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The Sugar Crash Will Pass

Stocks have dropped meaningfully due to the rise in interest rates and the possibility of an economic recession. For the year
through to mid-June, the Canadian and U.S. equity benchmarks declined 6.5% and 17.8%, respectively. Similarly, the Odlum
Brown Model Portfolio fell by 8.4%.

While it’s natural to consider exiting the market when headlines are scary and stocks are dropping, acting on that instinct is
why the average investor tends to underperform. Humans are emotionally wired to buy high and sell low. Successful investors
appreciate those tendencies and resist the urge to act on them.

Our excellent long-term record was not achieved by market
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Over the last 28 years, we have underperformed the S&P/TSX
Total Return Index by an average of 0.4 percentage points
during up months and outperformed by an average of 1.7

Average Monthly Performance (Dec/94 - Jun/22)*

Up Months (63% of time)

-1.9%

percentage points in months when the market fell. By losing 208 Model Porialio
less in tough times, we have more money to grow and DS&P/TSX Total Return Index S o
com pound during good times. *performance measured at mid-month -

The latest downdraft in stock prices was triggered by the U.S. Federal Reserve’s surprise 75 basis point increase in
administered interest rates on June 15. The hefty increase is warranted by the continued intensification of inflationary
pressures; U.S. Consumer Price Inflation (CPI) hit 8.6% year over year in May. For context, Canada’s April CPl was 6.8% year
over year.

The media has amplified the significance of the Fed’s big rise by highlighting that the last time interest rates rose as much
was 28 years ago, in November 1994. The following month, Mexico experienced a currency crisis and Orange County,
California filed for bankruptcy protection. The sudden change in interest rates no doubt influenced those events, and it’s
quite possible that the recent rapid escalation in borrowing costs will cause another financial incident or two.

While that sounds threatening, consider that stocks are typically closer to their lows than their highs when headlines are
gloomy. Indeed, that was the case in 1994. We incepted our Model Portfolio on December 15, 1994 and the timing proved to
be outstanding. Over the following five years, the portfolio compounded at an annual rate of nearly 21%. The world has
greater challenges today, and equity valuations are not as attractive as they were back then, so it’s unrealistic to expect super-
sized performance over the next five years, but respectable high single-digit returns are quite likely.

The pandemic has caused tremendous dislocations in the world economy, and the war in Ukraine is adding to those
disturbances. Unprecedented stimulus from governments and central banks saved the world from a depression, but also
exaggerated a lot of trends, both good and bad. The economic and stock market recoveries were exceptional, but they have
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been accompanied by terrible and unwanted inflation. Investors don’t know whether they are coming or going due to all the
economic crosscurrents, extreme volatility and intense debate and uncertainty in the media regarding where the world is
heading.

Stepping back from the confusion and considering the evolution of events during the pandemic, one can appreciate how
investors have been whipsawed by their emotions. Fear in the early days of lockdowns made investors overly pessimistic.
Likewise, exuberance during the reopening recovery was overdone. We believe the fear of persistent inflation and higher
interest rates will prove unwarranted as well.

When the world locked down, everyone expected economic chaos — soaring unemployment, collapsing incomes, falling home
prices, rising loan defaults and bankruptcies. Instead, we saw rapid economic and stock market recoveries thanks to
unprecedented fiscal and monetary stimulus — incomes rose, consumer spending accelerated, house prices soared, default
rates stayed low and businesses survived. It all makes sense with hindsight. But, the authorities overstimulated the economy
and induced an economic sugar rush. It wasn’t sustainable because it fueled inflation. That too makes sense with hindsight.

The world is now experiencing an economic sugar crash, as the authorities withdraw stimulus to correct their mistakes and
get inflation under control.

Stocks are leading indicators, and their current funk is clearly telegraphing slower economic growth and weaker corporate
profits. A recession is possible and likely probable.

Inflation is a lagging indicator, and it will fall as the economy slows. Inventories are rising rapidly on the goods side of the
economy, where the early and greatest inflationary pressures exist. Bloated inventories mean that price discounts will likely
follow. Service sector inflation has heated up too as economies have opened up, but we think inflationary pressures there
will be fleeting. With inflation-adjusted incomes falling, saving rates declining below pre-pandemic levels, credit card balances
soaring and the cost of debt rising, consumers can’t sustain spending at current levels.

Sugar rushes and subsequent crashes don’t last. Odds are good that inflation will abate and the economy will stabilize.
Investors were too exuberant during the recovery, and they will probably be too pessimistic as the economy slows. It’s obvious
with hindsight that many stocks were bid too high during the good times, and it’s quite likely that many of today’s stock prices
will look like bargains in three to five years.

We are confident that the quality businesses we own will survive and ultimately thrive.

Please read our Odlum Brown Limited Disclaimer and Disclosure - It is important!

*The Odlum Brown Model Portfolio was established on December 15, 1994 with a hypothetical investment of $250,000. The Model provides a basis with which to measure the quality of our advice. It also facilitates
an understanding of how we believe individual security recommendations could be used within the context of a client portfolio. Trades are made using the closing price on the day a change is announced. Performance
figures do not include any allowance for fees. Past performance is not indicative of future performance.

Odlum Brown Limited is an independent, full-service investment firm focused on providing professional investment advice and objective research. We respect your right to be informed of relationships with the
issuers or strategies referred to in this report which might reasonably be expected to indicate potential conflicts of interest with respect to the securities or any investment strategies discussed or recommended in
this report. We do not act as a market maker in any securities and do not provide investment banking or advisory services to, or hold positions in, the issuers covered by our research. Analysts and their associates
may, from time to time, hold securities of issuers discussed or recommended in this report because they personally have the conviction to follow their own research, but we have implemented internal policies that
impose restrictions on when and how an Analyst may buy or sell securities they cover and any such interest will be disclosed in our report in accordance with regulatory policy. Our Analysts receive no direct
compensation based on revenue from investment banking services. We describe our research policies in greater detail, including a description of our rating system and how we disseminate our research, on the
Odlum Brown Limited website at www.odlumbrown.com.

This report has been prepared by Odlum Brown Limited and is intended only for persons resident and located in all the provinces and territories of Canada, where Odlum Brown Limited's services and products may
lawfully be offered for sale, and therein only to clients of Odlum Brown Limited. This report is not intended for distribution to, or use by, any person or entity in any jurisdiction or country including the United States,
where such distribution or use would be contrary to law or regulation or which would subject Odlum Brown Limited to any registration requirement within such jurisdiction or country. As no regard has been made
as to the specific investment objectives, financial situation, and other particular circumstances of any person who may receive this report, clients should seek the advice of a registered investment advisor and other
professional advisors, as applicable, regarding the appropriateness of investing in any securities or any investment strategies discussed or recommended in this report.
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This report is for information purposes only and is neither a solicitation for the purchase of securities nor an offer of securities. The information contained in this report has been compiled from sources we believe

to be reliable, however, we make no guarantee, representation or warranty, expressed or implied, as to such information’s accuracy or completeness. All opinions and estimates contained in this report, whether
or not our own, are based on assumptions we believe to be reasonable as of the date of the report and are subject to change without notice.

Please note that, as at the date of this report, the Research Analyst responsible for the recommendations herein, associates of such Analyst and/or other individuals directly involved in the preparation of this report
hold securities of some of the issuer(s) referred to directly or through derivatives.

No part of this publication may be reproduced without the express written consent of Odlum Brown Limited. Odlum Brown Limited is a Member of the Canadian Investor Protection Fund.
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