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=  Given that our growth and inflation forecasts have not materially changed since last month, we see no reason to revise
our monetary policy forecast. We continue to see the FOMC announcing quarter-point hikes in March, September and
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December. In the longer portion of the yield curve we see 10-year Treasuries trading just under 3.0% in Q4.

= Over the last 13 weeks the Canadian yield curve has shifted quite substantially. But since a few months ago our base case
scenario for the BoC in 2018 was more hawkish than that of the consensus, we do not feel the need to revise our projection
at this point. We see the overnight at 2% by year end and the 10-year yield trading in a range of 2.70% to 2.85% a year

from now.

Paul-André Pinsonnault

Forecast dated January 26, 2018

United States

Quarters Fed Fund 3 Mth Bill 2YR 5YR 10YR 30YR
01/26/18 1.50 1.42 212 2.47 2.66 2.91
Q1/18 1.75 1.58 2.22 2.54 2.73 2.97
Q2 1.75 1.59 2.31 2.60 2.80 3.03
Q3 2.00 1.86 2.37 2.64 2.84 3.04
Q4 2.25 2.08 2.47 2.74 2.95 3.14
Q1/19 2.25 211 2.51 2.77 2.99 3.16
Q2 2.50 2.33 2.59 2.81 3.02 3.18
Q3 2.50 2.33 2.69 2.87 3.09 3.24
Q4 2.50 2.38 2.76 293 3.17 3.31
Canada
Quarters Overnight 3 Mth Bill 2YR 5YR 10YR 30YR
01/26/18 1.00 1.20 1.82 2.06 2.26 2.33
Q1/18 1.25 1.30 1.89 2.14 2.31 2.37
Q2 1.50 1.68 1.96 2.18 2.51 2.58
Q3 1.75 1.89 2.13 2.31 2.65 2.72
Q4 2.00 1.96 2.26 2.38 2.70 2.73
Q1/19 2.00 1.96 2.31 2.57 2.86 2.91
Q2 2.00 2.18 2.37 2.62 2.93 2.98
Q3 2.25 2.21 2.48 2.74 3.02 3.06
Q4 2.25 2.21 2.55 2.77 3.05 3.08
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More yield-curve flattening in store

At this writing, incoming indicators continue to support our
forecast of three FOMC rate hikes in 2018.

Although Q4 U.S. GDP growth of 2.6% annualized was softer
than expected, braked by drag from trade and inventories,
growth still exceeded potential in the quarter. Consumer
spending grew at 3.8% in Q4 compared to 2.2% in the previous
quarter. Also accelerating from Q3 were government spending
growth and the growth of business investment in equipment
and intellectual property. Domestic demand consequently
contributed 4.3 percentage points to the Q4 growth rate.
Subtracting from growth were net exports (-1.1%) and
inventories (-0.7%). December orders for non-defence capital
goods excluding aircraft — a proxy for business investment —
were up 0.6%. It was the 11th consecutive monthly gain, the
longest streak since data collection began in 1992 and a good
sign for business investment. The Leading Economic Indicator
was up in December for a 19th straight month, rising 0.6% to
an all-time high of 107.0. What’s more, the diffusion index
was 75%, meaning that most of the LEI constituent indicators
were contributors to the lift. The main boost was from ISM
new orders, which added 0.29 percentage points to the
composite index.

Solid growth momentum coupled with easing of financial
conditions — the Chicago Fed NFCI ticked down to -0.94 in
the week ended January 19 — supports our forecast of 2.5%
expansion in 2018 and our expectation of further gradual
monetary policy normalization. Moreover, the weaker USD
could add to inflationary pressure in 2018 through higher
import prices. This outlook has many analysts revising up
their views about the odds of four rate hikes by the FOMC
this year. The fed funds futures market currently puts those
odds at 17%, up from 9% a month ago.

Not only have domestic indicators been encouraging, but in
January the IMF revised its global growth forecast up 0.2
points to 3.9% and the World Bank now expects the global
output gap to close this year.

So in the first weeks of 2018, the bond market has faced an
acceleration of global economic expansion, rising commodity
prices and an upward drift of mid-term inflation expectations.
No surprise that the U.S. yield curve has shifted up.

At the close on January 26, Treasuries maturing in 2, 10 and
30 years were yielding 2.12%, 2.66% and 2.91%, up 23, 26 and
17 basis point respectively from the year end. So far in 2018,
the Treasury market has delivered a negative total return of
-1.17% according to the ICE BofAML Treasury Index.
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The shape of the yield curve has changed quite drastically in
the last 12 months. With the FOMC gradually normalizing,
yields at the front end of the curve have risen as would be
expected. It’s the flattening of the longer portion of the
curve that has surprised many.

From last September 1 to January 26, the yield of 30-year
Treasuries rose only 13 bps, to 2.91%, while the 10-year yield
rose 49 bps, to 2.66%. The spread between the two maturities
shrank from 61 bps in September to 25 bps in late January.

Another way to look at the relationship is in ratio terms.
Over the last five years the 30-year yield has averaged 1.36
times the 10-year yield. At this writing the ratio is 1.09.

Normalization of the slope of the yield curve
Median projection of FOMC participants for the long-run neutral rate: 2.8%
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This is still somewhat higher than in the second half of the
1990s or in late 2005. In 2005, many were debating where, in
a range from 3.5% to 4.25%, the FOMC should stop normalizing
the fed funds rate. During the period when the rate was in
that range, the ratio of the 30-year yield to the 10-year yield
averaged 1.06.
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Today, when the FOMC participants’ median estimate of the
neutral fed funds rate is 2.8% and market participants arguably
see a slightly lower endpoint of policy normalization, we see
the path of least resistance for the 30-year/10-year ratio to

be a gradual drift to 1.04 over the next 18 months.

Bottom line: Given that our growth and inflation forecasts
have not materially changed since last month, we see no
reason to revise our monetary policy forecast. We continue
to see the FOMC announcing quarter-point hikes in March,
September and December. In the longer portion of the yield
curve we see 10-year Treasuries trading just under 3.0% in

Q4.

Looking further ahead, we see the FOMC taking a long pause
when the upper bound of the target fed funds range reaches
2.50%, in the second quarter of 2019.

There are obvious risks to this forecast. One important one
is the possibility that in the second year of his term President
Trump will deliver a substantial spending program to rebuild
and improve U.S. infrastructure. Mr. Trump has in the past
advocated about US$200 billion in federal infrastructure
spending, which could be leveraged up to US$1.5 trillion by
involvement of the private sector and other levels of
government. In that case the FOMC would have to move more
aggressively because inflation would accelerate more than is
currently expected.

In the short run, financial markets may find themselves in
choppy waters. To avoid another government shutdown the
administration must deal with the February 8 expiry of the
current continuing resolution. And if nothing is done the
Treasury may run out of borrowing authority in early March.

FOMC: More policy normalization in 2018

Balancing of risks to financial stability, the economy and inflation calls for gradual policy normalization

3 ﬂ We expect 10-year Treasuries, currently trading
z j, at 2.66%, to be trading around 2.95% in Q4 2018
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2009 2070 2071 2013 2013 2014 2018 2016 2017 2018
U.S. economic forecast Q42017 Q12018 Q22018 Q3 2018 Q4 2018 2018
forecast forecast forecast forecast forecast forecast
Real GDP growth (q/q % chg. saar) 26 1.6 32 23 22 25
CPI (yly % chg.) 2.1 2.0 24 24 20 22
CPIl ex. food and energy (yly % chg.) N4 1.7 21 22 22 20
Unemployment rate (%) 4.1 4.1 4.0 4.0 4.0 4.0
Fed Fund Target Rate 175 1.75 2.00 225

10-Year Treasuries 2.73 2.80 2.84 2.95

NBF Economics and Strategy (data via Bloomberg) 2018-01-26

... and in Canada

As expected, the Bank of Canada tightened in January for
the third time in less than a year, raising its benchmark rate
to 1.25% from 1.00% following a string of positive economic
indicators that obliged BoC policymakers to reassess their

NATIONAL BANK
OF CANADA

FINANCIAL MARKETS

stance. In its rate-announcement statement the Bank said
the economy was now “operating roughly at capacity.”

As BoC governor Stephen Poloz reiterated in an interview at
the World Economic Forum in Davos, NAFTA uncertainty
remains a key Bank concern.

In that interview Mr. Poloz was also asked whether generally
speaking, he saw 2018 as the year of the end of easy money
in developed economies. He did not. “It’s likely that money
is going to remain easy for some time yet, because economies
are still working their way through a lot of underlying
stresses.”

In light of such comments, one can wonder whether the 2%
overnight rate we see by year end would be too aggressive.

The Bank of course has a bias toward gradualism. It needs to
adjust the pace of normalization to the greater sensitivity of
the economy to interest rates that results from Canadian
household debt. How much greater that sensitivity is remains
to be tested. As Mr. Poloz said: “that’s one of the things we
have to learn by probing, by moving our way along and
assessing how things are evolving.”

We agree, but our base case scenario is GDP growth of 2.5%
in 2018 and trade negotiations remaining on the rails. Further,
12-month CPI-Trim inflation stood at 1.9% in December (up 1
tick from 1.8%), CPI-Median at 1.9% (unchanged) and CPI-
Common at 1.6% (up one tick from 1.5%). So the average of
these three core inflation measures is now 1.8% annually, the
highest in 14 months. In the last six months, according to
our in-house replication of CPI-Trim and CPI-Median, the
momentum has become even stronger: both measures have
been running above the 2% midpoint of the Bank of Canada
target range, CPI-Trim at 2.2% annualized and CPI-Median at
2.1%. We believe this new trend will persist, reflecting a
strong economy and labour market. So incoming indicators
may again force the BoC to deliver more rate hikes than it
currently expects.

In recent years, central banks have been arguing that they
can rely on macroprudential measures to safeguard financial
stability while using the policy rate to achieve their inflation
target. Canadian authorities have been leaning very heavily
on that script. However, because of feedback loops, keeping
the policy rate below inflation for an extended period will
require ever-more-intrusive macroprudential measures. Will
that be justifiable with inflation close to the Bank’s target?
After all, central banks cannot count on macroprudential
measures alone to contain vulnerabilities to the financial
system. Fortunately, as the FOMC gradually normalizes its
policy stance the Bank will have more policy room to balance
the mix of macroprudential and interest-rate policies
without driving the exchange rate out of its comfort zone.

In our view, the Bank will stick with its gradualist approach,
with adjustments of the overnight rate nonetheless guided
by incoming data. We see the Bank taking some wait-and-see
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time after the January hike. By the May 30 scheduled rate-
announcement date, the Bank will have had 133 days to see
how things have been moving. So we think May will be a live
meeting for the policy rate.

We see the overnight rate at 2% by year end. With headline

inflation slightly above 2% in the second half of the year, that
would leave the real policy rate still accommodative. By that

metric, money would still be easy.

At the close on January 26, 10-year Canadas were trading at
2.26%, up 21 bps from year end. German 10-year Bunds were

yielding 0.63%, up 20 bps. Over the same period the 10-year

Treasury yield moved up 25 bps to 2.66%. In other words, the

recent upward shift in yields reflects the gain in momentum
of the global economy and a shift in market expectations of
central-bank policy stances.

After years of serial disappointment and tame inflation, the

balance of risk may well have shifted to bond-market surprise
at how much the central banks will need to deliver. That said,
since a few months ago our base case scenario for the BoC in

2018 was more hawkish than that of the consensus, we do
not feel the need to revise our projection at this point.

We see 10-year yields trading in a range of 2.70% to 2.85%
12 months from now.

Canada: More policy normalization in 2018
Balancing of risks to financial stability, economy and inflation calls for gradual policy normalization
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Total return over the last 13 weeks

Over the last 13 weeks the Canadian yield curve has shifted
quite substantially. The yield of 2-years has moved up 39
bps, that of 5-years 40 bps, that of 10-years 27 bps and that
of 30-years declined less than 1 basis point.

On a total-return basis (chart below), the laggards over that

period were the 7- to 10-year maturities. The best performers
were the 30-years, which returned a total of 0.77% (assuming
a coupon reinvestment rate of 1.12%).
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Corporate and provincial spreads to Canadas generally
narrowed over the 13 weeks. Short, mid and long spread
products significantly outperformed comparable Canadas.
For example, corporate maturities of more than 10 years
returned 2.46% compared to 0.06% for Canadas. Shorter-
term spread products also outdid comparable Canadas, but
even their returns were not high enough to offset the upward
drift of the yield curve. For example, Canadas maturing in 5
to 10 years returned -1.73%, mid provincials -0.97%.

Canada: Corporate bonds have outperformed over the last 13 weeks
Excess returns of corporate and provincial bonds over comparable Canadas
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Recommended bond allocation
Recommended duration 7.36 vs the benchmark 7.44
Maintain overweight in provincial and corporate bonds

Long Short Federal Corporate
32.7% 47.3% 30.0% 31.9%
Mid
20.0% Provinces
Benchmark Allocation 38.1%
Short 45.6%, Mid 22.2%, Long 32.2%
Federal 37.0%, Provinces 35.8%
Corporations 27.2%
NBF Economics and Strategy
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Canadian bond market — total returns

Total Returns 01/26/2018
Since Since Since Since
12/29/2017 10/27/2017 07/28/2017 01/27/2017
Cash 0.07 0.19 0.37 0.58
Canada
Short -0.24 -0.53 -0.20 -0.84
Mid -1.23 -1.54 -0.77 =176
Long =117 0.15 2.35 2.96
Universe -0.62 -0.60 0.17 -0.18
Provincial -1.03 0.47 2.34 4.09
Municipal -0.91 0.36 222 4.33
Corporate
AA -0.18 -0.38 0.31 0.34
A -0.15 0.63 2.00 4.33
BBB 0.01 0.78 2.10 3.62
Universe -0.10 0.52 1.76 3.10
Total -0.62 0.08 1.37 223
S&P/TSX 0.33 2.52 8.83 7.24
NBF Economics and Strategy (data via DataStream)
Canadian interest rates
Weekly, last observation January 26, 2018
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Bond Market - Canada

Close-on
1/26/18

Interest Rates
90-day (B/A's) 1.673
2 years 1.818
5 years 2.062
10 years 2.262
30 years 2.330
Spreads
90 d - 2 years 14.6
2 - S5years 24 .4
2 - 10 years 44.4
10 - 30 years 6.8
Currencies
CAD / USD 1.2311
EUR / CAD 0.6533

12/29/17 10/27/17 7/28/17 1/27/17
1.542 1.414 1.280 0.957
1.689 1.427 1.325 0.770
1.866 1.659 1.640 1.140
2.045 1.988 2.028 1.782
2.266 2.339 2.451 2.428

14.7 1.3 4.5 -18.7
17.7 23.2 31.5 37.0
35.6 56.1 70.3 101.2
221 35.1 42.3 64.6
1.2573 1.2808 1.2433 1.3152
0.6625 0.6726 0.6845 0.7107

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 IROC), 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 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.

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 interestin 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 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.
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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 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

National Bank of Canada Financial Inc. (NBCFI), a broker-dealer registered with the U.S. Securities and Exchange Commission and a member of the Financial Industry Regulatory Authority (FINRA), and a member
of the Securities Investor Protection Corporation (SIPC), is distributing this Report in the United States. NBCFI operates pursuant to a 15 a-6 Agreement with its Canadian affiliate, NBF Inc.

This Report has been prepared in whole or in part by personnel employed by non-US &ffiliates of NBCF that are not registered as broker/dealers in the US. These non-US personnel are not registered as associated
persons of NBCFI and are not licensed or qualified as research analysts with FINRA or any other US regulatory authority and, accordingly, may not be subject (among other things) to FINRA restrictions regarding
communications by a research analyst with the subject company, public appearances by research analysts and trading securities held in a research analyst account.

The author(s) who prepared these Reports certify that this Report accurately reflects his or her personal opinions and views about the subject company or companies and its or their securities, and that no part of
his/her compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed in this Report as to the securities or companies.

NBF compensates the authors of this Report from a variety of sources, and such compensation is funded by the business activities of NBF including, Institutional Equity and Fixed Income Sales and Trading,
Retail Sales, the correspondent clearing business and Corporate and Investment Banking.

Because the views of its personnel may differ, members of the National Bank Financial Group may have or may in the future issue Reports that are inconsistent with this Report, or that reach conclusions different
from those in this Report. To make further inquiry related to this Report, United States residents should contact their NBCF registered representative.

This document is intended for institutional investors and is not subject to all of the independence and disclosure standards under FINRA rules applicable to debt research Reports prepared for retail investors. This
Report may not be independent of the proprietary interests of NBF, NBCF, or their affiliates. NBF, NBCF, or their affiliates may trade the securities covered in this Report for their own account and on a discretionary
basis on behalf of certain clients. Such trading interests may be contrary to the recommendation(s) offered in this Report.

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.
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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.



