ECONOMIC & MARKET OUTLOOK

Economic Outlook

The human and economic impact from the COVID-19
pandemic will be felt for years to come. Fortunately,
remarkable progress on vaccines in the fourth quarter
means there is now a visible light at the end of the
tunnel. Economic prospects are indeed brighter amid the
availability of many vaccines, but the benefits will not
likely begin to take effect until the second half of 2021, as
inoculating the world’s population will take time.

Between now and the latter half of 2021, global economies
still have many challenges to navigate, including rising
COVID-19 case counts, renewed lockdowns and the
mass distribution of vaccines worldwide. In an optimistic
scenario, the vaccine roll-out should give consumers and
companies the confidence to spend and invest. On the
flip side, a pessimistic scenario would entail the continued
spread of COVID-19, extended lockdowns, an inefficient
distribution of the vaccine, and a general unwillingness
by the population to fully reengage in the economy until
the situation stabilizes. Amid all this near-term uncertainty,
additional fiscal support measures from governments will
continue to provide much needed stability and help bridge
the gap on the road to economic recovery.

Global Economic Growth

Around the world, economic growth in the fourth quarter of
2020 varied widely depending on the tightness and timing
of pandemic containment measures.

EUROPE: In Europe, renewed lockdown measures
succeeded in lowering new daily cases of the virus from
their peak in November, but these lockdowns came at the
steep economic price of weakened growth. At this point,
it appears likely that fourth quarter growth, as measured
by Gross Domestic Product (GDP), will have contracted
quarter-over-quarter (Q/Q) in both continental Europe and
the United Kingdom.

UNITED STATES: In contrast to Europe and the U.K,,
pandemic containment measures in the U.S. have been
less restrictive. As a result, consumer spending, housing,
and inventory restocking should propel U.S. GDP growth
higher Q/Q. However, with the number of new daily cases
at record highs at the end of 2020, it would not be surprising
to see the reintroduction of lockdowns in the U.S. over the
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coming weeks as a new presidential administration takes
over. The announcement of a roughly $900 billion federal
stimulus package from the U.S. Congress in late December
should once again act as an important stabilization tool
for the economy.

CANADA: Canada’s economic performance will most likely
fall somewhere in between the U.S. and Europe as stricter
lockdowns were reinstated late in the year. Undoubtedly
the start of 2021 will be slow as a result, but the $100 billion
federal stimulus package announced in early December
should prove to be an important source of stability to help
see the economy through a challenging first quarter of
2021.

CHINA: China has weathered the pandemic better than any
other major country and has shown the rest of the world
that both health and economic recovery is achievable.
Several economic indicators reflect this relative strength:
exports, manufacturing and service sector measures all
fully recovered from early 2020 levels. China’s exports
have benefitted from sustained global demand for goods
throughout the pandemic, particularly from the U.S.
However, global growth is expected to moderate in the
near-term amid renewed lockdowns and this could lead
to a slowdown in demand for goods from China. With
no additional fiscal support expected from China’s
government, this slowdown in global demand will weigh on
economic output, at least until the global economy enters
a sustainable, organic, vaccine-driven recovery — one that
is not fueled by governments and central banks.

Inflation, Employment And The Output Gap

When the global growth recovery does begin, we expect
central banks to remain accommodative and stimulative.
While year-over-year inflation is expected to be higher
relative to the pandemic-induced drop in prices seen last
spring, we do not expect any meaningful inflation risk. The
Bank of Canada (BoC) and the U.S. Federal Reserve (the
Fed) have made clear that they are comfortable with inflation
running above their target rates of 2% to compensate for
the time it has been stuck below 2%. Employment remains
below pre-pandemic levels and, given the continued
challenges faced by the service sector in particular, it is
unlikely that a complete recovery is forthcoming in 2021.
The same can be said about the economy as measured

PAGE 1



by the output gap, which measures the difference between
the actual output of the economy and its potential output,
expressed as a percentage of GDP. Not surprisingly, the
output gap is now quite large and closing it will take two
to three years according to central bank forecasts. In the
meantime, short-term interest rates are expected to remain
accommodative (low).

The Output Gap in Canada:
Not Projected to Return to Pre-Pandemic Levels Until Post-2022
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Market Outlook

Equity Markets: Recovery In Small Cap And Value
Positive; Near Term Risks Remain

Equity Index Performance (CAD) (%) at December 31, 2020
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A key beneficiary of continued government and central
bank largesse remains the equity market. The final
quarter of the year provided investors with double digit
returns in most major global markets largely led by indices
in North America. For the year, most indices produced
positive local-currency returns. Of those that did have a
negative return, most were impacted by country-specific
events such as Brexit in the U.K. (now resolved) and
ongoing China tensions in Hong Kong. Leading the way
for 2020 with a total return of over 40% was the tech-
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heavy Nasdaq market in the U.S., but perhaps more
interesting is that small cap indices in both the U.S. and
Canada outperformed the Nasdaq during the second half
of the year. Gains for the S&P/TSX Small Cap Index in
Canada were more than double that of the large cap S&P/
TSX Composite for the year. The performance of small
cap companies is notable because they can be an early
indicator of recovery and tend to outperform their large cap
peers coming out of a recession and into an expansion.
The MSCI Emerging Markets index marginally beat the
MSCI Developed Markets index as Latin American indices
experienced a strong bounce in the fourth quarter after a
mostly difficult year.

Extremely Low Put/Call Ratio Signals
Bullish Sentiment for Equities Surged to Near Record Levels in
December
US Equity Put/Call Ratio
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Arguably, overall equity market valuations are somewhat
stretched in part due to very accommodative interest rates,
and lower returns on fixed income investments. Bullish
sentiment has surged to record levels. One such measure
of investor sentiment is the put-call ratio. An extremely low
put-call ratio — as was the case at the end of 2020 — signals
the equity market is too bullish and may be vulnerable to
a short-term correction. This situation would be consistent
with the view that the economic outlook over the next few
months is more uncertain than the outlook for the second
half of 2021. Nevertheless, over the course of 2021, the
arrival of effective vaccines and continued monetary and
fiscal support, in addition to an expectation of improved
earnings as the economy continues to recover, are all
supportive for equities. A key attraction for Canadian
investors is that, relative to long-term government bond
yields, the domestic dividend yield is historically high.
Canadian large cap companies generally have better yields
versus global peers.
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Bond Markets: Steeper Yield Curve Is Positive For
Economy

Turning to bond markets, short term interest rates were
stable in the fourth quarter — not surprising given that the
BoC and the Fed made no rate policy changes, although
quantitative easing measures remained in place. Longer-
term yields did rise modestly as the central banks continued
to make it clear that higher inflation is a desired outcome.
The total return for long bond indices in both Canada and
the U.S. this quarter was negative. The yield curves in
both countries continued to steepen. The steepness of
the yield curve is calculated by subtracting the yield on
short term (2-year) bonds from the yield on the 30-year
Government bond. The greater the difference, the ‘steeper’
the curve. Both Canada and U.S. yield curves steepened
by over 100 basis points since February and ended the
year at their steepest level since the third quarter of 2017.
A steeper yield curve is indicative of stronger future growth
and is traditionally a positive sign for the economy.

Canadian corporate credit spreads were well supported
this quarter and have now tightened to pre-pandemic
levels. The high yield bond market performed even better
than investment grade bonds, as high yield spreads ended
2020 at their tightest level for the year. Like the Canadian
equity market, corporate bonds remain supported by
accommodative monetary and fiscal policy, market demand
for higher yields, and an expected rebound in economic
growth. Preferred shares in Canada also benefitted from
these dynamics, delivering strong overall performance in
2020 and appear set to continue offering compelling value
heading into the new year. Provincial government bonds
fared better than federal government bonds but continued
to lag corporate bonds in general.

Currency Markets: Weak USD Positive For Global
Growth

In currency markets, U.S. dollar (USD) weakness remains
a notable theme. The U.S. Dollar (DXY) Index, a measure
of the value of the USD relative to a basket of U.S. trading
partners’ currencies, continued its descent, losing 4.2%
in the quarter and about 6.7% in 2020. The DXY ended
the year at its lowest level since April 2018. Like many
developed market currencies, the Canadian dollar (CAD)
improved against the USD this year but did less well
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relative to the other major currencies. On balance USD/
CAD increased from $0.77 to $0.78 in 2020. The BoC,
which is usually sensitive to exchange rate movements
as a CAD appreciation can negatively impact our export
sector, has been mostly silent with regards to currency
movements, instead maintaining its focus on helping the
economy through this difficult year. The good news is that
USD weakness generally reflects stronger global growth
prospects outside of the U.S. The weaker USD should
therefore provide another source of support for global
growth in 2021.

Conclusion

Given that interest rates remain very, very low, and since
the strong performance from equity markets during an
unsettling period of history was unexpected, returns for
stocks and bonds in the new year should be tempered.
While vaccines are expected to push the global economy
back on track, we are concerned that the influence of
monetary and fiscal stimulus could lift equity valuations
above — and bond yields below — economic fundamentals.
The sustainability of government deficit spending, funded
by record bond borrowing, will become a greater concern
as the economy recovers from the pandemic.

Despite these risks, investment opportunities are still
available — Canadian cyclicals, including those in the
Materials, Energy and Financials sectors, stand to benefit
from a global recovery. Select corporate bonds and
higher-yielding preferred shares still provide an important
source of yield in this low interest rate environment.
Also, emerging market equities, particularly those in Latin
America, continue to appear attractive given their low
valuations and good long-term growth prospects. Here'’s
to a happier and healthier 2021!
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ECONOMIC & MARKET REVIEW (continued)

The Foyston, Gordon & Payne Inc. (FGP) performance figures and portfolio statistics shown in this report are for the FGP Pooled Funds. Client returns may vary due
to cash flow timing and client-specific constraints.

Investment returns and assets under management are expressed in Canadian dollars unless otherwise noted. Investment returns are gross of investment management
fees, net of fund expenses for FGP pooled funds, and include reinvestment of dividends and income. Returns are time weighted and annualized for periods greater
than one year. Values change frequently and past investment performance may not be repeated.

Securities mentioned herein are not to be construed as recommendations to buy or sell and are not representative of FGP accounts/portfolios as a whole.

While the information included in this Commentary is obtained from sources that FGP believes to be reliable, we do not guarantee its accuracy, and the information
may be incomplete or condensed.

S&P/TSX Index Data Source: TSX Copyright (2021) TSX Inc. All Rights Reserved.

PC Bond is Copyright © by FTSE Global Debt Capital Markets Inc. All rights reserved. The information contained herein may not be redistributed, sold, modified or
used to create any derivative work without the prior written consent of FTSE Global Debt Capital Markets Inc.

The S&P 500 Index is a product of S&P Dow Jones Indices LLC and has been licensed for use by Foyston, Gordon & Payne Inc. Copyright © 2021 by S&P Dow

Jones Indices LLC, a subsidiary of McGraw Hill Financial, Inc. All rights reserved. Redistribution or reproduction in whole or in part are prohibited without the written
permission of S&P Dow Jones Indices LLC. For more information on any of S&P Dow Jones Indices LLC'’s indices please visit www.spdji.com.S&P® is a registered
trademark of Standard & Poor’s Financial Services LLC (“SPFS”) and Dow Jones® is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”).
Neither S&P Dow Jones Indices LLC, SPFS, Dow Jones, their affiliates, nor their third party licensors make any representation or warranty, express or implied, with
respect to the S&P 500 Index and none shall have any liability for any errors, omissions, or interruptions in the S&P 500 Index or the data included therein.

Neither MSCI nor any other party involved in or related to compiling, computing or creating the MSCI data makes any express or implied warranties or representations
with respect to such data (or the results to be obtained by the use thereof), and all such parties hereby expressly disclaim all warranties of originality, accuracy,
completeness, merchantability or fitness for a particular purpose with respect to any of such data. Without limiting any of the foregoing, in no event shall MSCI,

any of its affiliates or any third party involved in or related to compiling, computing or creating the data have any liability for any direct, indirect, special, punitive,
consequential or any other damages (including lost profits) even if notified of the possibility of such damages. No further distribution or dissemination of the MSCI data
is permitted without MSCI's express written consent.
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