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Two-Headed Investment Monster

As we've hit the halftime mark for the investment year 2022, we
are faced with a daunting two-headed monster. One head is the
first full year of unwinding what Charlie Munger called, “the biggest
financial euphoria episode in his career, because of the totality of it”
The second head is what we call “wolverine inflation,” which is mean
and leaves a stench. This combination is powerful and, in many ways,
unprecedented. How do we navigate a stock market which is dealing
with a two-headed monster?

John Kenneth Galbraith, in his book, A Short History of Financial
Euphoria, explained today’s circumstances quite well:

“That the free enterprise economy is given to recurrent episodes
of speculation will be agreed. These---great events and small,
involving bank notes, securities, real estate, art and other assets
and objects---are, over the years and centuries, part of history.”

Munger, who has seen 75 years of these episodes, is looking at the
last five years realizing that what happened to tech stock valuations
became a financial euphoria episode. As a result of five consecutive
years of record performance among the largest of the large-cap stocks,
a mania developed among research analysts, portfolio managers and
individual investors, believing that these FAANG stocks were a ticket
to countless wealth. Investors, both institutional and individual, were
trained like Pavlov’s dog in a “just buy the dips” mentality.

What has happened to second and third-tier tech stocks is a financial
euphoria episode in and of itself. Munger recognizes that crypto
became its own episode, as did clean energy investing, meme stocks,
Robinhood trades, and IPOs and SPACs. This euphoria has manifested
in participation/ownership of common stocks by households at levels
only seen at the most major stock market tops of the last 100 years:
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Household Equity Ownership Near All-Time Highs... which has been Inversely Correlated
with S&P 500 Forward Returns Historically

Correlation coefficient since 1952 =-.84
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Simultaneously, the circumstances which could cause the Federal
Reserve Board to lose control of inflation surfaced over a year ago. The
Fed so hoped that the problem of inflation would go away that they
dubbed it “transitory” This explosion of price increases followed the
pandemic just as the economic textbooks of my college years would
have prescribed: Too many people with too much money chasing too
few goods.

To deal with the pandemic war (COVID), the U.S. Government borrowed
$6-7 trillion dollars and printed money. In tandem with this massive
liquidity, 90 million millennial Americans started to form households
and join adulthood for the first time. Then, as if we needed another
inflation driver, our under-investment in energy was made glaringly
obvious when Russia invaded Ukraine and caused the price of oil and
gas to soar.

While ESG investing has soared in popularity:
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Two-Headed Investment Monster

Investments in oil and gas disappeared:

Therefore, inflation has reached 8.6%, and the on-the-ground
inflation rate in many cities is most likely even higher. In an effort
to make up for their error of one year ago, the Fed is now raising
the federal funds rate aggressively and pulling its buying of bonds
in the open market. Unfortunately, the proverbial cat has been let
out of the bag and this wolverine inflation animal is especially hard
to get back into its high-elevation cave.

Action plan for the Two-Headed Monster

“Anyone taken as an individual is tolerably sensible and
reasonable—as a member of a crowd, he at once becomes a
blockhead”

—Friedrich Von Schiller, As quoted by Bernard Baruch

Our plan for dealing with the unwinding of the financial euphoria
episode is the same as the plan we had before it began to unwind.
You avoid the areas which were part of the euphoria and don’t try
to be a hero:

Dip-buying behavior from retail investors has not wavered.
Even as stocks have nosedived, retail investors have kept buying..

smeadcap.com 877.701.2883

2ND QUARTER 2022 NEWSLETTER

The five-year chart below compares the returns of the S&P 500
Index, the S&P Global Clean Energy Index, the ARK Innovation ETF
NAV Index and the Russell 1000 Value/Growth Total Return Index:

We believe you need to avoid these formerly glamorous stock
groups for many years. We loved to use eBay (EBAY) as a poster
child back in 1999 for the dotcom bubble. We bought it eight
years later and have done very well on it. We wouldn’t have done
well if we bought it in the early years of that bear market, or even
five years later. If you think this bear will be shorter and or less
damaging than the dotcom bear market of 2000-2003, you could
be showing your inexperience!

Where do we believe we can make money in the next two years?

Inflation-Adjusted Total Returns for Select Asset Classes, 1971—1981 -~
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We are very excited about the zeitgeist which will develop as
wolverine inflation emerges as a more permanent problem.
Investors will chase companies that benefit from 90 million
millennials replacing 65 million Gen-X Americans in the key
27-45-year-old age group. The 1970s were all about household
formation among baby boomers and the liquidity created by the
Federal Government to fight the Vietnam War and to fight poverty,
with President Johnson’s Great Society legislation in 1968.
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Household formation among millennials should drive a big
increase in necessity spending, at the expense of discretionary
spending. The stocks which did well from 2010-2019 were all
about single people spending money on non-necessity personal
pleasures. Necessity spending among the 27-45-year-old group
could encourage investment success in oil and gas, real estate
and residential housing.

The biggest problem investors have is their willingness to invest in
former darlings being crushed by the first six months of this bear
market. This bear market won't die until there is a capitulation
in the money flows into darling tech stocks, crypto and other
speculative investments covered by Friedrich Von Schiller.

As we wrestle with the “Two-Headed Investment Monster” and
position ourselves to benefit from “Wolverine Inflation,” we ask for
your patience, thank you for your confidence in our discipline and
always suggest that investors fear stock market failure!

/ol w,

Bill Smead Cole Smead, CFA

Chief Investment Officer President & Portfolio Manager
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The recent growth in the stock market has helped to produce short-term returns for some asset classes that are not typical and may not
continue in the future. Margin of safety is the difference between the intrinsic value of a stock and its market price. The price-earnings ratio
(P/E Ratio or P/E Multiple) measures a company’s current share price relative to its per-share earnings. Alpha is a measure of performance on
a risk-adjusted basis. Beta is a measure of the volatility of a security or a portfolio in comparison to the market. Growth investing is focused on
the growth of an investor’s capital. Leverage is using borrowed money to increase the potential return of an investment. Momentum is the rate
of acceleration of a security’s price or volume. The earnings yield refers to the earnings per share for the most recent 12-month period divided
by the current market price per share. Profit margin is calculated by dividing net profits by net sales. Quality is assessed based on soft (e.g.
management credibility) and hard criteria (e.g. balance sheet stability). Value is an investment tactic where stocks are selected which appear to
trade for less than their intrinsic values. The dividend yield is the ratio of a company’s annual dividend compared to its share price.

The information contained herein represents the opinion of Smead Capital Management and is not intended to be a forecast of future events, a
guarantee of future results, nor investment advice.

Smead Capital Management, Inc. (“SCM”) is an SEC registered investment adviser with its principal place of business in the State of Arizona.
SCM and its representatives are in compliance with the current registration and notice filing requirements imposed upon registered investment
advisers by those states in which SCM maintains clients. SCM may only transact business in those states in which it is notice filed or qualifies
for an exemption or exclusion from notice filing requirements. Registered investment adviser does not imply a certain level of skill or training.

This newsletter contains general information that is not suitable for everyone. Any information contained in this newsletter represents SCM’s
opinions, and should not be construed as personalized or individualized investment advice. Past performance is no guarantee of future results.
There is no guarantee that the views and opinions expressed in this newsletter will come to pass. Investing in the stock market involves gains
and losses and may not be suitable for all investors. Information presented herein is subject to change without notice and should not be
considered as a solicitation to buy or sell any security. SCM cannot assess, verify or guarantee the suitability of any particular investment to any
particular situation and the reader of this newsletter bears complete responsibility for its own investment research and should seek the advice
of a qualified investment professional that provides individualized advice prior to making any investment decisions. All opinions expressed and
information and data provided therein are subject to change without notice. SCM, its officers, directors, employees and/or affiliates, may have
positions in, and may, from time-to-time make purchases or sales of the securities discussed or mentioned in the publications.

For additional information about SCM, including fees and services, send for our disclosure statement as set forth on Form ADV from SCM using
the contact information herein. Please read the disclosure statement carefully before you invest or send money.
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