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= |t was a frenetic start to the year on tariff action, but the past month has been comparatively tranquil after the 90-day de-escalation with China was
announced in early May. Still, this “steady state” is far from optimal as the U.S. effective tariff rate remains at multi-decade highs and uncertainty
lingers. Volatility could rear its head again soon. The end of the 90-day tariff reprieve on reciprocal tariffs draws near (July 9th) and Trump has
promised trading partners will be assigned unilateral tariff rates in coming weeks. Déja vu, anyone?

= Thus far, tariff impacts on U.S. economic data haven’t been as large as anticipated. Of course, trade flows have swung wildly but hiring has barely
budged from the pre-tariff run rate and inflation has been surprisingly tame. That's led to some modest yield declines and Fed rate cuts being pulled
forward. However, we don’t interpret a muted initial impact as a sign that the U.S. economy is resistant to tariffs. Indeed, beneath the surface there
are signs of rising costs which will either result in higher inflation or reduced profitability (which would have implications for investment, hiring, growth,
etc.). The problem is it’s still too early to tell just how things will play out, something Fed speakers have readily admitted. While we concede that
recent inflation data has made the path to a September cut clearer, we still expect policymakers to take a more patient approach and wait until Q4.

= Canada took the brunt of Trump’s tariff ire early in the year but subsequent carve outs for USMCA compliance has limited the damage to some
extent. There may be scope for some further tariff relief as Canadian and American negotiators, ahead of the G7 summit, are reportedly making
progress towards an agreement. Any de-escalation is welcomed de-escalation, but earlier trade ‘deals’ (i.e., between the U.S. and the U.K.) were
limited in scope and still left many levies in effect. That leaves us pessimistic that a near-term agreement will return us to a ‘normal’ trade relationship.

= The Bank of Canada remained on hold in June, despite languishing labour and housing markets and a tepid growth outlook. That's due to an
unexpected pick up in core inflation and a lack of clarity on some of the items the BoC is monitoring (export demand, inflation expectations). Important
updates to these variables will become available ahead of July 30", which opens the door to a resumption of the easing cycle. Governor Macklem
readily admitted as much while conditioning further rate relief on inflation progress. It means that data dependence will remain the name of the
game, but our base case outlook remains consistent with further easing (75 basis points of cuts in H2:2025). Admittedly, markets have moved in
the opposite direction which leaves Canadian bonds increasingly attractive.

= For Canada, the U.S. and most advanced economies, fiscal policy will be a key driver of economic performance and is increasingly relevant for the
bond market. The ‘One, Big, Beautiful Bill Act’, which passed through the House in May, is poised to add more than $2 trillion to the U.S. national
deficit over the coming decade. While tariff revenues may help fund some of that, borrowing will be pointed higher (and of course, the more trade
‘deals’ that are struck, the lower the potential revenue becomes). That's likely to keep a high floor on long-term treasury bonds. Even as the Fed is
able to get back to neutral in 2026, we expect just token declines in 10- and 30-year yields. While Canadian fiscal policy is in a much more sustainable
place, the federal deficit is set to grow this year and bond supply is ramping up as a result. We don'’t expect long Canadas to breach 3% despite a
policy rate that will settle 100 basis points lower. Gone are the days when bond investors paid little attention to government spending.

United States Canada

Quarter 3M A Quarter | Target 3M 2Y

13-Jun-25| 4.50 4.26 3.96 4.02 4.41 4.90 13-Jun-25| 2.75 2.68 2,71 2.97 3.37 3.66
Q2:2025 | 4.50 4.35 3.90 3.95 4.40 4.85 Q2:2025 | 2.75 2.55 2.60 2.85 3.30 3.55
Q3:2025 | 4.50 4.10 3.80 3.85 4.35 4.85 Q3:2025 | 2.50 2.35 2.45 2.75 3.15 3.45
Q4:2025 | 4.00 3.60 3.60 3.75 4.25 4.75 Q4:2025 | 2.00 2.00 2.15 2.50 3.10 3.40
Q1:2026 | 3.50 3.25 3.45 3.65 4.20 4.70 Q1:2026 | 2.00 1.95 2.15 2.55 3.10 3.30
Q2:2026 | 3.25 3.15 3.40 3.60 4.10 4.60 Q2:2026 | 2.00 1.95 2.30 2.70 3.10 3.40
Q3:2026 | 3.25 3.10 3.30 3.55 4.05 4.60 Q3:2026 | 2.00 2.10 2.45 2.75 3.15 3.40
Q4:2026 | 3.25 3.10 3.40 3.60 4.10 4.65 Q4:2026 | 2.25 2.35 2.55 2.85 3.25 3.45
Q1:2027 | 3.25 3.10 3.45 3.65 4.15 4.70 Q1:2027 | 2.50 2.60 2.60 2.85 3.25 3.50
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FOMC: Mr. Teo-Late Right on Time

It was a frenetic start to the year on tariff action, but the past month has
been comparatively tranquil after the 90-day de-escalation with China
was announced in early May. Briefly, tariffs issued under the IEEPA
banner (fentanyl and border security related and “reciprocal” tariffs)
were deemed unlawful, but the White House had that ruling overturned
on appeal. There also increased steel tariffs (from 25% to 50%)
implemented in early June, but it's been “calm” other than that. To be
sure, this “steady state” is far from optimal as the U.S. effective tariff
rate remains at multi-decade highs. Similarly, uncertainty has not been
resolved as the end of the 90-day reprieve on global reciprocal levies
draws near (July 9™). Recently, Trump promised that unilateral tariff
rates will be sent to trading partners in coming weeks. Déja vu, anyone?

Tariffs — threatened and imposed — have driven anxiety

U.S. average effective tariff rate (AETR) and BBG Trade Policy Uncertainty Index
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If you're looking for evidence of earlier trade carnage impacting the real
economy, you may be left disappointed. Certainly, trade flows have
been disrupted as U.S. companies front-loaded purchases ahead of
Liberation Day. Subsequently, April data revealed a sharp reversal in
the Q1 import surge, which has had and will have implications for GDP
growth. The flat print in Q1 will give way to a very strong Q2.

April trade data - front-loading rebound, or regime shift?

U.S. merchandise trade balance (inverted) vs. imports from Canada & China
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However, the labour market hasn’t been materially affected. Job growth
has continued at a decent pace and the unemployment rate remains

low. Sure, hiring has slowed from past years, but this trend was already
in the works.

Low-churn labour market, with NFP growth steady

Change in U.S. nonfarm payrolls, Y/Y vs. 1M annualized rate
4.0 -

%

3.5

e {M ANN. 12M

3.0

2.5 4

2.0 A

1.5 1

1.0 1

0.5 -

o0 """
M ® M ®m ®m o ¥ ¥ ¥ ¥ ¥ T O 0 W
g g @ @ @ g g g @ g g g g g o
CE>~5Q>C$>~3Q>CE>~
g3 =2 >3 28 =2°>8§23:3=32

Source: NBC, BBG

Similarly, a cursory glance at recent inflation data doesn’t reflect the
massive shift in the U.S. effective tariff rate. Headline inflation has

actually surprised to the downside in each month of the Trump
administration.

White House looks upon inflation data with glee, so far
Monthly change in the U.S. CPI vs. consensus forecast
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Counterintuitively, goods prices have been little changed while cooling
prices for services has allowed overall inflation to steadily fall this year,
now only barely above the Fed’'s 2% price stability target.

Cooling in services, and no tariff pass-through in goods
3-month annualized core services & core goods inflation
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While the data most important to the Fed aren’t being disrupted, that’s
not to say tariffs aren’t having an effect. Cost pressures are clearly
evident in PMI data, with the prices paid sub-index in the ISM services
and manufacturing spiking sharply. That's consistent with anecdotal
data from U.S. business who have flagged material price increases,
including an “[un]cooperative” vehicle market, where manufacturers are
rolling tariff-led price increases over to salvage their bottom line.

Cost pressures are in the pipeline, per businesses
ISM Price Index — Services & manufacturing sectors
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There are a few potential explanations for why rising costs pressures
are not being reflected in consumer price data. It could be that
businesses are eating the costs in their profit margins due to concerns
about demand. It could be that competitive pressures have businesses
holding off from price increases to defend market share. It could also
be that earlier front-loading has businesses well stocked and not yet
having to restock at tariffed prices. In any event, tariffs are being
collected as U.S. customs data shows. These reflect a real cost that
will show up somewhere whether it's higher inflation or reduced
profitability (which would have negative implications for hiring,
investment, etc.).

Import tax revenue is real... how will it reveal itself?
Daily tariff revenue, since 2005
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The problem is it's unfortunately too early to tell what the effects will
ultimately be. As such, the Fed will remain comfortably on the sidelines,
for at least the next few months, until there’s a better grasp of how
things play out. The FOMC'’s voting members have consistently said as

much, effectively taking the June and July meetings off the table.
Market pricing reflects this patient stance, investors now deeming the
September meeting as the one where easing will resume. That’s in
contrast to pricing earlier this year when tariffs were set higher,
expected economic impacts were larger, and a dovish Fed reaction
function was assumed.

OIS pricing has backed up from the ‘worst case scenario’
SOFR curve, post- ‘Liberation Day’ vs. current pricing
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We'll concede there’s a path to a September rate cut but risks are
skewed to later, particularly if inflation starts to pick up (which we think
it will). Recall, the March dot plot had begun to show a shift towards
less easing relative to December. Overall uncertainty has only risen
since then, which may lead to further dot drift. Stay tuned.

While there’s been tremendous volatility in the Trump 2.0 era, investors
on balance have bet on lower policy rates over the medium term. That’s
evidenced by a roughly 21 bp decline in the 2-year treasury yield since
Trump secured election victory back in November. Rate relief has not
extended further out the curve however, as the 30-year yield is up 47
bps over that period. While rates may edge slightly lower in the quarters
ahead, we’re not counting on a significant move away from 5%. That’s
in part due to loose fiscal policy, made looser by the “big beautiful” tax
bill making its way through Congress. If implemented, it could add
~$2.4 trillion to the deficit over the next ten years, something investors
are unlikely to look favourably on. The lion’s share of this marginal red
ink (~$1.8 trillion) would accumulate within five years.

The One, Big, Beautiful... deficit!
U.S. deficit projection — CBO baseline and estimated impact of the ‘OBBB’

500 7 $usD bin

-500 H

-1,000

-1,500

-2,000

-2,500

= OBBB

m CBO Jan 2025

-3,000

2025 2026 2027 2028 2029 2030 2031 2032 2033 2034
Source: NBC, CBO | Note: ‘OBBB’ refers to the ‘One, Big, Beautiful Bill’/ H.R.1 Act

Economics and Strateqy website



https://www.nbc.ca/about-us/news-media/financial-news/financial-analysis.html
https://www.nbc.ca/content/dam/bnc/taux-analyses/analyse-eco/mkt-view/market_view_250605.pdf
https://www.nbc.ca/content/dam/bnc/taux-analyses/analyse-eco/mkt-view/market_view_250605.pdf

BoC: Stepping off the sidelines this summer?

U.S. data has remained relatively resilient to tariff impacts but the same
can’t be said for Canadian data. Of course, business and consumer
sentiment collapsed earlier in the year on a sharp rise in uncertainty.
That's partially improved but remains extremely elevated, posing
problems for the outlook still.

Uncertainty has improved (but only relative to the record)
Baker, Bloom and Davis index of Canadian economic policy uncertainty
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Subdued sentiment is particularly acute in the areas one would expect,
like manufacturing, which has an outsized exposure to the White House
trade policy agenda. Consider S&P Global's manufacturing PMI,
which remained firmly in contraction (below 50) in May, even with an
improvement from an ultra-downbeat April. Canada’s manufacturing
sector is weak in isolation, but the picture is even uglier when compared
to international peers. Of the 30 countries covered by S&P Global, no
country fared worse in May than Canada.

Canada’s manufacturing sector the worst amongst OECD
S&P Manufacturing PMI Index — all OECD countries, latest reading (May)
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Yes, the manufacturing sector only makes up ~10% of the Canadian
economy so this doesn’t make or break the outlook. The problem is that
the services sector (roughly three quarters of the economy) is similarly
troubled. Indeed, S&P Global's services PMI| also remained in
contraction in May (as it has since December) and here too Canada
ranks last among countries whose services sector is covered by S&P
Global.

Canada’s economy is buckling, broadly
S&P Manufacturing PMI Index vs. Services PMI, latest readings
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In addition, housing markets remain paralyzed, an issue that we see as
underappreciated. The drop in resale activity ceased in April, but at a
very low level. Attributing this to tariffs is overly simplistic. A weaker
labour market and mortgage refinancing (from the low rate era of 2020-
21) are also key drivers. With supply continuing to mount, confidence
will remain problematic, and prices may still be pointed lower.

Housing resale activity steadies at very low level
Canadian existing home sales: Monthly pattern by year, Jan-25 to Apr-25
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Data more closely watched by the BoC is also flashing red. Hiring has
stagnated, and the jobless rate has moved up four ticks since January.
All four of Canada’s largest provinces have seen rising unemployment
rates this year, including tariff-exposed Ontario closing in on 8%.

Hiring is flat, as UE rates tick up (in all the wrong places)
Unemployment rate by province, May 2025 vs January 2025
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On the surface, Q1 GDP looked solid but that was due to exports and
inventories. Domestic demand stagnated. And while that comes after a
very strong Q4, it doesn’t create much momentum going forward.

Q1 GDP looked good but domestic demand was weak
Canada GDP and final domestic demand growth
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Domestic demand should remain weak in Q2 and headline growth will
be soft as earlier U.S. front-loading cuts the other way.

Canada’s trade deficit was the largest on record in April
Canada merchandise trade — imports, exports & balance, since 2005
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With weak labour and housing markets and a challenged GDP outlook,
the BoC left rates unchanged for a second straight decision in June.
Why? Inflation and inflation risks. Core CPI in April was unexpectedly
hot despite well-contained headline inflation (pulled down by tax relief).

Core inflation is proving stickier than anticipated
Y/Y % change in select Canadian inflation measures, last two years

Moreover, if you consider what the BoC was focused on, the decision
becomes less surprising. See their ‘guidance’ from April:
“Governing Council is proceeding carefully, with particular attention to
the risks and uncertainties facing the Canadian economy. These
include:
= The extent to which higher US tariffs reduce demand for Canadian exports;
= how this [affects] business investment, employment, household spending;
=  how much & how quickly cost increases are passed onto consumer prices;
= and how inflation expectations evolve.”

Ahead of June, it was too early to tell on many of these items (trade
inflation expectations) while inflation and economic impacts were giving
opposing signals. Cue the hold. But the eight weeks that follow have
brought and will bring greater clarity. As noted, Canadian exports
collapsed in April while hiring has remained muted. Meantime, a
Business Outlook Survey due in July will deliver an important update
on inflation expectations (we’re not too concerned about this). But the
most important variable in guiding the July decision will likely be the two
inflation reports incoming. If these are to co-operate, the easing cycle
is likely to continue as the Governor explained: “[There] could be a need
for a reduction in the policy rate if the economy weakens [...] and cost
pressures on inflation are contained”.

Market-based inflation expectations remain well-anchored
Canada 5Y breakeven yield
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On balance, the items on the BoC’s watch list are tilting towards
cutting in our view, but market pricing has moved the other way. There
is now barely over 1 cut discounted this year, which is a stark contrast
to what was priced following the Bank’s March rate cut.

OIS markets have stripped out plenty of '25 BoC rate relief
OIS-implied BoC policy rate for December meeting vs. current & NBC forecast
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The July decision will be data dependent, but we see a cut as more
likely than not. The fact that markets are leaning hold right now doesn’t
deter us. Recent months have reminded us that BoC expectations can
change quickly, and Governing Council has no problem with markets
lingering in uncertainty.

Investors can be certain of BoC inter-meeting uncertainty
OIS-implied rate change in lead-up to next BoC policy decision
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Further out, we have retained our call for a total of 75 basis points of
easing this year as we continue to see limited inflation and
accumulating economic slack. With the rally in U.S. treasuries of late,
that would leave Canada bonds well-positioned to outperform in the
months ahead.

UST rally + underpriced BoC = GoC outperformance
GoC — UST 2Y yield differential, last two years & NBC forecast

0 ———T—T— T T 77— T— T T —T— T

bps
-20 - CAD-US 2Y
40 - -=@--NBC Forecast
o4  \ A T Average
-80 1 [ -e--0
-100 A (2
¢
-120 A ’/
-140 - BEEEES
-160 A
-180 -
[s¢] [se] [ < < < < Te] wn Yo} 0 © o © © N~ N~
QA g g g g g g g g & qQq@ g q 4 o
S § 3 &85 3885 8885 8% 8 3 5
S 0w a0 =2 S5 v a =S »noao=°5 onoaoz=5

Source: NBC, BBG | Note: Dotted line represents 2Y yield differential, two-year average

Like in the U.S., fiscal policy will be key to watch in Canada (for the
economic outlook and for bond markets). We earlier downplayed the
size of new defense spending as part of the government’s plan to meet
NATO’s 2% spending target (link), but bond supply is still due to rise.
Tack on provincial supply, and investors will not be starved of duration,
which should limit the rally out the curve (especially if the government’s
longer-term investment plans result in a marginal GoC term-out).
Importantly, Canada won’t be alone. Expansionary fiscal policy is a
global story which should mean similar trend playing out in other
advanced economy bond markets.

Borrowing set to pick up per LPC costing platform
Gross GoC bond issuance, including preliminary guidance & illustrative scenarios
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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.

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.
EU Residents

With respect to the distribution of this report in the member states of the European Union ("EU") and the European Economic Area ("EEA") by NBC Paris, the contents of this report are for information
purposes only and do not constitute investment advice, investment research, financial analysis or other forms of general recommendation relating to transactions in financial instruments within the
meaning of Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 ("MiFID 2"). This report is intended only for professional investors and eligible counterparties within the
meaning of MiFID 2 and its contents have not been reviewed or approved by any EU/EEA authority. NBC Paris is an investment firm authorised by the French Prudential Control and Resolution
Authority ("“ACPR”) to provide investment services in France and has passported its investment services throughout the EU/EEA under the freedom to provide services and has its registered office at 8
avenue Percier, 75008 Paris, France. “NBC Financial Markets, a subsidiary of National Bank of Canada” is a trade name used by NBC Paris S.A.

NBF is not authorised to provide investment services in the EU/EEA.
U.S. 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 U.S. Institutional Investors only. This report is not subject to U.S. 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; (i) 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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