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Equity Strategy
With the emergence of electric vehicles and the global
emphasis on renewable power, it may have seemed as
though within a few years, we would be living in an oil-free
world. Energy stocks certainly seemed to be discounting this
outcome. While the BMO Nesbitt Burns Portfolio Advisory
Team believes continued investment in renewable power is
critical to combat global warming, they also believe we are
far from weaning off crude oil. Accordingly, the Team believes
the Energy sector presents investors with an uncommon value
opportunity for the balance of 2018, and perhaps longer.
The implications for Canadian equities are profound. Despite
the strength in oil and other commodities, and a robust
Canadian economy, the S&P/TSX has underperformed the
U.S. market (as represented by the S&P 500), since the start
of 2017. This is a disconnect, since Canada typically does well
later on in the cycle, particularly as inflationary pressures
start building and 10-year interest rates begin to rise. There
is a performance catch-up opportunity for high quality
Canadian stocks, certainly in the Energy sector (e.g., Canadian
Natural Resources, Suncor, Encana), but also in such sectors
as Financials and Basic Materials.
This view is backed up by the Portfolio Advisory Team’s
historical work, which shows that over the last 25 years,
the S&P/TSX actually outperformed the S&P 500 when the
consumer price index was rising. In this rising rate environment,
the Basic Materials, Energy and Financials sectors had average
annual returns of 13%, 14% and 10%, respectively.
No oil-free world anytime soon
The fundamental driver of oil prices is supply/demand,
and both factors have been positive. As of March 2018, the
Organization of Petroleum Exporting Countries (“OPEC”), and
10 non-OPEC nations led by Russia, had curtailed supply by 2.4
million barrels per day, and even hinted at prolonging the cuts
into 2019. On the demand side, while economic momentum is
currently slowing in North America and Europe, it is doing so

from an elevated level. The global economy should manage
to post robust growth of almost 3.8% in 2018, according to
BMO Economics. There are clear positive implications for oil
demand, since a growing economy leads to more consumption
of jet and industrial fuels.
Longer-term, electric vehicle sales and tighter fuel economy
standards will have a negative impact on oil demand growth.
However, motor vehicle demand represents 45% of total
global oil consumption – a critical driver. According to CNBC,
global electric vehicle sales in 2017 grew 58% to 1.2 million
units, which is still a small 1.4% of totalmarket share. IHSMarkit notes that in the last year, electric vehicle and light
trucks, including hybrids, displaced only about 50,000 barrels
a day of oil in a world that is using 100 million barrels a day.
According to the International Energy Agency’s World Energy
Outlook 2017, “Oil demand continues to grow to 2040, albeit
at a steadily decreasing pace.”
The current oil market setup is bullish
Russ Vich, the Portfolio Advisory Team’s Vice President and
Technical Analyst, noted that “West Texas Intermediate
(“WTI”) crude oil recently broke out of a medium-term
triangular consolidation pattern. The reversal of a declining
trend line near US$66 signaled a resumption of the long-term
uptrend, in effect since mid-2017, and opened a new upside
target that measures to US$75.25.”
Energy stocks look very cheap
In mid-April, the BMO Capital Markets Oil & Gas Research
Team reported that since the end of 2017, crude oil prices
appear to have settled into a new, higher trading range, due
to improving market fundamentals, coupled with heightened
geopolitical risk. However, the strength in oil prices has not
translated to better oil and gas equity performance. The
North American Large-cap group is trading at the largest
valuation discount to the overall market in more than a
decade. Further, group valuation multiples are now roughly
in line with 10-year average levels. At the same time, the
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financial position of the group is changing dramatically, and
the BMO Capital Markets Oil & Gas Research Team expects the
North American Large-cap group to generate roughly US$41.5
billion in free cash flow over the next three years.

Fixed Income Strategy
3% Treasury Yields – why now?
The U.S. treasury 10-year yield was again one of the main
stories in April, as it briefly crossed paths with the 3% mark,
reigniting all fears of a major breakdown in fixed income
markets. Even Canada 10-year yields flirted with a four-year
high on the back of stronger inflation in the first quarter.
Why higher rates now? In fact, why has it not happened earlier
this year as highly anticipated? The combination of better
economic forecasts, strong corporate earnings, record quarterly
U.S. treasury issuances and, interestingly, the cycle-high short
interest in treasury bonds and futures could not even push
10-year yields above 3%. Yields also struggled to move higher,
perhaps due to a slight shift in sentiment about global economic
growth from optimism to caution. With signs that North
American and European economic growth have decelerated,
along with slower job growth, it is becoming more difficult to
find a catalyst that would push the 10-year yield even higher.
The lack of a catalyst seems to be partly responsible for the more
muted response in long-term yields, leaving the yield curve to
continue flattening despite signs of rising inflation. This should
not yet deter the U.S. Federal Reserve (“the Fed”) and the Bank
of Canada (“BoC”) from preemptively tightening policy, as the
counter arguments to growth are the wage gains and inflation
that have undeniably been on a rising path.
Wage gains and inflation could also be late cycle indicators,
putting into question whether the aggressive policy expectations
for 2018 and 2019 are still warranted, despite central banks’
softer growth and inflation forecasts. While the focus remains
on central banks targeting higher neutral rates, recent economic
data seems to be gradually weakening the case for tighter
policies. The Portfolio Advisory Team isn’t convinced of the need
to be as aggressive for the remainder of the year, if only for the
fact that real short-term rates remain negative.
The focus has been on longer-term rates when the bigger
story has been unfolding in the short-term sector. Over the
last year, two-year U.S. Treasury and Government of Canada
yields have more than doubled, reaching their highest levels
in 10 years, as the central banks raised rates.
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Despite lower allocations to longer-term securities to reduce
interest rate sensitivities, fixed income portfolios have continued
to underperform, especially in recent quarters. What further
exacerbated the issue is that private investors have favored
shorter maturities that rarely exceed 10 years to maturity.
Before thinking about selling your fixed income investments,
it is important to put things in perspective. There is a
difference between losses from price variation and default.
While the former is market-based and normal in a rising
interest rate environment, it does not result in an actual
loss, like a default if the security is held until maturity. Price
erosion from rising interest rates only serve as shifting greater
cash flow distribution in the later years of the life of a bond as
the expected yield is rising. A default, however, is the result
of an issuer no longer able to service the debt and/or repay
the loan at maturity, leaving investors with unrecoverable
losses. Fortunately, corporate credit markets have remained
strong and default rates are low.
Even if a security has lost value in the wake of the recent rise
in rates, the Portfolio Advisory Team continues to expect to
receive the regular coupon payments and our principal unless
the credit quality of the investment has deteriorated.
From a reinvestment perspective, we think this is a good
thing as we look forward to both income and maturities to
benefit from higher yielding investments. This may not yet
be the case for longer-term securities, but we are now seeing
more attractive short-term Guaranteed Investment Certificate
(“GIC”) rates and better opportunities in the provincial,
municipal and corporate bond sectors with a three- to fiveyear term to maturity. This is where investors stand to gain
the most as yields often exceed cash and cash equivalent
rates by over 100 basis points.

!

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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