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Draining Canada’s bond market holding tank (a quick progress report)
By Warren Lovely

Holding tank [noun]: A place in which someone or something is temporarily kept or confined

In a bond market context, central bank balance sheets were transformed into massive holding tanks as part of the policy response to the
pandemic. But consistent with an equally extraordinary tightening exercise in 2022, central banks have started to drain off these vessels. So
far, this QT process has been passive, gradual and generally less-than-disruptive. With the release of Canada's Q3 national balance sheet
accounts this week, we've an ability to assess how this drainage system is working and where bonds formerly held at the BoC are ending up.

The Bank of Canada'’s holdings of domestic GoC bonds will end 2022 ~C$55 billion lower than the prior year-end (Chart 1). The corresponding
ownership share will be 35.6% vs. a peak of 43.5% set in fall 2021 (Chart 2). Strictly speaking, running bonds off the Bank's balance sheet adds
a non-trivial dimension to Canada’s net bond supply dynamics. Simply put, it requires finding homes for more bonds. But so far, so good. In
the first three quarters of 2022, we succeeded in placing more Canadas with a variety of domestic investor types, ownership shares moving
up most notably at mutual funds, chartered banks and insurance companies. Non-residents have also helped balance the market, the par
value of their holdings up almost C$20 billion on a year-to-date basis and their ownership share hovering around a non-trivial 30%.

Make no mistake, Canada's initial QT phase has been made more manageable by rapidly declining net borrowing needs (Chart 3). As per the
latest credit market summary, Q3 ushered in negative net issuance of federal government bonds for the first time since 2018. Adding in the
provinces, Canadian governments tapped credit markets, in all forms, for barely C$10 billion (net) in Q3. In first three quarters of the year,
annualized government borrowing was <2% of GDP—nicely below the pre-COVID trend. In relative terms, governments have also accounted
for a declining and below-average share of total credit market activity (Chart 4). In the past year, we trace less than 15% of net borrowing to
Canadian governments—one of those technical factors that presumably colours one's RV assessment. All this speaks to the meaningful (albeit
cyclically assisted) fiscal recovery that has been reported in Ottawa and across most provinces. No question, QT works a lot easier when
government cash needs are low and falling. Notwithstanding this initial progress, there's a notionally tougher road ahead in 2023. (Much) slower
economic growth risks complicating fiscal consolidation efforts; it surely won't be raining cash the way it was in 2021 and 2022. Meanwhile, the
volume of bonds rolling off the Bank's balance sheet will reach almost C$90 billion in calendar 2023, which is clearly a bigger nut to crack.

Chart 1: BoC holdings of Canadas down $56bln in 2022

Chart 2: BoC ownership share edging down (though still elevated)
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Chart 3: QT process aided by reduced net gov't borrowing

Chart 4: Striking recovery in broader public sector
Net borrowing by Cdn gov'ts: Level & type

Net borrowing by Cdn gov'ts: Relative to GDP & share of total funds raised
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Table 1: Detailing the ownership of C$4.95 trillion of Canadian debt securities

Market value & share of total holdings: Canadian debt securities by type of paper & holdings by detailed NBS sector (as at 2022:Q3)

Holdings (C$bin, market value)

Cdn
debt
securities

Canadian short-term paper

All Cdn
ST paper

Gov't of
Canada

Other
sectors

All Cdn
bonds

Canadian bonds

Gov't of
Canada

Provincial
govits

Local
govis

Other

sectors*

Total all sectors 4,951.4 680.9 185.1 495.7 4,270.6 1,017.6 874.4 67.1 2,311.5
Domestically held (incl. monetary authority) 3,079.6 460.5 154 .4 306.1 2,619.1 728.9 652.8 58.1 1,179.3
Households & non-profit institutions 98.6 8.4 11 7.3 90.2 16.5 191 17.6 37.0
Corporations 2,611.1 355.1 133.6 2215 2,256.0 662.8 523.8 34.9 1,034.5
Non-financial corporations 99.9 529 13.6 39.3 47.0 6.6 35 0.0 36.9
Financial corporations 2,511.2 302.2 120.0 182.2 2,209.0 656.2 520.3 34.9 997.6
0.0 0.0 0.0 3983 3772 118 0.0 9.3
Chartered banks & quasi-banks 451.9 77.5 34.8 42.8 3744 574 127.5 6.3 183.1
Insurance & pension funds 822.7 103.7 41.3 62.4 719.0 1394 277.9 23.9 277.8
Total other private financial institutions 566.4 1094 354 74.0 456.9 71.9 98.8 4.5 281.8
Financial govt business enterprises 271.9 11.6 8.5 3.1 260.3 10.3 4.3 0.1 2456
General governments 369.9 97.0 19.7 774 272.8 496 109.9 5.6 107.8
Federal general government 9.7 0.5 0.1 0.4 9.2 7.8 0.1 0.0 1.2
Other levels of general government 2529 72.8 19.6 53.2 180.0 26.8 69.8 4.6 78.8
Provincial & territorial governments 213.5 65.2 19.5 457 148.2 23.8 57.5 0.3 66.6
Local governments 394 7.6 0.1 7.5 31.8 3.0 12.3 4.3 12.2
Social security funds 107.3 23.7 0.0 237 83.5 15.0 39.9 0.9 27.8
Non-residents 1,871.9 220.4 30.8 189.6 1,651.5 288.7 221.6 9.0 1,132.2

Distribution of holdings by security type (%)

Cdn
debt
securities

Canadian short-term paper

All Cdn
ST paper

Gov't of
Canada

Other
sectors

All Cdn
bonds

Canadian bonds

Gov't of
Canada

Provincial
govits

Local
govts

Other

sectors*

Total all sectors 100% 100% 100% 100% 100% 100% 100% 100% 100%
Domestically held (incl. monetary authority) 62% 68% 83% 62% 61% 72% 75% 87% 51%
Households & non-profitinstitutions 2% 1% 1% 1% 2% 2% 2% 26% 2%
Corporations 53% 52% 72% 45% 53% 65% 60% 52% 45%
Non-financial corporations 2% 8% 7% 8% 1% 1% 0% 0% 2%
Financial corporations 51% 44% 65% 37% 52% 64% 60% 52% 43%
0.0% 0.0% 0.0% 9.3% 37.1%  14% 0.0% 0.4%
Chartered banks & quasi-banks 9% 11% 19% 9% 9% 6% 15% 9% 8%
Insurance & pension funds 17% 15% 22% 13% 17% 14% 32% 36% 12%
Total other private financial institutions 1% 16% 19% 15% 11% 7% 11% 7% 12%
Financial govt business enterprises 5% 2% 5% 1% 6% 1% 0% 0% 11%
General governments 7% 14% 1% 16% 6% 5% 13% 8% 5%
Federal general government 0% 0% 0% 0% 0% 1% 0% 0% 0%
Other levels of general government 5% 11% 11% 11% 4% 3% 8% 7% 3%
Provincial & territorial governments 4% 10% 11% 9% 3% 2% 7% 1% 3%
Local governments 1% 1% 0% 2% 1% 0% 1% 6% 1%
Social security funds 2% 3% 0% 5% 2% 1% 5% 1% 1%
Non-residents 38% 32% 17% 38% 39% 28% 25% 13% 49%

Table 2: Spotlight on GoC bond holdings, as BoC running off holdings
Market value & share of Government of Canada bond holdings by select NBS sector (as at 2022:Q3)

<

Insurance

companies
Trusteed
pensions

Domestic

GoC bond holdings
(market value)

Households &
non-fin'l corps

Financial
GBEs
Other levels
security funds
residents

10176 |

Current. Level (C$blin) . 231 574 51.7 87.7 719 10.3 7.8 26.8 15.0
Share (% oftotal) || 100.0% | 346% | 23% 56% 5.1% 8.6% 71% 1.0% 0.8% 2.6% 15% | 28.4%
QQ: Level chg (C$bin) 70 | 22 15 3.2 0.1 438 15 10 0.2 2.0 12 1.1
Share chg (%-pts) | 0.0% 00% | -01%  0.3% 00%  -04%  -01%  -01%  0.0% 0.2% 0.1% 1.3%
YTD: Level chg (C$bln) -70.1 06 -39 6.6 0.4 143 19.0 50 05 40 13 52
Share chg (%-pts) || 0.0% 23% | 02% _ 10% 04% _ -08%  22% _ -04% _ 01% __ -02% __ 02% 1.3%

Source: NBF, StatCan [ Notes to Table 1-2: Canadian debt securities includes issues denominated in CAD as well as securities denominated in foreign currencies; other Canadian bond
sectors includes corporates, CMB, GBEs, other public sector, etc; YTD refers to first three quarters of 2022; Q/Q & YTD change in holdings of GoC bonds influenced by significant
revaluation effects (since data are reported on market value basis); par value of outstanding GoC bonds had increased on YTD basis
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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 offiliate
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 aoffiliates 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 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 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
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.
US 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 US Institutional Investors only.
This report is not subject to US 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; (ii)
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.




