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Suffice it to say, a lot has happened this quarter.

OnJanuary 3 the United States executed Operation Absolute
Resolve to arrest President Nicolas Maduro and his wife, Cilia
Flores. Later that month, President Trump announced his in-
tent to nominate Kevin Warsh to succeed Jerome Powell as
Chair of the Board of Governors of the Federal Reserve Sys-
tem. In February, the Supreme Court ruled that the Interna-
tional Emergency Economic Powers Act (IEEPA) does not grant
the executive branch authority to impose taxes or duties, offi-
cially defining tariffs as a form of taxation and, thus, striking
down the President’s unilateral imposition of tariffs. In re-
sponse, the administration utilized Section 122 of the Trade Act
of 1974 to re-impose tariffs for 150 days. Shortly thereafter,
the United Stateslaunched Operation Epic Fury, eliminating Su-
preme Leader Ayatollah Ali Khamenei and conducting vast mil-
itary operations in the region. All the while, investors have be-
come concerned with Al disruption fears, resulting in signifi-
cant price action in multiple sectors, but particularly regarding
Software as a Service companies, earning the portmanteau of
“The SaaSacre”. That fear has spilled over into the world of pri-
vate credit as investors have become concerned that the debt
issued by the aforementioned software companies needs to be
repriced, eliciting redemptionsinilliquid vehicles. Private credit
funds have largely capped those redemptions, further perpet-
uating liquidity concerns.

Eachof these events,inand of themselves, would be significant
enough to dedicate an entire quarterly letter to. Recapping all
of them would demand an uncommon endurance of the reader.
So, rather than attempting to do so, a more productive use of
this quarter’s letter may be to discuss how our investment ap-
proachissuited and applied to navigate such environments. For
Q3 2024, | wrote a letter titled “Headlines and Heuristics: In-
vesting Through the News Cycle” which broadly spoke to the
advantage of remaining committed to a disciplined investment
philosophy amidst a period of dramatic headlines. Perhaps the
most noteworthy conclusion of that piece was,

It remains our job, at Harris Associates, to see through
these impending headlines (aye not ignore), understand
the impact to cash flows, and evaluate the resulting dis-
crepancy between price and value.

It is my hope that, this quarter, a more tangible example can
help illuminate the parenthetical phrase, “aye, not ignore,” to
help illustrate how we interpret changing inputs and, subse-
quently, how those inputs result in investment decisions made
for your portfolio.

You've likely heard us explain that “fairly valued” is when price
is equal to our estimate of intrinsic value and, further, that we

estimate the intrinsic value of a business based on an estimate
of “normal”. But what exactly does that mean? How does one
price for normal amidst events that feel anything but?

Apropos to the current environment might be an example of
estimating the value of an oil exploration and production (E&P)
company. Being in the business of selling oil, to do so requires
an assumption of the “normal” price of oil per barrel. What is the
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normal price of a barrel of oil? The commodity is notoriously
volatile - subject to economic sentiment, geopolitical events,
etc. Since as recently as January 1%t 2020, the commodity has
traded as low as $6.50 per barrel, during the height of pan-
demic fears, and as high as $120, in response to the current
conflictinlran. As of the writing of this letter, current prices are
hovering around $100. Should $100/bbl be considered normal?
Our opinion would be - at this moment - no. There are identifi-
able and understandable geopolitical events that have re-
stricted supply, pushing up prices. In fact, the market, more or
less, agrees. Looking at the current price for a barrel of oil that
will trade one year from now, Mr. Market believes oil prices will
be somewhere around $75 (and continue to decline further out
into the future). Thisis, likely, a much more realistic estimate of
normal.

A quick aside: These prices reflect the current market environ-
ment at the time of this writing (late March). With the situation
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in the Middle East rapidly changing, they are subject, and highly
likely, to change. That being said, for illustrative purposes, they
serve as a useful example.

Consider for a moment - in isolation - the difference in value,
assuming a constant discount rate, that would occur from
changing the assumption of normal oil prices from $75/bbl to
$100/bbl. A hypothetical and overly simplified (i.e., no associ-
ated costs) E&P company has, say, a single barrel to sell per
year for the next 10 years and, further, that we assume that the
price of oil over the next 10 years will be $75. If we increase that
assumption to $100, the value of the entire company increases
a commensurate amount: 33%! A stock price reaction in line
with the change in value, in this case, would be completely ra-
tional. If the stock price increased 33% (equal to the increasein
value), then the discount to intrinsic value that existed prior to
the change in oil prices would persist (and, further, in the same
magnitude). Our response would likely be no action despite the
significant increase in price. In this simplified scenario, there
has been no change in the discount to intrinsic value, thus the
investment - in isolation - is as attractive at $100/bbl as it was
at $75/bbl (albeit with a welcomed jump in pricel).

However, let’s consider the same hypothetical company, but a
more pragmatic path of oil prices, i.e., closer to the path as pre-
dicted by Mr. Market. Rather than increase the assumption to
$100 for each of the remaining 10 years, what if we assume
prices increase to $100 for one year and then, subsequently,
fall to $75 for the remaining nine. Assuming an arbitrary dis-
count rate of 10%, the value of the company would increase
5%. The increased cash flow next year (when the company can
sell their barrel at $100 vs. $75), has real value to the share-
holder and, thus, increases the estimate of intrinsic value. But
because one year from now the assumptionis that oil prices re-
vertto“normal”, the value increase s far shy of the 33% we saw
prior - when oil prices remained elevated for all ten years.

As of the time of this writing, the State Street SPDR Oil & Gas
Exploration & Production ETF (a decent proxy for E&P stock
prices more broadly) has increased ~15% since the beginning
of the conflict - far less than the increase in the price per barrel
of oil. A possible inference could be that the market has, ration-
ally, assumed that these oil prices will not prevail in perpetuity.
However, if our hypothetical view of “normal” has not changed,
and we follow the more pragmatic path of adjusting our com-
pany valuations for one year of higher cash flows, our estimate
of intrinsic value increases closer to 5%. As a result, stock
prices have risen faster than our estimate of intrinsic value
(15% vs.5%), and the discount to intrinsic value has shrunk! The
investment opportunity has, therefore, become less attractive
(again, inisolation).

As is the case with any investment, as the stock price con-
verges to our estimate of intrinsic value, our discipline is to sell

(and vice versa). In response, you can expect to see such ac-
tions taken in your portfolio.

Importantly, valuing businesses based on “normal” does not
mean reacting to consequential events with a proverbial shrug
- asiftosay, “These are not normal events, and thus do not im-
pact value.” Quite the contrary. It means actively updating our
estimates, but for only as far as we can comfortably see (one,
maybe two years max) and maintaining our estimate (if appro-
priate) of normal beyond that. The critical insight is that adjust-
ing the next one or two years of cash flows does not - typically
- change value as much as equity prices move in response to
dramatic, newsworthy events. That distinction is where dis-
counts to value expand or contract, eliciting trading activity.

Predicting the future is hard (this quarter reminded us all of
thatl). Doing it many times over, across varying industries, bor-
ders on the impossible. Yet, investing is inherently an exercise
in just that. How do we responsibly reconcile the two?

In my recent readings | stumbled across the phrase, “epistemic
humility.” As is typical of our modern era, | asked Al what it
means:

“episternic humility” -- The intellectual virtue of recog-
nizing the limitations of one's own knowledge, acknow!-
edging that beliets are provisional, fallible and subject to
revision. It involves an open-minded, self-questioning at-
titude toward personal biases, preventing arrogance and
fostering ongoing learning.

At Harris, we practice epistemic humility via our application of
“normal,” admitting that we do not possess a competitive ad-
vantage in our ability to predict the future many years out. Do-
ing so forces us to acknowledge that our long-term predictions
are provisional and fallible. Simultaneously, we are continuously
making revisions, updating our short-term assumptions so as
toreflect the economic environmentin our valuation estimates.

It is my hope that this quarter’s letter helped to bridge the gap
between the abstract summary of our investment philosophy
and how our discipline is applied.

As always, we thank you for entrusting us with your investment
assetsandyour continued support. Lastly, the best compliment
we can receive is a referral from a satisfied client. We appreci-
ate your referrals and handle them with the utmost care.

Mark C. Small, CFA
Portfolio Manager
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