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Raik Hoffmann - Fund Manager FPM AG

e Experience in German equities since 1997
e Funds: mutual funds FPM Funds Stockpicker Germany Small/Mid Cap, FPM Funds Ladon - European Value,
special mandate for Sycomore Asset Management, Paris

e Fundamental environment for euro-zone equities is still better than perceived by the media

e Global economic upswing is continuing to strengthen

e Speculative bubbles on the bond market and in some related asset classes

e Growth expected to be stronger than generally anticipated - partly based on insights from
our discussions with companies

e Pressure to normalise monetary policy increasing by the month

e Since summer 2016 portfolios have been systematically aligned to the beneficiaries of higher
interest rates and/or stocks where constant interest rates are priced in

For FPM Funds Ladon - European Value:

e Equities are still the preferred asset class

e Sovereign and corporate bonds remain uninteresting
e Potential returns are higher in Europe than in the USA
e Promising position in value stocks

Fundamental economic situation

Indicators are pointing upwards - but the media is overwhelmingly sceptical

The fundamental environment for euro-zone equities is still a good deal better than is generally perceived
by the media. Alongside a positive credit cycle, which is finally pointing upwards after many years,
consumers are the main force driving the European economy. The increase in purchasing power is due to
the steady drop in unemployment in the euro zone: it is currently 9.3 %, the lowest level since March 2009.
In countries with full employment, e.g. Germany, significant pay rises are becoming apparent.
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In addition, it should be noted that the main period of austerity in Europe is over and, following the upsurge
of various populist parties, the pendulum seems to be swinging back towards a somewhat more relaxed
budget policy. Even in Germany, tax cuts are being promised again.

This positive economic scenario is further fuelled by the ECB's fear of deflation (bond purchases], which is
currently reflected in growth in the M1 monetary aggregate of around 9% in the euro zone as a whole. All in
all, there are good prospects that growth will be around 1.5 -2 % in 2017, with potential for more (see
below). The slight population growth and 1 % productivity increase are almost exactly in line with growth
potential. That is nothing very spectacular and global demographic and debt trends suggest there is little
likelihood of a big improvement in the long term; but it is not a disaster either. One positive factor is
doubtless the fact that the upswing is finally fairly synchronised worldwide.

It is amazing how much scepticism accompanies this upswing. The election of Trump, the French elections
and elections in Italy in the near future. And if there is nothing left to feed the scepticism in our
hemisphere, attention turns to North Korea. Strange though that the Korean equity market (KOPSI) has
started to rise after many years of consolidation - although Seoul is within reach of North Korean artillery.
Somehow, there seems to be a dichotomy between how the risks are viewed locally and how the media
report them in Germany. And then there's the threat of an impeachment process against Donald Trump.
That would naturally by HUGE, if it weren't for the fact that his possible successor is Mike Pence, who
would probably be far more predictable. TREMENDOUS. Evidently, tax cuts or programmes to stimulate the
economy would, at the very least, be postponed. But would that be so bad?

Facts suggesting that there will not be a stock market crash

In the past, stock market crashes were preceded by speculative bubbles, a sharp hike in oil prices and/or
rising interest rates (the last two of which were often linked).

In our view, there is absolutely a speculative bubble on the bond market, and - more or less developed -
a bubble in related asset classes such as (or in some areas of] the real estate sector and shares in
companies with above-average earnings quality (bond proxies). While there is some speculative
cheerfulness in a few shares, this definitely does not apply to the entire German equity market.

We also appear to be shielded from the risk of a sharp hike in oil prices, at least in the foreseeable future.
The prospect of a speedier switch to electric vehicles, increasingly cheap energy from renewable resources
(in sunny regions, solar power generation now costs € 0.03 per kWh), the chronic financial difficulties in
almost all oil-producing countries and the fracking industry in the USA, which is a swing producer, all
indicate that a sharp rise in oil prices is relatively unlikely in the near term. The only remaining risk factor
is therefore that interest rates could rise stronger.

That said, in the foreseeable future we do not expect interest rates to rise to levels that would be
appropriate for the current economic development. Nevertheless, it is amazing that the investment
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consensus finds it almost impossible to imagine rising interest rates. While short interest in T bonds in the
USA was at a record level at the start of the year, it has now reverted to a very high net long position.
Leaving aside the now typical Q1 weakness in the US economy, growth rates are quite pleasing around the
world. The purchasing managers’ indices for Europe, which actually posted a further rise in May, have been
indicating GDP growth of 3 % for months, at least insofar as the past high correlation is still valid today.
The ifo business climate index being at the highest level since 1991 (reunification boom!!!) - speaks
volumes. Moreover, high index levels for the current situation and relatively low index levels for business
expectations show the engrained scepticism for whatever reason. Although the sentiment indicators are
good, 2 % growth in the euro zone is the most the economists can conceive of. The pessimists and those
who have been predicting a correction for months can naturally take the view (probably with some
justification) that from now on the macro surprises can only be negative. But perhaps the truth lies
somewhere between the two and growth will be better than expected, even if the sentiment indicators
weaken. At any rate, that is what the figures and the comments from our discussions with companies
suggest.

Pressure to normalise monetary policy increasing by the month

Be that as it may: at present, neither key interest rates nor bond yields match the broadly based economic
upswing that we are currently seeing in the euro zone. According to the Taylor rule, a monetary policy rule
used by central banks to set interest rates, the key interest rate for Germany should be around 6 - 7 % (!)
at present. Even for the euro zone as a whole, interest rates are already too low, while for Italy they would
have to be far lower than they are at the moment. The ECB will never be able to please everyone, and some
countries such as Italy and Greece provide arguments as to why the ECB will try to press ahead at full
steam for as long as possible (even if implementing reforms would be more effective). However, every
month, in which the economy recovers, unemployment falls and there is a successive rise in inflation, will
pile on the pressure to normalise monetary policy, if only because the negative repercussions of a zero
interest policy (e.g. lower profits at banks, negative impact on pension funds and possibly greater efforts by
individuals to save for retirement, increasingly speculative investments by many investors, etc.] will
increasingly gain the upper hand, especially relative to the expected positive effects. Whether that takes
three months or six months is irrelevant. The markets will anticipate it early on and exchange rates are
already starting to respond. Instead of the widely predicted parity to the US dollar (or even slightly lower],
the euro is suddenly starting to appreciate (incidentally, current account balances favor appreciation).

A similar situation is seen against the Swiss franc.

Central banks around the world will doubtless endeavor to switch to a more restrictive monetary policy too
slowly rather than too fast. The ECB will most likely wait as long as possible but it will probably gradually
take its foot off the accelerator in 2018, and is likely to announce that at the latest by autumn. The Fed will
continue to use every reason to proceed slowly and in this respect a US president under fire could buy time.
Massive tax reductions (preferably on credit) and a big infrastructure programme would probably result in
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considerable inflationary pressure in the current economic situation in the USA, i.e. quasi full employment
with rising wages, and possibly put pressure on the Fed to raise interest rates more quickly.

Anyone who still expects yields to drop against this background needs consider the prospect of an
immediate recession. In the best case, yields could remain unchanged, but probably only for a few months.
Higher inflation means that real interest rates have fallen further in many places despite the rise in
nominal rates and are actually negative in some cases. Monetary policy in most major countries is
therefore still extremely accommodating or has become even more accommodating. If all market players
wake up simultaneously, as they did last autumn, interest rates could well rise slightly faster. A one-
percentage point increase in long-term rates may not sound very dramatic, but it depends whether rates
rise from 5 % to 6 % or from 0 % to 1 % and the corresponding mortgage rates rise from 1 % to 2 % [which
means that interest on mortgages would double). We also find it difficult to judge how strong an impact
rising interest rates would have and, above all, where the pain threshold would kick in on the market.

We are charting new territory with extremely low interest rates and that is no doubt one reason why central
banks are taking an extremely cautious approach.

Positioning of our portfolios

However, we prefer to be “rather early than sorry”. Since last summer we have therefore been
systematically aligning our portfolios to shares that will benefit from rising interest rates and/or are
already trading at such a low level that unchanged interest rates are already priced in (e.g. banks,
companies with high pension liabilities). Moreover, we are avoiding investments that have benefited first
and foremost from low interest rates (bond proxies). Although the valuation discount on these companies is
no longer as big as it was last autumn, there are still very attractive investment opportunities in this
segment. Above all, these companies should offer higher downside protection if interest rates should
nevertheless do the unthinkable.

Pricing and absolute valuation of the equity portfolio

In view of the valuation spread outlined above, we still see selected equities - but also the entire market -
as the preferred asset class. In particular, equities where not everything is going “smoothly” or with
slightly lower visibility are still trading on very attractive valuations.

With real growth of around 1.5 - 2 % in the euro zone, government bonds remain uninteresting from a
fundamental viewpoint and are completely overpriced. Thanks to the ECB, this now also applies to
corporate bonds with high credit standing.

The DAX is currently valued at a PER of around 14, about two points below the EuroStoxx. Germany's
valuation is still at a multi-year low compared with Europe, which does not seem entirely logical to us given
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the stabilisation of global growth and the German equity market’s higher cyclical exposure. We therefore
still see an above-average number of favourably valued equities on the German market.

Technical market data

The markets are continuing to reject massive consolidation. Although there is still a lack of market breadth
in the USA (especially when an all-time high is reached), this seems to indicate lower return prospects or a
need for consolidation, rather than an upcoming crash. The credit side (junk bond yields, spreads, etc.) still
looks extremely good and mitigates against problems in the immediate future. Europe looks considerably
better and is even more interesting than the USA from a valuation point of view.

Fund positioning

Asset allocation

In view of the positive backdrop outlined above, we are remaining fully invested in equities, especially as
many stocks still have very favourable valuations. Government bonds are absolutely overvalued so we
continue to hold a short position in the bund future, which will deliver a positive performance when interest
rates rise.

Individual stocks

In the reporting period, we sold our shares in AKKA Technologies SE, France, because the valuation
discount relative to German competitors had narrowed. We added Wacker Chemie AG, Germany, which
should earn a high free cash flow in the future following a hefty investment programme in recent years. We
also massively increased our exposure to Heidelberger Druckmaschinen AG, Germany, because we are
very impressed by its strategy of focusing on consumables.

Outlook

At present we do not see any significant need for portfolio adjustments. As we have explained, we are
relatively positive about the future economic trend and many of the shares in our portfolio are trading on
very low valuations. We are therefore sticking to our positioning and will be using selective opportunities to
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raise our holdings. In particular, we consider our position in value stocks, which most investors are
avoiding, to be very promising.

Sincerely yours,

Raik Hoffmann

Disclaimer: All opinions given in this quarterly report reflect the current assessment of FPM Frankfurt Performance Management AG which may
change without notice. In cases where information contained in this document derives from third parties, FPM AG accepts no liability for the
accuracy, completeness or appropriateness of such information, although FPM AG only uses data that it deems to be reliable. The statements and
information contained in this document do not constitute a personal recommendation to buy or sell financial instruments within the meaning of the
German Securities Trading Act (WpHG).




