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Although we are stock pickers first and foremost, several themes in global markets should provide strong
tailwinds to our efforts and add to our enthusiasm for our investments. Broadly speaking these are: a new era
of a higher cost of capital, the large divergence in valuation for value companies globally relative to general
markets, the historic relationship between higher inflation and higher returns from value, and the enormous
spread in valuation between the US and non-US markets, while most of the investment public is overexposed
to an expensive US equity market.

Rising Cost of Capital

Events over the recent quarter strengthen our conviction that we are firmly in a new higher cost of capital era,
different than what was experienced post the Global Financial Crisis. The availability of cheap capital during the
previous decade increased the price of all assets globally. A higher and less manipulated cost of capital will
generally do the reverse, while also rewarding companies with high and consistent returns on invested capital.
This new era is probably bolstered by higher and more consistent inflation, keeping interest rates above the
almost zero cost of capital (federal funds rate) shown in the graph below after 2008.
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With the dramatic increase in interest rates recently by the Federal Reserve and other central banks to try to
rein in inflation, longer duration assets fell dramatically in price, especially longer-dated bonds. This is best
illustrated by the price movement of “safe” US treasury 30 and 20 year bonds issued in 2020 prior to the rise
in rates.
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These substantial declines in prices caught some by surprise and have started to cause havoc in selected parts
of the economy. Quite often interest rates rise until something breaks, and in this case it included the Silicon
Valley Bank in California and Credit Suisse in Switzerland. Unrealized losses in a bank’s investment portfolio
become realized losses when depositors suddenly want their money back and the institution is forced to sell
assets to meet redemptions. The size of these unrealized losses in the US is shown below on a graph taken
from the Federal Deposit Insurance Corp (FDIC) presentation to Congress.
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If you add to these potential investment losses at banks the unrealized losses on mortgages when they are
repriced for a higher interest rate environment, it is estimated that in March 2023 there was $1.8 trillion in
unrealized losses in the US banking system supported by $2.14 trillion in equity (the difference between bank
assets and liabilities). The FDIC had $130 billion to guarantee $10 trillion in insured deposits at the beginning
of 2023. This is now estimated at $100 billion, post the most recent bank failures, nowhere near enough to
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insure the full $18 trillion of US deposits estimated in the US banking system. Although the banking failures
were dramatic, the overall US banking system does not appear vulnerable to any systematic failure. The banking
system is generally in much better shape than the past. Most banks will not have to realize these losses unless
they experience large deposit outflows, which may occur at some smaller banks, but not systemwide. Although
the last few quarters have seen the largest deposit outflows on record, bank deposits grew at an unprecedented
pace in 2020 and 2021 as US consumers benefited from stimulus checks and a slow down in spending, so the
recent decline in deposits should not be a huge surprise.

QUARTERLY CHANGE IN DEPOSITS
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The larger US banks have benefited from an inflow of deposits leaving smaller uninsured banks. They also have
more liquidity on their balance sheets than smaller banks (38% of assets versus 29%) with lower loans-to-
deposits (51% versus 65% for smaller banks).

What is more interesting to us is the response by the US to stabilize the banking system, which probably means
the effort to combat inflation will slow (as interest rate increases will need to slow), and the possibility of a
recession in the US is probably more likely and sooner. With 80% of commercial lending in the US, 45% of
consumer loans and 80% of residential lending coming from small and medium sized banks (those under the
most pressure from deposit withdrawals), loan growth is likely to slow further, adding to the already apparent
pressure on economic growth from higher interest rates. In fact, in the last two weeks of March, US bank
lending fell by the most since records were taken in the early 1970s.

While the emphasis has been on tightening liquidity to combat inflation by raising interest rates and reducing
central bank balance sheets, the banking failures in the US and Switzerland have highlighted the limited ability
to raise rates much further without provoking further instability in the financial system. Failures following rate
increases normally bring rate increases to a stop.
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Central bankers have to weigh the possibility of further financial failures if they continue to raise rates versus
letting inflation run a bit higher than anticipated. These bank failures have resulted in a temporary reversal of
quantitative tightening with liquidity being pushed back into the economy, just as central banks are in the midst
of their efforts to control inflation. In March, a two week increase in the US Federal Reserve’s balance sheet
was the third largest after the Global Financial Crisis and Covid, with the vast amount of balance sheet reduction
that occurred over the last 6 months almost completely reversed. This liquidity has also been added to by
actions in Japan, China and the bailing out of Credit Suisse in Switzerland. Without an ability to raise rates and
with liquidity going back into the system, it is probably wise to expect higher inflation for longer. It is also likely
that while rates may be unable to rise much further, they are unlikely to come down in the future to the degree
some anticipate.

Value is Cheap and Benefits During Periods of Higher Inflation

Higher inflation has usually been associated with better returns for a value style of investing. In the US, the
two periods with similarities to today are the periods post WWII and during the 1970s. The graph below is a
comparison of value versus growth investing going back to the 1930s. When the blue line was rising, it was a
period when value outperformed growth. This was especially true in the periods mentioned above, and
dramatically so after WWII when the US inflated its way out of the massive debt built up during the war.
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Another way to see the performance of value and inflation is in the slide below, which shows inflation (blue line
- US CPI) and the 10-year rolling returns of value. During the 1940-1950 period and also in the 1970s, returns
for value were well above average.
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Not only does value do well during periods of higher nominal growth, which is now more likely to occur, it is
also cheap. The large outperformance of growth companies, many of which were able to access cheap capital
during the post GFC period, has left value at a distinct discount to growth and cheap on an absolute basis.
Relative to revenues, value companies are historically cheap, and the spread in valuation to growth companies
is as wide as the bubble in 2000.



Enterprise Value Relative to Trailing Sales
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The US is an Expensive Place to Shop for Investment Bargains

Despite the correction in equity prices last year, the overall US equity market is still overpriced versus history.
The price-to-sales for the market as a whole has declined, but just back to the level of the 2000 stock market
peak.

S&P 500
Price to Sales Ratio
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Price-to-earnings levels have also declined, but this seems more like a repricing due to higher rates, not yet
taking into consideration a further rerating which may occur as earnings fall during a possible recession. In
addition to the possibility of slowing economic growth, revenue growth in the US is struggling to keep pace with
cost growth, which is normally associated with declining margins. As the slide below from Morgan Stanley
indicates, when this occurs (red circles) there has typically been larger declines in net margins (blue line).
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The US consumer, typically 2/3 of economic growth, has been spending the large amount of accumulated
savings during the pandemic. Most analysis of this spending indicates it will be worked down by year-end.
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There are many reasons to suspect the US may be headed for a recession. First, the yield curve is extremely

inverted. The 10-year to 3-month Treasury yield spread is the most negative in history, with all previous
negative periods in the graph below preceding an economic slowdown.
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US leading economic indicators, the NY Federal Reserve recession probability model and CEO Confidence all
point to a similar conclusion. America’s economy is more than likely recession bound. According to CLSA, since
1960, each time the New York Fed’s US Recession Probability Index has risen above 33% and the Conference
Board'’s Leading Economic Indicator YoY change has dropped below 1%, a recession has ensued. The current



prints for these metrics are now 54% and -6% respectively. We don't really know if the US is going into a

recession or not, but it would be highly unusual if it did not, and it is certainly not reflected in most estimates.

CONFERENCE BOARD US LEADING ECONOMIC INDICATORS

R

| V“\b”“

20 4

15 4

FARAT s i A

10

0
5

-10 1

-20 4

-25

1202/1/6
0zoz/1/e
810¢/1/6
L102/1/€
s102/1/6
¥102/1/€
z102/1/6
1102/1/€
6002/1/6
8002/1/¢€
900¢/1/6
S002/1/€
€002/1/6
200¢/1/€
0002/1/6
666T/T/€
L661/1/6
9661/1/€
¥661/1/6
€661/1/€
1661/1/6
066T/T/€
8861/1/6
£86T/1/€
586T1/1/6
v861/1/€
2861/1/6
1861/1/€
6L61/1/6
8/6T/1/€
9/61/1/6
SL6T/1/€
€L61/1/6
2L6T/1/€E
0L61/1/6
696T/1/€
£961/1/6
996T/1/€
¥961/1/6
€961/1/€
1961/1/6

» 096T/T/€

EHGDUSY Index (R1)

LEI YOY Index (L1)

Source: Bloomberg, HPL

NY FEDERAL RESERVE PROBABILITY OF RECESSION IN US

:

120.0

100.0

o = S o =]

o
©

(=1
©

o
b=

o
N

o

€zoe/t/n
zeoe/1/L
1202/1/C
6102/1/6
8102/1/%
9102/T/TT
ST102/1/9
$102/1/1
z102/1/8
1102/1/€
6002/1/0T
8002/1/5
9002/1/21
5002/1/L
$002/1/2
200¢/1/6
1002/1/¥
666T/T/TT
8661/1/9
L661/1/T
S661/1/8
v66T/T/€
266T1/1/0T
1661/1/S
686T1/1/2T
8861/1/L
L861/1/C
5861/1/6
+86T/T/v
Z861/1/T1
1861/1/9
086T/1/T
8/6T/1/8
LL61]T/€
S/61/1/0T
vL61/1/S
2L61/1/CT
1£61/T/L
0L61/1/2
8961/1/6
L96T/T/p
G96T/T/TT
$961/1/9
€961/1/T

Source: Bloomberg, HPL

If you combine cost pressure with slowing economic growth, the possibility of declining earnings in the US has
increased dramatically. Earnings declines in a recession can be significant, as can the multiple used on earnings

to price assets. The earnings decline in the S&P 500 during recessions going back to the 1920s is shown below.

Since 1990, the declines have ranged from -19% to -92% during the GFC.
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Earnings expectations in the US today seem too high given all of these factors pressuring economic growth. If
you factor in a recessionary decline in earnings, and assume the market sold at a lower multiple on these
adjusted earnings, the potential downside for the equity market is still substantial. The slide below shows
potential EPS declines of -15% or -25% on 2022 and 2023 actual/estimated earnings and the potential market
drop if the market sold at 18x or 15x these “recessionary” earnings.

S&P 500

Current Level as of March 31, 2023 = 4,108

Earnings Per Share (EPS)

2021 Actual = $198
2022 Actual = $223
2023 Consensus Estimate = $220

Scenarios

Source: HPL, Bloomberg

Price to Earnings (P/E)

$223 less 15% = 189 (mild recession) x 18 =
$223 less 25% = 167 (regular recession) x 18 = 3,006 (-26%)

$223 less 15% = 189 (mild recession) x 15 = 2,835 (-30%)
$223 less 25% = 167 (regular recession) x 15 = 2,505 (-37%)

P/E = 20.7x
P/E = 18.4x
P/E = 18.6x

3,402 (-17%)

10



Non-US Markets are Full of Great Investment Opportunities

The good news is that non-US markets are full of cheap investments and the US market still has pockets of
outstanding value. Non-US stocks are at a historic discount relative to US stocks on a price-to-earnings basis.

INTERNATIONAL PRICE TO EARNINGS DISCOUNT VERSUS US
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When comparing US equity prices to 10-year average earnings, long-term valuations are below 2000, but still
elevated relative to history. By contrast, global ex-US valuations are well below average.

SHILLER CYCLICALLY ADJUSTED PRICE TO EARNINGS (CAPE) RATIO

X
45 -

40
35

30 A

25 +

20 A

15 A

10 ¢

5 T T T T T T T
1985 1990 1995 2001 2006 2012 2017 2023

—US: Shiller's P/E = 29.1x —Global ex US: Shiller's P/E = 15.0x

Source: Refinitiv, Credit Suisse Research

11



Conclusion

Investing on behalf of clients is an honor and a privilege, something we don’t take for granted at Holowesko
Partners. This is an incredibly tough business, requiring equal amounts of humility and courage built on a
foundation of careful analysis. This is also an incredibly interesting business and we are intensely passionate
about our work. We are excited about our ability to find attractive investments in an environment of worry,
crisis and concern. We are also consistently trying to learn and improve our analysis of return and our estimates
of risk. In investing you have to assume an element of risk to generate returns. Although we have demonstrated
our ability to evaluate and manage risk, we are always seeking to improve.

Thank you for your continued support.

Notices and Disclaimers: Information Purposes Only Not Investment Advice or a Public Solicitation: This document does not contain financial advice or recommendations
to acquire financial products from Holowesko Partners Ltd. or other financial products. The information in this document has been prepared without taking into account any investor's
objectives, financial decisions, situations or needs. Therefore, before making an investment decision, investors should consider their own objectives and seek such financial, legal or tax
advice as they deem necessary or consider appropriate. This document does not contain offers or invitations to acquire any financial products from Holowesko Partners Ltd. or other
financial products and the information in the document is not a prospectus, product disclosure statement or other offering document. Such an offering will only be made to qualified
investors by means of a private offering memorandum and related subscription documents and only in those jurisdictions where permitted by applicable law. None of the contents of
this document constitutes a recommendation to purchase, sell or hold any security, investment product or similar investment or to pursue any investment strategy. The document may
include information regarding past and/or present portfolio investments managed by Holowesko Partners Ltd., and/or its personnel. It should not be assumed that investments made in
the future will be comparable in quality or performance to the investments described herein. Further, references to past or present portfolio investments should not be construed as a
recommendation of any particular investment or security. Current and previous portfolio investments listed or described on this document are not to be considered a complete list of all
investments historically made by Holowesko Partners Ltd, a complete list may be made available upon request. Any past performance information in this document is not necessarily
indicative, or a guarantee of future results. Holowesko Partners Ltd. makes no representations or warranties of any kind, expressed or implied, about the completeness, accuracy,
reliability, and suitability of the information sourced from third parties in this document. Notice to Australian Residents: In accordance with the licensing relief that Holowesko
Partners Ltd. received from ASIC (Australia Securities & Investments Commission), written disclosure is required to all persons to whom the financial services are provided in Australia
(before the financial services are provided) containing prominent statements to the following effect: (1) Holowesko Partners Ltd. is exempt from the requirement to hold an Australian
financial services licence under the Corporations Act in respect of the financial services; and (2) Holowesko Partners Ltd. is regulated by the SEC under US laws, which differ from
Australian laws. This document does not contain offers or invitations to acquire any financial products from Holowesko Partners Ltd. or other financial products and the information in
the document is not a prospectus, product disclosure statement or other offering document under Australian law.
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