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Dear Clients and Friends,

In recent quarterly updates, we noted that valuations for US stocks have been at or near all-time highs for
some time. Yet stocks continued to power upward on expectations for quarter after quarter of record
earnings. We also noted how concerns about massive investments in Al capital spending were causing
consternation among institutional investors leading to serious concerns. In the first quarter of this year,
investors found new concerns about the future viability of legacy software companies. Would rapidly
improving Al models substantially impact the business of these companies? And if so, would the debt
extended to software companies by the nation’s largest banks and private equity firms face repayment
troubles? Software companies faced their worst quarter in years as a result. Amazingly, the stock market
broadly held up despite all of these concerns. What nobody saw coming was a war in the Middle East and
oil shooting north of $100 a barrel.

All things equal, stocks will climb the proverbial “wall of worry” until there is a trigger to start the selling; the
war in the Middle East was that trigger in the first quarter. For the quarter, the S&P500 fell -4.6% while the
NASDAQ fell -7.1%. More notable, the major indexes had drawdowns from their peaks of around -10%.
Almost all the declines occurred in the latter half of the quarter, triggered by the war, and specifically angst
about high oil prices and volatility in the bond market where interest rates shot higher, showing unusual
levels of volatility.

The Price-Sales Ratio for the S&P500 is ~50% Higher than the Dot Com Peak
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It’s difficult to cover the innumerable ways in which rapidly rising oil prices and interest rates impact the US
economy, but they are severe and most certainly not good. Oil impacts nearly every corner of the economy
as transportation costs affect the movement of all goods, especially food, and travel, where energy costs are
the single largest variable input to prices. Perhaps of greater impact, Interest rates had been forecast to fall
this year, a scenario that seems far less likely now. The US housing market was already struggling under the
stress of high interest rates and now likely will remain stalled. As company expenses rise due to higher
interest rates and transportation costs, further belt-tightening is likely as companies attempt to maintain
sales targets. A clear area for expense cutting has, and likely will continue to be, reductions in headcount.
Layoffs will the lead to increased consumer debt and lower consumer spending, which powers 2/3 of the US
economy. The real danger here is a doom loop where cutting just begets more cutting. Already, several
brokerage firms and economists have significantly increased their forecasts for a recession in the next 12
months.

Oil Price vs Recession Probability

Goldman: 25% US recession probability — Oxford Economics: $140 triggers EU/UK/Japan recession
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While a recession may or may not occur, with the outcome heavily dependent on where the price of oil
stabilizes, the trend toward de-risking is clear and warrants caution. Very recently, a ceasefire in the war in
the Middle East has been agreed, however oil prices are still 75% higher than only 2 months ago. Given the
destruction of oil production and transport infrastructure, primarily in the Middle East, but secondarily in
Russia, it’s quite clear oil is not going back to $55 per barrel anytime soon. Economists generally believe that
the US could muddle through with oil prices in the $90ish range. But they agree that if oil stays above $100
on a sustained basis, this will present substantial challenges for the US economy and the stock market.

If you haven'’t already, you are likely to hear talk about “stagflation.” Stagflation is an economic condition
when inflation is elevated, unemployment rises and economic growth slows. New inflation data released
April 10t showed inflation running at the highest rate in 4 years, well above the GDP growth for the economy.
With inflation running hot, the Federal Reserve will temper their plans for rate cuts this year, with some
economists forecasting no rate cuts at all.
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Unemployment Rising Steadily Since Mid-2022
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Investors have been quick to point out that the stock market took a huge tumble in the spring of 2025 on the
unleashing of Trump’s tariffs only to come roaring back, pushing to new all-time highs later last year.
Investors may want to temper their enthusiasm a bit this time. While oil prices may drop back somewhat,
they are likely to remain quite high. And the macro-economic environment is changing in a number of
significant ways. While Al is booming, Al leaders have moved in many cases to financing data centers with
debt, off-balance sheet funding, or leases from other companies that are 100% debt financed. With interest
rates high, and recently rising, this could put some companies, and eventually the US economy, in a tenuous
situation down the road.

Corporate earnings are forecast to deliver huge growth this quarter. Investors will be listening very closely to
earnings calls this month and next for signs that the Al impact is overstated and that the rise in energy costs
will have limited impact on future earnings. If investors can become convinced of those two things, the wall
of worry currently in place could lead to another push higher for stocks. If not, high market volatility will
continue with stocks treading water at best.

Fortunately, we have strategies to mitigate these risks and their impact on your investments. For many
accounts, your recent quarterly statements demonstrate that your investments did not suffer the painful
drawdowns that many investors suffered. As you know, we invest your money right alongside our own
money, starting from the fundamental philosophy that a good offense always starts with a strong defense.
We are grateful and humbled to be a trusted caretaker for your investments, and thank you for the many

referrals we have received in recent months.

To future profits,

F2n

Don Lansing Garrett Beauvais
Chief Investment Officer Portfolio Manager
512-289-0620 512-796-0233
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