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Monthly Market Commentary
Equity Strategy
Corporate tax cuts + Commodities moving higher =
Advantage North America
The BMO Nesbitt Burns Portfolio Advisory Team begins 2018
with a most patriotic and bullish report – at least for Canadian
and U.S. investors. The economic cycle almost always trumps
politics when it comes to asset returns, but the U.S. corporate
tax cut to 21% from 35% is a big tailwind for stocks. There
are also potential derivative impacts from the U.S. tax bill,
such as higher economic growth (through increased corporate
and consumer spending) and repatriation of foreign cash,
which could further drive merger and acquisition activity. This
boost to growth could also prompt the U.S. Federal Reserve
(the “Fed”) to raise rates a little faster, but this is viewed
as only a minor risk at this point in the cycle, especially
given how low the Fed Fund’s rate is by historical standards.
The impact of the tax cut will vary greatly by industry but,
generally speaking, profitable and U.S.-focused companies
will benefit most. Financials are expected to be one of the top
beneficiaries. The positive impact will also be felt by Canadian
companies with substantial U.S. operations such as railroads,
equipment manufacturers, banks and insurance companies.
Commodities
As we begin the new year, commodities look to be a solid
tailwind for Canadian equities for at least the first half of
2018. Oil and copper prices have the highest correlation
with the Toronto Stock Exchange (“TSX”) and Canadian dollar
at over 90%, meaning that when they go up, typically so
do Canadian stocks and the loonie. Oil and base metals
have been trending higher for the last several months
based on improving supply/demand fundamentals. This has
been driven by the synchronized global economic upturn –
particularly the stabilization of Chinese economic momentum
– and by supply curbs and falling inventories (finally) in the

case of crude oil. The Portfolio Advisory Team believes that
oil prices are well supported in the low- to mid-US$60 range,
given increasing demand and supply curbs. It is true that
heavy Canadian oil (“WCS”) currently trades significantly
below the frequently quoted WTI price, but even with this
discount high quality Canadian producers can still generate
high levels of profitability, particularly if they have refining
capacity and firm pipeline access to get their production
to the U.S. market. BMO’s outlook on base metals is also
constructive.
Risk appetite remains muted – There is still room for
stocks to go up
Looking at the BMO North American Risk Appetite Index,
the good news is that despite daily records in many stocks
indices, risk appetite continues to be muted from a historical
perspective. Consequently, the path of least resistance for
equities may be a continued grind higher through to year end.

Fixed Income Strategy
Looking forward: Interest rate forecasts
Overall, 2017 income returns in Canada and the U.S. were
positive and above expectations. With the prospects of rising
interest rates and volatility, investors focused on reducing
term exposure in anticipation of greater tightening from
global central banks. We saw benchmark interest rates rise,
especially in the short term, but this was done in a very
orderly fashion. Bond volatility reached record lows which,
along with stronger economic growth, provided an excellent
landscape for credit markets to outperform.
The year also marked the beginning of a more synchronized
global monetary tightening which contributed to shifting
global yield curves. This is a trend that is expected to continue
as the improved economic environment is making it more
difficult for central bankers to justify negative real rates.
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Before jumping to conclusions, let’s put things in perspective:
global economies are doing better, in general, still inflation
remains low. Central banks will continue to be supportive of
financial markets with accommodative monetary policies for
a bit longer.
So, what should we watch for in 2018? The Portfolio Advisory
Team considers strengthening economies, rising inflation
and volatility as major risks for interest rates; however,
they believe U.S. political uncertainty and being later in the
economic cycle will continue to mitigate the rise in interest
rates. While Americans were granted a holiday gift in the
form of new tax cuts, the focus will be on the economic
impact from the additional liquidity from both corporations
and individuals. Economists in general expect marginal
economic gains with most, if not all, of the impact already
priced in markets. However, what may not be factored in
is the overall political uncertainty as the U.S. is still without
a new debt ceiling, and the Republicans may face strong
opposition leading to the mid-term elections; potentially
shifting the balance of power in Washington. In fact,
uncertainty and low inflation are potentially the reasons why
the message from the bond market still seems to conflict
with the bullish equity and credit markets.
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The balance of risks should still provide enough support
for the Canadian fixed income market to generate positive
returns, barring any negative inflationary surprises with the
exception of the long-term sector. The Portfolio Advisory Team
recommends keeping expectations low – similar to 2017. It is
difficult to assess how global interest rate markets will react
to another year of multiple rate hikes and a synchronized
global reduction in quantitative easing. Investors must
be conscious of volatility risk which can be seen as an
opportunity to generate value, but could also lead to higher
costs and risks not properly compensated, especially in credit
markets. The Portfolio Advisory Team starts the year with a
neutral recommendation in terms of duration (interest rate
volatility) of around 4.50 to 4.75 years, in line with their
benchmark.
Both Canadian and U.S. yield curves are expected to flatten
again in 2018, but definitely not at the same speed and
magnitude that we saw in 2017. This environment supports
a more conservative approach to the interest rate sensitivity
of fixed income portfolios, but the Portfolio Advisory Team
continues to advocate for investors to remain invested in the
market and to gradually take advantage of higher yields.

!

Please contact your BMO Nesbitt Burns
Investment Advisor if you have any questions or
wish to discuss your investments.
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General Disclosure
The information and opinions in this report were prepared by BMO Nesbitt Burns Inc. Portfolio Advisory Team (“BMO Nesbitt Burns”). This publication is protected by
copyright laws. Views or opinions expressed herein may differ from the views and opinions expressed by BMO Capital Markets’ Research Department. No part of this
publication or its contents may be copied, downloaded, stored in a retrieval system, further transmitted, or otherwise reproduced, stored, disseminated, transferred
or used, in any form or by any means by any third parties, except with the prior written permission of BMO Nesbitt Burns. Any further disclosure or use, distribution, dissemination or copying of this publication, message or any attachment is strictly prohibited. If you have received this report in error, please notify the sender
immedi¬ately and delete or destroy this report without reading, copying or forwarding. The opinions, estimates and projections contained in this report are those of
BMO Nesbitt Burns as of the date of this report and are subject to change without notice. BMO Nesbitt Burns endeavours to ensure that the contents have been compiled or derived from sources that we believe are reliable and contain information and opinions that are accurate and complete. However, BMO Nesbitt Burns makes
no representation or warranty, express or implied, in respect thereof, takes no responsibility for any errors and omissions contained herein and accepts no liability
whatsoever for any loss arising from any use of, or reliance on, this report or its contents. Information may be available to BMO Nesbitt Burns or its affiliates that is not
reflected in this report. This report is not to be construed as an offer to sell or solicitation of an offer to buy or sell any security. BMO Nesbitt Burns or its affiliates will
buy from or sell to customers the securities of issuers mentioned in this report on a principal basis. BMO Nesbitt Burns, its affiliates, officers, directors or employees
may have a long or short position in the securities discussed herein, related securities or in options, futures or other derivative instruments based thereon. BMO Nesbitt
Burns or its affiliates may act as financial advisor and/or underwriter for the issuers mentioned herein and may receive remuneration for same. Bank of Montreal or its
affiliates (“BMO”) has lending arrangements with, or provides other remunerated services to, many issuers covered by BMO Nesbitt Burns’ Portfolio Advisory Team. A
significant lending rela¬tionship may exist between BMO and certain of the issuers mentioned herein. BMO Nesbitt Burns Inc. is a wholly owned subsidiary of Bank of
Montreal. Dissemination of Reports: BMO Nesbitt Burns Portfolio Advisory Team’s reports are made widely available at the same time to all BMO Nesbitt Burns investment advisors. Additional Matters TO U.S. RESIDENTS: Any U.S. person wishing to effect transactions in any security discussed herein should do so through BMO Capital
Markets Corp. (“BMO CM”) and/or BMO Nesbitt Burns Securities Ltd. (“BMO NBSL”) TO U.K. RESIDENTS: The contents hereof are intended solely for the use of, and may
only be issued or passed onto, persons described in part VI of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001. BMO Wealth Management
is the brand name for a business group consisting of Bank of Montreal and certain of its affiliates, including BMO Nesbitt Burns Inc., in providing wealth management
products and services.
BMO Nesbitt Burns Inc. is a Member-Canadian Investor Protection Fund. Member of the Investment Industry Regulatory Organization of Canada.
BMO CM and BMO NBSL are Members of SIPC. ® BMO and the roundel symbol are registered trade-marks of Bank of Montreal, used under license. ® “Nesbitt Burns” is
a registered trade-mark of BMO Nesbitt Burns Inc. If you are already a client of BMO Nesbitt Burns, please contact your investment Advisor for more information.
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