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Valuation of our equity funds The following publications are part of the
Since the outbreak of the pandemic at the beginning of 2020, the valuation levels of Betrenbetg Funds and Solutions seties:
stocks in Europe and the USA have experienced high fluctuations. A sharp drop
after the start of the crisis was followed by a significant rise in valuations until autumn Spotlight
2021. This was followed by a phase of rising interest rate and inflation expectations > Insights
in 2022, which weighed particularly on higher-valued growth stocks. In this edition Equities
of our Insights series, we address the questions of what we look for when valuing I\?Td l\nc‘) me
Multt Asset

companies, how the valuation levels of our funds and individual stocks have devel-

oped compared to histoty, and why we believe that it is not low P/E ratios but good Systematic Solutions
. . . . Overlay
quality and growth metrics that make a difference in the long term. BSG

What do we look for in a company’s valuation? Within Insights we aim fo give you a better

In all Berenberg equity funds, we focus on high quality companies with attractive understanding of onr investpent philosophy and

long-term growth prospects. For us, deficits in a company’s growth or competitive thinking
position cannot be compensated for by a lower valuation. We follow a conviction

that Warren Buffet summed up many decades ago with the following quote:

"I#'s far better to buy a wonderful company at a fair price, than a fair company at a wonderful

price.”

This means that if the company can reliably generate significantly above-average
earnings growth, an initially higher valuation level is put into perspective over time.
Therefore, our focus is not on finding potential “bargains”, but on companies with
a good competitive position, strong management teams and solid balance sheets that
benefit from structural drivers within their industry.

In essence, our investment philosophy is based on finding companies where the
market underestimates the long-term nature of growth. In most cases, the analyst
consensus shows a so-called “mean reversion”, which means that long-term esti-
mates move in the direction of the arithmetic mean. This can be observed for both
good and bad companies. Essentially, the market overestimates the recovery poten-
tial of distressed companies, while underestimating the long-term growth potential
of good quality companies. Identifying these market inefficiencies is the basis of our
investment philosophy. Our focus is therefore not on estimates for the next 12
months. Instead, we focus on identifying quality companies whose long-term earn-
ings potential is underappreciated by the market and not fully reflected in today’s

share price.

We include valuation ratios particularly at the end of our analysis process. Based on
a detailed fundamental analysis, we make an estimate of the company’s value creation
power (i.e., the sum of earnings growth and distributions) for the coming years. We
then put this in relation to the current valuation. In doing so, we are primarily guided
by valuation ratios such as the price-earnings (P/E ratio) or the price-cash flow ratio.
Furthermore, we compare the annualised returns with all other investment opportu-
nities available to us on the market in order to obtain a final picture of the attractive-
ness of an investment. In addition to the expected level, the quality, visibility, and
cyclicality of growth play a decisive role in order to meaningfully classify and com-

pare valuation ratios.
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However, we deliberately do not use classic discounted cash flow approaches. Dis-
counted cash flow models for growth companies are usually very sensitive to the
assumptions made and often show a great dependence on individual main variables.
We believe that our approach is overall more intuitive and useful for drawing con-
clusions without a set of implicit model assumptions. Moreover, if assumptions are
stable, all valuation methods should produce the same result in the long run.

How does the valuation of our equity funds compare historically?

As described above, earnings growth is the critical long-term value driver for us. In
contrast, we consider changes in valuation levels to be a short-term factor that is
difficult to control. Nevertheless, over the last three years, changes in valuation levels
have been a dominant driver of the short-term performance of our equity funds. In
this section, we will therefore take a closer look at the valuation of our portfolios,
using the Berenberg European Focus Fund as an example.

From the end of 2019 to October 2021, a generally good environment for growth
and quality stocks persisted. Reasons for this included accelerated structural trends,
a flight to quality stocks in the environment of the COVID-19 crisis and hopes for
permanently low interest rates. For the above-mentioned period, the European Fo-
cus Fund’s valuation widened by more than 10 P/E points overall, from 26x to 37x
— with portfolio holdings being almost unchanged.!

This was followed by a significant valuation correction last year. Starting from the
valuation high in autumn 2021, the P/E ratio of our companies in the Eutopean
Focus Fund has since fallen by around 40 percent (cf. Figure 1). The main driver for
this was rising inflation and interest rate expectations, while the earnings develop-
ment of our companies was little affected with a growth rate of 19 percent for the
full year 20222 The portfolio is cutrently trading at a median P/E of 23.5 for the
next 12 months, which is below the long-term average of 26.0 since the fund’s in-
ception. Equity valuations have therefore normalised, and the valuation premium of
the Corona years has been completely eroded.

Figure 1: Median P/E ratio! of the European Focus Fund since inception
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Source: Bloomberg, 02.10.2017 - 31.05.2023, 1: PE for the coming 12 months.

1 We deliberately refer to the median P/E ratio of the portfolio in this section, as
this most representatively measures the “mean valuation” without the distorting in-
fluence of outliers.

2 We have ignored outliers due to base effects in this analysis. The actual profit
growth including base effects was therefore even above 19 percent.
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As Figure 2 shows, our portfolio companies also continue to offer significantly better
growth qualities compared to the overall European market. According to analysts,
the benchmark MSCI Europe is expected to show almost no earnings growth in the
coming financial year. For the Berenberg European Focus Fund, in contrast, the
analyst consensus expects an earnings growth of 16 percent despite the more chal-
lenging macroeconomic environment. For 2024, the picture is similar with 5 percent
expected earnings growth for Europe and 17 percent for the European Focus Fund.
We therefore consider the normalised valuation levels of our companies to be attrac-
tive against the backdrop of unchanged good growth and earnings prospects.

Figure 2: Estimated earnings per share growth comparison between the Berenberg
European Focus Fund and the benchmark MSCI Europe.

Growth earnings per

2022 2023 2024
share
MSCI Portfolio Mscl Portfolio Mscl Portfolio
Europe Europe Europe
Weighted average 19% 19% 1% 16% 5% 17%

Source: Bloomberg, 16.06.2023

Why are some portfolio companies more expensive than they were histori-
cally?

As already mentioned, the valuation levels of out portfolio stocks have declined sig-
nificantly over the last 15 months. Nevertheless, we hold shares in companies that
are still trading substantially above their historical valuation. In the following, we will
explain our motivation by means of individual examples and show why we consider
a valuation premium to be justified for some stocks.

e Example 1 - Lonza Group: Lonza is one of the core positions in our
European and global equity funds. The Swiss group manufactures drugs
for clinical trials and commercial distribution on behalf of pharmaceutical
and biotech companies. Over the next 12 months, the shares are valued at
32 times their expected annual earnings. The shares are thus trading 6 P/E
points above their 10-year average of 26x annual earnings. However, we
consider a comparison with Lonza’s own valuation history to be mislead-
ing, as the Group’s business has changed considerably over the period. To-
day, contract development and manufacturing of biologic medicines is the
largest part of the business and the key growth driver. This business is
growing at double-digit rates and generating high EBITDA margins. In the
coming years, growth should accelerate further following strong invest-
ments in recent years. The less differentiated and lower-growth chemicals
business, which was important for Lonza a few years ago, no longer plays
an important role. The improved growth and quality profile of the company
is therefore also reflected in the valuation of the share.

e Example 2 - ASML Holding: ASML is the world’s leading supplier of
(EUV) lithography machines used in the production of semiconductors.
ASML is currently valued at 32 times annual earnings over the next 12
months. This is slightly above the 10-year average of 28x. However, ASML
has transformed significantly over the last 10 years. This can be essentially
described by the market maturity of EUV lithography. In 2010 and 2015,
this critical technology for creating semiconductors hardly played a role,
accounting for 0 percent and 2 percent of sales respectively. Accordingly,
not only was the potential of ultra-high ultraviolet radiation unclear, but the
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company was also exposed to considerably more competition. By the end
of 2022, the share of EUV is almost 50 percent and ASML, as a monopo-
list, is in a much better competitive position. This is also shown by the gross
margin, which ASML has been able to expand by almost 10 percentage
points over the last 10 years to almost 50 percent. Over the next few years,
ASML should be able to grow earnings above 20 percent and be the only
company to finance EUV's successor with High NA. Accordingly, we con-
sider an increased valuation compared to ASML’s past valuation to be jus-
tified due to the higher quality and better visibility of the business model.

e Example 3 - Kardex: The Swiss company is the global market leader for
automated storage solutions that are widely used in industry, logistics,
healthcare and the public sector. The company is currently valued at an
expected 12-month P/E of 25x above the 10-year average of around 20x.
Opver this period, however, the management team has made major changes
which, in our opinion, justify the higher valuation compared to historical
standards. For example, the quality of the balance sheet has improved sig-
nificantly: Whereas in the early 2010s the company had to service net debt
of almost 4x the EBITDA generated, the balance sheet now shows a sub-
stantial net cash position. The even more drastic change was the increased
focus on the high-margin and more stable service segment. This segment
has increased from a low single-digit percentage of sales to over 30% of
sales. Due to the unabated high demand for automation solutions, we ex-
pect the company’s turnover to continue to grow in the double-digit range
in the medium term. The higher visibility and profitability due to more ser-
vice revenues as well as the significantly improved financial position of the
company justify the higher valuation in our opinion.

Overall, as the examples demonstrate, we believe that a valuation above the historical
average does not need to be a warning signal per se. Instead, we believe that it always
depends on the overall context whether a higher quality of earnings streams or ac-

celerated growth prospects can justify a premium over one’s history.

Why do we only hold a few value stocks?

At first glance, value stocks in Europe and the USA appear historically favourably
valued. The European Value Index (MSCI Europe Value), for example, is currently
trading at 9 times expected annual earnings and thus well below the 10-year average
of 11.6x. A similar picture emerges for the global MSCI ACWI Value Index in Figure
3. Against this background, the valuation of our portfolios with a P/E ratio above
20 appears expensive at first glance. However, we are convinced that such a valuation

comparison is actually meaningless.

Figure 3: Valuation levels of value stocks in Europe and the USA
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Source: Bloomberg consensus data, 31.05.2013 — 31.05.2023

In Europe, the supposedly cheap “value stocks” are essentially made up of three
sectors: financials, energy, and commodities, as well as various sub-categories from
the industrial sector. In terms of the MSCI Europe Value Index, the three aforemen-
tioned sectors account for almost 60 percent of the index weighting.? Many compa-
nies from the above-mentioned sectors have shown little or no earnings growth in
Europe over the last ten years, as their business models have been under structural
pressure. For example, value companies from Europe were only able to increase their
profits by an average of 1.2 percent per year in the years following the financial crisis
from 2010 to 2019, which is a very sobering result considering the generally good

economic development over this period.

Over the past 24 months, however, many value stocks have benefited from rising
commodity prices, an improved interest rate environment and good pricing power
due to supply chain issues. Energy stocks, automotive stocks, and banks in particular
saw significant margin increases. For example, the average EBIT margin of energy
companies in Europe widened to 22 percent last year, while carmakers also posted
record levels, averaging 11 percent. Both figures are more than double the average
of the last 20 years.

However, in our view, the strong trends of the last few months cannot simply be
extrapolated to the future for many value stocks. For example, the energy, materials,
and industrial sectors are all expected to post negative earnings growth rates over the
next 12 months. This is due in particular to a normalisation of margin levels from
the current record levels. Earnings in the MSCI Europe Value Index, which dispro-
portionately reflects the above-mentioned sectors, are therefore expected to remain
virtually unchanged over the next three years, according to Bloomberg consensus
data.

However, as figure 4 shows in a direct comparison of Europe and the USA, our
portfolio has an expected earnings per share growth of 15.7 percent p.a. over the
same period. In addition, the quality of our portfolio stocks is significantly higher,
which becomes clear in the chart from higher margins and returns on equity as well
as lower debt figures. Against this background, classic value indices only appear
“cheap” at first glance. Currently, the return on capital of our companies in Europe
and the USA is about twice as high as that of the value benchmark, which is why we
believe that our companies can continue to grow profitably in the future and achieve
an excess return compared to the overall market. A one-sided view of the historically

low valuation levels of value stocks therefore falls short.

3 Cf. MSCI factsheets May 2023
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Figure 4: Comparison of valuation, growth, and financial ratios of our portfolios vs.

MSCI value indices.
PE blended Earnings Valuation vs. Operating. Retutn on cq Net fhht'
o growth p carnings margin (last e e 1o EBITDA
- ) (2022-25E) growth 12m) T (last 12m)
European Focus Fund 24.7x 11.7% 15.7% 16 21.1% 24.1% 0.7x
MSCI Europe Index 12.7x 1.9% 3.8% 33 13.7% 12.1% 2.3x
MSCI Ex Value In-
G rope Teue T 8.9x 1.2% 0.2% 36.9 13.7% 11.4% 2.3x
Sales growth Earnings Valuation vs. Operating Net debt/
PE blended ‘ ‘ e Return on eq- ‘
5 growth p.a. carnings margin (last 1 EBITDA
o ) (2022-25F) growth 12m) ulty Gast 12m) (last 12m)
Global Focus Fund 24.7x 11.7% 15.7% 1.6 21.1% 24.1% 0.7x
MSCI ACWI 12.7x 1.9% 3.8% 33 13.7% 12.1% 2.3x
MSCI ACWI Value 8.9x 1.2% 0.2% 36.9 13.7% 11.4% 2.3x

Source: Berenberg, Bloomberg, 16.06.2023

Conclusion

In summary, the valuation of high-quality growth stocks has fallen back to historical

average levels over the past few months. For companies that are still trading above

their historical valuation levels, we see valid reasons to justify a valuation premium.

Compared to the market as a whole and to value indices, our stocks are clearly ahead

in terms of growth and quality indicators. The selection of high-quality business

models with a stable earnings trend is becoming even more relevant against the back-

drop of the clouded economic situation. We therefore continue to see many oppor-

tunities for our approach and believe that the normalised valuation levels, coupled

with continued solid growth ratios, offer good entry opportunities over the coming

months.
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IMPORTANT NOTES

This information is a marketing communication. This information and references to issuers, financial instruments or financial products do not
constitute an investment strategy recommendation pursuant to Article 3 (1) No. 34 Regulation (EU) No 596/2014 on market abuse (market
abuse regulation) nor an investment recommendations pursuant to Article 3 (1) No. 35 Regulation (EU) No 596/2014, both provisions in
connection with section 85 (1) of the German Securities Trading Act (WpHG). As a marketing communication this document does not meet all
legal requirements to warrant the objectivity of investment recommendations and investment strategy recommendations and is not subject to the
ban on trading prior to the publication of investment recommendations and investment strategy recommendations. This document is intended
to give you an opportunity to form your own view of an investment. However, it does not replace a legal, tax or individual financial advice. Your
investment objectives and your personal and financial circumstances were not taken into account. We therefore expressly point out that this
information does not constitute individual investment advice. Any products or securities described may not be available for purchase in all
countries or only in certain investor categories. This information may only be distributed within the framework of applicable law and in particular
not to citizens of the USA or persons resident in the USA. The statements made herein have not been audited by any external party, particularly
not by an independent auditing firm. Any future returns on fund investments may be subject to taxation, which depends on the personal situation
of the investor and may change in the future. Returns on investments in foreign currencies may increase or decrease due to currency fluctuations.
In the case of investment funds, you should always make an investment decision on the basis of the sales documents (key investor document,
sales prospectus, current annual, if applicable, semi- annual report), which contain detailed information on the opportunities and risks of the
relevant fund. In the case of securities for which a securities prospectus is available, investment decisions should always be made on the basis of
the securities prospectus, which contains detailed information on the opportunities and risks of this financial instrument, o therwise at least on
the basis of the product information document. An investment decision should be based on all characteristics of the fund and not just on the
suitability-related aspects . All the aforementioned documents can be obtained from Joh. Berenberg, Gossler & Co. KG (Berenberg), Neuer
Jungfernstieg 20, 20354 Hamburg, Germany, free of charge. The fund sales documents and the product information sheets for other securities
are available via a download portal using the password »berenberg« at the Internet address https://docman.vwd.com/portal/berenberg/in-
dex.html. The sales documents of the funds can also be requested from the respective investment management company. We will be pleased to
provide you with the specific address details upon request. A fund investment involves the purchase of shates in an investment fund, but not a
specific underlying asset (e.g. shares in a company) held by that fund. The statements contained in this document are based either on own
company sources or on publicly accessible third-party sources, and reflect the status of information as of the date of preparation of the presen-
tation stated below. Subsequent changes cannot be taken into account in this document. The information given can become incorrect due to the
passage of time and/or as a result of legal, political, economic or other changes. We do not assume responsibility to indicate such changes and/or
to publish an updated document. Past performance, simulations and forecasts are not a reliable indicator of future performance. Please refer to
the online glossary at www.berenberg.de/glossar for definitions of the technical terms used in this document. For important disclosures and
information on index- and market data, see https://www.berenberg.de/en/legal-notice/license-notice/.

For investors in Switzerland: The fund‘s domicile is Luxembourg. The fund is qualified for distribution to non-qualified investors in Switzerland.
The paying agent in Switzerland is Tellco AG, Bahnhofstrasse 4, CH-6430 Schwyz and the representative is 1741 Fund Solutions AG, Burggraben
16, 9000 St. Gallen, Switzerland. The prospectus including the general and specific terms, the key investor information document (KIID) as well
as the annual and semi-annual report of the fund may be obtained free of charge and in German language from the aforementioned representative
(Phone +41 58 458 48 00). For shares distributed in or from Switzerland place of execution and jurisdiction is at the representative’s registered

office.
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