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Inflation, Slowing Economy and Flattening Yield Curve —
Focus on Defensive and Commodity Stocks
We have often said that official Gross Domestic Product data
is akin to ancient history in market terms. Still, we were
taken aback when the U.S. contracted in the first quarter
with Real GDP declining 1.4%. As the BMO Economics team
put it: “The economy is still showing some resilience, but
the Q1 report signals the start of more moderate growth this
year and next, largely in response to higher interest rates.
Despite the contraction, the Fed has little choice but to hike
aggressively in May to corral inflation.”
While the U.S. market and, in particular, high multiple tech
stocks are being badly oversold —which can lead to powerful
temporary rallies— we continue to think the spectre of
inflation and higher interest rates will be powerful headwinds
weighing on potential asset returns for some time.
It is clear that we are in a flat (and flattening) yield curve
environment, with a distinct possibility that it will become
inverted given the newfound aggressiveness of the Federal
Reserve and Bank of Canada, which will be raising shortterm rates more quickly to fight inflation. While it is true that
the S&P 500 and S&P/TSX have done better during cycles
when the yield curve is steepening, some sectors have
actually generated attractive returns even in a flattening
environment, such as the current one.
Those sectors; however, tend to be either defensive and
less economically sensitive, like Consumer Products,
Healthcare, Utilities, etc., or commodity related when
inflation is problematic.
This development, combined with peaking economic —and
corporate earnings— momentum, reinforces our call that
investors should get more defensive in their asset and
sector allocations.
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At the start of April, we reduced our U.S. equity allocation by
5% for the first time in a decade and put that into cash. We
see room for the S&P/TSX to continue outperforming since
the Canadian market composition is well suited to withstand
inflation (we have a far higher proportion of Energy and Basic
Material stocks), and our market still trades at an attractive
discount to the S&P 500.
At a more micro level, we continue to emphasize quality
companies with sufficient growth and pricing power to offset
the toxic impact of inflation. As we have noted, valuations
are becoming increasingly important in this environment,
so we strongly urge investors not to overpay for stocks (i.e.,
there are still many U.S. technology stocks which we consider
overvalued despite significant declines).
U.S. Economic Momentum Has Likely Peaked — Important
Sector Implications
It is becoming clearer that economic momentum has peaked.
Economic activity is still robust, but the best days of the postCOVID rebound are behind us. Investors have to be far more
selective in this environment to make money in the market.
We are not calling for a recession in 2023, but the odds have
increased considerably.
The Shape of the Yield Curve and Sector Performance
Investors should pay heed to the shape of the yield curve
since it vastly increases the probability of getting stocks right
over a multi-year time frame.
The market does best when the yield curve is steeper, with
cyclicals being the predominately top performing sector.
When the yield curve is flat, the market tends to be as
well, with both cyclicals and defensive stocks performing
best. When the yield curve is inverted the market tends to
struggle, with the top performing sectors being all defensive.
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Our conclusions are to focus on traditionally defensive
sectors such as REITs, utilities, food and beverage,
pharmaceuticals and medical equipment.
Specifically, we believe there are a number of stocks in
those areas that could outperform, such as CAP REIT, Altagas,
Boralex, Coca-Cola, Procter & Gamble, Wal-Mart and Pfizer,
for example.
We Continue to Favour Commodities Over U.S. Stocks
Right Now
U.S. stocks remain expensive right now given very worrisome
inflation trends which are accelerating interest rate increases.
Conversely, commodities are well supported, not only
technically but also because of the Russian aggression and the
still very low valuation and capital return potential for many
companies in the energy, agriculture and metals spaces.
The Technical Picture — Russ Visch, CMT Technical Analyst
We are now 25 months into the cyclical bull market as
measured from the March 2020 low. Looking back over the
past 70+ years of history for the S&P 500, a cyclical bull
market has lasted an average of 30 months, when the index
is trading within a bigger, secular, bullish uptrend, such as
we are now.
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priced in; 2) multiple months of coupon income still to earn
this year; and 3) more attractive reinvestment rates. We can
add to the list the lower interest rate sensitivity of bonds
in general as well as the higher yields compared to four
months ago which provides additional protection in case
interest rates continue to rise in the near term.
The perfect storm of rising rates and widening credit spreads
have resulted in the yields of most fixed income sectors
becoming more attractive than equities. For corporate bonds,
these are the highest yields since the financial crisis.
While inflation and bond rates may not have yet peaked, we
believe investors are better positioned today to mitigate that
risk. It may not yet be the time to significantly increase fixed
income allocation, but it is certainly not the time to reduce
and/or liquidate holdings either.
As with any repositioning strategy it is important to start
early, in order to not only increase overall yield, but explore
opportunities to become more tax efficient.

Please contact your BMO financial professional if
you have any questions or would like to discuss your
investments.

History tells us we are in the late innings of this current
cycle, and there is plenty of evidence of this in sector
performance in recent weeks. Specifically, we are starting to
see sectors that are more traditionally defensive in nature
starting to outperform.
Don’t Look Yet, But Fixed Income Markets Are Becoming
More Attractive, At Least Relatively Speaking
In a world of price inflation at a decade’s high (6.7% Canada,
8.5% U.S.), one can hardly say that 3% to 4% bond yields, on
average, are attractive, especially not on a real return basis
(net of inflation). With limited signs of inflation peaking
just yet, and central banks definitively on an aggressive
tightening path to fight it, why would bonds become a
valuable option now?
We admit that some uncertainties continue to weigh
against adding fixed income investments or lengthening
portfolio maturities. On top of price and wage pressures, the
persistent Russia-Ukraine conflict, Covid’s sixth wave and
the risk of central banks surprising markets beyond current
expectations, could still lead interest rates higher.
We are now seeing some silver linings for bond investments,
including: 1) significant monetary policy tightening already
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General Disclosure

BMO Private Wealth is a brand name for a business group consisting of Bank of Montreal and certain of its affiliates in providing private wealth management products and services.
Not all products and services are offered by all legal entities within BMO Private Wealth. Banking services are offered through Bank of Montreal. Investment management, wealth
planning, tax planning, and philanthropy planning services are offered through BMO Nesbitt Burns Inc. and BMO Private Investment Counsel Inc. Estate, trust, and custodial services
are offered through BMO Trust Company. Insurance services and products are offered through BMO Estate Insurance Advisory Services Inc., a wholly-owned subsidiary of BMO Nesbitt
Burns Inc. BMO Private Wealth legal entities do not offer tax advice. BMO Nesbitt Burns Inc. is a member of the Canadian Investor Protection Fund and the Investment Industry
Regulatory Organization of Canada. BMO Trust Company and BMO Bank of Montreal are Members of CDIC.
®

Registered trademark of Bank of Montreal, used under license.

3 OF 3

ID5842(04/22)

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 (“BMO”) 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.

