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Outlook Recap
The year 2020 will be remembered as the year COVID-19
shut down the world. It was also a year of a recordbreaking recession, a trade war with a major economic
partner, and a contentious presidential election. For
investors, it was a year of extremes and a roller-coaster
ride in the stock market. In 33 days, between February
19 and March 23, 2020, the Russell 3000 index, a broad
measure of the stock market, lost 35%; the fastest bear
market in history. By August 21, almost five months later,
the index was at its pre-pandemic level. The index ended
the year up 76.8% from its March low; the most impressive
recovery ever.
The year also saw the most significant decline in Gross
Domestic Product (GDP) as the economy shrank at
an annual rate of 32.9% in the second quarter. The
unemployment rate went up by 11% in a matter of weeks,
and oil prices went negative as the May oil futures contract
settled at negative $37 a barrel. The 10-year U.S. Treasury
yield reached its lowest level in history. The most extensive
fiscal stimulus packages and the most significant Federal
Reserve (FED) quantitative easing (QE) measures in history
were enacted.
The New Year ushered a wave of optimism after multiple
vaccines were announced in November 2020 and the
market took off. The pillars of this bullish narrative were
the end of the political uncertainties surrounding the
presidential election, the rollout of the new vaccines, the
Federal Reserve’s easy monetary policy, the prospect of
a substantial fiscal stimulus package, the better than
expected earnings growth, and the increase in retail
investor participation in the stock market.
The first quarter of 2021 saw more back-to-back stock
market highs coupled with a change in market leadership.
Value stocks outperformed growth stocks which
dominated last year. In fact, value outperformed growth by
almost 10%, the largest difference in twenty years.
The MSCI World Value Index has gained 9.8% in Q1, while
the technology-heavy MSCI World Growth Index gained
only 0.3%.
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The expectation of super-strong post-lockdown growth
fueled by better than expected stimulus packages and
vaccine rollout progress created a strong sector rotation.
Cyclical sectors like Energy, Financials, and Materials
outperformed. In fact, the only sectors with double-digit
gains in Q1 are cyclical: Energy (30.8%), Financials (15.9%),
Industrials (15.9%), followed by Materials (9.1%) while
Technology, the dominant sector in the past quarters,
made only 2%.
The quarter also saw another strong rotation from large
stocks to small ones. The small companies of the Russell
2000 index made 12.7%, while the larger ones of the
Russell 1000 index made only 5.9%.

In the bond market, the biggest headline of the quarter
was the sharp rise in the U.S. Treasury yields. The 10-year
Treasury went from 0.9% on January 1, 2021 to 1.7% on
March 31, 2021 a 90% increase; sending almost all bond
market sectors down. Some market participants attributed
the sudden rise in yields to more robust economic growth
prospects, while others see rising inflation expectations as
the culprit. The yields are also affected by the increase in
real interest rates, which are a gauge of economic growth.
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2021 Outlook Update

Status of Reflation Trade Rotation

We believe the same strong tailwinds that fueled the stock
market to new highs in the first quarter are likely to persist
in the second quarter. These include accommodating
Federal Reserve policies, robust vaccine rollout,
continuously better-than-expected earnings growth, strong
fiscal support, and a resilient U.S. consumer.

A reflation trade tends to involve assets that benefit from
an economy with an above-average growth rate and
above-average inflation. If investors forecast a reflation
trade, they will favor Small Cap, Cyclical sectors, and Value
stocks as they historically outperform in such an economic
environment.

The Federal Reserve is willing to let the economy run hot
to achieve maximum employment. It is determined to keep
rates low and maintain ample liquidity in the market by
conducting a $120 billion/month bond purchase program.
They are not worried about inflation and consistently state
any inflation would be transitory.

As we discussed in the recap section, our 2021 outlook
is for small-cap and cyclical stocks to perform well in
2021 and thus far it has materialized. However, since
mid-March, we have seen the reflation trend reverse as
large growth stocks outperformed small value. The chart
below shows the ratio of large growth stocks in the Russell
1000 Growth Index and small value stocks in the Russell
2000 Value Index. As you can see, since the vaccine news
broke out at the beginning of November 2020, Small Value
outperformed large growth stocks until mid-March 2021,
when the trend reversed.

The robust vaccine rollout is allowing for the reopening
of the economy to gain further momentum. The Centers
for Disease Control and Prevention (CDC) is projecting at
the current daily-administrated vaccine rate and with no
vaccine hesitancy, 70% of the U.S. adult population will
be vaccinated by July, making some normalcy easier to
achieve.
The earnings growth has been phenomenal in the past
year, and we believe it will continue for the rest of the
year. For example, the S&P 500 earnings from Factset
are around $185 per share and are now above the prepandemic peak of $179/share. The pent-up demand from
U.S. consumers should give earnings a boost for the rest
of the year.
The passage of a new infrastructure package could
provide a boost to the equity market. This would benefit
cyclical stocks, especially those in the Industrials and
Materials sectors.
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Is This The End for Reflation Trade?
We do not believe so. These groups have delivered
solid returns for four months. They were overbought in
mid-March from a technical perspective, and a pullback
and some consolidation were expected. We believe the
catalysts for a resumption of the reflation trade are higher
first quarter earnings growth for cyclical sectors, better
economic data in the months ahead, and higher bond
yields resulting in price compression for lofty-valuation
stocks. We continue to believe the reopening trade has
plenty of room to run. However, we may see short bursts of
growth outperformance from time to time due to the virus
uncertainties or anxieties about inflation.

Risks To Our Outlook
There are some lingering concerns about these back-toback market highs we have been witnessing since the
vaccine announcement in early November 2020.
Chief among them are the COVID-19 virus uncertainties.
The rollout for the vaccines is underway, and the U.S. has
seen nearly 26% of its population vaccinated. However, the
recent downbeat headlines about the coronavirus are a
concern. Rising infections worldwide, the virus mutations,
and vaccine setbacks may increase vaccine hesitancy and
slow down the reopening of the economy.
The significant other concern is the increase in market
expectation for future inflation that may lead the Federal
Reserve to taper its purchases and raise rates sooner than
expected. The U.S. Government has passed two massive
stimulus bills during the pandemic well in excess of $5.8
trillion.

The Fed has also helped by buying debt and issuing
loans to small businesses, which the pandemic has
negatively affected. With all this money in the system,
there is concern it will lead to higher inflation in the future.
Demand is strong, although the supply chain continues
to have bottlenecks in many industries. However, some
suggest this could be transitory and will eventually come
back down.
Stretched valuations and sentiment indicators continue to
rattle the market and are likely to lead to a potential nearterm consolidation. All valuation metrics continue to be
above their long-term averages. Earnings have rebounded
strongly over the past 12 months, and the S&P 500 index
earnings per share are projected to hit new highs in 2021.
In addition, guidance has become more robust in the past
few weeks. However, the strong earnings rebound has
been coupled with a strong performance in stock prices.
This combination has resulted in higher valuation levels as
prices may have gone too far too fast relative to earnings.
New highs in the last few months have pushed optimism
even higher, and in some cases to levels never seen
before. Fund managers have poured into the stock market
and now have their allocation to equities near all-time
highs. Investors Intelligence, which measures investor
sentiment, indicates the percentage of bulls in the market
is excessively high. However, if the market trend reverses
and the herd changes direction, this could signal trouble
on the horizon.
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Conclusion
Overall, during the second quarter, we believe the equity
market should see some consolidation or move higher
amid the previously mentioned tailwinds. The reflation
trade should resume. Our research suggests small caps
may outperform large caps, value to do better than
growth, and cyclical sectors to outperform defensive
ones. However, we can’t stress enough the importance of
diversification across styles and sizes.
In a change from our December 2020 outlook, we believe
developed nations offer value over emerging markets.
We like cyclical European stocks, as we see them getting
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a handle on their vaccination programs. The reopening
should have more room to go in Europe than anywhere
else, in our assessment.
However, we believe the easy part of the reflation trade is
over and recommend being very selective by looking for
value and quality stocks.
In the bond market, we believe shorter duration bonds are
better than longer duration bonds. Floating rates, bank
loans, and preferreds may perform well compared to
corporate and treasury securities.

For Investors:
Equities
― Secular bull market trends should remain intact, with
successful vaccine rollout, Federal Reserve QE Infinity,
potential further fiscal stimulus, positive earnings growth
picture, elevated personal savings, and huge pent-up
demand
― The previously lagging cyclical sectors and economically
sensitive industries may remain market leaders
― Value and small cap stocks may continue their
outperformance
― International markets may outperform domestic ones
― Diversification across size and style is important

Fixed Income
― Shorter duration bonds may fare better than longer
duration bonds
― Floating rates, bank loans, and preferreds may
outperform corporate and treasury securities

What Can Go Wrong
― The rising infections worldwide, the virus mutations, and
the vaccine setbacks may increase vaccine hesitancy
and slow down the reopening of the economy
― Higher inflation because of supply chain disruptions or
higher than expected economic growth
― Federal Reserve to taper its bond purchases and raise
rates sooner than expected due to an unexpected rise in
inflation
― Permanent economic scarring
― Higher taxes and regulations
― Stretched valuation and euphoric sentiment indicators
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Disclosure

This information is of a general nature and does not constitute financial advice. It does not take into account your individual financial situation, objectives or needs,
and should not be relied upon as a substitute for financial or other professional advice to assess, among other things, whether any such information is appropriate
for you and/or applicable to your particular circumstances. In addition, this does not constitute an offer to sell, or the solicitation of an offer to buy, any financial
product, service or program. The information contained herein is based on public information we believe to be reliable, but its accuracy is not guaranteed.
Investing involves risks, including loss of principal. Past performance is no guarantee of future results.
ALPS Distributors, Inc. 1290 Broadway, Ste. 1000, Denver, CO 80203 (Member FINRA). ALPS is not affiliated with James Investment Research, Inc. or James Capital
Alliance, Inc.
Investors should consider the investment objectives, risks, and charges and expenses of the James Advantage Funds (the Funds) carefully before investing; this and other
information about the Funds is in the prospectus, which can be obtained by calling 1-800-99-JAMES. Read the prospectus carefully before you invest.

Definitions

Reflation Trade: the name given to the belief that assets that benefit from a strengthening economy and a pickup in inflation will outperform safer and steadier
ones.
Quantitative Easing: is a form of unconventional monetary policy in which a central bank purchases longer-term securities from the open market in order to increase
the money supply and encourage lending and investment. Buying these securities adds new money to the economy, and also serves to lower interest rates by
bidding up fixed-income securities. It also expands the central bank’s balance sheet.
QE infinity: When the Federal Reserve engages in Quantitative Easing without a defined timeframe.
Large Cap: are defined as the group that account for the top 70% of the total market capitalization of the U.S. equity market.
Small Cap: are defined as the group that account for the bottom 10% of the total market capitalization of the U.S. equity market.
Growth Stock: A growth stock is any share in a company that is anticipated to grow at a rate significantly above the average growth for the market and have typically
higher valuation multiples than the market.
Value Stock: is a stock with a price that appears low relative to the company’s financial performance, as measured by such fundamentals as the company’s revenue,
dividends, yield, earnings and profit margins.
*Russell 1000 Index: The Russell 1000® Index measures the performance of the large-cap segment of the U.S. equity universe. It is a subset of the Russell 3000® Index
and includes approximately 1,000 of the largest securities based on a combination of their market cap and current index membership. The Russell 1000® represents
approximately 92% of the U.S. market.
*Russell 2000® Index: measures the performance of the small-cap segment of the U.S. equity universe. The Russell 2000® Index is a subset of the Russell 3000® Index
representing approximately 10% of the total market capitalization of that index. It includes approximately 2,000 of the smallest securities based on a combination of
their market cap and current index membership.
*Russell 3000 Index: The Russell 3000® Index measures the performance of the largest 3,000 US companies representing approximately 98% of the investable US
equity market.
*Russell 1000 Growth Index: measures the performance of the large- cap growth segment of the US equity universe. It includes those Russell 1000® companies with
higher price-to-book ratios and higher forecasted growth values.
*Russell 2000 Value Index: measures the performance of small-cap value segment of the U.S. equity universe. It includes those Russell 2000 companies with lower
price-to-book ratios and lower forecasted growth values.
*S&P 500 Index: S&P (Standard & Poor’s) 500 Index is a market-capitalization-weighted index of the 500 largest U.S. publicly traded companies.
*MSCI World Value Index: captures large and mid cap securities exhibiting overall value style characteristics across 23 Developed Markets (DM) countries.
*MSCI World Growth Index: captures large and mid cap securities exhibiting overall growth style characteristics across 23 Developed Markets (DM) countries.
*Indexes are not managed. One cannot invest directly in an index.
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