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U.S. Economy, Consumers, and Mag 7 Feeling More Shaky. Rates Declining. Defense and China
Stocks Starting to Shine

As we publish this report, U.S. tariffs have been implemented on Canada and Mexico and have increased another 10% on
China. Canada is seeing 25% and 10% tariffs on all non-energy and energy imports, respectively. Tariffs imposed against
Mexico were 25% across the board. This is clearly negative for the entire North American economy as it increases inflation
and lowers economic growth. The silver lining is that the Canadian economy has shown surprising strength of late meaning
that a recession in 2025 is not a foregone conclusion. It is also possible tariffs will be reversed. Regardless, a more defensive
investment stance is fully warranted in our view.

It may surprise some investors that only one of the so-called “Mag 7” stocks is outperforming year-to-date in 2025. That stock
is Meta, the artist formerly known as Facebook. But even this stock is starting to roll over. Tesla, for its part, is actually down
an eye-watering 32% year-to-date (as of March 4) given deteriorating sales trends and its CEQ’s (none other than Elon Musk)
attention being focused elsewhere, to put it mildly. The net result of this is that those “magnificent” stocks are lagging the
S&P 500 considerably and the overall impact is not trivial since they represent a full third of the value of the index. Therefore,
most global markets are outperforming U.S. stocks including the Canadian S&P/TSX (despite constant tariff threats). We
expect this trend to continue and despite weakening U.S. economic momentum, we still see attractive investment
opportunities, particularly in defensive sectors and Chinese tech stocks. More on this below.

Figure 1: Magnificent 7 vs. S&P 500 & S&P/TSX Composite
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Figure 2: BMO Nesbitt Burns Investment Strategy Committee’s Recommended Asset Allocation (%
Income Balanced Aggressive Growth

Recommended Benchmark Recommended Benchmark Recommended Benchmark Recommended Benchmark
Asset Mix Weights Asset Mix Weights Asset Mix Weights Asset Mix
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

Source: BMO Nesbitt Burns Private Client Strategy Committee
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Inflation Rising, Consumer Confidence Dropping

Inflation trends are becoming less constructive in the U.S. and other major economies. This is significant on two fronts for
equities, and particularly high-multiple (or high-duration) stocks. First, it erodes the present value of future cash flows (i.e., a
dollar earned in five years is worth considerably less today when inflation is higher). Second, it may force the Federal Reserve
(“Fed”) and other central banks to pause rate cuts rates to make sure price levels are contained. We are already seeing this
effect. A related headwind concerns consumer confidence which has clearly bequn to slip in the first quarter of 2025.

Our BMO Economics team put it best. Even with generally quiet markets, one common theme was the stickiness of inflation in
many economies. A key takeaway from the latest FOMC Minutes was some underlying concern that U.S. inflation risks are
tilted to the upside, especially given uncertainty surrounding immigration and trade policies. A key nugget: “Business contacts
in a number of Districts had indicated that firms would attempt to pass on to consumers higher input costs arising from
potential tariffs.” As well, officials cited the uptick in inflation expectations. The implied inflation breakeven rate in 10-year
Treasuries has pushed up to around 2.45%, a level that has rarely been topped in the past two years and compares with its
median of little more than 2% over the past decade.

From the consumer perspective, the University of Michigan found that five-year inflation expectations bumped up to 3.5% in
February, the highest reading in 30 years. This upswing was almost certainly the driving factor behind a big drop in overall
confidence reported for this month, with sentiment sliding to a 15-month low of 64.7 from 71.1 in January and a post-election
high of 74.0. Amid the non-stop news flow from Washington, the majority of U.S. consumers may be more focused on the
fact that egg prices are up 53% year-over-year (due to avian flu). The Conference Board’s Consumer Confidence survey also
confirmed the decline with a drop to an 8-month low of 98.3 in February, which was worse than expected.

While the correlation between stocks and consumer confidence is far from perfect, the chart below clearly shows that there is
a reasonably strong long-term relationship between the two.

Figure 3: Stocks & Consumer Confidence - S&P 500 Monthly Returns (Year-Over-Year) vs. Consumer Confidence
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Source: BMO Private Wealth Portfolio Advisory Team, Factset

Manufacturing New Orders Also Weakening

Adding to the general slowdown, the Institute for Supply Management (“ISM”) New Orders Index plunged by the most since
April 2020 to 48.6, suggesting demand may be waning again after a nice rebound in Q4 (mostly due to the short-lived
optimism regarding Trump's victory). Notably, a measure of prices paid galloped to 62.4, the highest level since June
2022.That's certainly not good news for the inflation picture and suggests price pressures are stirring again in the production
pipeline.

If this trend continues it will most likely act as a headwind to stocks as shown by the following historical chart.

Figure 4: Stocks & Manufacturing - S&P 500 Monthly Returns (Year-Over-Year) vs. ISM New Orders Index
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Global Economic Policy Uncertainty Index Reaches a New High

Financial markets dislike uncertainty. Therefore, the negative trend we are seeing could act as a more pronounced headwind
to stock performance in the next few months at least. For those less familiar with this index, the Economic Policy Uncertainty
group constructs an index from three types of underlying components: 1) newspaper coverage of policy-related economic
uncertainty; 2) the number of federal tax code provisions set to expire and disagreement among economic forecasters; and 3)
the dispersion between individual forecasters' predictions about policy-related macroeconomic variables.

Figure 5: Monthly Global Economic Policy Uncertainty Index
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Defensive Stocks Should Not be Ignored

As we have mentioned several times in the past, 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 not to 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 “uptrending inflation in the U.S.” And 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. Best of all, these sectors offer good
value currently, making long term capital appreciation prospects that much better.
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Figure 6: Defensive vs. Cyclical Stocks - Price-to-Sales (Top) & Price-to-Earnings (Bottom)

4.5 ~

= 4.0x A

3.5x A

3.0x A

N

(951

>
1

Price-to-Sales (NTM

g

o

<
1

Cyclical

Defensive

—
%)
=

14 2015 2016 2017 2018 2019 2020 2021

N
o

32.0x A

27.0x -

22.0x -

17.0x

Price-to-Earnings (NTM)

2024 2025

Cyclical

Defensive

12.0X T T T T T T T
2014 2015 2016 2017 2018 2019 2020 2021

Defensive sectors include Consumer Staples, Utilities, Communication Services, Real Estate, and Healthcare.
Cyclical sectors include Financials, Technology, Consumer Discretionary, and Industrials.
Source: BMO Private Wealth Portfolio Advisory Team, Factset

Chinese Tech Stocks are Quite Attractive

2024 2025

The BMO Family Office recently increased its recommended exposure to Chinese equities, a decision we fully support. Our
team continues to recommend adding exposure to China tech giants such as Alibaba (BABA), JD.Com (JD) and Tencent (TCEHY)
along with Asian gaming play Las Vegas Sands (LVS). All these stocks are very liquid and have been gaining significant
investors interest thanks to 1) an apparent bottoming in certain important China macro indicators, 2) A marked shift in
Chinese policy in favour of tech companies which are now seen as part of the solution to reignite growth, 3) technological
advances such as Deepseek which show that Chinese innovation - especially in Al - has been underestimated, 4) far more
tame inflation trends in the Middle Kingdom, and 5) very attractive valuations, especially relative to U.S. tech leaders.

Figure 7: China Forward P/E
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As our strategists noted, China’s economy and stock market appear to be at an inflection point. Consumer spending and
housing prices show signs of bottoming and Lunar New Year holiday spending was strong. Property sales have improved in
recent months, and China’s tier 1 & 2 cities are seeing price growth and stabilization. Consumer spending has improved even
without the bulk of expected government support having yet arrived. Even the broader real estate climate has seen eight
straight months of improvement. While not all economic indicators in China have turned up decisively, we believe the worst
of the downturn has passed and prospects for continued equity market gains are underappreciated.

Figure 8: China Retail Sales
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Source: BMO Wealth Management, Bloomberg

China leads the world in numerous technologies and has strengthened ties with Asia, South America, and Africa. President Xi
recently (Feb. 17) held a symbolic meeting with China business and technology leaders, which is indicative of the pro-growth
shift that Beijing has taken over the past few months. Stock market valuations in China are attractive, including for the tech
sector, even as major developments and innovations are taking place. Beijing’s shift to a pro-growth tone last September has
echoes of a “whatever it takes” mentality to stabilize growth. The regulatory environment on businesses and on the housing
market has improved, the People’s Bank of China (“PBOC”) has a clear easing bias, and small business sentiment is
improving. Finally, we believe that President Trump and President Xi are inclined to reach a deal on tariffs and that trade
negotiations will benefit China. President Trump has made numerous statements and overtures pointing in this direction.

Technical Analysis

In our last strategy comments, we noted there was risk of “a more pronounced/prolonged medium-term correction later in
the first quarter” based on the deterioration that was evident in the indicators in our medium-term timing model. At the time,
weekly momentum oscillators had just given their first sell signals since last summer, breadth oscillators such as the
percentage of stocks trading above short- and long-term moving averages were deteriorating, and bullish sentiment was
contracting across all segments of the market as well. Now, just four weeks later, the S&P 500 is down 6% from the recent
all-time high and the Nasdaq Composite is down more than 10% (as of early March).

The good news is that most of the conditional elements are now in place for a trading low to develop any time now. For
starters, short-term momentum oscillators for both the S&P 500 and the Nasdaq Composite are stretched into oversold
extremes.
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Figure 9: S&P 500
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In addition, bearish sentiment is ticking up sharply as evidenced by the steep drop in the number of bulls in a recent AAll
survey of U.S. retail investors. (Last week, U.S. retail investors suffered the biggest one-week contraction in the number of
bulls in more than two years. It was also the biggest 4-week drop since 2013.)

Figure 11: AAIl Survey Bulls
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Source: BMO Nesbitt Burns Technical Analysis

Ideally a big jump in put buying in the days ahead will spike put:call ratios into their historic buy zones as well. In terms of
the price action, the Nasdaq Composite continues to stabilize at its rising 200-day moving average and the S&P 500 is just 1%
away from its 200-day moving average, so downside is relatively limited from here. Keep putting money to work here since
the expectation is for further new highs once this corrective process works its way through the system.

One thing to pay attention to going forward are the indicators we refer to as our “canaries in the coal mine.” We are keenly
aware that we are 29 months into a cyclical bull market in the S&P 500 which have historically lasted 30 months on average.
Our “canaries” are the gauges that typically roll over and go negative 6-12+ months ahead of real bear markets and while
we’ve seen some deterioration in key barometers of market health such as the percentage of stocks trading above long-term
moving averages, they generally remain constructive.
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Figure 12: Credit Sentiment
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Credit market sentiment (corporate/treasury credit spreads, (DS indexes) remains sedate and “risk on” sectors continue to
outperform the “risk off” sectors.

Figure 13: S&P 500 - Breadth Figure 14: S&P 500 - Cyclicals vs. Defensives

Percantags of S47 500 Stocks Above Thair 200-Day Moving Average

S&P 500 CYCLICALS vs. DEFENSIVES -

Fyell =12

FERE!

BT
[\,1\/' Mt Rl ‘_, "

N ot A [PaYa AL

J”‘. !,'\.”"»\J“‘“u“f\,»'“ AW - | -
A0 — :

"\m / f - :
‘]U‘ .A| (ﬂ‘ '\fN‘ ,w/ Uﬂ .’\_q rfFr\ o - — 095
Vi S —

\/ W - ogg

ggssegansianey
-
i
i3

caSand
2
L

‘l'uﬂ o ) — o08g|

S&P 500 : — ;‘““
: 58P 500 E

”ﬁmﬂ(m‘ o /-f’p'\.’ﬁ"\‘ = 600g

-.v."f_'\.'xl W - ;—55ﬂ ”y m(u”u

= 550

_ 0 hmﬂ “J — 500

Source: BMO Nesbitt Burns Technical Analysis SOUTCE BMO Nesbitt Burns Technical AnaIyS|s

Figure 15: S&P 500 - Discretionary vs. Staples
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S&P 500 EQUAL WEIGHT CONSUMER DISCRETIONARY

— 5500|
~ 5000|
— 4500|

— 4000|

Source BMO Nesbitt Burns Technical Analysis

BMo

Private Wealth 7 of 12




Investment Strategy March 2025

Yes, we have seen an uptick in the performance of traditionally defensive areas like Healthcare, Staples and Utilities but
generally speaking they’re still not outperforming Consumer Discretionary and Financial stocks. Until that occurs it’s still
“game on” for equity markets.

Slower Growth Expectation Leads Real Yields Lower

Supported by the constant threats - along with the confirmation - of tariffs, Canadian interest rates continued to trend lower
as market shifts focus from upside inflation risk to the downside implications to the economy. Interestingly, the decline in
rates has been led by the U.S. as investors are also growing concerned that the uncertainty around trade policies, combined
with government layoffs and immigration policies, could have a negative impact on U.S. GDP. Early Q1 data does indicate a
weaker backdrop for the economy, but to be fair, adverse weather and the California fires likely weighed heavily in the
results. Having said that, recent U.S. sentiment surveys do portray a similar shift in expectations for growth that could start
showing more predominantly in hiring and spending in the near future.

Figure 16: Canada & U.S. 10-Year Government Bond Yields Rally Lower
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Source: BMO Private Wealth Portfolio Advisory Team, Factset

Growth forecast models are also downshifting with some more significantly than others. One in particular, the GDPNow from
the Federal Reserve Bank of Atlanta, is actually painting a negative trajectory for the economy. The GDPNow Q1 2025 forecast
(see figure 16) which is updated in “real time” using economic releases was slashed from +2.3% to -2.8% early March,
potentially showing the first U.S. quarterly contraction since Q1 2022. The dramatic change stems from the surprise report of a
record trade balance deficit, January personal consumption data surprisingly turning negative, and weaker manufacturing
surveys. In comparison, the Bloomberg Nowcast model shows slower expected growth than when Trump took office but
remains fairly close to 3%.

Figure 17: U.S. GDP Growth Forecast Downshifting - Evolution of Atlanta Fed GDPNow Real GDP Estimate for 2025: Q1
Quarterly Percent Change (SAAR)
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While it is too early to attribute the slowdown directly to Trump’s administration, there are signs that policy uncertainty is
starting to have an impact which is in large part responsible for the flight to quality in interest rate markets. This is still a very
limited set of data, but the trend cannot be ignored. We admit we underestimated the level of chaos President Trump would
be willing to create in a very short-term period and the risk to the U.S. economy he would be willing to accept. Having said
that, risk markets are only starting to show some signs of concern but have yet to reflect the same level exhibited by
government bond markets. U.S. corporate bond yield spreads (credit spreads) did hit their widest level in 4 months, but
remained relatively well behave with limited signs of panic yet and effective yields continue to trend lower.

Figure 18: U.S. Corporate Index Credit Spreads (OAS) and Effective Yield
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The risk to growth supports lower real yields and the bond market reaction has been significant with the 10-year yield
declining by more than 70 basis points in the last 6 weeks. This will likely force our expected trading range of the year to
decrease - our lower target is currently 3.85%. Markets also expect the Fed to resume its rate cycle cutting in Q2 with three
rate cuts (25 basis point each) now priced in for 2025.

Fundamentally, the full impact of policies is not yet known as it is difficult to assess the extent by which the additional cost
will be transferred to customers and the impact on demand. While the flight for safety may continue, investors, like the Fed,
may need further data confirmation before it can support further gains. At the same time, we cannot ignore the fact that
inflation remains stickier, and while the tariff could more or less translate into a one-time impact to CPI, it will nonetheless
slow down the return to target, which in turn, could delay the Fed from moving aggressively to reduce policy rates. The key
to the Fed becoming more dovish and cutting policy rate will lie in our opinion with the health of the labor market. This could
potentially signal the next leg down for rate markets.
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Figure 19: Market Expectations of Future Bank of Canada (“BoC”) and Fed Rate Cuts
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Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg

For Canada, this is different. The longer the tariffs are in place, the more damaging it can be to our economy and the door is
wide open for the BoC to provide more stimulus. If not for the tariff, the economy was already showing encouraging signs
that previous cuts were helping, but more will likely be needed if the trade war persists. As such, markets have now priced in
a 25-basis-point rate cut for its March 12 meeting and see at least a minimum of two other rate cuts. BMO Economics also
updated their forecast more aggressively with a cut at each of the next four meetings, taking the BoC policy rate to 2% in
July. As the situation remains fluid, and more tariffs could be imposed by April 1st, the BoC could need to act more swiftly.

As we mentioned last month, in times of uncertainty there is an incentive to add duration, focusing on longer-term
Government of Canada bonds. But with most Canada yields already trading below 3%, and the mid-part of the curve (5-year
sector) below 2.50%, the market is already pricing in some significant hit to our economy. While the odds of interest rates
declining further remains elevated, caution is warranted as uncertainty may drive yields further away from fundamentals.
Also, as we saw only 30 days ago, President Trump can change his mind again.
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Figure 20: S&P/TSX Composite Total Returns Figure 21: S&P 500 Sector Total Returns

S&P 500 Index Sector Total Returns (%) MTD YTD S&P/TSX Composite Index Sector Total Returns (%) MTD YTD
Health Care 1.49 8.38 Materials 1.85 12.24
Financials 141 8.06 Info. Technology -3.64 6.01
Consumer Staples 5.70 7.85 Telecom. Services 1.45 3.74
Energy 3.97 6.13 Utilities 3.42 3.08
Real Estate 4.10 591 S&P/TSX Composite Index -0.40 3.06
Materials -0.01 5.58 Industrials -0.59 2.77
Utilities 1.69 4.67 Financials -0.23 2.45
Industrials -1.44 3.52 Cons. Discretionary 2.07 2.25
Telecom. Services -6.29 2.26 Real Estate -0.94 -0.81
S&P 500 Index -1.30 1.44 Energy -1.69 -1.46
Info. Technology -1.33 -4.19 Consumer Staples -0.35 -2.99
Cons. Discretionary -9.37 -5.38 Health Care 212 -4.74
28-Feb-25 28-Feb-25

Source: Bloomberg
Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg

Figure 22: S&P/TSX Composite Earnings Yield vs 10-Yr GoC Yield

Source: Bloomberg
Source: BMO Private Wealth Portfolio Advisory Team, Bloomberg

Figure 23: S&P 500 Earnings Yield vs 10-Year Treasury Yield
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Figure 24: Canada Bond Index Total Returns Through February 2025
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General Disclosure

If you are already a client of BMO Nesbitt Burns Inc., please contact your Investment Advisor for more information. 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 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 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 (“BM0”) has lending arrangements with, or provides other remunerated services to, many issuers
covered by BMO Nesbitt Burns’ Portfolio Advisory Team. A significant lending relationship 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 Private Wealth is a brand name for a business group consisting of Bank of Montreal and certain of its affiliates, including
BMO Nesbitt Burns Inc., in providing private wealth management products and services. BMO Nesbitt Burns Inc. is a wholly-
owned subsidiary of Bank of Montreal. BMO Nesbitt Burns Inc. is a Member - Canadian Investor Protection Fund and is a Member
of the Canadian Investment Requlatory Organization. Please contact your BMO Nesbitt Burns Investment Advisor if you have any
questions.

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