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® |n late January Fed chair Jerome Powell basically acknowledged that unresolved government policy issues, ranging from
ongoing trade negotiations and uncertainty about how long the government will avoid another shutdown, meant that he
could not have strong conviction about the U.S. economic outlook. Neither can we. Much will depend on how politicians play
their cards in coming weeks and months. We are optimistic as we wait for time to tell. In the meantime, we are leaving our
interest-rate forecasts unchanged from last month. We continue to see one Fed rate hike in September and the 10-year
Treasury yield ending the year around 3.34%. If U.S. economic growth turns out softer — say closer to 1.5% than to our base
case scenario of 2.3% — then 10-year Treasuries could easily end the year closer to 2.25% or lower.

» |ike the Bank of Canada, we project an acceleration of the Canadian economy after a weak first quarter. Assuming that the
spot price of West Texas Intermediate crude ends the year at about US$63 and that trade tensions ease, we continue to see
GDP growth of 1.8% in 2019 and headline inflation averaging 1.7% but returning to 2% by late 2019. We accordingly keep our
interest-rate forecast unchanged: two BoC hikes and 10-year Canadas trading at 2.67% by year end. As with our U.S. forecast,
our conviction about that outlook is less than strong.

Forecast dated January 31, 2019
United States

Quarters Fed Fund 3 Mth Bill 2YR 5YR 10YR 30YR

01/31/19 2.50 2.40 2.46 2.44 2.63 3.00
Q1/19 2.50 2.43 2.58 2.54 2.72 3.05
Q2 2.50 2.46 2.64 2.65 2.78 3.12
Q3 2.75 2.68 2.87 3.04 3.19 3.52
Q4 2.75 2.71 2.95 3.11 3.34 3.66
Q1/20 3.00 2.94 3.19 3.33 3.46 3.77
Q2 3.00 2.94 3.25 3.36 3.49 3.80
Q3 3.00 2.88 2.93 3.07 3.23 3.52
Q4 2.75 2.52 2.45 2.49 2.71 2.98
Q1/21 2.50 2.26 2.35 2.45 2.69 2.95
Q2 2.25 2.18 2.34 2.48 2.75 3.01

Canada

Quarters Overnight 3 Mth Bill 2YR 5YR 10YR 30YR

01/31/19 1.75 1.66 1.78 1.79 1.88 2.14
Q1/19 1.75 1.71 1.90 1.91 1.99 2.17
Q2 1.75 1.93 2.03 2.05 2.14 2.32
Q3 2.00 2.13 2.22 2.26 2.34 2.50
Q4 2.25 2.21 2.40 2.52 2.67 2.83
Q1/20 2.25 2.21 2.56 2.70 2.89 3.04
Q2 2.25 2.21 2.68 2.87 3.10 3.24
Q3 2.25 2.14 2.67 2.88 3.15 3.29
Q4 2.00 1.79 2.27 2.48 2.65 2.78
Q1/21 1.75 1.71 1.84 1.95 2.42 2.54
Q2 1.75 1.71 1.83 1.97 2.44 2.55
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Faced with weakening of
global growth, central bankers
talk patience

The rhetoric of central bankers has taken a dovish turn. Inthe U.S.,
with inflation pressures still mild, Fed officials have made clear
they think they can afford to be patient in their normalizing of
monetary policy. In Japan, the latest BoJ quarterly outlook shows
a 2-tick downward revision of inflation forecasts for both 2019
and 2020. The Bank of Canada adjusted its narrative in early
January, revising its growth forecast for 2019 down substantially
from 2.1% to 1.7%. In Europe, the ECB assesses risks to the Eurozone
economy as skewed to the downside.

In recognition that economic momentum is likely to be weaker in
the near term than first expected, discussion among forecasters
is focusing on the factors in the current softening of the outlook
and how persistent they might prove.

Time will tell. High on everyone's list of key risks to the global
economy are the outcome of trade negotiations and the evolution
of financial conditions in coming quarters. Most forecasts assume
that trade divergences/tensions will be more or less ironed out.
The consensus sees 2019 global growth averaging 3.5%,
compared to the 3.7% estimated by the IMF for 2018.

The BoC projects acceleration of the Canadian economy after a
weak first quarter. In the view of BoC governor Stephen Poloz, its
soft patch is temporary and insufficient to affect inflation
materially in the medium term. But the Bank recognizes significant
uncertainties in its projections. How will U.S.-China trade relations
evolve? Will Congressional ratification of the USMCA be delayed?
How long will oil prices stay soft? How will investment, terms of
trade and national income be affected? And finally, the
Canadian housing market has been softer than the BoC
expected. It is unclear how much of this is due to various
municipal or provincial measures as well as federal
macroprudential initiatives. Higher mortgage rates have ob-
viously taken a toll. Any of these items on the Bank of Canada
watch list could influence its monetary policy decisions.

Since GDP forecasts necessarily make assumptions about
exogenous economic variables and the behaviour of politicians,
discrepancies between what is forecast on the eve of a new year
and the actual growth over that year are hardly surprising.

Canada: Actual GDP growth vs. beginning-of-year consensus forecast
Median absolute forecast error since the last recession: 0.6 percentage points
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The median absolute error of consensus forecasts since the last
recession is significant. Forecast error was particularly eye-
catching in the 2015-2017 period, one main factor being the
unexpected oil shock and the extent of the energy sector
rebound in 2017.

Canada: Perspective on Canadian economy since 2007
Real gross domestic product, constant 2007 dollars
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However numerous the potential sources of forecasting error may
be, they do not dispense us from providing point estimates for the
overnight rate and the shape of the yield curve. First, some of the
assumptions in our base case scenario: The spot price of West
Texas Intermediate crude will end the year at about US$63
compared to the current US$53.17. The CAD will trade around 1.28
to the USD by year end compared to 1.3277 at this writing. On the
political front, we join the consensus view that trade tensions are
likely to ease. On these assumptions, we continue to see the
Canadian economy growing 1.8% in 2019 and headline inflation
averaging 1.7% but returning to 2% by late 2019.
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In other words, our base case scenario has not changed. We
accordingly keep our interest-rate forecast unchanged: two BoC
hikes and 10-year Canadas trading at 2.67% by year end.

As for financial markets, we expect volatility over the next few
months, but with the global expansion still having legs we expect
a significant reversal of the credit-spread widening of Q4 2018.

Canada: Spreads of mid term corporates and provincials to Canadas
5- to 10-year maturities
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Canada bearish economic scenario: Projected total returns
Based on rates and yield spreads of bearish scenario, fixed sector weights
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In this scenario, the total return of the Canadian bond market will
be a negative 0.76%.

Canada: Projected total returns, 2018-12-31 to 2019-12-31

Based on rate and yield-spread forecasts, fixed sector weights

NBF Economics and Strategy (author’s calculation) 2019-01-30

In that scenario, the Canadian bond market would generate a
total return of 5.45%, but mid and long provincial and corporate
bonds would underperform comparable Canadas.

In the bullish scenario, Canadian GDP growth accelerates to 2.1%.
The output gap, estimated by the BoC at between -1% and zero
in Q4 2018, is erased. With demand exceeding supply, inflation
rises toward 2% somewhat faster than in the base case scenario.
In this environment, the BoC raises its overnight rate five times in
the next 18 months.

In that scenario, the total return of the Canadian bond market is
a negative 3.53%.

Canada bullish economic scenario: Projected total returns
Based on rates and yield spreads of bullish scenario, fixed sector weights
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Since the downside risks to the baseline economic forecast are
significant in the current environment, it may be instructive to
consider what total return could be expected from fixed income
securities in two alternative scenarios, bearish and bullish.

In our bearish scenario, Canadian GDP growth slows to 1.1% on
average with no quarter-to-quarter contractions, the output
gap widens more than 1 percentage point, inflation falls short of
2% at year end and the BoC cuts its overnight rate to 0.75%.
Credit spreads to Canadas widen to levels comparable to those
of early 2016.
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If the odds of these scenarios materializing are respectively 60%,
25% and 15%, the weighted expected return is 0.38%.
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.. and in the U.S.

As widely expected, the Federal Reserve left the fed funds rate
unchanged at 2.25-2.50% in January. The FOMC changed its
communication significantly by removing from its press release
the sentence about further gradual increases in the fed funds
rate. The Fed now says "the Committee will be patient as it
determines what future adjustments to the target range for the
federal funds rate may be appropriate” to support “sustained
expansion of economic activity, strong labor market conditions,
aond inflation near the Committee's symmetric 2 percent
objective.” At the post-rate-announcement press conference,
Fed chair Jerome Powell said the FOMC sees the outlook as
generally favourable but noted that indicators such as business
confidence surveys are sending warning signals. The FOMC
intends to let the data clarify what adjustments to the policy
stance will be required over time, but has no strong a priori view
on rates at this stage, Mr. Powell said.

In other words, the data will determine how long the Fed will be
patient. We note that the FOMC press release expressed
sensitivity to “muted inflation pressures” and downside risks to the
global economy. Allin all, the Fed's statement of January 30 does
not change our view that there will be no more than one interest
rate hike this year.

A fair portion of Mr. Powell's post-rate-announcement press
conference was devoted to the FOMC's plans for normalization
of its balance sheet. The Committee is still evaluating the right
size for the Fed's balance sheet and expects to complete its
evaluation over coming meetings. However, it has formally
decided that it will “continue to implement monetary policy in a
regime in which an ample supply of reserves ensures” that the fed
funds rate will be controlled primarily through the setting of
administered rates.

Bottom line

At that January 30 press conference, Mr. Powell basically
acknowledged that unresolved government policy issues,
ranging from ongoing trade negotiations and uncertainty about
how long the government will avoid another shutdown, meant
that he could not have strong conviction about the U.S. economic
outlook. Moreover, growth has slowed in some major foreign
economies at a time when the risk of a hard Brexit is on the rise.

For the same reasons, our own conviction about our baseline
scenario is no stronger (60% odds). Much will depend on how
politicians play their cards in coming weeks and months. We are
optimistic as we wait for time to tell. Meanwhile, with inflation
muted and the fed funds target range above core PCE inflation,
the Fed has the luxury of waiting and seeing.

So we leave our interest-rate forecasts unchanged from last
month. We continue to see one Fed rate hike in September and
the 10-year Treasury yield ending the year around 3.34%. If
economic growth turns out softer — say closer to 1.5% than to our
base case scenario of 2.3% — then 10-year Treasuries could easily
end the year closer to 2.25%.

10-year Treasury yield at year end: 3.375% or 2.125%?

The Fed lacked economic visibility to hazard a balance-of-risks assessment in its press release
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Recommended bond allocation Canadian bond market — total returns
Recommended duration 7.46 vs the benchmark 7.46
Maintain overweight in provincial and corporate bonds

Total Returns 01/31/2019
Since Since Since Since
01/04/2019 11/02/2018 08/03/2018 02/02/2018
Cash 0.12 0.45 0.81 1.43
Corporate
Long Short Federal 30.4% Canada
33.0% 45.0% 30.7% : Short 0.38 213 215 2.78
Mid 0.70 4.90 4.31 5.28
Long 0.24 7.78 5.36 7.33
Universe 0.42 3.77 3.22 4.22
Provincial 1.12 4.59 3.23 4.36
Mid Municipal 0.97 4.05 2.95 4.06
22.0% Provinces Corporate
Benchmark Allocation 38.9% AA D2 2202 22 a0
A 1.50 4.09 2.77 3.24
Short 45.0%, Mid 22.0%, Long 33.0% B8 s SO 2o >
Federal 36.4%, Provinces 36.1% ’ ’ ’ ’
Corporations 27.5% Total 0.95 3.95 3.07 4.05
S&P/TSX 7.95 3.65 -3.84 2.70
NBF Economics and Strategy NBF Economics and Strategy (data via Datastream)
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Bond Market - Canada

Close-on

1/31/19 1/04/19 11/02/18 8/03/18 2/02/18
Interest Rates
90-day (B/A's) 2.178 2.318 2.210 1.944 1.678
2 years 1.775 1.854 2.349 2.098 1.787
5 years 1.786 1.853 2.447 2.255 2.137
10 years 1.879 1.930 2.534 2.353 2.363
30 years 2.136 2.136 2.571 2.365 2.438
Spreads
90 d - 2 years -40.3 -46.4 13.9 15.4 11.0
2 - 5years 11 -0.1 9.8 15.7 35.0
2 - 10 years 10.4 7.6 18.5 25.5 57.6
10 - 30 years 25.7 20.6 3.7 1.2 7.5
Currencies
CAD / USD 1.3125 1.3372 1.3111 1.2992 1.2431
EUR / CAD 0.6655 0.6561 0.6703 0.6654 0.6457

Source: NBF Economics and Strategy (data via Bloomberg)
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General

This Report was prepared by National Bank Financial, Inc. (NBF), (a Canadian investment dealer, member of IIROC), an indirect wholly owned subsidiary of
National Bank of Canada. National Bank of Canada is a public company listed on the Toronto Stock Exchange.

The particulars contained herein were obtained from sources which we believe to be reliable but are not guaranteed by us and may be incomplete and may be
subject to change without notice. The information is current as of the date of this document. Neither the author nor NBF assumes any obligation to update the
information or advise on further developments relating to the topics or securities discussed. The opinions expressed are based upon the author(s) analysis and
interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein, and nothing in this Report
constitutes a representation that any investment strategy or recommendation contained herein is suitable or appropriate to a recipient’s individual
circumstances. In all cases, investors should conduct their own investigation and analysis of such information before taking or omitting to take any action in
relation to securities or markets that are analyzed in this Report. The Report alone is not intended to form the basis for an investment decision, or to replace
any due diligence or analytical work required by you in making an investment decision.

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 dffiliate
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.

National Bank Financial Inc. or an affiliate thereof, owns or controls an equity interest in TMX Group Limited (“TMX Group”) and has a nominee director serving
on the TMX Group's board of directors. As such, each such investment dealer may be considered to have an economic interest in the listing of securities on any
exchange owned or operated by TMX Group, including the Toronto Stock Exchange, the TSX Venture Exchange and the Alpha Exchange. No person or company
is required to obtain products or services from TMX Group or its affiliates as a condition of any such dealer supplying or continuing to supply a product or service.

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 aoffiliates may also be
contrary to any opinions expressed in this Report.

NBF or its aoffiliates 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 aoffiliates.

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 aninvestment 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
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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 71 Fenchurch Street, London, EC3M 4HD.

NBF is not authorised by the Prudential Regulation Authority and the Financial Conduct Authority to accept deposits in the United Kingdom.
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 aoffiliates’ 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 dffiliates, 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.




