was widely expected. The strength of domestic demand,
however, came more as a surprise, as it posted its strongest growth since
the fourth quarter of 2024. The performance of its private component was
even more impressive, recording its largest gain in four years. This
performance was all the more spectacular given that it occurred in a
demographic context characterized by a declining population.

Canada: Strong GDP rebound in Q2 2026
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Consumers had to contend with a loss of purchasing power resulting
from price increases during the quarter, but that did not prevent them
from increasing their spending at an annualized rate of 3.3 %, thanks
to solid growth in disposable income. Not only did employee
compensation continue to grow at a decent pace in real terms amid an
improving labour market, but households also benefited from an
increase in government transfers. This was due in particular to the
additional GST/HST credit payment made in June.

Canada: Real disposable income boosted by government transfers
Disposable income and employee compensation adjusted by the household consumption deflator
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The details of the report also show that investment made a significant
contribution to growth. Residential investment returned to expansion
after two quarters of contraction, while non-residential investment
recorded its strongest increase in two years. Within the latter category,
investment in machinery and equipment stood out in particular, posting
its strongest growth since the fourth quarter of 2024 (22.6%). Among its
subcomponents, the largest quarterly increase was observed in
computers and peripheral equipment, a development that is undoubtedly
related to the wave of investment associated with artificial intelligence.

Canada: Al-related sectors lead machinery and equipment investment
Quarterly annualized change in components of machinery and equipment real gross fixed capital formation
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GDP obviously remains an essential indicator for assessing the health
of the economy since it measures the volume of goods and services
produced in the country. However, it does not tell the whole story.
Gross domestic income (GDI) helps complete the picture by measuring
the purchasing power of the income generated by this production. The
distinction is particularly important for a resource-rich economy such as
Canada, since GDI takes into account changes in the terms of trade,
that is, the price of exports relative to that of imports. The war in the
Middle East has in fact led to a significant increase in energy prices,
thereby improving its terms of trade.

Canada: Gross domestic income boosted by terms of trade
Real GDP and real GDI growth
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In short, the latest economic accounts data were strong, both at first
glance and in the details. At the monetary policy decision that followed
the release of these data, the Bank of Canada appeared to adopt a
firmer stance, emphasizing the inflationary risks weighing on the
Canadian economy, which revived expectations of a rate hike by the
end of the year. After more than six months of conflict in the Middle
East, the risk that the oil shock will become larger and more persistent
cannot be ruled out. The Bank is undoubtedly concerned that no ships
are currently passing through the Strait of Hormuz, putting upward
pressure on crude oil and refined product prices.

World: Maritime traffic severely disrupted in the Strait of Hormuz
Number of tanker ships transiting through the Strait of Hormuz and price of oil (WTI)
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We believe, however, that it would be premature to raise rates at this
point. First, the improvement in the economy must be put into
perspective, particularly since it was supported by temporary factors,
including the FIFA World Cup, government activities related to the
Canadian population census, and an increase in government transfers
to households. Statistics Canada’s preliminary estimate for real GDP

growth in July points in the same direction, indicating zero growth after
three months of gains.

Canada: Spring momentum set to fade?
Monthly change in real GDP by industry, including July preliminary estimate
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Residential investment could also weigh on growth over the coming
months. In July, housing starts reached their lowest level in 16 months.
There is reason to believe that this weakness could persist for some
time, as the accumulation of unsold new homes and rising vacancy
rates in the rental market are dampening builders’ appetite for new
projects in a context of weak population growth.

Canada: Builders struggle to sell completed homes
Share of new construction unsold at completion and housing starts intended for homeowners*
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Canada: Rental vacancy rate trending upward
Vacancy rate and rental housing starts
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As for the improvement observed in investment, it may prove short-
lived given the recent rise in trade tensions. Second-quarter data are
ancient history when one considers that CUSMA was not renewed on
a long-term basis on July 1 and that Washington imposed new tariffs
covering approximately 5 % of imports from Canada. As a result, the
average tariff rate applied to Canadian goods would nearly double to
approximately 6 %, which would leave Canada only slightly better
positioned than the average of U.S. trading partners.

Canada: A global tariff advantage at risk of eroding
Average effective tariff rate on Canadian exports
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Although some may downplay the impact of the new U.S. tariffs by
arguing that approximately 80 % of Canadian exports would remain
tariff-free under CUSMA, the apparently modest macroeconomic effect
should not obscure the potentially significant consequences for certain
sectors and companies. For directly affected businesses, a 50 % tariff
could simply make their products uncompetitive in the U.S. market.
Unlike a moderate increase in tariffs spread across a broad range of
products, a prohibitive tariff concentrated in a handful of sectors can
lead to a sharp drop in exports, a loss of market share, plant closures,
and a slowdown in investment (link). We estimate that approximately
100,000 jobs are at risk over an 18-month horizon if the new tariffs
remain in place and Ottawa and the provinces do not intervene to
cushion the shock, which could push the unemployment rate up by
approximately half a percentage point from its current level of 6.4 %.

Canada: Some sectors heavily hit by a potential new round of tariffs
Average effective tariff rate on Canadian exports
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Given this uncertainty, we were surprised by the central bank’s
emphasis on inflation concerns, especially since the current price
pressures are the result of a supply shock over which it has no control.
Generally speaking, a central bank is normally expected to respond
less to this type of shock than to a domestic event, since monetary

policy can only have a limited effect on external pressures. In March,
however, Bank of Canada Deputy Governor Sharon Kozicki indicated
that “central banks should generally respond when the effects of a
[supply] shock on inflation are larger and more persistent.”

Canada: Inflationary pressures are mostly supply-driven
Supply-demand decomposition of the quarterly change in the consumption deflator
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That said, the excess supply that remains in the economy, despite the
recent rebound, leads us to believe that it is not yet time for the Bank
of Canada to adjust its monetary policy and that it can afford to continue
adopting a wait-and-see approach for a while.

Canada: A rebound that leaves the economy in excess supply
Output gap, Canada and United States
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The labour market remains characterized by excess supply, and the
fact that it has been in this situation for two years has resulted in well-
contained wage pressures in the country. Indeed, the wage indicator
adjusted for composition effects posted another decline in its year-
over-year growth rate, to 2.3 %, its lowest level in more than five years.
Our analysis of the labour market has led us to conclude in recent
months that the risks of second-round effects on inflation (through
wages) resulting from higher energy prices are more limited in Canada

than in some other advanced economies.
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Canada: Excess supply has eased pressure on wages
Unemployment rate and annual change in wages (fixed-weight)
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Core inflation measures, now back at the midpoint of the central bank’s
target range, are consistent with this excess capacity and indicate that
underlying inflationary pressures remain well contained. In our view,
this room for manoeuvre still allows for patience before tightening
monetary policy.

Canada: Core inflation is back on track

Consumer price index (year over year % change), core measures*
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In conclusion, we continue to believe that the economic rebound in the
second quarter does not necessarily foreshadow what comes next. While
the Canadian economy is showing considerable resilience, its situation
nevertheless remains far from exceptional, especially as several risks
continue to weigh on it, particularly trade tensions with the United States.
Even though our degree of confidence in this scenario has been
weakened, we continue to expect a de-escalation of trade tensions.
Ottawa is probably hoping to provide greater clarity regarding Canadian
businesses’ access to the U.S. market, as major global investors are
being invited to an investment summit in Toronto in two weeks
(September 14-15). In Washington, as the midterm elections approach,
policymakers will probably want to ease tensions, knowing that Canada
is the leading export market for 27 U.S. states. Moreover, the latest
rounds of tariffs are receiving very little support from a population already
frustrated by inflationary pressures. While awaiting further
developments, including potential Canadian retaliation, we forecast
growth of 1.4 % in 2027, following an increase of 0.9 % this year.
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Canada — Economic Forecast as of September 4, 2026

Q4/Q4

(Annual % change)* 2023 2024 2025 2026 2027 2025 2026 2027
Gross domestic product (2012 $) 2.0 2.0 1.9 0.9 1.4 0.7 14 14
Consumption 2.2 2.2 24 2.2 1.3 1.9 21 1.1
Residential construction (9.5) (0.2) 0.5 (2.7) (0.5) (3.9) (1.5) (0.8)
Business investment 3.1 (1.4) 0.2 0.8 21 (1.0) 1.5 2.8
Government expenditures 2.9 4.2 3.2 1.6 1.7 3.1 0.8 1.5
Exports 6.2 0.9 (1.4) 25 1.9 (2.9) 3.0 22
Imports 1.2 0.7 (0.3) 3.0 22 (1.2) 5.0 1.9
Change in inventories (millions $) 10,912 6,536 7,436 -17 5,018
Domestic demand 1.5 2.2 2.2 1.6 14 1.5 1.5 1.3
Real disposable income 23 4.8 1.5 15 1.7 (0.5) 25 15
Employment 3.0 1.9 1.4 0.5 0.4 1.3 0.3 0.3
Unemployment rate 54 6.4 6.9 6.6 6.4 6.8 6.5 6.4
Inflation 3.9 24 21 2.8 21 2.2 29 1.9
Before-tax profits (11.8) (2.3) 6.2 19.1 9.5 4.5 22.1 6.5
Current account (bil. $ 20.4 15.0 50.0 25.0 40.0

*or as noted

Financial Forecast**

Current
9/03/26 Q32026 Q42026 Q12027 Q22027 2025 2026 2027
Overnight rate 2.25 2.25 2.25 2.50 2.75 2.25 2.25 2.75
Prime rate 4.45 4.45 4.45 4.70 4.95 4.45 4.45 4.95
3 month T-Bills 2.30 2.30 2.40 2.70 2.80 2.20 2.40 2.80
Treasury yield curve
2-Year 3.11 3.05 2.95 3.05 3.15 2.59 2.95 3.10
5-Year 3.42 3.35 3.25 3.35 3.30 2.98 3.25 3.25
10-Year 3.80 3.75 3.70 3.65 3.65 3.44 3.70 3.65
30-Year 418 4.20 4.25 4.25 4.20 3.86 4.25 410
CAD per USD 1.38 1.40 1.37 1.35 1.33 1.37 1.37 1.31
Oil price (WTI), U.S.$ 93 85 85 84 83 57 85 80

** end of period

Quarterly pattern Canada

Q12025 Q22025 Q32025 Q42025 Q12026 Q22026 Q3 2026 Q4 2026

actual actual actual actual actual actual forecast forecast
Real GDP growth (g/q % chg. saar) 29 (1.0) 1.9 (1.0) 0.3 3.3 1.3 0.8
CPI (yly % chg.) 2.3 1.8 2.0 2.2 2.2 2.9 3.0 2.9
CPl ex. food and energy (y/y % chg.) 25 26 25 25 2.0 1.7 2.0 1.9
Unemployment rate (% 6.7 6.9 7.0 6.8 6.6 6.7 6.5 6.5

National Bank of Canada

a
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Provincial Economic Forecast

| 2023] 2024| 2025¢| 2026f| 2027f] | 2023] 2024] 2025¢| 2026f] 2027f
Newfoundland & Labrador -3.0 2.7 3.5 1.2 1.4 -4.0 4.6 3.1 10.3 2.1
Prince Edward Island 2.9 3.8 2.8 1.6 2.0 6.7 7.5 4.2 5.7 4.3
Nova Scotia 2.4 3.1 2.3 14 1.6 7.6 8.0 4.2 53 3.8
New Brunswick 2.0 2.7 2.0 0.9 1.2 35 4.0 4.7 5.2 3.1
Quebec 0.7 1.7 0.6 0.5 1.2 4.7 5.9 4.7 5.1 3.7
Ontario 2.4 1.6 1.3 0.6 1.3 6.9 5.1 4.1 4.2 33
Manitoba 2.8 1.7 13 1.2 1.7 5.4 33 4.8 6.4 2.5
Saskatchewan 3.1 3.0 2.2 15 1.9 -3.7 0.0 4.0 11.8 13
Alberta 2.5 3.0 2.7 1.8 2.0 -4.0 5.1 4.6 7.8 3.6
British Columbia 2.8 1.1 2.0 0.7 1.3 3.6 3.5 4.6 5.0 3.0
Canada 2.0 2.0 1.9 0.9 14 3.5 4.8 4.4 5.5 3.3
Newfoundland & Labrador 1.7 2.7 -0.2 0.6 0.4 9.8 10.0 10.2 9.1 8.9
Prince Edward Island 6.2 3.6 1.0 2.6 1.2 7.3 7.8 8.0 7.6 7.2
Nova Scotia 2.7 3.2 0.3 2.1 1.0 6.4 6.5 6.6 6.3 5.3
New Brunswick 3.4 2.8 1.3 1.0 0.6 6.6 7.1 7.1 7.1 6.9
Quebec 2.9 0.9 1.7 -0.6 0.5 4.4 5.4 5.6 5.5 5.2
Ontario 3.1 1.7 1.0 0.6 0.2 5.6 7.0 7.7 7.1 7.0
Manitoba 2.7 2.6 1.7 2.0 0.6 4.9 5.5 5.9 5.4 5.3
Saskatchewan 1.6 2.6 2.5 0.6 1.0 4.7 5.5 5.2 5.8 5.8
Alberta 3.7 2.9 2.8 2.8 1.0 5.9 7.1 7.2 6.9 6.8
British Columbia 2.6 2.4 11 -0.3 0.1 5.2 5.6 6.2 6.4 6.3
Canada 3.0 1.9 1.4 0.5 0.4 5.4 6.4 6.8 6.6 6.4

Housing starts (000) onsumer Price Index (% growth)

Newfoundland & Labrador 1.0 1.7 1.6 1.7 1.4 33 1.8 14 3.6 2.0
Prince Edward Island 0.8 1.2 1.7 2.0 1.7 2.9 1.9 1.4 3.2 2.2
Nova Scotia 7.1 7.4 9.8 7.0 6.8 4.0 2.3 2.0 3.9 2.2
New Brunswick 4.7 6.2 7.6 6.8 6.4 35 2.2 1.7 3.7 2.2
Quebec 40.3 48.8 59.4 60.0 57.0 4.5 2.3 2.5 3.1 2.3
Ontario 89.7 74.5 65.2 62.0 57.0 3.8 2.4 1.9 2.2 2.0
Manitoba 7.1 7.2 7.9 8.5 7.5 3.6 1.0 2.7 3.6 2.2
Saskatchewan 4.6 4.3 6.1 6.0 5.5 3.9 1.4 2.1 34 2.2
Alberta 35.9 47.7 55.0 45.0 40.0 33 2.9 1.9 2.7 2.0
British Columbia 50.6 45.8 44.1 40.5 36.0 4.0 2.6 2.1 2.8 2.1
Canada 242.0| 244.8| 258.4| 239.5| 219.3 3.9 2.4 2.1 2.8 2.1
e: estimate f: forecast

Historical data from Statistics Canada and CMHC, National Bank of Canada's forecast.
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