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The second quarter witnessed some of the strongest U.S. equity returns in years.  Did stocks anticipate the end of 
the Iran war?  Are they anticipating that mid-term elections will go in favor of this deregulatory and laissez-faire 
political regime?  Are they expecting a more dovish Federal Reserve based on the appointment of Kevin Warsh as 
chairman? 

The war in Iran and subsequent MOU (Memorandum of Understanding) remains front and center as far as the 
relevance to world markets is concerned.  Aggression towards Iran and the oil supply shock predictably had a 
negative effect on prices as the importance of the free flow of crude and refined products through the Strait of 
Hormuz demonstrated.  The war is highly counter-intuitive to an administration that is attempting to put downward 
pressure on inflation expectations in order to lower interest rates, however.  It has been our position that the U.S. 
Treasury has used many tools at its disposal with this singular objective in mind.  Until February of this year it had 
been highly successful as the price of oil had declined between 15-20% during the administration’s first year in 
office and inflation had declined as a result.  The Iran war has once again made clear the direct relationship between 
oil and inflation. 

The correlations to political success are fairly direct in that inflation tends to cast a negative pall on any incumbent 
administration.  An argument against the Biden administration during the 2024 presidential campaign was its 
inability to control inflation.  Similar headwinds faced the Carter Administration a few decades prior and the reasons 
for it are fairly clear.  Inflation eats away at consumers’ purchasing power and raises costs for business.  High 
inflation also has consequences for equity markets in that the higher discount rate applied to company valuations 
results in lower values.  In summary, inflation is simply bad all-around, with very few exceptions, while lower 
inflation tends to be beneficial all-around.  To overly simplify a complex issue, administrations favor less inflation in 
order to improve the economic growth which then increases the chances of their party’s re-election. 

Equity markets responded first to increased inflation expectations and afterwards to the likelihood that it would be 
very short-term in nature.  As we start July, risk appetites have once again flourished on the foundation poured in 
2025 of lower taxes creating greater spending power, of declining inflation lowering input, production and 
borrowing costs, and of deregulation leading to greater competitiveness.  Slightly more than one year following the 
implementation of significant tariffs, they are now barely mentioned in the press.  As far as stocks are concerned, 
the Iran War is now clearly in the rear-view mirror. 

The Federal Reserve now has a new chairman who appears highly qualified and who is also cut of a very different 
cloth from the prior four chairpersons.  We hope that Kevin Warsh will indeed be able to implement sound monetary 
policy decisions over the next few years as challenges will inevitably surface.  As we witnessed over the last few 
years, the importance of rates on the economy cannot be overstated.  Until 2022, Zero Interest Rate Policy – ZIRP 
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– encouraged risk taking whereby the reversal in 2022 resulted in a number of banks failing or being significantly 
impacted; First Republic, SVB Financial and Charles Schwab come to mind.  As well, equity markets responded 
negatively with the S&P500 down nearly 20% on the year.  Since interest rates increased in 2022, home and car 
sales have been lower than they might otherwise, creating economic and price distortions.  Kevin Warsh will also 
have to operate in an environment where the independence and role of the Federal Reserve are being reimagined.  
Monetary and fiscal policy distinctions are as blurred as they have been in many administrations which will 
inevitably result in added market complexity. 

As far as equities are concerned, markets are discounting mechanisms, but they don’t appear to be discounting very 
far into the future as indexes make new highs on the backs of very few securities.  In stark contrast to a few years 
ago when each had its own market to dominate, these market goliaths are no longer fighting David but themselves. 
Profit margins are either close to peaking or already declining while winners are far from decided.   

Due to elevated valuations, companies are rushing to issue stock and debt, go public and make acquisitive deals.  
SpaceX recently went public at a value in excess of $2 trillion; this for a company with under $20 Billion in revenues.  
Elon Musk’s influence should nevertheless not be downplayed as index providers Nasdaq and Russell are changing 
the rules in order to quickly include the company in their benchmarks, due to its size.  In what a few might view as 
counter-logical, these providers’ definition of size has little to do with revenues, let alone profits, and everything to 
do with market value.  As Value investors, we think there holds a long-term relationship between both, yet that is 
currently being ignored.  Mere days after going public, SpaceX announced a $60 billion all-stock deal to acquire AI 
competitor Cursor.  Not very long ago, a $60 billion acquisition would have elicited questions and raised a few 
eyebrows.  Today, that level of spending barely warrants a mention.  Open AI and Anthropic are also expected to 
go public with valuations above the trillion dollar level in short order, and they should, for this is as good of an 
environment as they will have in some time. While these may prove to be important businesses, we believe there 
is a distinction between business success and investment returns, and at today’s valuations we are content to 
concentrate our efforts with much more earthly endeavors. 

The Goliaths, circular finance and off-balance sheet instruments are not the only sources of concern we see in 
markets.  Many of the others we raised at the beginning of the year are still present.  They took a sudden respite in 
the Spring as risk tolerances quickly abated yet have since come back with a vengeance.  Prediction markets and 
additional betting innovations have not simply expanded but have exploded in popularity.  Many of these contracts, 
in addition to being of a highly speculative nature due to their binary outcomes, allow, if not encourage, financial 
leverage on the part of retail investors.  On that matter, we’ll say that we believe leverage has been the downfall of 
most if not all investor manias.  In the interim, they are ubiquitous in consumer ads with compelling stories of the 
common person striking it rich based on his and her unique insights.  As regulatory bodies endorse instead of control 
such platforms, little is left to restrain highly speculative fervor.  Markets function properly when certain guardrails 
are in place.  Once those disappear, investment principles that have stood the test of time tend to temporarily be 
ignored. 

As we look out towards the second half of the year and beyond, securities tied to anything AI are discounting 
permanent and insatiable demand in their products and services, some of which are presently in short supply.  Yet 
demand ultimately creates its own supply, eventually turning what had been pricing power on its head.  For the 
time being, threats to the bullish narrative are nevertheless being dismissed while space companies are in vogue 
and being valued at $10 trillion, courtesy of Wall Street.  For reference, only two countries on our quaint planet 
Earth boast a larger than $10 trillion economic product measured as GDP; those are the United States and China.  
The implications are worth pondering. 
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In perhaps refreshing contrast, we continue to follow time-tested investment principles in all securities available 
for purchase.  We seek fundamental attraction AND valuation attraction.  It is the combination of both attributes 
that creates durable, consistent and repeatable return patterns.  We invest not simply to grow our clients’ and 
shareholders’ wealth, but also to preserve it. 
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