DISTILLATE CAPITAL

Small Stocks, Big Debt Issues

The sharp rise in interest rates and corporate bond yields has
signiﬁcant implications for corporate proﬁts, particularly among
smaller stocks. Debt burdens are relatively low among large-cap
stocks (proxied by the S&P 500 ETF), but much higher in the
smaller cap space, as is evident in the large debt ratios of the Russell
2000 and Russell 2000 Value ETFs in Figure 1. Indebtedness for
Distillate’s U.S. large-cap strategy in red is comparable to that of the
S&P 500 while our small/mid strategy has substantially less debt
than its benchmarks.

Adjusted net debt to EBITDA levels are much higher for smaller stocks.

Figure 1: Adjusted Net Debt to EBITDA
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That smaller stocks have higher debt ratios than large stocks is
counterintuitive, as smaller companies tend to have more volatile
businesses and thus a prudent debtload should arguably beless. This
issue also causes borrowing costs, on average, to be higher for smaller
companies. Because of this combination of higher debt and greater
borrowing costs, interest expense as a share of EBITDA (earnings
before interest, taxation, depreciation, and amortization) is much
higher for smaller stocks than larger stocks. This is clear in Figure 2
which plots this percentage in both the prior fiscal year (FY0) and the
current fiscal year (FY1) using analysts’ consensus estimates.

High debt levels and rising borrowing costs have caused interest expense
as a share of EBITDA to be very elevated for small stocks.

Figure 2: Interest Expense as a Share of EBITDA
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Several things are notable from this analysis. First, the absolute
level of interest expense as a share of EBITDA is very high among
small-cap stocks at around 25% for the Russell 2000 and Russell
2000 Value ETFs, but considerably lower for large-cap stocks and
Distillate’s U.S. Small/Mid Quality Value (SMID QV) strategy.
This is a function of stocks in our SMID QV strategy having both
substantially less debt and lower interest costs on that debt.

Second, while the increase from FYO to FY1 is substantial and is
related to the rising rates, it does not yet capture the full extent of
the changed rate environment. Interest expenses typically roll higher
gradually over time as bonds mature and companies issue new debt
at higher rates to replace maturing debt. The effect is faster for
smaller companies that tend to issue shorter-maturity bonds than
for larger companies, but it remains that the analysis does not reflect
how much higher interest expense may go as a share of corporate

profits.

To get a better sense for how much further interest costs could
rise, we can use current bond yields to estimate interest expenses
going forward. To do this, we mapped weighted average bond
yield-to-maturities for all companies with data, and then compared
it to estimates for FY1 interest expense as a share of total debt to
back into an average cost of debt. This comparison between current
interest expense as a share of total debt and current bond yields is
shown in Figure 3.

This analysis highlights how much higher current bond yields are
than current interest expenses and indicates how much higher
interest expenses could ultimately climb. The figure also confirms
that smaller stocks face substantially higher borrowing costs than
large-cap companies, though this is less true with our SMID QV
strategy where the higher quality nature of the companies and lower
debt levels mean their bond yields are considerably lower.

FY1 interest expenses as a share of net debt are much lower than current
bond yields and would be expected to roll higher over time as corporate
bonds mature and companies have to replace cheap debt with more
expensive debt.

Figure 3: Interest Expense to Net Debt in FY1 vs. Current
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If companies faced current interest expenses that reflected prevailing
bond yields, interest expense as a share of EBITDA would amount to
around a third of EBITDA for small cap benchmarks vs. under 10% for our
SMID QV strategy.

Figure 4: Hypothetical Interest Expense as a Share of

EBITDA at Current Bond Yields
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To estimate where interest expenses could ultimately go as a share of
EBITDA, we can use the data from Figure 3 to estimate what the
interest share of EBITDA would be at current bond yields rather
than FY1 interest costs. The results are depicted in Figure 4 and
show that while interest expenses are likely to move higher for large
cap stocks, the cost will still amount to less than 10% of EBITDA
versusaround 7% last year. The comparable figure for the more highly
indebted small cap Russell 2000 ETF, however, is nearly 33%, which
is 9 percentage points above the already elevated FY1 estimate. For
the Russell 2000 Value ETF, the potential interest share of EBITDA
is even higher at almost 36% and nearly 10 percentage points above
the FY1 level. For our SMID QV strategy, by contrast, the interest
share of EBITDA is a substantially more manageable 9% and is less
than 2 percentage points above the FY1 estimate. The 25-percentage
point gap between the potential interest expense share of EBITDA
for our portfolio and the small cap benchmarks is meaningful and
implies a substantially lower risk related to rising rates among our

holdings.

A compounding problem for higher interest rates for smaller companies is
that a significant portion of small companies are not expected to generate
positive free cash flows in the next twelve months.

Figure 5: Share of Benchmark/Strategy That Is Expected
To Generate Negative Free Cash Flows
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Compounding this issue of rising interest costs for small stocks is
a problem of profitability. Figure 5 shows the percentage of each
benchmark or strategy by weight that is not expected to generate
positive free cash flows in the next twelve months. While this
figure is a reasonably small 3% for the S&P 500 and zero for each
of Distillate’s strategies, it is a concerningly high 14% for both the
Russell 2000 and Russell 2000 Value ETF benchmarks. So at exactly
the time many small cap companies will see rising debt costs squeeze
their profitability, a large number of them are not profitable to begin
with.

In summary, our SMID QV strategy looks highly differentiated
from its benchmarks regarding the potential consequences of higher
interest rates and the resulting impact on profitability. Some of
the benefits of this contrasting risk profile are likely reflected in the
significant outperformance over the prior year when interest rates
began moving higher (See Figure 6). But as the analysis of bond
yields showed, interest expenses are likely to continue to move
substantially higher for small stocks as they converge over time to
where bond yields have already gone. As this occurs and given the
lack of profitability for many small stocks, a number of companies
may face significant pressures. As this transpires in the coming years,
the contrasting the low leverage and lack of unprofitable stocks in
our SMID QV strategy may continue to provide a significant relative
advantage and critically reduced risk profile compared to the broader
small cap markets.



Annualized performance net of fees for Distillate's Small/Mid Quality Value strategy is around 9 percentage points
above the Russell 2000 and Russell 2000 ETF benchmarks.

Figure 6: Distillate’s Small/Mid QV Performance
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Cumulative Return (Inception through 9/30/23)
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Distillate Capital Partners LLC (“Distillate”), is a registered investment adviser with United States Securities and Exchange Commission in accordance with
the Investment Advisers Act of 1940. The firm's list of composite descriptions is available upon request.

Distillate claims compliance with the Global Investment Performance Standards (GIPS®). GIPS® is a registered trademark of CFA Institute. CFA Institute does
not endorse or promote this organization, nor does it warrant the accuracy or quality of the content contained herein. To receive a GIPS Report and/or our
firm's list of composite and broad distribution pooled funds descriptions please email your request to info@distillatecapital.com.

The U.S. Dollar is the currency used to express performance. Returns are presented net of management fees and include the reinvestment of all income. For
non-fee-paying accounts, net of fee performance was calculated using a modeled management fee equal to the highest investment management fee that
may be charged for the applicable composite (see fee schedule below). For accounts calculated with a per share, net-of fee NAV, gross performance was
calculated by adding back the unitary fee associated with that fund. Policies for valuing investments, calculating performance, and preparing GIPS Reports
are available upon request.

The investment management fee schedule for the strategies discussed are as follows: 0.39% for U.S. Fundamental Stability & Value, and 0.55% for U.S. Small/
Mid Quality & Value.

This material is provided for informational purposes only and is not intended as an offer or solicitation for the sale of any financial product or service or as a
recommendation or determination by Distillate that any investment strategy is suitable for a specific investor. Investors should seek financial advice regarding
the suitability of any investment strategy based on their objectives, financial situations, and particular needs. The investment strategies discussed herein may
not be suitable for every investor. This material is not designed or intended to provide legal, investment, or other professional advice since such advice always
requires consideration of individual circumstances. If legal, investment, or other professional assistance is needed, the services of an attorney or other profes-
sional should be sought. The opinions, estimates, and projections presented herein constitute the informed judgments of Distillate and are subject to change
without notice. Any forecasts are subject to a number of assumptions and actual events or results may differ from underlying estimates or assumptions, which
are subject to various risks and uncertainties.

Allinvestments in securities, options and derivatives involve a risk of loss of capital and no guarantee or representation can be made that an investment will
generate profits or that an investment will not incur a total loss of invested capital. Past performance does not guarantee future results and there can be
no assurance that the future performance of any specific investment, investment strategy, or product will be profitable, equal any corresponding indicated
historical performance level(s), or prove successful. Investment returns and value will fluctuate in response to issuer, political, market, and economic devel-
opments, which can affect a single issuer, issuers within an industry, economic sector or geographic region, or the market as a whole. Furthermore, nothing
herein is intended to imply that Distillate's investment strategies may be considered ‘conservative’, ‘safe’, "risk free” or ‘risk averse." Portfolio holdings and
sector allocations are subject to change at any time and should not be considered recommendations to buy or sell any security. The information in this
presentation has been obtained or derived from sources believed to be reliable, but no representation is made as to its accuracy or completeness. Actual
holdings and performance may differ between accounts or vehicles offered by the Firm due to the size of an account, client guidelines, or other constraints
and restrictions related to that account or vehicle.

This presentation contains forward looking statements, which can be identified by the use of forward-looking terminology such as ‘may’, "will’, "should’, "ex-
pect’ “anticipate’, ‘target’ ‘project’” estimate’, ‘intend’, or "believe’, or the negatives thereof or any other variations thereon or other comparable terminology.
Because such forward looking statements involve risk and uncertainties, actual results may differ materially from such expectations or projections. Any such
forward-looking statements should not be construed to be indicative of the actual events that will occur nor should they be considered guarantees of future
events in any form.

The U.S. Fundamental Stability & Value composite seeks to distill a starting universe of large cap U.S. equities into only the stocks where quality and value
overlap using Distillate's proprietary definitions. Its goal is to achieve superior compounded long-term returns by limiting downside in periods of market stress,
while still providing strong performance in up markets. This composite was created in May 2017.

The U.S. Small/Mid Cap Quality & Value composite seeks to distill a starting universe of small- and mid-cap U.S. equities into only the stocks where quality
and value overlap using Distillate's proprietary definitions. Its goal is to achieve superior compounded long-term returns by limiting downside in periods of
market stress, while still providing strong performance in up markets. This composite was created in March 2019.

Figure Methodology notes:

1. Leverage is measured in the form of total debt relative to normalized lease-adjusted consensus estimates for earnings before interest, taxation, depreci-
ation, and amortization (EBITDA).

2. Interest expense as a share of EBITDA is calculated for the entire benchmark or strategy and excludes companies without data. Approximately 70% of the
S&P 500, Russell 2000 ETF and Russell 2000 Value ETF by weight had available data and over 90% of our SMID/QV and large-cap U.S. FSV strategies did.
Bank stocks were excluded to avoid the issue of higher interest expenses that were offset by higher interest income.

3. Bond yields were obtained by FactSet by taking weighted average yield to maturities for all public companies with debt between 1 and 20 years and
mapping this back to the constituencies of each benchmark or strategy. Companies with negative net debt (or positive net cash positions) were excluded.
Estimated FY1 net interest expense was calculated as a share of net debt for each company with available interest and EBITDA estimates with banks again
being excluded along with companies with negative net debt (or positive net cash positions)

4. Estimated FY1 interest expense as a share of net debt for each company with available data is assumed to adjust to the current prevailing bond yield for
companies with available data to estimate the potential change in interest expense. This hypothetical interest expense is then expressed as a share of esti-
mated FY1 EBITDA to create an interest share of EBITDA comparable to what was shown in Figure2, but at the potential interest level of prevailing bond yields.
5. Based on next-twelve-month consensus estimates for free cash flow from FactSet. Companies without estimates are excluded and the benchmarks or
strategies reweighted.

Free Cash Flow refers to a company's operating cash flow, less its capital expenditures.
The iShares Russell 2000 ETF and iShares Russell 2000 Value ETF are investable benchmarks used as a proxies for the underlying indexes of the Russell
2000 Index (an index of U.S. listed small cap stocks) and the Russell 2000 Value Index (an index of U.S. listed small cap stocks that possess attractive val-

uation as measured FTSE Russell).

Indices are not available for direct investment. Investment in a security or strategy designed to replicate the performance of an index will incur expens-
es, such as management fees and transaction costs, which would reduce returns.
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