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Equity Strategy
The virtue of oligopolies
Despite the recent volatility, the BMO Nesbitt Burns Portfolio
Adviosry Team continues to believe equities offer reasonable
relative value in this market. However, for longer-term
investors, given we are late in the economic cycle, the
objective is to invest in the right type of stocks. And, as the
title suggests, the Portfolio Advisory Team are big fans of
oligopolies, or companies with very high “barriers to entry.”
This means it is difficult to compete against these companies;
thereby reducing the risk that they will be disrupted by
emerging technologies, or destructive price wars, among
other nasty outcomes for shareholders. History has shown
that such companies tend to generate outsized profits over
the long term, and they also act more defensively in tough
environments such as the one we are currently experiencing.
On the contrary, cyclical companies with high debt leverage
tend to do well when the economy is expanding but
will underperform in slowdowns (and sometimes die in
recessions).
The bottom line is that the Portfolio Advisory Team continues
to recommend a more selective approach to sectors and
stocks going forward, given we are later in the cycle and
inflationary pressures are building. Another reason for
this approach is the massive disparity in performance and
valuations experienced over the last few years.
A slowdown in economic momentum
Since the start of 2018, we have seen a broad slowdown
in economic momentum. This has spooked investors who
have reacted by aggressively selling more cyclical sector
stocks (i.e., Technology, Industrials, Financials, Consumer
Discretionary, Basic Materials and Energy), as has been the
historical script.

While any negative trajectory in the economy hits risky
assets such as stocks, the Portfolio Advisory Team stresses
that we are still well above recession territory. The BMO
Economics team continues to forecast 3.5% global Gross
Domestic Product (“GDP”) growth next year, down only
slightly from 3.6% in 2018. Corporate earnings have likely
peaked in the U.S. at 20%+, but profit growth is expected to
remain robust, at approximately +10% in 2019, which should
support the market.

Fixed Income Strategy
Sentiment shift: Closer to neutral changes 2019 monetary
policy expectations
The recent underperformance, and particularly the volatility,
of equity markets have shadowed what is unfolding in the
fixed income markets. In the third quarter of 2018, at a time
when bonds should have provided better portfolio protection
by mitigating the impact from low to negative equity returns,
both the equity and fixed income markets seemed to be
more correlated than one would have wished. Not only were
corporate yield spreads widening as investors demanded
greater risk compensation, but government yields were also
rising as the U.S. Federal Reserve (the “Fed”) and the Bank
of Canada (“BoC”) continued to signal tighter monetary
policy ahead, providing limited shelter for investors and
significantly impacting fixed income performances.
This relationship somewhat changed in November as market
sentiment towards monetary policy shifted, leading bond
yields lower. First, the Fed adopted a less hawkish tone
signaling its policy rate was likely getting closer to the
neutral rate and, despite gradual policy adjustments, a
hike every quarter is not necessarily implied. Next year’s
expectations have melted away quickly; from three to four
rate hikes to barely one policy adjustment over the next
12 months. It is a similar story in Canada, where the BoC
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adopted a more precautionary tone in signaling the need
for further policy rates, and sounding less upbeat on the
economy than at its last meeting in October.
When combining the reduced tightening and inflation
expectations with the increased equity volatility, we had the
perfect storm that finally pressured Canada and U.S. yields
lower, with the larger drop in the 5- to 10-year sector. This
also led the Canada and U.S. yield curves to flatten further.
On average, the U.S. economy has traditionally fallen into
a recession 311 days following a curve inversion. If history
is any guide, and assuming the flattening trend continues,
the odds are that a recession in Canada, the U.S., or both,
could potentially be a late 2019 or 2020 event. This would
potentially leave a bit more room for the Fed and the BoC
to further tighten. If that is the case, this also indicates that
we may be closer to the end of this tightening cycle, and
government yields may have limited upside from here.
Not all fixed income securities are created equal
After a number of difficult months, 2018 bond performance
improved in November, as investors sought refuge in safer fixed
income securities, driving yields lower. However, this was mainly
felt in the government sector as limited shelter was found in
corporate bonds, including the non-investment grade sector.
And, for many investors, the conservative portfolio allocation
did not perform as expected from conservative investments in
volatile and risk-off environments. One of the reasons is the
general tendency over the recent years for investors to increase
their fixed income risk allocation to compensate for historically
low government yields.

The year-to-date return of the U.S. High Yield Senior Loan sector
remains slightly positive thanks to the earlier strong performance
of the lower-rated securities, but the Portfolio Advisory Team
believes that performance is becoming more at risk as concerns
for the corporate credit market are rising. In particular, the
significant growth in corporate indebtedness since the financial
crisis, combined with the rise in interest rates, is starting to put
pressure on spreads as interest costs are rising and could soon
have a greater impact on margins.
Without being alarmist, the Portfolio Advisory Team continues
to recommend that investors focus on improving the average
credit quality of their fixed income portfolio as the Canadian
and U.S. economies continue to face many risks. With the
understanding that not all fixed income securities are considered
conservative investments, it is prudent to review your overall
fixed income portfolio risk exposure to confirm if it continues to
reflect your investment objectives and risk profile. If we are late
in the business cycle, an economy that is slowing down as debt
re-financing and servicing costs rise would intensify financial
stresses, particularly in the higher risk sector of the fixed income
market. This would result in further pressure on corporate credit
spreads and increase demand for safer government bonds.
In this environment, not only is a quality investment bias
important, but a focus on shorter-term corporate bonds, while
adding longer-term government bond exposure, should be
beneficial to portfolio performance.

!

Please contact your BMO Nesbitt Burns Investment
Advisor if you have any questions or would like 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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