CORRECTIONS:

WHAT WE CAN LEARN
FROM THE PAST

May 25, 2022

Well it's official. The S&P/TSX Composite Total Return Index entered “correction territory” on May 11th of this year
after hitting its peak about a month earlier. A correction is considered a decline of at least 10% from its recent peak.
With that move, the Canadian benchmark index joined its US counterpart (S&P 500) in the correction club, the latter
reaching that milestone on January 21st.

So what's next? Is this just a correction or the start of something more concerning? Are we close to the bottom?
Nobody really knows for sure.?

Nothing new here

You've already likely come across long-term stock market growth charts showing a mostly upward trend, despite
various market corrections along the way. The following example shows the S&P/TSX Composite since the turn
of the century with the largest declines labeled. Clearly in this instance, staying invested through these bouts of
volatility has been the right choice. But again, this is likely something you have seen many times before.
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A different perspective

A more interesting view may be one that isolates specific periods of expansion and contraction in the economic cycle.
This perspective allows us to more clearly identify the magnitude and duration of various contractions and expansions.

Here, periods of contraction are defined as declines of at least 10% in magnitude from their recent peaks, while
periods of expansion are determined after the index recovers beyond the prior peak. Moves of magnitudes greater
than 20% are labeled.
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The largest contractions took place following the dot.com bubble’s deflation (-48%), the Great Financial Crisis (-48%),
and the onset of the COVID-19 pandemic (-37%).

However, following these deep contractions were some of the strongest recoveries over the period of 134%, 100%,
and 109%, respectively. Although it may take a while to reach a bottom and it may not be a pleasant journey, investors
with the appropriate time horizon, discipline, and patience have been rewarded by remaining invested.



Inflation, oil prices & rising interest rates

At this point, some readers may be arguing that this time is different. Canadian investors are currently facing some

of the strongest inflation seen in decades and interest rates are expected to rise aggressively in response. Should this
trend persist, it could develop into a far different paradigm compared to the past two decades where low inflation and
generally falling interest rates supported strong stock market performance.

An interesting comparison may be to look back to the 1970’'s and early 1980's, a period known for high inflation,
interest rates and the dreaded economic word—stagflation.

In the 1970’s high oil prices (sound familiar?) on the backs of two oil crises stoked inflation. The crisis of 1973/1974
stemmed from OAPEC's (Organization of Arab Petroleum Exporting Countries) oil embargo against the United States,
which roughly quadrupled the price of oil. The crisis of 1978/1979 saw oil prices roughly double, stemming from
strong oil demand combined with a supply disruption in Iran following the Islamic Revolution.?

To combat the rise in inflation, Canadian interest rates rose from ~5% to over a whopping 20% before inflation came
under control and back to pre-oil crisis levels.
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How did this impact stocks?
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The effect on the Canadian stock market was arguably less dramatic. Yes, there occurred two deep contractions:
The first, a 35% pullback in 1973-1974 following the first oil crisis did take some time to recover but was followed by
the strongest expansion in the period.

The second, a deep contraction of 40% in 1981/1982 was followed by a quicker recovery, helped by interest rates
coming down sharply as inflation came under control.

Again, patience and discipline rewarded the long-term investor.

70's/80's vs. 2000's

For readers expecting a more challenging stock market environment when higher interest rates and inflation prevailed,
a head-to-head comparison of the two periods may yield “disappointing” results. The average magnitude and duration
of corrections between the two periods were almost identical. Additionally, average recoveries were stronger in the
70's/80’'s and tended to last longer.

Period Average correction Average correction Average recovery Average recovery
maghnitude duration* maghnitude duration*

1970-1985 -23% 177 days 73% 654 days
2000-2022 -23% 169 days 55% 552 days

* Includes weekends & holidays



So where does this leave us today?

Will investors see an environment of low inflation and interest rates similar to the past two decades or something
closer to the inflationary environment five decades ago? Perhaps the answer is “somewhere in the middle”. But, here
are a few things to remember:

1. In either case and as history has shown, staying invested has proven to be a beneficial strategy for the
long-term investor.

2. Adding to your investments, particularly after large market contractions will likely help expedite your
portfolio’s recovery.

3. And lastly, partnering with a financial advisor and an investment manager actively seeking attractively valued,
high-quality investment opportunities may help ease some of the bumps along the way.
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