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Our last two Market Observers have been polar opposites in their counsel. The January edition
was entitled “Full of Bull” and blared caution on the speculative financial markets:

“In the credit markets, the “Stretch for Yield” is now in full bloom. We think the credit markets
are getting expensive and despair of all the money now chasing yield in “Private

Credit” and “Alternatives”... people currently stampeding into private debt do not have any idea
of the damage a turn in the credit cycle will do to their portfolios.”

We were obviously very worried about the speculation afoot in the financial markets and
particularly in the credit markets. In our experience, old generals and the financial markets
always prepare to fight the last war, but we believed the next market dislocation would be a
traditional market rout, brought about by an unexpected shock.

A Shocking Shock

We didn’t predict the COVID-19 pandemic, but it sure didn’t take very long for this unexpected
shock to appear, and shock it did. The markets peaked in mid-February on its ebullience at the
monetary ease from the Federal Reserve. They then crashed in March when the full scope of the
COVID-19 pandemic and the economic damage it would wreak became apparent.

The lesson in the downside of speculative excess was violently taught to the previously unwary.
Investor panic still gripped the markets in April when our last Market Observer urged buying

amidst the marked down pricing of the pandemic markets:

“We are doing a lot of buying of cheap bonds. .. The huge liquidity assistance provided by central

banks to the markets has considerably narrowed spreads, but the good news is that many
securities are still very cheap on a normalized basis.”

It was apparent to us by that time that the huge monetary and fiscal stimulus by governments
around the world had kicked in and markets were improving:
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“As the central bank liquidity programs swung into action, markets started to improve and the

panic selling lessened. Buyers started “lifting offers” and sellers waited for better prices and
prices “gapped” higher. That said, prices are still well down from a month ago. Things will
eventually improve and those with capital to invest can still find great values and will make
money as things normalize.”

Of Masks and Men

We ended our April Market Observer with the thought that the “real question is what is ahead for
the pandemic”. Our answer was that we were not medical experts but that “jit seems to us that
the countries that have implemented the most restrictive social distancing and lock downs have
fared the best with the COVID-19 pandemic”.

We said in early April that it would take at least 2 months for the lock downs and social
distancing to work and the economy to start rebounding. We were actually spot on with our
forecasting, as things indeed did start to improve in June. The problem now is the United States
cannot seem to muster the political will or societal patience to follow its own public health
advice. President Trump declared victory when social distancing dropped the rate of infection
and new cases. He then put himself in charge of the “Great Economic Re-Opening” but things
now seem to have opened up too early and too quickly. The U.S. is now showing a huge increase
in infections and hospitalizations and many states, like Florida, Texas and California, have had
to close down again.

Other regions and countries, like the Europeans and New Zealand, have made steady progress
through effective social distancing programs to the point where they have very few cases and
the rate of transmission is very much under control. They are now getting their economies back
up and running but the United States is shutting down again in many states as the pandemic
flares up again. As Bloomberg reported:

“While COVID-19 cases have plateaued and sloped downward in industrialized economies in
Europe and Asia, the U.S. is still clocking in at record levels of new infections and accounts for
25% of global fatalities. Promising treatments are emerging, yet an effective vaccine is still
months away, if not longer.

If the virus is not contained soon, a new surge of infections in Sun Belt states like Florida,
Texas, Arizona and California could push up the daily tally to as high as 100,000, warned

Anthony Fauci, the nation’s top infectious-disease fighter, in a Senate hearing this week.

“What we’re seeing over the last several days is a spike in cases that are well beyond the
worst spikes that we’ve seen,” said Fauci, director of the National Institute of Allergy and

Infectious Diseases, in a BBC radio interview Thursday. “That is not good news. We’ve got to get
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that under control or we risk an even greater outbreak in the United States.”
Bloomberg News; Life, Liberty and Face Masks: Virus Preys on Divided America, July 2020.

The U.S. has politicized their pandemic response to the point where mask wearing has become
a political statement. Unfortunately, the COVID-19 virus does not care about political
positioning. It seems to us that, rather than shut down again, as is happening in Texas and
Florida, a public health order to wear masks would be a reasonable thing to do. If mask wearing
drops transmission rates by up to 60%, as studies show, then slowing down spread would be
much easier.

Masking Disaster

The good news is that the news on COVID-19 coming out of Texas and Florida is so bad that even
faithful Trump Republicans like Texas Governor Abbott and Vice-President Pence are
counselling mask wearing. We seem to be very fortunately past the touting of miracle cures,
wishful thinking and into the grim realism necessary to actually lower infection rates to
acceptable levels.

The bad news is that the U.S. economy will be much slower than its developed world peers in
recovering to “normal”. Thankfully, the financial markets seem to be looking through the
COVID-19 pandemic and discounting an end to social distancing. The fiscal and monetary
stimulus has been incredible in scale and rapidity, making the Credit Crisis programs seem
mundane by comparison.

A Fearless Rally

The table below shows the returns for various Canadian and U.S. financial market indices
ending June 30™, 2020. It also shows the peak and trough year-to-date returns that each Index
achieved. This shows quite obviously that the financial markets have almost recovered
completely from the COVID-19 sell off, despite the economic uncertainty. For example, the ICE
BofA Canada Corporate Bond Index of Investment Grade corporate bonds was up +3.0% in the
month of June, +8.3% for the second quarter and sits at +5.3% year-to-date. That is nearly as
high as the +6.7% it recorded on March 9", incidentally the day the global equity markets
plunged. The downdraft in equities sucked down credit and corporate bonds in its wake vortex.
It took only 16 days for Canadian corporate bonds to fall -9.3% to end up down -3.2% on March
25" before recovering +8.8% to the current level.

The equity markets have also moved very quickly from despondency to jubilation at the Fed’s
monetary largesse. Despite the economic havoc wreaked by the Novel Coronavirus, the S&P
Total Return Index is only down -3.1% for the year, not too far off the high of +5.1% in mid
February. The S&P got there by falling -33.8% from the February high and recovering +39.3% off
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its lows to its level at the end of June. The higher “digital component” of the NASDAQ has seen
its Total Return Index not only turn positive but blow through its February highs. Its high of
+13.5% was recorded on this past June 23" and then it settled back to up +12.7% at the close
on June 30™. This was up a powerful +47.0% from its lows on March 23", having been down
-23.4% on the year at that time. All of the other Indices show very strong recoveries from their
steep drops as well.

Canadian and U.S. Financial Market Return Comparison
As of June 30,2020

ICEBofA  ICEBofa  'CEBOfA  ICEBofA (. b/isTA  sap/Tsx

Local Currency (£ ELE] U.S. Corp

Nasda
: S&P 500 L
Leveraged Composite Composite
Total
Returns Corp Index Index Loan Total Total
Index Index Return

*
(FOCo0) (COAO0) (HC00) (HOAD) Index E Return

Canada U.S. High
High Yield Yield

Month to Date

2.97 1.95 3.47 0.93 1.14 2.38 1.99 6.07
Return
Quarter to Date 8.33 9.20 8.76 9.56 9.70 16.72 20.54 30.95
Return
Year to Date
pea 5.32 477 0.02 (4.82) (4.61) (7.87) (3.08) 12.67

Year to Date Peak and Trough Local Currency Returns

Peak Return YTD 6.72 5.63 2.62 1.25 0.81 5.43 5.08 13.47
Recorded on 9-Mar-20 6-Mar-20 9-Mar-20 20-Feb-20 26-Jan-20 20-Feb-20 19-Feb-20 23-Jun-20
Trough Return YTD (3.21) (10.37) (8.78) (20.56) (20.09) (33.86) (30.43) (23.35)
Recorded on 25-Mar-20 20-Mar-20 27-Mar-20 23-Mar-20 23-Mar-20 23-Mar-20 23-Mar-20 23-Mar-20

Sources: ICE BoA Indices, S&P/LSTA, Bloomberg
* Par Value of Index shown

While it is still not clear if and when the economy will fully recover, there is lots of money being
pumped into securities purchases by the Fed and this has given a lot of comfort to those buying
securities. It is not clear to us at this point how much of this is due to “retail money”, but
certainly retail investors are in and buying. There are a lot of punters playing the markets with
a fervour we last saw prior to the dot.com boom of the 1990s.

The question is whether this massive speculation will end well. It never does but, as we have
told you very often, it speaks to the fact that when capital is too easily available, people tend to
waste it. From the Dutch Tulip Bulb mania to the dot.com tech bust, rapid monetary expansion
never ends well for the naive investor.

Portnoy’s Complaint
This time around, we have the spectacle of a legion of millennials using the RobinHood App to
easily trade stocks while getting their information from someone who admits he knows nothing
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about the stock market. Bloomberg profiled frustrated sports commentator Dave Portnoy. With
sports closed down, he now applies his smack talking and sports prognosticating talent to the
financial markets. Who needs to understand the markets when you just “play” them, like sports
betting?

“Barstool Sports’ Dave Portnoy had bought just one stock in his life before the quarantine hit.
When the country shut down in March, canceling sports and sports betting, the founder of the

brash media empire considered sexist by some dusted off his old E*Trade account and started day
trading.

“With the volatility, it is kind of like watching a sports game,” said Portnoy, 43, who started live

streaming as “Davey Day Trader Global” to his 1.5 million Twitter followers with the caveat: “I’m
not a financial advisor. Don’t trust anything I say about stocks.”

Despite the obligatory warning, Portnoy has touted stocks like InspireMD Inc. and Smith & Wesson
Brands Inc., while dissing the acumen of Warren Buffett, the world'’s fifth-richest person and widely
regarded as one of the greatest investors ever. “I’m sure Warren Buffett is a great guy but when
it comes to stocks he’s washed up,” Portnoy tweeted Tuesday. “I’m the captain now.”

Portnoy and his ilk have been part of one of the greatest rallies in history, adopting as a
mantra the online slogan of “stocks only go up!". Market watchers are being forced to ask to
what degree retail interest has become a self-fulfilling prophecy in many parts of the market --
and what dangers it poses for its sustainability...

That’s changing. Stuck at home with plenty of free time, government stimulus checks, no
sports to bet on and, for better or worse, a figure like Portnoy turning investing into
entertainment, more and more young people are wading in for the first time.”

The Madness of Crowds Buying Stocks

Is Portnoy, the self-proclaimed “captain” of stocks that “only go up”, wrong to hype the stock
market? Not really. There’s nothing like greed and the dream of getting rich to suck people into
a hot market. Stock speculation is well established as a part of the financial markets. Isaac
Newton was the scientific genius who discovered gravity but he suffered huge losses during the
stock market crash of 1720. Newton said after that he “could calculate the motions of the
heavenly bodies, but not the madness of the people”.

Every generation is forced to learn the hard lessons of investment fear and greed. Charles
Mackay wrote his “Extraordinary Popular Delusions and the Madness of Crowds” in 1841 that
included chapters on “Economic Bubbles” like the South Seas Bubble that wiped out Newton
and the Railway Manias of the 1840s. Warren Buffet’s mentor Benjamin Graham had been wiped
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out in the Great Crash of 1929 and wrote his famous value-investing book the “Intelligent
Investor” as a result. We have quoted John Kenneth Galbraith’s excellent book “The Great Crash
1929” many times in these pages.

Only the medium changes over time. In the 1920s it was “Stock Tippers” and taxi drivers saying:
“Psst, want a hot stock to get rich?”. Modern day stock hyping has moved from bored day trading
Boomers watching Jim Cramer yell and scream his recommendations on cable TV to millennial
sport Bros streaming Portnoy digitally and buying and selling on an App. Only the age of the
viewers and the medium of delivery differ.

Does this all mean that Canso thinks the financial markets are overvalued? No. There is
substantial speculation, but we are still finding good values, particularly in pandemically
affected stocks and bonds. If things eventually recover then these issuers will still have real
businesses, albeit involuntarily altered to a more digital state.

A Steep Price for Long Bonds

Since we just finished a more exhaustive discussion of the economic ramifications of the COVID-
19 pandemic in our June Corporate Bond Newsletter, we will limit our dismal science
comments. We simply reiterate that we think that government bonds are pushing the limits of
investor tolerance. Long bonds in Canada at 1% and in the U.S. at 1.4% are vastly overvalued
but no central bank will tighten up monetary policy for some time to come.

It looks to us that long bond yields will rise and “steepen” the yield curve. This time around, the
Trump Republicans are pushing fiscal stimulus alongside the Democrats. Portnoy’s sport Bros,
sitting at home collecting their unemployment benefits and pandemic cheques signed by
Donald J. Trump are testament to this!

Hard Alpha Awaits

As we’ve said before, the markets have rallied hard on monetary ease and the “Easy Beta” has
been captured. Portnoy and his investing fan club are chasing Hertz stock without
understanding it very probably will be wiped out in the Chapter 11 filing. It is the “Hard Alpha”
that remains to be captured in Hertz and other companies and that’s where we are spending
our time.

We are seeing reasonable companies that have been severely affected by the pandemic do
financings at 10-15% yields. Controlling the downside means that there are still great bargains
to be had!
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Portfolio Manager Portfolio Manager
pmccalmont@cansofunds.com thicks@cansofunds.com
(905) 881-8853 (905) 881-8853

Richard Usher-Jones Brian Carney

Portfolio Manager Portfolio Manager
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(905) 881-8853 (905) 881-8853

As always, we appreciate your interest in and support of Canso.

Sign up to LinkedIn and Twitter to stay on top of Canso’s latest market comments.

( :O r@@/ Canso Market Observer
P aal


mailto:pmccalmont@cansofunds.com
mailto:rusherjones@cansofunds.com

This publication has been prepared by Canso Investment Counsel Ltd. and has been prepared solely for information
purposes. Information in this publication is not intended to constitute legal, tax, securities or investment advice and
is made available on an "as is" basis. Canso Investment Counsel Ltd. does not make any warranty or representation
regarding the information herein. Information in this presentation is subject to change without notice. Canso
Investment Counsel Ltd. does not assume any duty to update any information herein.

Certain information in this publication has been derived or obtained from sources believed to be trustworthy and/or
reliable. Canso Investment Counsel Ltd. does not assume responsibility for the accuracy, currency, reliability or
correctness of any such information.

This publication does not constitute a public offering of sale. Nothing in this publication should be considered a
recommendation to buy, sell or short a particular security. Any specific securities or positions discussed are intended
as an illustration of the portfolio managers’ selection process. The portfolio managers may sell these positions at
any time, or purchase positions that have previously been sold. The positions may increase or decrease in value after
the date hereof, and the portfolios that hold such positions may accordingly gain or lose money on the investment.
The statements by the portfolio managers in their commentaries are intended to illustrate their approach in
managing the portfolios, and should not be relied upon for any other purpose.

This document may contain forward-looking statements. Statements concerning a fund’s or entity’s objectives,
goals, strategies, intentions, plans, beliefs, expectations and estimates, and the business, operations, financial

, “expect”, “anticipate”, “estimate”,
“intend”, “aims”, “may”, “will”, “would” and similar expressions and the negative of such expressions are intended

performance and condition are forward-looking statements. The words “believe

to identify forward-looking statements, although not all forward-looking statements contain these identifying
words. These forward- looking statements are subject to various risks and uncertainties that could cause actual
results to differ materially from current expectations. Viewers are cautioned not to place undue reliance on these
forward-looking statements. While Canso Investment Counsel Ltd. consider these risks and uncertainties to be
reasonable based on information currently available, they may prove to be incorrect.

Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P.
and its affiliates (collectively "Bloomberg"). BARCLAYS® is a trademark and service mark of Barclays Bank Plc
(collectively with its affiliates, "Barclays"), used under license. Bloomberg or Bloomberg's licensors, including
Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or
endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any
warranty, express or implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law,
neither shall have any liability or responsibility for injury or damages arising in connection therewith.

Any unauthorized use or disclosure is prohibited. Nothing herein should in any way be deemed to alter the legal
rights and obligations contained in agreements between any ICE Data Services entity ("ICE") and their clients relating
to any of the Indices or products or services described herein. The information provided by ICE and contained herein
is subject to change without notice and does not constitute any form of representation or undertaking. ICE and its
affiliates make no warranties whatsoever either express or implied as to merchantability fitness for a particular
purpose or any other matter in connection with the information provided. Without limiting the foregoing ICE and its
affiliates makes no representation or warranty that any information provided hereunder are complete or free from
errors omissions or defects. All information provided by ICE is owned by or licensed to ICE. ICE retains exclusive
ownership of the ICE Indices including the ICE BofAML Indexes and the analytics used to create this analysis ICE may
in its absolute discretion and without prior notice revise or terminate the ICE information Indices and analytics at
any time. The information in this analysis is for internal use only and redistribution of this information to third parties
is expressly prohibited.
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Neither the analysis nor the information contained therein constitutes investment advice or an offer or an invitation
to make an offer to buy or sell any securities or any options futures or other derivatives related to such securities.
The information and calculations contained in this analysis have been obtained from a variety of sources including
those other than ICE and ICE does not guarantee their accuracy. Prior to relying on any ICE information and/or the
execution of a security trade based upon such ICE information you are advised to consult with your broker or other
financial representative to verify pricing information. There is no assurance that hypothetical results will be equal to
actual performance under any market conditions. THE ICE INFORMATION IS PROVIDED TO THE USERS "AS IS."
NEITHER ICE NOR ITS AFFILIATES NOR ANY THIRD PARTY DATA PROVIDER WILL BE LIABLE TO ANY USER OR ANYONE
ELSE FOR ANY INTERRUPTION INACCURACY ERROR OR OMISSION REGARDLESS OF CAUSE IN THE ICE INFORMATION
OR FOR ANY DAMAGES RESULTING THEREFROM. In no event shall ICE or any of its affiliates employees officers
directors or agents of any such persons have any liability to any person or entity relating to or arising out of this
information analysis or the indices contained herein.

Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund
investments. Please read the offering document before investing. Mutual funds are not guaranteed, their values
change frequently and past performance may not be repeated.
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