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Sometimes the Best Offense is Good Defense 

Defensive stocks serve an important purpose in portfolios, providing ballast in more volatile periods. We are referring to 

companies that are less exposed to economic fluctuations (particularly of the downward kind) and therefore have more 

visible and predictable revenue and earnings streams. While they tend to not go up as much in good times, these 

characteristics typically make them less vulnerable to market pullbacks. We believe it is the right time to look at them given 

“sticky inflation” and our technical expert’s call that the market is due for a minor correction over the next few months. We 

hasten to add that we still believe the long-term market trend is upward so all we are talking about here is a pause. Within 

the broad “defensive stock” category, we also include actual “Defense” or weapon manufacturing companies which are well 

positioned right now given the geopolitical context and rising global defense budgets combined with relatively low 

valuations. However, fully realizing that missiles and jet fighters may not be everyone’s investment cup of tea, we also point 

to other, more prosaic areas which could be interesting, including Consumer Staples, Healthcare, Pipelines, and traditional 

Utilities. The latter two sectors in particular should benefit once interest rates stabilize given expected significant increases in 

North American power demand (discussed below). Best of all, these sectors offer good value currently, making long-term 

capital appreciation prospects that much better. 

Figure 1: Aggregate Valuations – Defensive vs. Cyclical Sectors 

 

 
Note: Defensive sectors include Consumer Staples, Utilities, Telecommunications, Healthcare, and REITs. Cyclical sectors include Financials, Technology, Consumer Discretionary, and 

Industrials. Aggregate sector valuations are equal-weighted. We have excluded “deep-cyclical” Energy and Materials which tend to underperform in inflationary periods. 

Source: BMO Private Wealth Portfolio Advisory Team, Factset 
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Sticky inflation (especially in the U.S.) is a big reason as to why the market could struggle to make headway in the short 

term. Specifically, the recently-reported core consumer price index was unchanged year-over-year at 3.8%, much better than 

18 months ago but still far above the 2% target. This lowers the odds and magnitude of potential rate cuts by the Federal 

Reserve as the world’s most important central bank looks to finish its fight against higher prices. The net result has been 

higher long-term rates which lower the fair value of most equities, especially higher duration (i.e. highly valued) ones. The 

silver lining for Canadian investors is that the BMO Economics team still expects the Bank of Canada (BoC) to cut first this 

summer, providing a tailwind to the TSX.  

Figure 2: BMO Nesbitt Burns Investment Strategy Committee’s Recommended Asset Allocation (%) 

 
Source: BMO Nesbitt Burns Private Client Strategy Committee 

Interestingly, BMO’s Chief Economist Doug Porter notes that “the closest historical parallel to modern Fed policy appears to be 

the mid-to-late 1990s. After a fierce 300 bps of rate hikes in 1994/95, the economy did indeed manage to pull off a rare soft 

landing, and rates began to come off over the next year. However, the cuts stalled out at just 75 bps, and Fed funds then 

bounced around within a 125 bps range over a five-year period”. We agree with this view and – given the epic bull market 

witnessed in those years – think that it supports our long-term bullish stance on markets, particularly if U.S. productivity 

continues to accelerate (hopefully Canada eventually gets its act together from that perspective).  

Election Cycles Support the Move to Value/Defensives 

With the U.S. Presidential Election looming in November, we wanted to flag an electoral cycle analysis from our data partners 

at NDR. It shows that – from a historical perspective – we should soon be seeing better performance from sectors/stocks with 

value and defensive characteristics. Obviously, every cycle is different and history is not always predictive, but we believe this 

is due to the inherent uncertainty surrounding electoral outcomes. In the current case this uncertainty is magnified by tight 

polls and Trump’s mercurial stance on foreign relations and global trade, for example. When one adds this analysis to the 

work we have done on rate and economic momentum cycles, the weight of the evidence suggests that fresh money should 

be allocated toward defensive and value sectors which have languished for a number of years.  

The DJIA and NASDAQ Cycle Composites, which combine the four-year election cycle with the one- and 10-year cycles, are 

currently both in seasonally weak stretches. The chart below, which plots the NASDAQ Composite versus the DJIA Composite, 

shows relative weakness for the NASDAQ persisting for most of the remainder of the year. Given that the NASDAQ Composite 

can be viewed as a proxy for growth and the DJIA for value, the trend has bullish implications for value/defensive leadership. 

  

Income Balanced Growth Aggressive Growth

Benchmark Benchmark Recommended Benchmark Recommended Benchmark

Asset Mix Weights Asset Mix Weights Asset Mix Weights Asset Mix Weights

Cash 0 5 0 5 0 5 0 5

Fixed Income 70 70 40 45 20 25 0 0

Equity 30 25 60 50 80 70 100 95

Canadian Equity 25 15 35 25 45 35 50 40

U.S. Equity 5 5 20 15 20 20 30 30

EAFE Equity 0 5 0 5 5 10 10 15

Emerging Equity 0 0 5 5 10 5 10 10

Recommended Recommended
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Figure 3: Cycle Composites Imply More Value Leadership 

 
Source: NDR 

“Sticky” Inflation Levels in the U.S. Also Support Outperformance by Value/Defensive Sectors 

Looking back at almost 100 years of data, the key conclusions are that the stock market clearly does better with low inflation 

but that some sectors can still generate decent returns when inflation is higher than 3%. These are virtually all 

defensive/value sectors (particularly those with strong pricing power) such as arms manufacturers, pharmaceuticals, medical 

equipment, food, and more.  

Figure 4: Sector Returns in Descending Order When Inflation is >3% 
Virtually All of the Top 12 Sectors are “Defensive” and Have Long Had Reasonably Strong Pricing Power 

 
Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg 

Top 12 Sector Performers when CPI Inflation is >3%

(From December 1926)

Business Equipment >1% <1% >3% <3%

Industry

Tobacco Products 7.0 4.8 8.4 4.6

Pharmaceutical 8.4 8.1 8.2 8.5

Defense 6.0 2.1 7.6 2.7

Medical Equipment 9.5 4.9 6.9 10.4

Measuring & Control Equipment 10.0 6.1 6.9 11.7

Insurance Industry 7.4 2.9 6.5 6.5

Food Products 6.9 5.5 6.4 6.9

Health Care 5.1 1.7 6.4 2.3

Beer & Liquor 7.9 7.6 6.3 9.5

Business Services 8.4 4.0 5.9 9.2

Restaurants, Hotels, Motels 8.4 3.5 5.8 9.1

Candy & Soda 6.2 3.6 5.6 5.7

% Gain/Annum % Gain/Annum
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Power Demand Rising 

Power demand in particular is set to accelerate in North America (and globally), driven by the massive investments in 

articifial intelligence/data centers along with the growth of electric vehicles and manufacturing reshoring (to strengthen 

supply chains). By some credible estimates, U.S. power demand could grow at a compound annual growth rate of 

approximately 2.5-3% through the end of the decade after being essentially flat the last 10 years. This may not sound like a 

huge number, but given the enormous size of this market already, it will require tens of billions of dollars in new power 

generation, transmission and distribution across U.S. States and Canadian Provinces. A good example of the predicament 

some regions face is Hydro-Quebec – which for years has enjoyed substantial surplus production – is now expected to face a 

power shortage of over 100 terawatt-hours as early as 2027, a May study by the Montreal Economic Institute found. 

We will address this theme in more detail in a future report, but the investment implications are profound since the power 

will have to be generated from a combination of baseload nuclear power (good for uranium producers), natural gas (energy 

and pipeline companies) and renewables which is preferred by most Tech companies. Of course, companies like Hydro One in 

Ontario (100% electricity, one of the only ones in North America) and other traditional Utilities will benefit from incremental 

demand assuming regulators allow acceptable rates of return on their investments, which is likely. 

Some recent corporate examples help illustrate the opportunity. Northland Power is building an offshore wind project in 

Taiwan for the semiconductor manufacturing under contract for 30 years. TransAlta just commissioned a wind farm in 

Oklahoma with Amazon as a counterparty, and TC Energy is building a natural gas pipeline in US NW to help Bloom Energy/ 

gas power plants in the area.  

NextEra, a large U.S. Utility company in the U.S. with a longstanding focus on renewable energy recently noted robust 

demand from data centers with 3.5GW currently in operation and another 3-3.5GW of backlog with technology providers. 

Importantly, management highlighted that they see a ~15% CAGR for data center demand through 2030. 

Further evidence of power demand is shown through Brookfield Renewable Partners’ recent agreement with Microsoft to 

deliver 10.5GW of renewable capacity globally between 2026-2030 in an effort to fuel data center demand. The agreement 

incentivizes Brookfield to build a large portfolio of renewable energy projects in the coming years. 

Technical Analysis 

In our last strategy comments, we were concerned with how overbought equity markets were, noting that we were looking 

for a short-term pullback which brought the major indexes back to their rising 50-day moving averages. While there was a bit 

of an overshoot with the S&P 500 and NASDAQ Composite, that’s essentially what came to pass through the first half of April. 

While we’ve had a bit of a relief rally in the second half of the month, the main problem is that the weakness in the first half 

had a materially negative impact on our medium-term timing model. Weekly breadth and momentum oscillators have rolled 

over and gone negative from some of the deepest overbought readings in years and bullish sentiment is contracting sharply 

as well.  

Figure 5: S&P/TSX Momentum 

 
Source: BMO Private Wealth Technical Analysis 

Figure 6: S&P 500 Momentum 

 
Source: BMO Private Wealth Technical Analysis 
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Figure 7: Composite Bullish Sentiment 

 
Source: BMO Private Wealth Technical Analysis 

The latter will ultimately be a healthy development for equity markets. As of right now, it’s telling you that investors across 

the spectrum – everyone from retail investors to professional derivatives traders – are scaling back risk. This suggests the 

recent short-term pullback is likely developing into a more pronounced medium-term pullback similar to what occurred last 

summer. Back then, we saw the major averages sell off 8-10% over a three-month period from late July to early October. If 

that’s the case, then a test of 200-day moving averages is likely at some point in late Q2 or early Q3 (TSX: 20,611, SPX: 

4,690). At face value, that doesn’t seem great, but it’s basically a partial retracement of the rally since last October and would 

bring the major averages back to where they were at the beginning of the year. Another way of looking at it is this: the S&P 

500 just underwent the best five-month rally since the lift-off from the pandemic bear market low four years ago. Before 

that, you have to go all the way back to the lift-off from the credit crisis low in early 2009 to see a similar sized five-month 

rally. So, all we are talking about here is a healthy breather following a historic rally and should be followed by further new 

highs as part of this otherwise healthy cyclical bull market.  

Generally speaking, we advise against making significant changes to portfolios during pullbacks of this magnitude since 

they’re essentially “speed bumps” within bigger multi-year bull markets. However, anyone looking to scale back risk a bit 

might want to look at more defensive areas such as Utility stocks. As an example, the S&P 500 Utility Index recently reversed 

a multi-year trend of underperformance and broke out of a base pattern, signaling the beginning of a new long-term uptrend 

with an initial upside target that measures 17% higher.  

Figure 8: S&P 500 Utilities Index 

 
Source: BMO Private Wealth Technical Analysis 
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Here in Canada, Pipeline stocks (as measured by the S&P/TSX Composite Oil & Gas Storage & Transportation Index) look set to 

challenge the upper end of a yearlong base pattern as well. A breakout would signal the beginning of a new long-term 

uptrend with an initial upside target that measures nearly 20% higher.  

Figure 9: S&P/TSX Oil & Gas Storage/Transportation Index 

 
Source: BMO Private Wealth Technical Analysis 

Bond Portfolios Can Also Be More Defensive 

Fixed income investments are defensive in nature, but even within a bond portfolio there is a time when a more defensive 

positioning is preferred. There are 3 primary ways to be defensive: 1) maintain a shorter portfolio duration; 2) increase 

allocation to better-quality sectors (i.e., more government exposure); and 3) reduce exposure to higher beta corporate 

issuers/sectors, including the lower-rated credits.   

Figure 10: Government of Canada Bond Yields 

 
Source: BMO Private Wealth Portfolio Advisory Team, Factset 
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Figure 11: U.S. Government Bond Yields 

 
Source: BMO Private Wealth Portfolio Advisory Team, Factset 

Shorter duration – or lower interest rate sensitivity – helps mitigate the short-term impact of rising rates. This is particularly 

important as the sticky inflation leads to greater uncertainty around the easing cycle and risks maintaining upward pressure 

on rates. Being defensive, however, does not necessarily mean increasing cash allocation. While the inverted yield curve and 

high policy rates make cash yields attractive, it may not last with the BoC expected to start reducing its policy rate soon. 

Instead, shorter duration may be achieved by increasing bond allocation to the two- to three-year term sector.  Compared to 

cash, the short-term bonds, like longer bond holdings in the portfolio, will offer the potential for capital gains should the BoC 

cut in June/July. In addition, with many low-coupon bonds still trading at deep discount prices, the short-term bond solution 

offers an added benefit of being more tax efficient compared to interest earned on cash. Also important to note is that a 

shorter duration means less sensitivity, but does not mean avoiding sensitivity by eliminating bond exposure. We find it wise 

to maintain a slightly defensive duration compared to the benchmark which will continue to provide a good stream of coupon 

income but keep the potential for additional capital gains if rates are cut. 

For the sector and credit allocation, a restrictive monetary policy will continue to negatively impact economic growth and 

risks reducing the potential for further credit spread tightening. The corporate bond market has been particularly strong over 

the last six months, significantly outperforming government bonds, and not all credit sectors may continue to offer the same 

return potential. Our more defensive credit recommendation includes reducing portfolio allocation to corporate bonds in 

favour of governments. This includes targeting short-term Government of Canada and provincial bonds. 

Figure 12: Recommended Credit Sectors – Auto & Senior Banks Indicative Five-Year Spreads 

 
Source: BMO Private Wealth Portfolio Advisory Team, BMO Capital Markets 
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Figure 13: Recommended Credit Sectors – Infrastructure & Utilities Indicative 10-Year Spreads 

 
Source: BMO Private Wealth Portfolio Advisory Team, BMO Capital Markets 

Within the corporate allocation, we would focus on lower beta issuers, primarily targeting the Senior Banks, Autos, 

Infrastructure, and Utility sectors. These sectors will offer greater stability of income and less spread/yield volatility should 

credit markets come under pressure in the near term. For the Senior Banks, we prefer the Big Six bail-in bonds. For Autos, our 

top picks are Honda and Toyota. For the Infrastructure/Utility sectors, many issuers fit our criteria but we favour ETR 407, 

Hydro One, and Toronto Hydro. 
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Figure 14: S&P/TSX Composite Total Returns 

 
Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg 

Figure 15: S&P 500 Sector Total Returns 

 
Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg 

Figure 16: S&P/TSX Composite Earnings Yield vs 10-Yr GoC Yield 

 
Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg 

Figure 17: S&P 500 Earnings Yield vs 10-Year Treasury Yield 

 
Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg 

Figure 18: Canada/U.S. Bond Index Total Returns Through April 2024 

Canada 

 
Source: BMO Private Wealth Portfolio Advisory Team, FTSE 
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U.S.  

 
Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg Barclays  
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General Disclosure  

The information and opinions in this report were prepared by BMO Private Wealth Portfolio Advisory Team (“BMO Private 

Wealth”). This publication is protected by copyright laws. Views or opinions expressed herein may differ from the views 

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 Private Wealth. 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 immediately and delete or destroy this report 

without reading, copying or forwarding. The opinions, estimates and projections contained in this report are those of BMO 

Private Wealth as of the date of this report and are subject to change without notice. BMO Private Wealth 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 Private Wealth 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 Private Wealth 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 Private Wealth or its affiliates will buy from or sell to customers the 

securities of issuers mentioned in this report on a principal basis. BMO Private Wealth, 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 Private Wealth or its affiliates may act as financial advisor and/or 

underwriter for the issuers mention we 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 Private 

Wealth’ Portfolio Advisory Team. A significant lending relationship may exist between BMO and certain of the issuers 

mentioned herein. BMO Private Wealth is a wholly owned subsidiary of Bank of Montreal. Dissemination of Reports: BMO 

Private Wealth Portfolio Advisory Team’s reports are made widely available at the same time to all BMO Private Wealth 

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 Private Wealth 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 Private Wealth, in providing wealth management products and services. 

 

BMO Private Wealth is a Member-Canadian Investor Protection Fund and a Member of the Investment Industry Regulatory 

Organization of Canada. 

 

 


