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e Experience in German equities since 1990
e Funds: mutual funds FPM Funds Stockpicker Germany All Cap

e Things (seem to) usually turn out differently than you expect
e Top-down: The stock market hasn’t reacted at all — Bottom-up: Massive shifts

e Disruptions bring significant new opportunities

e We need to talk about the war in the Persian Gulf

e Different conditions: We expect a perceived stalemate

e Cannot be ruled out: The U.S. plan works out, which wouldn’t be bad for the stock markets
e We remain optimistic considering the opportunities

e Opportunities through building greater European resilience

e Quality at prices not seen in a long time

Things (seem to) usually turn out differently than
you expect

The first quarter was a tough one: Instead of a
continuation of the tentative economic recovery
that was beginning to take shape in Europe and
Germany, the war waged by the U.S. and Israel
against Iran led to significant setbacks in the
market. Energy prices skyrocketed, but other
commaodities, such as fertilizers exported from the
Gulf region, also became more expensive.
However, the decisive question — beyond all
aspects of the war —was not the level of prices, but
rather the long-term physical availability of the
products. The financial markets are assuming a
relatively short conflict lasting a few weeks, as
evidenced not only by the rapid but not overly

severe price distortions in general and the rise in
futures  prices  which, however, remain
significantly below the prices for immediately
available commodities. We share these
expectations and consequently remain largely
invested given the low valuations; we have not
hedged, which would only be conceivable in
extreme cases, nor have we built up a cash
position. Why we believe a short duration of the
war is the most likely outcome: more on this
below.

We can of course adjust this strategy daily if
developments warrant it in our view. But
developments over the past few days have tended
to reinforce our previous view. If 10-15% of global
oil and gas consumption was indeed unavailable,
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this could have potentially massive consequences.
Even the shortfalls that have already occurred will
become evident in economic indicators: growth
down, inflation up.

Top-Down: The stock market hasn’t reacted at all
— Bottom-Up: Massive shifts

As for the German stock market, the first quarter
saw significantly divergent price movements
considering the dramatic global developments.
Looking at the index, not much has happened: just
slight losses which leads many observers to
assume that the stock market is in denial. In our
view, that is a denial of reality and has nothing to
do with the facts. The winners to a significant
extent are companies from three sectors:

e Everything that revolves around energy, now
that prices have risen and the EU’s strategic
vulnerabilities have once again become apparent,
just as they did in the defense sector four years
ago.

e Everything that revolves around Al, which
naturally benefits the energy sector even more, as
well as semiconductor manufacturers, equipment
suppliers, and capital goods manufacturers in
related fields.

e And for the first time in years the chemical
industry is benefiting from the fact that Chinese
manufacturers with their massive overcapacity are
no longer driving down global prices due to the
globally feared shortage of raw materials.

On the downside, there were also various sectors

e Last year’s winners such as banks, where the
environment has not (yet?) deteriorated, but
profit-taking seemed likely after several years of
outperformance.

® Obviously: automakers and suppliers, consumer
goods, tourism.

e Above all, however, stocks that have been
deemed to have above-average quality in the past
and have consequently commanded above-
average to high valuations.

¢ And finally, companies that, in addition to above-
average quality, also commanded particularly high
valuations thanks to high expected growth rates.
This applies to companies in the software, IT
services, media, and “internet companies” sectors
of all kinds. Here, one can formally attribute the
price losses to the possibilities and promises of Al,
so as not to have to admit that one simply
accepted valuations that were too high. We do not
mean to downplay the challenges posed by Al. But
occasionally the environment in which a company
operates changes and if no risk premium has been
factored in the decline proceeds at full speed.

Consequently, the stock markets have by no
means failed to take current conditions into
account — quite the opposite. Even if this looks
very different from the perspective of a top-down
analyst or an investment strategist.

Disruptions bring significant new opportunities

In this regard, the shift in valuations has opened
up entirely new sectors that we will be looking at
again, in some cases for the first time in more than
a decade. The fundamental reasons why many
companies had above-average valuations have not
simply vanished into thin air. However, now that
momentum investors have discovered new
playgrounds there is clearly still an oversupply of
shares among the old favorites where selling
pressure remains. In this regard: take your time
but keep an open mind.
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It is striking that despite growing uncertainty there
has generally been no flight to safe-haven assets
such as government bonds or precious metals.
Instead, interest rates are rising partly out of fear
that inflation could rise not only due to rising oil
prices, but also perhaps due to the expectation
that many countries’ debt binges may have
reached a natural limit. Let’s hope that central
banks won’t use the higher inflation rates as an
excuse to raise interest rates: Rising prices are
restrictive enough, and higher interest rates won’t
make more oil available. We'll see.

We need to talk about the war in the Persian Gulf

For the stock markets, the most significant factor
in the coming months will be how the war against
Iran unfolds. That is why we share our assessment
and explain why we have positioned ourselves as
we have. Even though we cannot read the mind of
the U.S. president, and he comes up with
something new every day anyway, we must form
our own picture of the situation. What follows is
therefore not a prediction but a rationale for our
positioning. Perhaps the assumptions are correct,
perhaps they are wrong; however, we cannot
navigate this crisis with our heads in the sand.

For this is indeed a crisis and it could get even
worse — there is no need to delude ourselves
about that — and it affects the foundation of all
economies: namely energy available at reasonable
prices. From our perspective a derailment caused
by a further escalation of the war (the ceasefire is,
logically, no guarantee that the war is over) is the
less likely scenario. Why? Let’s follow the
“Preferences and Constraints” model: What do
the parties involved want and what are the
limitations on those desires?

Goals/Preferences:

US. and Israel: Overthrow the Iranian
government, dismantle the nuclear program, and
possibly pursue additional goals such as gaining
control over Iran’s or even the Middle East’s oil
trade and production.

Iranian government: Survival.

Other neighboring states: Opportunistic; a quick
U.S. victory would likely be welcome, but a
prolonged war would not.

Constraints:

U.S. and Israel: Lose as few soldiers as possible;
end the war quickly (U.S.) due to the fall elections
and the war’s unpopularity (the situation is
different in Israel); keep costs under control;
ensure availability of budgetary funds to finance
the war; limited size of the weapons arsenal
(comparatively large, but depleting rapidly); and
also very important: avoid disrupting the global
economy.

Iran: None.

Comparison: The U.S. “invested” several hundred
million dollars to rescue its downed pilot, while the
Iranian government offered USD 66,000 for his
capture.

Thus, the war is asymmetrical in every respect: the
superiority of the U.S. and Israel in terms of
weaponry on the one hand and Iran’s willingness
to endure on the other. Iran will achieve its war
objective if it can hold out longer than the U.S. is
willing to wage this war and that, in turn, is driven
by the impact on the global economy and
especially on the U.S. elections. As is well known,
Iran’s greatest leverage is the blockade of
transport routes for oil and other raw materials,
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and here it can control the conflict’s impact on
nearly every other country through threats or
acquiescence — if only through the level of
commodity prices.

Different conditions: We expect a perceived
stalemate

In our view, there are therefore two possibilities
(assuming the U.S. places greater weight on
avoiding an international economic crisis and
higher inflation rates in the U.S. than on a victory
over the Iranian regime, whenever that might be
achieved): a quick victory or a ceasefire soon,
under whatever label. The U.S. and Israel have
underestimated Iran’s capabilities and potential.
While these may not be enough for a military
victory they may be sufficient to hold out until the
point where the price, however defined, becomes
too high for the U.S.

Since the damage inflicted so far is 1. enormous
and 2. not yet fully visible, every day that brings
the end of the war closer is valuable. The oil that
has not been shipped will be physically missing in
a few weeks, especially in Asia, but also in Europe.
This situation can no longer be resolved through
higher prices. Furthermore, the (albeit non-
military) allies of the U.S., the Gulf states, are also
suffering from the war and relations with these
states are becoming increasingly strained the
longer the conflict drags on. At the same time,
China’s role will continue to evolve: Iran will likely
allow tankers bound for China to pass through and
at the same time China can position itself as a
mediator, thereby representing all of Asia.

All of this looks like a political disaster for the U.S.,
one that grows worse the longer the conflict drags
on. The Europeans have caught on and are saying
that this isn’t their war. The U.S. government

should be grateful for this because someone will
have to talk to Iran, and if it isn’t going to be China,
then the Europeans would be an alternative that is
likely more in line with U.S. interests. It’s probably
safe to assume that the president doesn’t
understand this. But it is probably clear to him as
well that the situation at home regarding the fall
elections will become increasingly difficult. Unless
the election is canceled or Congress continues to
be ignored. But then we would have a completely
different scenario, one that can also no longer be
ruled out.

Cannot be ruled out: The U.S. plan works out,
which wouldn’t be bad for the stock markets

Alternative scenarios should also be considered:
The U.S. occupies the part of Iran necessary for
safe passage through the Strait of Hormuz,
charges a fee for this privilege (like the Suez
Canal), and thereby controls the supply of oil —
and, more broadly, energy and various raw
materials — to Asia, particularly China. This
situation could potentially be further improved by
the removal of the Iranian government thanks to
U.S. military superiority and the installation of a
more U.S.-friendly government. Setting aside the
associated departure from the international order
that has been in place for nearly 100 years, the
presumably high military costs, and the loss of the
U.S.’s standing around the world: this cannot be
ruled out. In that case, we would be wrong in our
assumption that, while things will be painful for a
manageable period, they will then settle back
down to roughly the old level. Depending on how
quickly this was to happen the overall damage
would range from minor to very high, but
following a changed order it would initially be
positive for the stock markets. Given the
experiences of the past decades with the conflicts
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in Iraq, Afghanistan, or Vietnam, or currently
Russia’s experiences in Ukraine (and previously in
Afghanistan) — and this despite the promise to
keep the U.S. out of wars —itis hard to believe that
the U.S. will go down this path. The uncertainty is
simply far too high, and the same applies to the
expected costs, unless there is a rapid collapse or
change in the Iranian government.

We remain
opportunities

optimistic  considering the

What does this mean for investing in German
stocks? Here, one should distinguish between
short-term and structural consequences; as for the
latter we can only speculate.

Word has gotten around that this development is
negative for the economy, even if it will take some
time for earnings estimates to be adjusted.
Individual sectors are or will be affected to varying
degrees. This has already been reflected in
valuations. Interestingly, there are sectors that
may even benefit from the situation, at least in the
short term. For us, it is important to have a
reasonably robust mix of investments that are not
too negatively affected by the commodities
situation — or may even benefit from it — or where
valuations are so low that they should mitigate
even a worse-than-expected performance.

To put a positive spin on things: Given recent
events and what may still unfold, price declines
have so far been manageable compared to past
market turmoil. In our view this also points to a
low valuation. At the same time, market
participants’ positioning is, on average, at a very
bearish level which also suggests limited risk. And
German policymakers are finally showing a
willingness to tackle reforms. Given the

expectations associated with the current federal
government this is also a positive development.

Opportunities through building greater European
resilience

The structural consequences of the crisis in
international cooperation are only becoming
apparent in broad terms. They are primarily
attributable to U.S. policy and are visible
everywhere in a world that, when in doubt, no
longer relies on cooperation. The political and
economic focus is now on improving Europe’s
resilience: in defense, food, and energy. In the
area of defense, momentum has been building for
some time; except for the political fringes all
parties agree here. As is well known, food security
in Europe is not the biggest problem. That leaves
energy supply: Now that the issue of CO2
reduction has come under massive pressure and
since no one in the world outside the EU views this
as particularly urgent the situation looks different
again for companies that can contribute to greater
European self-sufficiency, thanks to the U.S. war
against Iran. Various companies will benefit from
this. From our perspective, this is a work in
progress regarding individual stocks, as the
political conditions must first be established here,
like the development of defense capabilities.
Massive opportunities could arise here. However,
we believe that some of the most obvious
beneficiaries of the resilience theme are already
very highly valued. At the very least there’s no
longer a proper “margin of safety,” so we’ll have
to pass on this one. Like many former “quality
stocks” that are now in our focus.

Quality at prices not seen in a long time

Looking at market developments at the individual
stock level, I'd like to return to the current
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situation: It’s clear that some recent trends have
continued. Some of last year’s winners have
suffered setbacks. However, the dominant trend
has been that highly valued companies, once
perceived as “quality stocks,” have largely
continued their relative and absolute downward
trend unabated until recently. It’s the old story:
When a stock is expensive it carries significant risks
that may not always materialize, but when they
do, the impact is severe. In addition to consumer
stocks, software companies and IT service
providers are worth mentioning here. One could
attribute all of this to Al development, which was
not foreseeable in this way. But perhaps it is also
the case that stock prices have once again driven
the news. After all, it remains to be seen what will
actually come to pass here. Otherwise, outside the
software sector many companies are at 10- or 20-
year lows in terms of absolute and relative
valuation—and these are not the companies that
supposedly lack sufficient quality. We remain of
the view that some very promising opportunities
are emerging here which we intend to gradually
capitalize on. After all, the narrative from a few

years ago has shifted, and people are now looking
for someone to blame for the losses investors have
suffered. It may take some time for this to be fully
processed. However, the current valuation levels
of these stocks offer good protection against
further sustained losses in the medium term,
combined with significant opportunities once the
clouds clear. Ideally, this will be complemented by
various stocks that should benefit from the theme
of building sustainable European resilience but
have not yet come into investors’ focus for various
reasons.

Thus, we remain vigilant regarding the global
situation and open to new investments that may
in the future come from sectors other than those
in which we have been engaged in recent years.

Sincerely yours,

A Wt

Martin Wirth

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
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