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M In this report, we highlight our strategic and tactical portfolio positioning strategies for the first quarter
P I ayl n g S m a rt D efe n S e using various BMO Exchange Traded Funds (BMO ETFs). Our key strategy changes are outlined

throughout the report and in our quarterly outlook on page six.

¢ Volatility returned with significance in the fourth quarter of 2018, despite U.S. economic data remaining relatively
strong. Although the U.S. economy continues to be robust, adding an impressive 312,000 jobs in December, markets
were more concerned by recent downward revisions in global growth projections and an increasing spotlight on

headline risk, which was a major detractor of asset prices.
Alfred Lee, cra, cMT, DMS

Director, BMO ETFs ¢ The primary focus continues to be the potential impact of a U.S.-China trade war and ongoing “Brexit” related

! anxieties. In our view, there is heightened sensitivity to these ongoing issues and their impact on the markets, given
we are a decade removed from the Great Recession. Some investors will likely use the rally to reduce their exposure
to higher beta themes under the belief we are already late in the economic cycle, instead of waiting for a resolution to
macro-economic uncertainties.

Portfolio Manager & Investment Strategist
BMO Asset Management Inc.
alfred.lee@bmo.com

¢ Stock market valuations, particularly in the U.S., are starting to look attractive given the fourth-quarter sell-off
in risk assets. Between October and December, the S&P 500 Composite (“SPX”) and the Dow Jones Industrial Average
In th is l'epo l't: (“DJIA”) were down -13.5% and -11.3%, in local terms, leading to forward price-to-earnings (P/E) ratios of 14.7x and
13.9x, respectively. This trend back towards more favourable P/E levels allows for potential price multiple expansion
in the future, even if we experience earnings fatigue, as many investors are anticipating.

Recent Deve|0pment5 --------------- 1 e Inlight of higher volatility, we are concerned investors will be apprehensive about risk-taking going forward.
While less turbulence and a renewed emphasis on strong fundamentals are likely by the end of the first quarter,

Things to Keep an Eyeon.......... 2 caution is necessary when markets become nervous about the durability of a prolonged bull market. Consequently, we
favour defensive growth areas in a portfolio.

Changes to the ¢ The recent repricing in U.S. Treasury yields may represent an overly dovish outlook on interest rates (Chart B).

Portfolio Strategy .....cceeveueenee 3 Consensus expectations on monetary policy — far too hawkish at the end of last summer — have now swung in the
opposite direction. Interest rate futures indicate a mere 17.8% probability of a rate hike by the U.S. Federal Reserve

stats and Portfolio (“Fed”) this year, marking a slower-than-anticipated pace towards higher rates, which is constructive for risk assets in

. the near-term.
Holdings ....ccveeveveereeenerennne. 4

e U.S. high-yield credit spreads have widened to 440bps above U.S. treasuries. Historically, this spread gets as

. . . tight as 290 basis points (bps), which is where it was approximately a year ago. The outsize gap indicates spread
Portfolio Characteristics .......... 5 cfmpression oplz)grtunitiesp over the near-term, as marile)t Volatilityydis};ipat(ags and credit sprial()is revert to tlfle mean.
Over the longer-term, however, we prefer higher-quality fixed income (and fixed income like securities) over the more
The Good, the Bad, speculative nature of non-investment grade bonds.
and the Ugly.......cccoverueevennene. 6

All prices, returns and portfolio
weights are as of market close on
January 4, 2019, unless otherwise

indicated.
Chart A: U.S. Equity Market Valuations are Attractive Again Chart B: 10-Year Treasury Yields have Pared Back
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Things to Keep an Eye on...

Source: Bloomberg

160% - In the fourth quarter, we saw a notable uptick in equity market volatility.
Surprisingly, implied volatility increased most sharply for U.S. stocks!,
-.140% ~ despite the U.S. having the most-sound economic backdrop of its
= peer group. Meanwhile, emerging market (EM) equities, which has
2 120% historically been the most unstable asset class during times of distress,
2 100% experienced the smallest change in price fluctuations. However, we
2 don’t anticipate this relationship will last, as EM assets were essentially
g 30%- priced to perfection leading up to the final quarter of 2018.
S (0% Recommendation: The recent rise of volatility in the U.S. equity market
N now offers enticing opportunities for investors seeking to harness
E 40% - uncertainty in this environment. As we believe the underlying macro-
< economic factors south of the border remain robust, Covered Call
S 20%- ETFs may be an alternative way for investors to access equities with
- additional yield.
0% T T T
VIX Index VIXC Index V2X Index VXEEM Index
(S&P 500 Composite) (S&P/TSX 60 Index)  (STOXX 50 Index) (MSCl Emerging
Markets Index)

" As indicated by the CBOE S&P 500 Volatility Index - “VIX”.
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Assessing where we are in the business cycle is always much easier to do
in hindsight. However, indicators such as the Morgan Stanley U.S. Cycle
Index help us determine which of the four phases we are in currently:
expansion, peak, contraction or trough. The latest reading of 0.49 for this
index has never been significantly eclipsed, suggesting we are at, or very
near, the peak. The greater question is how long we can sustain such
elevated levels before experiencing a contraction.

Recommendation: Even under our belief that we are in a late equity
cycle, the recent sharp price corrections are inconsistent with the
broader collection of encouraging economic data. In fact, the market’s
sudden aversion to risk assets seems more closely related to headlines
than fundamentals. As these issues resolve, we believe exposure to low-
volatility strategies, such as the BMO Low Volatility Canadian Equity
ETF (ZLB) and the BMO Low Volatility U.S. Equity ETF (ZLU), is a
prudent way for investors to obtain defensive growth characteristics in
a portfolio.
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Treasury ETF

As an asset class, U.S. Treasuries tend to be underutilized by Canadian
investors. Owing to their status as a safe haven, they have historically
performed well in drawdowns. As an added benefit, they also provide
exposure to the US dollar, which often retains value better than its
Canadian counterpart during times of distress.

Recommendation: By decomposing U.S. treasuries by term, investors
can better implement the degree of protection they need in a portfolio.
The longer the term, the greater the negative correlation to equity risk.
We currently prefer the mid-portion of the yield curve, as represented
by the BMO Mid-Term U.S. Treasury Index ETF (ZTM), over the
BMO Long Term U.S. Treasury Index ETF (ZTL), despite the latter’s
ability to better stabilize a diversified portfolio. As interest rate
expectations have moderated, we have already seen a fair degree of
repricing with longer-term yields. As a result, ZTM continues to be our
recommendation for portfolio protection.

Source: Bloomberg
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Changes to Portfolio Strategy

Asset Allocation:

e Since the inception of this report in late June of 2012, our strategy has
always favoured equities. However, the composition of our equity
exposure has always favoured more defensive areas. This approach
has served us well over the long term. In keeping with our preference
for defense, we are now slightly increasing our weight to fixed income,
a de-risking manoeuver we acknowledge is relatively early, given
our expectation for asset prices to rebound in the first quarter of this
year. However, our intent is to be more cautious in order to protect the
strong performance or our strategy since inception. Additionally, our
shift from equities to fixed income is only to the tune of 3.0% of the
overall strategy.

Fixed Income:

e To partially offset equity market risk in our portfolio, we are adding a
modest 3.0% position in the BMO Mid-Term U.S. Treasury Index ETF
(ZTM). Although our strategy is already significantly less volatile than
our benchmark, this adjustment should help provide further stability
to our overall stance. As U.S. Treasuries and the U.S. dollar have
traditionally provided strong negative correlation to risk assets in times
of distress, these characteristics should make riding out any further
price swings more bearable.

Equities:

e Several quarters ago, when valuations of the broader S&P 500
Composite had become stretched, we initiated a position towards the
BMO MSCI USA Value Index ETF (ZVU) in our strategy. With the
recent sell off, prices have become more attractive — we view this as
a means of picking up blue chip companies “on the cheap.” To fund
a shift to high-quality stocks, which are characterized as companies
having high return-on-equity (ROE), stable earnings growth and low
financial leverage, we are eliminating our 6.0% allocation in ZVU and
replacing it with the BMO MSCI USA High Quality Index ETF (ZUQ).

ZUQ, provides investors with an efficient way for investors to obtain
access to high quality, blue chip U.S. stocks. Consumer demand for
discretionary items may still be on the rise; however, we believe the
world economy, particularly the U.S., has reached a peak state. To
account for reduced global growth expectations, we are eliminating
our 3.0% position in the BMO Global Consumer Discretionary
Hedge to CAD Index ETF (DISC).

Alternatives/Hybrids:

e The Canadian preferred share market was one the most unfortunate
recipients during the fourth quarter sell-off in risk assets. While
credit spreads are wider and rate expectations have become less
hawkish, the drawdown in Canadian preferred shares was also largely
driven by market structure issues, in our view. Too many mandates
in the industry experienced outflows simultaneously, creating
undue pressure that was further exacerbated by retail investors
taking advantage of year-end tax-loss harvesting. From a valuation
standpoint, we are in agreement with many investors that this asset
class is looking attractive. Consequently, we are choosing to maintain
our position in the BMO Laddered Preferred Share Index ETF
(ZPR).

Sell/Trim Ticker ‘ (%) ‘ Buy/Add ‘ Ticker ‘ (%)

BMO MSCI USA Value ETF VU 6.00% BMO MSCI USA High Quality Index uQ 6.00%
BMO Global Discretionary Hedged to CAD Index ETF DISC 3.00% BMO Mid-Term U.S. Treasury Bond Index ETF ITM 3.00%
Total 9.00% Total 9.00%

Exchange Traded Funds
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Investment Objective and Strategy: The strategy involves tactically allocating

to multiple asset-classes and geographical areas to achieve long-term capital
appreciation and total return by investing primarily in exchange traded funds (ETFs).

Stats and Portfolio Holdings

I1B BMO LOW VOLATILITY CANADIAN EQUITY ETF Equity Core $28.99 0.35% 17.0% 9.5 13.9% 2.7% 0.29
ICN BMO S&P/TSX CAPPED COMPOSITE INDEX ETF Equity Core $19.57 0.05% 3.0% 12.7 3.3% 3.0% 0.24
I BMO LOW VOLATILITY U.S. EQUITY ETF Equity Core $32.19 0.30% 10.0% 14.8 12.7% 1.7% 0.11
11D BMO LOW VOLATILITY INTERNATIONAL EQUITY HEDGED TO CAD ETF Equity Core $22.87 0.40% 7.0% 13.2 8.0% 2.2% 0.16
1EQ BMO MSCI EUROPE HIGH QUALITY HEDGED TO CAD ETF Equity Tactical $18.57 0.40% 5.0% 153 6.6% 2.2% 0.14
IUH BMO EQUAL WEIGHT U.S. HEALTH CARE HEDGED TO (S INDEX ETF Equity Tactical $49.10 0.35% 3.0% 24.9 6.4% 0.4% 0.01
IwB BMO COVERED CALL BANKS ETF Equity Tactical $17.25 0.65% 5.0% 11.4 4.9% 5.6% 0.49
uQ BMO MSCI USA HIGH QUALITY INDEX ETF Equity Core $31.94 0.30% 6.0% 22.4 11.6% 1.0% 0.04
1BK BMO EQUAL WEIGHT U.S. BANKS INDEX ETF Equity Tactical $23.70 0.35% 4.0% 24.0 8.3% 1.4% 0.06

Total Equity 60.0% 75.6%

Non-Traditional/Hybrids
IPR BMO S&P/TSX LADDERED PREFERRED INDEX ETF Hybrid Tactical $10.41 0.45% 7.0% 141 8.5% 4.6% 0.33
IHP BMO US PREFERRED SHARE HEDGED TO C$ INDEXC ETF Hybrid Tactical $23.21 0.45% 6.0% 6.7 3.5% 5.6% 0.83

Total Alternatives 13.0% 12.0%

Total Cash 0.0% 0.0 0.0% 0.0%

Portfolio 0.32% 100.0% 11.6 100.0% 2.8% 0.24

ETF Name Vo I
DB BMO DISCOUNT BOND INDEX ETF Fixed Income Core $15.67 0.09% 7.0% 34 2.0% 2.1% 0.62
1IC BMO MID-TERM U.S. 1G CORPORATE BOND INDEX ETF Fixed Income | Tactical $18.04 0.25% 11.0% 8.5 8.1% 3.5% 0.41
Itm BMO MID CORPORATE BOND INDEX ETF Fixed Income | Tactical $15.75 0.30% 3.0% 4.0 1.0% 3.4% 0.85
IT™M BMO MID-TERM U.S. TREASURY INDEX ETF Fixed Income | Tactical $50.51 0.20% 3.0% 3.8 1.0% 1.8% 0.49
IST BMO ULTRA SHORT-TERM BOND INDEX ETF Fixed Income | Tactical $51.04 0.10% 3.0% 13 0.3% 2.9% 233
Total Fixed Income 27.0% 12.4%

Ticker
LB
¢
I
1DB
ILD
IPR
1UQ
IHP
IEQ
IWB
1BK
™
AL
ST
ICN
1UH

Top Holdings

BMO LOW VOLATILITY CANADIAN EQUITY ETF

BMO MID-TERM U.S. IG CORPORATE BOND INDEX ETF

BMO LOW VOLATILITY U.S. EQUITY ETF

BMO DISCOUNT BOND INDEX ETF

BMO LOW VOLATILITY INTERNATIONAL EQUITY HEDGED TO CAD ETF
BMO S&P/TSX LADDERED PREFERRED INDEX ETF

BMO MSCI USA HIGH QUALITY INDEX ETF

BMO US PREFERRED SHARE HEDGED TO C$ INDEXC ETF
BMO MSCI EUROPE HIGH QUALITY HEDGED TO CAD ETF
BMO COVERED CALL BANKS ETF

BMO EQUAL WEIGHT U.S. BANKS INDEX ETF

BMO MID CORPORATE BOND INDEX ETF

BMO MID-TERM U.S. TREASURY INDEX ETF

BMO ULTRA SHORT-TERM BOND INDEX ETF

BMO S&P/TSX CAPPED COMPOSITE INDEX ETF

BMO EQUAL WEIGHT U.S. HEALTH CARE HEDGED TO C$ INDEX ETF

‘ Weight

Please note yields of equities will change from month to month based on market conditions.

17.0%
11.0%
10.0%
7.0%
7.0%
7.0%
6.0%
6.0%
5.0%
5.0%
4.0%
3.0%
3.0%
3.0%
3.0%
3.0%

Source: Bloomberg, BMO Asset Management Inc. (Data as of January 4, 2019)

“Management Fee as of January 4, 2019.

“*Yield calculations for bonds is based on yield to maturity, which includes coupon payments and any capital gain or loss
that the investor will realize by holding the bonds to maturity and for equities it is based on the most recent annualized

income received divided by the market value of the investments.

BMO 9

I Non-Traditional (27.0%)

I Equities (60.0%)
I Fixed Income (13.0%)
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50.0%

Tactical

50.0%
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Portfolio Characteristics

Regional Breakdown (Overall Portfolio)

“Regional Breakdown includes equities, fixed income and non-traditional /hybrid sleeves.

Equity Sector Breakdown

M Financials 35.0%
................................................................... o0
................................................................... I
................................................................... oo
Consumer Discretionary 10.0%
................................................................... o
................................................................... o
Teleccommunication Services 5.3%

Information Technology 43%
e o
. =
Fixed Income Breakdown
Federal 9.3% Weighted Average Term 7.20
povindial 89%  Weighted Average Duration - 590
Investment Grade Corporate 817%  Weighted Average Coupon 31%
Non-Investment Grade Corporate 00%  Weighted Average Current Yield | 3.2%
Weighted Average Yield to Maturity 3.4%

Weighted Average Current Yield: The market value weighted average coupon divided by the weighted average market price of bonds.

Weighted Average Yield to Maturity: The market value weighted average yield to maturity includes the coupon payments and any capital gain or loss that the investor will realize by holding
the bonds to maturity.

Weighted Average Duration: The market value weighted average duration of underlying bonds divided by the weighted average market price of the underlying bonds. Duration is a measure
of the sensitivity of the price of a fixed income investment to a change in interest rates.

BMO 9

Source: Bloomberg, BMO Asset Management Inc. (As of October 19, 2018)
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The Good, the Bad, and the Ugly

Conclusion: Despite, a downward revision in global economic growth expectations, we believe the sell-off in risk-assets
experienced in the fourth quarter is not reflective of the underlying economic fundamentals. As such, we expect a rebound
in equities and credit over the first quarter of the new year, as the markets begin to recognize that the valuations are far too
attractive, despite ongoing headline risks. Despite the recent sell-off, we don’t believe the current bull market has come to
an end. We do, however, believe we are late into the cycle, so as such will use market rallies to move out of higher beta areas
and into more stable areas of those respective asset classes. Rather than chasing returns in a late cycle rally, we will use this
opportunity to move into defensive growth areas to protect the outperformance we have had in our strategy since inception.

Global-Macro/Geo-Political

Fundamental

Technical

The employment situation in the U.S. continues
to shine. Although the employment rate ticked
slightly higher, we have seen an improvement in
jobless claims.

GDP (y/y) in the U.S. looks robust despite the
downward revisions elsewhere in the world.

Despite more tempered global growth
expectations in the fourth quarter, global PMI
measures remain above the critical 50 level,
indicating expansion.

The recent sell-off has made equity market
valuations attractive again. The S&P 500
Composite has a current P/E ratio of 17.6x and
the S&P/TSX is now at 16.2x current P/E.

Lower price multiples allow for greater expansion
opportunities in the face of lower earnings
growth expectations.

+ (yclical sectors have now outpaced more
defensive stocks since mid-December. This
suggests the appetite for risk may be back on the
rise.

Good , .
Unemployment in the Eurozone continues to
trend lower, now at 8.10% and moving closer to
its pre-recessionary levels.
Concerns of the U.S.-China Trade wars continue to Credit spreads in corporate bonds widened in + The S&P 500 Composite narrowly escaped a
be a focus on global markets. the fourth quarter, which initially started as technical bear market.
) ) ) ) a reflection of economic risk. However, they
Brexit also continues to dominate headlines, ) -
) A . widened more than anticipated partly due to
detracting from underlying economic ;
structural related issues.
fundamentals.
Consumer confidence ticked lower to end the Price to earnings and forward Ioolgng price to
sales are now below the average in European
year. ! )
Bad stocks. There may be better potential upside on
The Bank of Canada remains has become more earnings and sales growth in that region.
dovish, citing slower growth expectations.
Lower oil prices and logistic issues continue to
detract from the Canadian economy.
One in three Canadians report they are unable to Wider credit spreads may reflect spread Margin debt has increased to all-time highs. A
meet monthly bills and debt repayment, which compression opportunities over the near term, rise too quick in interest rates can cause markets
creates a debt trap, should rates move up to but given we are late cycle, we prefer investment to deleverage.
Ugly quickly. grade over more speculative asset classes.

®
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Visit bmo.com/etfs or contact Client Services at 1-800-361-1392.

Any statement that necessarily depends on future events may be a forward-looking statement. Forward-looking statements are not guarantees

of performance. They involve risks, uncertainties and assumptions. Although such statements are based on assumptions that are believed to be
reasonable, there can be no assurance that actual results will not differ materially from expectations. Investors are cautioned not to rely unduly on
any forward-looking statements. In connection with any forward-looking statements, investors should carefully consider the areas of risk described
in the most recent simplified prospectus.

The viewpoints expressed represents herein is our assessment of the markets at the time of publication. Those views are subject to change without
notice as markets change over time.

Commissions, management fees and expenses all may be associated with investments in exchange traded funds. The indicated rates of return
are the historical annual compound total returns including changes in prices and reinvestment of all distributions and do not take into account
commission charges or income taxes payable by any unitholder that would have reduced returns. Please read the ETF Facts or Prospectus before
investing. Exchange traded funds are not guaranteed, their value change frequently and past performance may not be repeated.

The payment of distributions is not quaranteed and may fluctuate. The payment of distributions should not be confused with a fund’s performance,
rate of return, or yield. If distributions paid by the fund are greater than the performance of the fund, your original investment will shrink.
Distributions paid as a result of capital gains realized by a fund, and income and dividends earned by a fund are taxable in your hands in the year
they are paid. Your adjusted cost base will be reduced by the amount of any returns of capital. If your adjusted cost base goes below zero, you will
have to pay capital gains tax on the amount below zero. Please refer to the fund’s distribution policy in the prospectus.

S&P® is registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”) and “TSX” is a trademark of TSX Inc. These trademarks have

been licensed for use by S&P Dow Jones Indices LLC and sublicensed to BMO Asset Management Inc. in connection with ZEB. ZEB is not sponsored,
endorsed, sold or promoted by S&P Dow Jones LLC, S&P, TSX, or their respective affiliates and S&P Dow Jones Indices LLC, S&P, TSX and their affiliates
make no representation regarding the advisability of trading or investing in such ETF(s).

The Dow Jones Industrial Average Index is a product of S&P Dow Jones Indices LLC and has been licensed for use by the BMO Asset Management
Inc. Dow Jones®, Dow Jones Industrial Average®, and DJIA® are registered trademarks of Dow Jones Trademark Holdings LLC (“Dow Jones”), and
have been licensed to S&P Dow Jones Indices LLC and and sublicensed for use by BMO Asset Management Inc. in connection with ZWA. ZWA is not
sponsored, endorsed, sold or promoted by S&P Dow Jones Indices LLC, Dow Jones, or their respective affiliates, and S&P Dow Jones Indices LLC, Dow
Jones and their respective affiliates make no representation regarding the advisability of trading or investing in such ETF.

The exchange traded funds referred to herein are not sponsored, endorsed or promoted by MSCI, and MSCI bears no liability with respect to any
such exchange traded funds or any index on which such exchange traded funds are based. The prospectus contains more detailed description of the
limited relationship MSCI has with BMO Asset Management Inc. and any related exchanged traded fund.

Shiller Barclays CAPE® Single Stock Index is the intellectual property of Barclays Bank PLC and has been licensed for use in connection with BMO
Shiller Select US Index ETF (Ticker: ZEUS). ZEUS is not sponsored, endorsed, sold or promoted by Barclays Bank PLC or any of its affiliates. Neither
Barclays Bank PLC nor any of its affiliates makes any representations or warranties to holders of the ZEUS or any member of the public regarding the
advisability of investing in ZEUS.

This communication is intended for informational purposes only and is not, and should not be construed as, investment and/or tax advice to any
individual. Particular investments and/or trading strategies should be evaluated relative to each individual’s circumstances. Individuals should seek
the advice of professionals, as appropriate, regarding any particular investment. Investors cannot invest directly in an index.

BMO ETFs are managed and administered by BMO Asset Management Inc., an investment fund manager and portfolio manager, and separate legal
entity from Bank of Montreal.

© “BMO (M-bar roundel symbol)” is registered trademark of Bank of Montreal, used under licence.
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