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KNOW WHAT YOU OWN: THE BENEFITS OF PROFITABILITY
FOR SMALL AND MID CAP STOCKS

Brian Kute, CFA | Managing Director of Research & Senior Portfolio Manager

A Growing Percentage of Small and Mid Cap Companies Are Operating in the Red

As public companies operate with the intention of delivering profits to their shareholders, long-term return generation
depends on growing those profits over time. However, a growing percentage of companies fail to achieve the goal of
positive net profit. The chart below illustrates that as you move lower in market cap unprofitable companies make up a
larger percentage of their respective universe. Over the past 15+ years, we have seen an increase in the percentage of
unprofitable companies among the smaller cap ranges - a trend that cannot simply be explained by cyclical spikes of
profit losses that occur during recessions. Alarmingly, over 40% of small cap stocks are now unprofitable.
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Note: Large Cap = Russell 1000, Mid Cap = Russell Mid Cap, SMID Cap = Russell 2500, Small Cap = Russell 2000
Source: Johnson Asset Management, FactSet, As of 4/30/2023
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Why has this percentage been increasing? We point to a few key reasons for this trend: First, there are practical factors
such as the mix of businesses that make up small and mid cap companies shifting more towards industries with increas-
ing spend on intangible assets, such as R&D and trademarks, which are expensed immediately rather than amortized.
This leads to decreased profitability now as companies invest in what they hope will lead to future revenues. Second,
over the past decade plus, lower costs of capital have enticed smaller companies to be more aggressive in capital invest-
ment and acquisition. Finally, in recent years, the dynamic global environment has forced management teams to navi-
gate global trade disruption, manage inflationary pressures, find qualified workers, and prioritize technological advance-
ment, all while continuing to develop new products and execute well on current initiatives. Some management teams
have navigated these challenges well and boast healthy profit margins, however an increasing number of small and mid
cap companies have struggled to remain profitable.

Removing Unprofitable Companies Improves Risk AND Return

Historically, unprofitable companies have underperformed profitable companies over time. Active management offers the
chance to remove these unprofitable companies from an allocation. In fact, eliminating unprofitable companies both
reduces the risk and enhances the return across market cap ranges. For small and mid cap stocks, over the past 20 years,
the returns of companies with positive net income have beaten those of companies with negative net income by more
than 400 bps annually. At the same time, companies with positive net income also reduce risk, exhibiting 70% of the risk
of companies with negative net income, as measured by the monthly standard deviation of small and mid cap stocks.

Annualized Return (20 Yr.) Annualized Standard Deviation (20 Yr.)

12% 30% 27.95% 27.73% 9

10.32% 10.45% 0 : 26.42% 27.23%
10%  9.13% 9.47% 25%

7.82% 19.78% 19.29%
8% 6.76% 20% 9.29% 17.97%
: 16.32%

6% N 15%
453% 4.97% 6
4% 10%
2% 5%
0% 0%

Small Cap SMID Cap Mid Cap Large Cap Small Cap SMID Cap Mid Cap Large Cap

m Positive Net Income  m Negative Net Income mPositive Net Income  ® Negative Net Income

Methodology: The study covers the 20-year period ending 5/31/23. The statistics referenced are based on an equal-weighted, monthly rebalanced return
series across a variety of market capitalization benchmarks. They are not directly comparable to the market-cap weighted indices, but the return series
was constructed from the historical constituent data of the Russell 2000 (Small), Russell 2500 (SMID), Russell Midcap (Mid), and S&P 500 (Large).

Source: Johnson Asset Management, FactSet, As of 5/31/2023

Both the growing proportion of unprofitable companies within the small and mid cap space, as well as the superior risk
and return characteristics of profitable names over time suggest that it has become increasingly important to know what
you own within your small and mid cap allocations.

Any expectations presented should not be taken as a guarantee or other assurance as to future results. Our opinions are a reflection of our best judgment at the time this presentation was created, and we disclaim

any obligation to update or alter forward-looking statements as a result of new information, future events or otherwise. The material contained herein is based upon proprietary information and is provided purely
for reference and as such is confidential and intended solely for those to whom it was provided by Johnson Investment Counsel. If you have any questions about our fixed income strategies and how we might tailor
them to fit your investment objectives, please call 513.389.2770 or via email at info@johnsonasset.com.
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