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Highlights

The weeks since Donald Trump returned to the Oval Office have been a whirlwind of
activity with repercussions on the US and global economies. We’ve had to adjust
our economic and financial forecasts accordingly. The breakneck speed of the new
administration’s actions, especially regarding trade policy, is a major factor in the
evolution of the global economy. We have therefore moved up our forecast for the
implementation of 10% across-the-board tariffs (with some exemptions)
on US imports from most countries, including Canada and Mexico. We don’t believe
the 25% tariff threat will be enacted, at least for now. The across-the-board tariffs
would be on top of already increased levies on Chinese goods and the bump in
duties on steel and aluminum. This early introduction of tariffs would be challenging
for US and foreign companies, which won’t have time to prepare. We expect the hit
to economic activity and inflation to land earlier as well, but the extent of the impact
remains much the same as in our previous forecasts. The slowdown in immigration
and public spending could also curtail growth more than previously expected. That
said, the US economy will probably keep expanding, though we expect the pace of
that growth to slow as of this spring.

While Canada received a 30-day reprieve from US import tariffs, that threat
continues to hang over the Canadian economy. Regular but erratic tariff threats,
such as those announced on steel and aluminum on February 10, create ongoing
uncertainty. Even though we expect exports to pick up prior to tariffs being
implemented, businesses are likely to sideline investment until they have more
certainty on the future trade environment. Adding to the dourer outlook is the threat
of retaliatory tariffs, first on $30 billion of Canadian imports from the US—roughly
equivalent to steel and aluminum exports to the US last year—then on an additional
$125 billion. Tariffs and counter-tariffs will boost inflation and the unemployment
rate while stunting growth in Canada. And this is all against the backdrop of rapidly
slowing population growth and rising mortgage service costs north of the border
in 2025 and 2026.

Quebec won’t escape the impact of new tariffs. We estimate that 4% of the
province’s jobs are in highly exposed manufacturing sectors, especially those
involved in manufacturing machinery, wood and paper products, aerospace



products and parts, and aluminum. We analyzed the impact on these sectors in
more detail inJanuary External link.. Support measures External link. will likely be
needed to limit the long-term repercussions on the province’s economic potential.
Aside from the additional economic pressure caused by current trade tensions, the
province had until very recently intended to present a plan this spring aimed at
balancing the budget by 2029-2030. This would involve decisions likely to affect
economic activity. The currently intensifying headwinds could force the government
to change its plans.

e The global economy is running at two speeds. Economic conditions have apparently
improved in China, where solid fourth-quarter real GDP growth allowed the
government to reach its 5.0% target in 2024. But China still faces challenges,
especially with escalating US protectionism that’s already started targeting the
country. In contrast with China, European economic conditions have deteriorated.
Non-annualized GDP growth in the eurozone came in at just0.1% for the final
quarter of 2024, with growth actually pulling back in France, Germany and ltaly.
Eurozone PMIs improved slightly in January, which is a more hopeful signal for
early 2025. Obviously, the fate of the European and global economies mainly
depends on the extent of protectionist US trade policy, as well as the already
threatened retaliatory measures on US exports.

Risks Inherent in Our Scenarios

Donald Trump’s return to the White House has significantly heightened global uncertainty.
Although the president has already announced new protectionist measures, a great deal of
uncertainty remains, given the postponement of his previous tariff threats and the
possibility of new ones. How severe will the trade barriers ultimately be? How long will they
last? Who will they target and how far will the targeted countries go to retaliate? All of these
variables could significantly shape the outlook for the US and its trading partners. The other
policies implemented by the new Trump administration, especially regarding immigration
and the federal government apparatus, could also send the economy into a tailspin. Even
though we’ve already revised our forecasts, further adjustments will be needed as we get
more clarity. As for inflation, although it is currently close to target in many countries, an
escalating trade war could catapult it higher. Unemployment could also spike in many
nations if a trade war erupts. There’s also a lot of uncertainty over how much room central
banks have to cut interest rates if their economies are hit by stagflation. The weakening
of US regulatory authorities could lead to financial excesses and ultimately imbalances, to
say nothing of the potential environmental and even public health issues that could result.
Governments around the world have been hit by political crises, which could further
undermine their ability to respond to economic downturns while keeping public finances on
solid footing. Bond markets may react by sending yields soaring. Trends in the global
economy, financial markets and commodity prices could become increasingly unstable if
the geopolitical backdrop and economic environment deteriorate further.



Financial Forecast

Central banks are now facing the added challenge of weighing the potential negative
impacts on growth against the inflationary impact that US tariffs could induce. Our
Canadian base-case rates forecast sees the Bank of Canada cutting to a terminal rate
of 2.00% in late 2025. With inflation now tracking the BoC’s 2% target, Canadian central
bankers will likely lower rates in response to any growth shocks that will come from the
implementation of tariffs. The market has correctly interpreted the Bank of Canada’s
reaction function, which has resulted in Government of Canada bonds outperforming and
yield curves getting steeper relative to other developed markets.

The Fed is in a different position than the Bank of Canada. Inflation in the US is still above
target and economic growth, particularly on the consumer spending side, remains resilient.
As a result, the Fed doesn’t need to react with as much urgency to any potential growth
shocks that may come from a trade war, particularly given the potential upward pressures
on inflation from tariffs.

Given our base case scenario, which sees tariffs placed on Canadian exports, the
expanding rate differentials between US and Canadian interest rates will likely have a
negative impact on the Canadian dollar (CAD). Additionally, CAD has fared poorly in times
of increased volatility. Should the tariff increase be larger or occur sooner, it would present



an upside risk to our USDCAD forecast. Our analysis indicates that the Canadian dollar
would depreciate by 5% against the US dollar (USD) for every 10% permanent increase in
the effective tariff rate.
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