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The beginning of 2021 has continued a dramatic period for US small cap stocks. Important changes are happening as we
recover from the pandemic, and these are becoming reflected in market prices. We all know the story of how Technology
and Media giants came to dominate the market, and even benefited from the pandemic. But now things are moving in a
different direction. At one point during the first quarter, as we saw the anniversary of the market lows last March, the small
cap Russell 2000 Index had beaten the large cap S&P 500 over a trailing one year period by a greater amount than at any
other point in its 40 year history. Similarly, the trailing one year return for the Russell 2000 at the end of March was its
second highest on record. The Russell 2000 Value Index, a small cap value index, had its highest six month return on record
at the end of March. These types of moves aren’t random, and this is how market cycles turn. It takes forever, then happens
surprisingly fast. Here are some key points:

1. The economic recovery in the US is in blast off mode. The pandemic recession was unusual, and so is the recovery.
It's much faster than prior post recessionary periods. Foreign economies are behind right now but they will see a
similar dynamic.

2. Vaccination is proceeding rapidly in the US and this is putting Covid in the rear-view mirror from an economic
perspective. The same thing will happen in other countries when they are vaccinated. From a medical perspective,
the virus is still with us and won't disappear, but its power over our lives is ending.

3. The US is trying something new from a policy perspective. This is combined monetary and fiscal stimulus on a
massive scale, delivered even as a recovery is clearly in place. This is probably a short term experiment, but for
the moment it’s rocket fuel for the recovery. Don’t mistake this period for the years after the Great Financial Crisis
where the economy was stagnant.

4. In fact, don't believe anything negative about the economy right now. The unemployment rate is misleading,
boosted by incentives not to work, and is set to decline. Job openings are surging, and there’s actually a labor
shortage in many industries. Supply bottlenecks can depress current numbers but help the recovery by
encouraging investment.

5. This policy change is a double-edged sword. It's magical for creating a recovery, but harmful for long term growth.
There’s a reason that we haven’t done this before. More on this in a separate piece this month.

6. Value stocks are back, and for good reason. This is hot the same economic environment as we had pre-pandemic.
The gains are based on rapid earnings growth. | think there is a lot more to come. The US is leading, but | think it
spreads.

7. Hyper growth stocks are fading after their own gigantic run, which was fueled by the pandemic. Growth investors
are about to find out something that will surprise many of them. Yes, innovation and disruption are happening and
are a necessary ingredient. But an expanding market valuation is also critical for a growth led market. That multiple
expansion is behind us now that rates are moving higher.

From an economic perspective, these are very strange times. Historical parallels have limited usefulness, because the
nature of a pandemic is more like a natural disaster — albeit a very extended one — than a traditional recession. When the
disaster ends, there’s a lot of rebuilding to do. That's where we find ourselves today. We also have a government response
in the US that tried to replace every bit of lost economic output, so we have the odd situation of the private sector being
“richer” (although the government is poorer, having more debt) than when the pandemic started. Money supply growth is
off the charts at a 27% annualized rate. For the moment it's a boom. This strength in the US will spill over to the rest of the
world economy (it already has in China) as vaccination and reopening progress. It is a reverse of the last several years
when the Trade War depressed global activity. The boom can't last, but we're early enough in a new economic growth
cycle that it's not the right time to think about how it ends.

The implications for the market are clear. Interest rates will keep on rising and the yield curve will steepen. Earnings growth
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will become the driver for stock returns, not stocks getting more expensive. Earnings growth will be strong, so stocks can
fight through higher rates. This is a time for value stocks. They will have faster earnings growth in the short run, driven by
the rapid economic improvement. As value stocks gain momentum, growth stocks will lose part of their attractiveness
because they are no longer the only game in town (this is especially true of the most dominant companies). Usually the
other side of a growth euphoria period such as we’ve seen is a panic as everyone tries to exit at once. But there’s no sign
of that so far, even though hyper growth stocks are down substantially from their highs in February. | would not have
thought it possible for the overall market to be able to move higher under these circumstances, but here we are at record
highs.

Some of the value adjustment will happen with foreign stocks. They haven't seen it so far, due to a slower pandemic
recovery, but | think it is coming. | believe that new value areas will emerge as the world economy gets moving. This is a
period where we need to keep our eyes open and be receptive to change.
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I'm sure that Ben Bernanke is cheering right now. He finally got his helicopter money. For economists, providing stimulus
to offset a downturn is a free lunch, because it's an investment that pays for itself by avoiding economic damage. Fine, in
theory, but humans are more complex than economic models. The problem is visible right now. People start to depend on
the support, and bill after bill follows. Who wants to be the emperor that cancels bread and circuses? To the contrary,
there’s a seduction about being the political party that delivers the bread and circuses to its loyal voters. This is about
something much more basic to our hature as social beings than a limited economic theory.

We've learned a few things about stimulus and government spending over the years, from the Japan experience and the
post-GFC years in the US. Worrying about the “demand side” (i.e. incentivizing consumption, whether government or
private), is useful to fill a hole when demand suddenly collapses (like during Covid) but can’t produce lasting economic
growth. It doesn’t actually do a thing except to create an IOU. This shouldn’t be a surprise. If we build a bridge to nowhere,
that spending doesn’t lead to any growth because the investment has a zero return and there’s no improvement in the
capacity to produce in the future. If the bridge builders happen to be unemployed at the time, there is some benefit because
it prevents the loss of productive capacity. Unfortunately, the impact of government spending on average is the economic
equivalent of the bridge to nowhere. Some of it does promote capability (think research, education, and advances driven
by military technology) while much of it actively suppresses capacity (like paying people to exit the workforce). The supply
side is the economy’s potential, and government sponsored demand historically doesn’t do much to improve it. A great
example of the supply side in action is a post war boom as labor transitions from fighting to building.

Bad economic events are usually about negative shocks to capital (although admittedly Covid was not). The history is that
capital is a lot more volatile and vulnerable to busts. | read a great piece recently about Japan’s lost decades. It explained
that the real estate crash and banking crisis was such a huge hit to private capital that private debt was overwhelming and
a long deleveraging occurred. The economy’s supply relies on both labor and capital. Capital in Japan shrank dramatically
in the years after the crash and didn’t rebound. Demand was never the problem, and the government spending didn’'t do
anything to fix the capital problem (in fact, it hurt it). Since the problem was with capital shrinkage, the response had to be
in that area to fix it! To this day, they don’t understand that only growth of capital investment will offset their labor decline
to produce economic growth. In the US, after the Great Financial Crisis, we thankfully were able to recapitalize banks and
get capital growing again, which was the key difference in the outcome from a similar crash coming from real estate debt.
The moral of the story is that you want to avoid causing capital bubbles (Hello, Jay Powell?) and that you need to fix them
when they bust. With Covid, the demand stimulus was reasonable and effective. But unfortunately, it doesn’t stop there.

How does prolonged massive government overspending impact the supply side? It depends on the return from that
investment. I've already argued that the return is close to zero in terms of economic productivity (but hopefully something
in terms of public good). There’s an analogy to medicine taken when someone is sick that can become toxic when taken
during health. Unemployment insurance that is higher than working paychecks literally pays people not to work.
Government spending always expands the government workforce, which generally is employed to regulate and control
private sector activity. The private sector then hires lawyers and compliance professionals to navigate the regulations. Not
too much innovation is happening on the government side, and they are busy finding ways to contain the innovation that
happens on the private side. Take the gig economy, for example, a great innovation for improving labor productivity.
Needless to say, the government wants to regulate it. We crowd out productive capital that has to earn a return with non-
productive government spending that is politically based and unavoidably corrupt. Congress is bringing back earmarks to
spending bills, what a surprise. Finally, the most damaging are the tax and capital confiscation policies that cause supply
side shrinkage instead of growth. The history of modern deficit spending is economic stagnation. It doesn’t produce growth
or prosperity, but instead an economy that doesn’t provide advancement for its participants. For those that think prosperity
is overrated, consider that it has a better track record of solving societal problems than not having prosperity does. So
ironically, if you want to fight climate change and improve social justice, the effective way is to incentivize the private sector
to do it, not for the government to spend gigantic sums for every year out to infinity.
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QTR YTD -
Small Cap Value |[27.73% | 27.73% $40,000
Russell 2000 12.70% | 12.70% $35,000
$30,000
$25,000
Scv |s&p 500 | | $20.000
Number of Holdings: {51 505 $15,000
Mkt Cap Mil (Avg).. |$1,433|$70,070 221888
P/E (TTM): 13.7 |39.9 N
P/B: 19 |41 o999 INN8eSNNN8R8g33 ]8R
ROE (Median): 14.5% [12.4% §§§§§§g§§§§§§§§§§§g§§§§§
SHYF | Shyft Group - o
AVNW | Aviat Networks Inc.
RCKY | Rocky Brands
ECOM | ChannelAdvisor Corp.
CUBI | Customers Bancorp Inc.
Energy 4.02% | Financials 23.10%
Materials 6.15% | Real Estate 0.68%
Impact| | industrials 18.51% | Technology 26.45%
AVNW |Aviat Networks Inc. 2.34% Consumer Discretionary 14.99% | Telecommunications Services 1.18%
RCKY |Rocky Brands 1.87% Consumer Staples 1.79% | Utilities 0.00%
UCTT (Ultra Clean Holdings 1.37% Healthcare 1.97% | Cash 1.15%
CUBI |Customers Bancorp 1.12% Total 100.00%
SHYF [Shyft Group 1.08%
Impact 15% 30%
VOXX | VOXX International |-0.16% 10% 20%
EGY VAALCO Energy, Inc. |-0.14%
AP Ampco-Pittsburgh -0.10% 5% - 10%
HELE | Helen of Troy Limited |-0.10% 0% 0% [
GDP Goodrich Petroleum |-0.09% S&P 500 Russell 2000 Value Growth

Past performance is no guarantee of future results. An index is unmanaged and is not available for direct investment. Allocations, holdings, sector
weightings, and performance contributors and detractors are subject to change and should not be considered as investment recommendations. It should
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