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“Danger Will Robinson”

Reviewing the prior year of 2024, | often have the reaction “Does Not Compute”. “Danger Will Robinson” comes soon thereafter, but
| do try to avoid simultaneously flailing my retractable arms about. For any confused, please refer to the 1965 — 1968 Lost In Space
series which | consumed in the early 1970’s. While perhaps not the best that our 6 available TV channels offered at the time, these
phrases do have some merit when considering the current investment climate. These first three paragraphs of this note are a
summary of the entire letter. Those wanting a fuller picture can read the rest.

The market continued its upward trajectory. Over the last three years, Earnings per share growth for the S&P500 has been 5.5%. The
market index has returned 29%. In 2024 the S&P500 increased 25%. Your portfolio returns are not this high. 3 reasons explain why.
First, a lot of investors forget that they have bonds in their portfolio. Bonds are important in portfolios. The bond index was up 1% in
2024. So if you mix bonds with your stocks, your return quickly departs from 25%. Second, we believe in portfolio diversification,
which means that we include international stocks and small cap stocks in portfolios. The international index was up 4% in 2024. You
can currently buy international stocks at a 38% discount to domestic stocks. The small cap index was up 11.4% in 2024. Third, to the
extent that we have large domestic stocks in the portfolio, we do not choose the S&P500 as the exclusive investment vehicle. We like
to include investments that are more closely linked to and supported by the cash flows that they produce for us as investors. Let’s call
these value stocks. Large cap value stocks were up 14.2% in 2024.

The 2024 result of having a diversified portfolio of stocks, biased toward value (cash flow supported) and across geographies along
with bonds was a portfolio return in the middle single digits. The return of the S&P500 this year (and other market-cap weighted
indices) was a result of funds flow and speculation rather than sustainable gains based on economic fundamentals. But the return of
the S&P500 is the one broadcast over and over across the airwaves and print media. The reasons to avoid it as the exclusive vehicle
for stock investing remain today and are explained in the remainder of this letter. Index funds are supposed to be reasonably
diversified investments. We think there are issues. And consider that Schwab updated the prospectus of its U.S. Large-Cap ETF fund
to warn that it may become un-diversified as a result of it following the index that it follows. In other words, the large index funds
that hold trillions of investor assets might be becoming undiversified investments.

The question at hand is how much risk is there currently in the S&P5007 Is the performance in 2023 and 2024 a function of economic
realities or is the performance a result of something else. Does it matter?
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The answer to the question “Does it matter” is a function of personal preference or what styles of investing you are comfortable
with. One end of the spectrum of investing looks at the cash flows being produced by an investment and compares that stream of
cash flows with the price you have to pay. Is it worth it? If a bond pays you 4% or 5%, and then pays you your principal back upon
maturity of the loan, is it worth it? The cash flows with this investment are contractual arrangements, and assuming the borrower
will make good on the payments, there is little uncertainty about what the investment is worth to you.

Let’s call this end of the spectrum investment based on fundamentals. We can include some stock investments on this end of the
spectrum also if the price you pay for the stock is supported by the cash that the company actually produces. To preview the
punchline, this is the style of investing that we gravitate to.

On the other side of the spectrum we have those operating on the ‘Greater Fool Theory’ of investing. At the end of this spectrum,
you don’t really care about fundamentals. You invest in a ‘security’ because the price is going up, and you assume that a greater fool
than you will buy it from you at a higher price. | could include many cryptocurrencies in this category, but | will specifically pick on
one: Fartcoin. Yes, there is a cryptocurrency called Fartcoin. Issued in late October, 2024 at $0.04 per coin, the price fell to $0.02 per
coin a week after issuance. As | write this the current price is $1.53. So $10,000 ‘invested’ in Fartcoin on October 30, 2024 would be
worth $765,000 today, a little more than 2 months later. What should it be worth: S0 in my opinion. It is also my opinion that it
could arrive at that true value of SO at any moment.

Where is the S&P500 currently on this spectrum and what does that imply for future returns, at least for this index?
To help evaluate this question, let’s apply a metric to any asset. If the price can fall 100% (become worthless), can | as an investor
claim that the asset is then undervalued. If the answer is “No, | cannot claim that my now worthless asset has any value”, then

clearly this asset is on the “Greater Fool Theory’ end of the investment spectrum (some call this speculating).

What about a fall of 50%. If the price falls 50% and | cannot claim that it is now undervalued, is that asset also on the speculative end
of the investment spectrum? What about 30%?
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If your investment falls 33.3%, you would need to make a return of 50% to regain your original value. If an asset fell 33.3%, and the

best you could say is that it is now fairly valued, how long do you think it would take to make back that 50%? We don’t like
investments that can fall 33% only to say they have become fairly valued.

If Large Cap Growth stocks fell 33% from today’s value, they would be trading in line with their 20-year average valuation. | would
argue that Large Cap Growth stocks are now clearly on the “Greater Fool Theory” side of the investment spectrum.

If Large Cap Value stocks fell 15% from today’s value, they would be slightly undervalued compared to their 20-year average
valuation.

The S&P500 is in the middle of these two groups currently trading 27% above its 20-year average valuation. If we go back 30 years to
capture the dot.com bubble valuations in our average, the S&P500 is trading 21% above the higher 30-year average valuation.
Today’s high valuations will likely result in lower returns over the next few years. They are a result of an atmosphere of speculation
and also as a result of how index funds are positioned in our world. This deserves a longer discussion. Speculative atmospheres do
not last forever.

Valuations are high today, especially for growth stocks. At the beginning of 2001, valuations were also high (a bit higher than today)
again skewed towards growth stocks. Value stocks outperformed growth stocks each year for the next 6 years. At that time, value
stocks had built up a cumulative lead over growth of 67%. It would take another 14 years for growth to catch up and pass value. The
massive stimulus spending during 2020 resulted in growth beating value that year by 40%. Continued historic government stimulus
has grown growth’s lead.

Stocks go up over time. It’s important to ask why. Is it based on cash flows or is it based on people buying to buy, without regard to
thought about where the returns are coming from. We continue to believe that diversified portfolios tilted towards value will best
serve investors over the new few years.

Regards,

Peter B. Harre, CFA



