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A Look Back at 2025: It Was All Al and Tariffs
EXECUTIVE SUMMARY

e This note reviews why 2025 diverged so sharply from expectations, using the
October 2024 forecast as a counterfactual, we isolate the forces that actually drove
macro outcomes in the U.S. and Canada.

e  Two shocks explain most of the surprises: the U.S.-led trade war, which
disproportionately hurt Canada through exports, and the Al boom, which lifted
growth via financial market gains and strong investment.

e Key lessons for 2026: Tariff elasticities for Canadian exports are likely stronger than
we assumed; Canada’s exposure to U.S. Al-driven growth is limited; and Al's direct
impact on U.S. investment appears larger than originally expected. This implies
upside risk to the 2026 U.S. outlook but with muted spillovers to Canada.

2025 delivered more macroeconomic surprises than any year since the pandemic. How
did these surprises impact the outlook and what lessons, if any, are there for forecasters?
Importantly, has the year revealed any gaps in our macroeconometric modelling approach
that matter for the 2026 outlook?

Our review shows that, despite the noise, most U.S. and Canadian macro outcomes can
be traced back to two dominant forces: the U.S.-led trade war and the associated spike in
uncertainty, and the rapid rise of Al, which boosted U.S. investment and equity markets.
Some puzzles remain—especially at the GDP component level. We believe that most of
the surprises and puzzles are associated with how Al impacted both economies.

2025: EXPECTATIONS VS OUTCOMES

To identify the main forces that shaped 2025, we begin by taking our October 2024
forecast as the counterfactual baseline and layer on the impact of the major shocks
observed since then. This baseline is particularly useful because it did not factor in the
downside effects of trade policy uncertainty, the introduction of new tariffs, or most of the
sharp increase in Al and the associated equity market surge.

In our October 2024 forecast, we expected the Canadian economy to gain momentum in
2025 and expand by 2.1%, while U.S. growth was projected to moderate to 1.8%. In
Canada, most of the anticipated strength reflected the impact of rate cuts supporting
household spending. In the United States, the expected slowdown was driven largely by
softer consumption and a sharp deceleration in business investment. We had projected
U.S. business investment growth to be cut roughly in half, averaging about 2% in 2025.

Instead, Canada’s economy underperformed those expectations. We now expect growth
to average 1.6%, largely due to a steep decline in exports early in the year tied to rising
trade tensions. Residential and business investment also came in weaker than anticipated
(see table 1). In contrast, the U.S. economy outperformed our earlier projections and is

Table 1: Canadian and US Forecasts For 2025 - October 2024 Expectations vs. Latest

Canada us

Component 3 3
October 2024 Expectations Latest October 2024 Expectations Latest
Real GDP 2.1 1.6 1.8 2.1
Consumer Spending 1.6 2.0 1.9 2.6
Residential Investment 5.2 17 0.7 -2.0
Business Investment 43 -0.7 21 41
Government 23 2.7 12 1.4
Exports 15 -2.8 2.6 17
Imports 21 -0.2 0.9 2.7
Inventories (ctg) 0.0 0.5 -0.2 -0.1

Source: Scotiabank Economics.
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now expected to grow by 2.1%. This stronger-than-expected performance was supported by resilient household spending and particularly
robust business investment, which is now projected to average about 4%—nearly double our initial forecast.

Our decomposition suggests that the bulk of these divergences can be explained by two dominant forces:
(1) the U.S.led trade war and its associated uncertainty effects, and

(2) the Al boom and its powerful transmission through financial markets.

We unpack each below.

The Trade Shock

The increase in U.S. tariffs was the single most important negative force of 2025, particularly for Canada. Using the realized increase in
effective tariff rates, our macro model estimates that the trade war reduced the level of Canadian GDP by approximately 0.6 relative to the
pre-trade war baseline. Most of the impact came through their direct effects on exports.

The direct tariff impact on the U.S. economy was substantially smaller than Canada, since it is much less trade dependent, at -0.3%,
operating through higher prices and the reduced household purchasing power. The drag on Canada was much more pronounced due to
its concentration in tariff-sensitive sectors, and its greater dependence on the components of U.S. demand that are most impacted by
tariffs.

Trade-policy uncertainty added an additional layer of weakness. Based on our empirical estimates, the rise in uncertainty reduced the level
of GDP by -0.3% in Canada and -0.2% in the U.S., mainly through softer consumption and weaker business investment.

The Al Shock

Offsetting these negative pressures was the rapid acceleration of the Al boom, which emerged as one of the most powerful positive macro
forces of the year. The key transmission channel was mainly financial: Al-related valuations surged, lifting equity markets and easing
financial conditions. According to our model, this wealth effect contributed meaningfully to U.S. economic activity mostly through
household spending and business investment. This is in line with our previous work that showed how important the equity market boom
was in explaining the recent resilience of the U.S. economy, and in particular the strength of business investment.

In addition, direct Al-driven capital expenditure strengthened through the year, providing an important additional boost to U.S. business
investment. Canada benefited from the global Al optimism, but the magnitude was considerably smaller owing to the country’s relatively
modest domestic tech sector.

Possible other factors

Other factors were also in play over this period, though we judge them to be second order,at  Chart1

least for 2025. A notable example is fiscal policy in Canada: we had expected the federal GDP Outcome vs 2024 Expectations
deficits to be $39B, but it rose to $78B in the latest forecast. While part of this reflects 150,
weaker economic activity, there was nonetheless more fiscal support than expected. That
said, our assessment is that this additional stimulus does not materially affect the 2025 1o r
average, but it will have a more noticeable impact in 2026. os |
Population growth in 2025, meanwhile, evolved broadly in line with our assumptions. 00
PUTTING IT ALL TOGETHER
-05 |
When we layer these two shocks—trade and Al—onto our October 2024 baseline, we can N
replicate most of the realized GDP and inflation outcomes in both countries. We also find 1.0
that both the Federal Reserve and the Bank of Canada cut slightly more than suggested by 15
our model, consistent with our narrative that central banks chose to provide insurance. ' USA Canada
. . Other Uncertainty ~®Tariff ®Al  ®GDP
Chart 1illustrates how these forces played out relative to the 2024 forecast. Source: Scotiabank Economics.
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Remaining Puzzles and Lessons

After accounting for the two dominant shocks, some discrepancies remain, particularly at the component level. These residual puzzles
matter for the outlook, as they point to forces our models may still be underestimating.

Key discrepancies include:

« Canadian exports underperforming while consumption overperforming. The depth of the export decline was larger than what the tariff
effect alone can explain. Consumption showed the opposite picture; performing better than estimated from the uncertainty and tariff
shock.

« U.S.domestic demand proved surprisingly resilient. Even after controlling for the equity market surge, both households and firms
continued to spend at a pace inconsistent with the expected drag from heightened uncertainty and trade policy.

Together, these discrepancies highlight three key lessons:
1) Tariff Effects on Canada

While the estimated tariff impact on overall Canadian GDP seems reasonable, the internal composition may be off. The data suggest a
smaller hit to consumption and a larger drag on exports than our model implies. We interpret this to mean that the elasticity of Canadian
exports to tariff changes is higher than assumed, and confidence effects were less important than assumed.

This asymmetry should inform how we calibrate future tariff shocks in the model.
2) U.S. Growth Composition Matters for Canada

The underperformance of Canadian exports likely reflects a mismatch between the Canadian export structure and the drivers of U.S. growth
in 2025. U.S. growth was powered disproportionately by Al-related investment, a segment where Canadian exporters have limited
exposure. As a result, even though the U.S. economy outperformed, the spillovers to Canada were muted.

This means that if Al-driven investment remains a primary driver of U.S. activity in 2026, Canada’s export response is likely to remain
subdued, even in the face of strong U.S. growth. This likely accounts for part of the Bank of Canada’s divergence between expected U.S.
growth in 2026 and their forecast for Canada.

3) Al’s Direct Effect on the U.S. Economy Appears Stronger Than Modeled

Finally, the data suggest that Al had a larger direct impact on U.S. activity than our model could capture. The excess strength in U.S.
domestic demand, beyond what the wealth channel explains, likely reflects Al-related investment that is not fully captured by our model.
We draw this conclusion in part because Al investment has had only a modest direct effect on the Canadian economy. If other sources of
strength had been at play, they would likely have also lifted Canadian growth; instead, Canada underperformed. The direct impact of Al
therefore remains the most consistent explanation for both the U.S. outperformance and Canada’s relative weakness.

If these dynamics continue, they imply a more favourable U.S. growth trajectory in 2026, especially if Al-driven capex stays elevated or
accelerates further.
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