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Principal Takeaways

•	 Canada’s economy remains resilient, but growth has become increasingly uneven, with the 
outlook highly sensitive to US trade policy and other external shocks.

•	 Trade tensions with the US remain the most significant risk to Canda’s outlook, while 
diversification efforts to other trading partners unlikely to offset weaker US market access 
quickly.

•	 Labor market conditions remain soft but stable, with cautious hiring and unemployment 
above pre-pandemic levels.

•	 The Bank of Canada is expected to keep rates unchanged as weaker growth is offset by 
renewed inflation pressures from energy prices and tariffs.

According to the Bank of Canada, real GDP grew by 1.9% in 2025, broadly in line with growth 
in 2024. Economic activity was supported by household spending, business investment, and 
government spending. Consumer spending remained resilient despite ongoing trade uncertainty 
and a softening in the labor market, while government investment increased, partly reflecting 
higher spending on defense and infrastructure. Business investment was more subdued over the 
course of the year. Exports also weakened as US tariffs on Canadian steel, aluminum, and motor 
vehicles weighed on trade, although exports to countries outside the US provided some offset 
later in the year.

Economic conditions weakened toward the end of 2025 and into early 2026. Real GDP 
contracted at an annualized rate of 1.0% in the fourth quarter of 2025, partly reflecting weaker 
manufacturing activity and continued pressure on trade-sensitive industries. Growth remained 
subdued in the first quarter of 2026, with the economy expanding by just 0.3% at an annualized 
rate. Lower government spending and housing activity contributed to the weakness, along with 
a decline in oil and gas investment. Household spending remained relatively steady, helping to 
offset some of the weakness in other parts of the economy. 

Economic activity strengthened considerably in the second quarter, with real GDP growing by 
3.3% at an annualized rate, led by stronger exports, particularly energy and other goods. Despite 
the improvement, the durability of the rebound remains uncertain given the surrounding US 
trade policy and its potential impact on exports and the overall economy (Exhibit 1).

Trade Uncertainty Complicates the Economic Outlook
Trade relations between Canada and the US have become increasingly strained following a 
further escalation in August 2026. Although the United States-Mexico-Canada Agreement 
(USMCA) still protects most bilateral trade from tariffs, recent measures have reduced some of 
that protection. In August, the US imposed new 50% tariffs on approximately USD 20 billion 
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of Canadian goods, equivalent to 
around 5% of Canadian exports to 
the US. Unlike many earlier tariff 
measures, the new Section 338 
tariffs apply to covered Canadian 
goods, regardless of whether they 
qualify for preferential treatment 
under the USMCA, broadening the 
range of Canadian exports subject 
to US tariffs.

Prior to this most recent escalation, 
Canadian goods that met USMCA 
rules of origin generally continued 
to enter the US tariff-free, limiting 
the broader economic impact of 
the tariff measures. According to 
the Bank of Canada, the average US tariff 
rate on Canadian goods was approximately 
5.0% in July 2026, up sharply from just 
0.1% before 2025. Despite the increase, most 
Canadian exports to the US remained tariff-
free under the USMCA (Exhibit 2). The 
recent escalation is likely to raise the overall 
effective tariff rate, although the magnitude 
will depend on the composition of affected 
trade.

Canada has removed most of the retaliatory tariffs it had imposed on US goods in September 2025. 
It maintained counter-tariffs on US steel, aluminum, and automobiles, but the latest escalation has 
reversed some of the earlier de-escalation in trade tensions. Following the breakdown in bilateral trade 
negotiations, Canada suspended further talks and announced plans for new dollar-for-dollar counter-
tariffs on US goods. The US has also threatened to increase tariffs on Canadian cars, trucks, and auto 
parts to 50% beginning in January 2027. As a result, the dispute has broadened beyond the sectors 
initially most affected.

Despite the ongoing friction, the US remains by far Canada’s largest trading partner. According to 
the Office of the US Trade Representative, more than three-quarters of Canadian goods exports are 
destined for the US, while nearly half of Canada’s goods imports originate there. Canada’s significant 
dependence on the US market leaves the economy particularly exposed to a prolonged trade dispute. 
Although the economic impact of the tariffs had been concentrated in sectors with significant US 
exposure, the broader effects have also been felt through weaker exports, softer business investment, 
and greater uncertainty. While Canada has made some progress in diversifying its export markets, 
its close economic ties with the US leave the economy highly exposed to further changes in US trade 
policy (Exhibit 3).

Over the medium-to-long term, Canadian exporters and businesses are likely to continue adjusting 
to a more uncertain trade environment. According to the Bank of Canada’s latest Business Outlook 
Survey, firms have become more optimistic about future export sales, while strong US investment 

Exhibit 1
Quarterly GDP Growth

Source: Statistics Canada
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Exhibit 2
Average Tariff Rates 
(goods only)

Before 
2025

October 
2025

January 
2026
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2026

July 
2026

US Tariffs on Canada 0.1% 5.9% 5.8% 5.1% 5.0%
Source: Bank of Canada
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in artificial intelligence infrastructure is expected to support demand for Canadian raw materials, 
metal products, and electrical equipment. The weaker Canadian dollar should also help exporters by 
improving the competitiveness of Canadian goods abroad (Exhibit 4). 

However, renewed trade uncertainty could slow the recovery in business investment and encourage 
firms to expand their presence in markets outside the US. Efforts to expand trade with other markets, 
including through the new Canada-China strategic partnership, could provide additional support. 
However, given the size of the US market and the integration of the two economies, diversification 
will take time and is unlikely to fully offset weaker access to the US market over the short term. As a 
result, the economic outlook will remain sensitive to further changes in US trade policy (Exhibit 5).

Household Spending Faces Headwinds 
Personal consumption accounts for approximately 60% of Canada’s GDP and remained an important 
source of economic growth in 2025, despite some volatility over the course of the year. Real household 
consumption increased by 2.3%, broadly in line with growth in the previous year, with spending 
particularly supportive during the first half of 2025. Household demand remains resilient despite 
elevated borrowing costs, a softer labor market, and continued uncertainty surrounding the economic 
outlook.

The Bank of Canada’s Canadian Survey of Consumer Expectations (CSCE) – Second Quarter of 2026 
says households are particularly concerned about high prices and economic uncertainty. Consumers 
have also become more cautious about discretionary spending, while concerns about job security and 
future income remain elevated. When asked which factors could negatively affect household spending 
over the next 12 months, respondents most frequently cited higher prices for goods and services, 
economic uncertainty, and high rent or mortgage payments. These pressures suggest that household 
spending is likely to remain cautious despite continued growth in incomes and lower interest rates 
(Exhibit 6).

Despite these concerns, household balance sheets remain relatively strong. Household wealth has 
increased year-over-year as stock markets have risen and home prices have remained elevated. 
According to Statistics Canada, household net worth reached CAD 18.6 trillion in late 2025 after 

Exhibit 3
Annual change in exports by Country of Destination
(2024 - 2025)

Source: Statistics Canada
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Exhibit 5

Export Growth is Expected to Rise

Source: Bank of Canada
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Exhibit 4

Canadian Exports by Principal Trading Partner
CAD X 1, 000, 000

Source: Statistics Canada
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increasing for nine consecutive quarters. Higher household wealth should provide some support to 
consumer spending, although the benefits are likely to be concentrated among households with greater 
exposure to financial and housing assets.

Labor Market Conditions Remain Soft but Stable 
The labor market has softened over the past year as slower economic growth and heightened 
uncertainty have made businesses more cautious about hiring. The unemployment rate rose above 
7% in August and September of 2025 before declining to 6.8% in December. The employment rate, 
the percentage of working-age people who are employed, fell to a four-year low before recovering 
somewhat toward year-end. The slowdown marked a clear shift from the tight labor market that 
followed the pandemic, when worker shortages and elevated job vacancies were widespread.

Conditions have remained relatively soft in 2026. Businesses have generally continued to retain 
existing workers but have remained cautious about adding to payrolls, making it more difficult 
for workers to find new jobs. More recently, however, conditions have shown some improvement, 
with employment 
strengthening and the 
unemployment rate 
declining to 6.4% in 
July, its lowest level in 
two years. Even so, the 
unemployment rate has 
remained consistently 
above its 2019 average of 
5.7% (Exhibit 7).

Demographic changes 
are also shaping labor 
market conditions. 
Rapid population 
growth in recent 
years significantly 
expanded the available 
labor supply, putting 
additional pressure on 
the labor market as 

Exhibit 7 

Unemployment Rate, 2019-2026

Source: Bank of Canada, AM Best data and research
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Exhibit 6
Factors Expected to Negatively Affect Household Spending

Source :Bank of Canada’s Canadian Survey of Consumer Expectations (CSCE)
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hiring slowed. More recently, 
slower population growth 
has begun to moderate the 
pace of labor-force expansion, 
which should gradually reduce 
some of this pressure. At the 
same time, population aging 
continues to weigh on labor 
force participation.

Wage growth has also 
moderated as demand for labor 
has softened. According to the 
Labor Force Survey, year-over-
year growth in average hourly 
wages averaged 3.9% in 2024 
and 3.2% in 2025. Wage 
growth slowed further in 2026, 
averaging approximately 2.8% 
through June. The moderation follows several years of stronger wage gains as labor shortages eased and 
businesses faced less competition for workers. Even so, wage growth remains positive and continues to 
support household incomes (Exhibit 8).

Higher Energy Prices Driving Inflation Rise
Inflation picked up in 2026, reaching 3.0% year-over-year in July after remaining closer to the Bank 
of Canada’s 2.0% inflation target during much of the previous year (Exhibit 9). According to the 
Bank of Canada, the increase in inflation has been driven largely by higher gasoline and other energy 
costs related to the conflict in the Middle East, along with some pass-through from tariffs. In July 
2026, the price of gasoline increased by over 25% on a year-over-year basis (Exhibit 10). 

Exhibit 8
Wage Growth, Year-over-Year

Source: Bank of Canada, AM Best data and research
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Exhibit 9
Headline Inflation

Source: Bank of Canada
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These pressures have been partly 
offset by slower wage growth 
and softer service-price inflation. 
The Bank of Canada expects 
inflation to ease during the 
second half of 2026, although 
the economic outlook remains 
sensitive to energy prices 
and ongoing developments 
in the trade environment. 
However, consumers’ inflation 
expectations remain elevated, 
with households continuing to 
cite tariffs, energy prices, and 
the broader cost of living as 
important sources of future price 
pressures. Consumers expect 
inflation to remain above 3.0% 
over the medium term (Exhibit 
11).

Bank of Canada Expected to Hold 
Rates 
The Bank of Canada continued 
to ease monetary policy through 
2025, lowering its policy rate by 
a cumulative 100 basis points to 
2.25%, with the final rate cut 
occurring in October 2025. At 
that time, inflation was broadly 
around its 2.0% target, giving 
policymakers room to provide 
additional support as US tariffs 
and heightened trade uncertainty weighed on the economic outlook. However, persistent underlying 
inflation pressures and uncertainty surrounding the inflationary effects of tariffs led the Bank to pause 
further easing after October.

The Bank has maintained the policy rate at 2.25% throughout 2026. While weak economic growth 
and continued trade uncertainty have reduced the case for tighter monetary policy, higher energy 
prices have pushed headline inflation higher. Core inflation measures have generally eased, although 
inflation pressures remain uneven, supporting expectations that the Bank will keep rates unchanged 
through the remainder of 2026 (Exhibit 12).

Exhibit 10

Gas Prices, Year-over-Year % Change

Source: Statistics Canada
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Exhibit 11
Consumers' Inflation Expectations

Source: Bank of Canada
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Exhibit 12

Overnight Money Market Financing; 7- day average

Source: Bank of Canada
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