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European Focus stands strong in a post COVID-19 environment
The early part of March reflected deliberation for European equities; whether to look beyond the likely cyclical re-opening boast, or
whether the slow inoculation rollout and the tussle for vaccines would lead to a third wave of the virus. While a sector breakdown for
the month gives an inconclusive picture in our view, we construe that investors ultimately decided to look beyond the re-opening boast.
Defensive income stocks in the consumer staples and communication services rose by 9% in March, while consumer discretionary
shares rose by 8%. Meanwhile, traditional cyclical recovery stocks, such as those in the energy and materials sectors (which performed
well in February), did not keep up with the broader market as they only advanced by +1% and +4% respectively in March. A closer
look at the discretionary sector, however, shows that the German automotive stocks had an extremely strong month following
Volkswagen’s remark (16th March) that it would take on Tesla’s dominance in the electric vehicle space. This prompted the VW
(preference) share to advance by +38%, Porsche by +36% and BMW by +24%. The Heptagon European Focus Fund does not invest
in this sub-sector and struggled to keep up with the broader market. The Fund’s NAV increased by +4.11% in March vs. the benchmark
MSCI Europe NR (EUR) index, which rose by +6.47%, reflecting a shortfall to the index of -236bps.
March marked the end of the FY20 reporting season. On a positive note, all Portfolio companies in European Focus either matched
or beat market expectations. The main differentiating factors as to whether stocks outperformed or underperformed following the
publications of their statements related to managements’ guidance and the magnitude of changes to consensus sales and profit revisions.
Two topics (on which we have commented previously) were on top of companies’ agendas during the many results webcasts. First,
companies’ progress in converting their businesses to the digital world and how to best offer their products and services online. Secondly,
ESG (and climate change in particular) was highly topical and several companies announced that they had directly linked their
management’s compensation to measurable ESG-targets.
Leaving the year-end reporting season, we believe it is important to analyse the Portfolio companies’ revenue and profit streams in
order to get an idea of the magnitude of changes that lies ahead. Based on the individual stock weightings as of 31st March, the Portfolio
companies’ combined revenues increased by +2.2% in FY20 (vs. -17.2% of the MSCI index), while EBITDA rose by +9.8% (vs.
-22.2% of the MSCI index) and EBIT by +14.4% (vs. -34.3% of the MSCI index). In short, the Portfolio’s sales and profit bases grew
while those of the market declined.
Equally important when looking ahead, the market’s revision changes for the Portfolio companies’ sales, EBITDA and EBIT streams
from the end of Dec-20 to the end of Mar-21 are encouraging. We are pleased to report that the consensus changes to the Portfolio’s
FY21 estimates are broadly unchanged. First, we regard this as very good news for an export-driven Portfolio like European Focus,
given that the USD is some -9% weaker against the EUR in 1Q21 year-over-year (we guesstimate that around 50% of companies’
invoicing is denominated in USD). Secondly, we also regard the unchanged estimate outlook as impressive considering that businesses
across most of Europe were severely constrained in 1Q21 because of COVID-19 restrictions. When looking at revision changes for
FY22 from the end of Dec-20 to the end of Mar-21, we note that there have been upgrades to Portfolio companies’ estimates in the
range of +1 to +2%.
Over the past few months, a number of market commentators have remarked on a shift in the price dynamics of equities where
traditional value-driven shares in the energy, materials and financial sectors have been bolstered on-and-off by expectations of rising
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inflation and this has pushed bond yields higher. Since this has a direct effect on the valuation of companies in growth industries, such
as those in the technology sector, we believe it is worthwhile to take a step back and consider what the wider implications are. First, if
one believes that technology will have a smaller role to play after economies eventually open up in a post-COVID-19 environment,
rotation to value-driven stocks makes sense. Secondly, other growth sectors which have been subject to profit-taking – like those in the
TIC-segment (testing/inspection/certification) – are also unlikely to have a smaller role to play in a post-COVID-19 environment
given that the demand for ‘testing’ in a wider sense should be more commonplace. Against this backdrop, we believe the current revival
of value-stocks will be transitory.
Over the years ahead, a number of traditional businesses, such as energy, metals/mining and general industry, will have to re-engineer
their activities to comply with considerably tighter environmental restrictions while other industries, like those in oil and fossil
exploration, will need to entirely convert their activities to become sustainable (such as in the renewable field). These industries will
need to re-allocate valuable management time to re-design their business strategies, which not only takes time away from focusing on
growing their core activities but will also require additional capital to build up scale. This leads us to the important conclusion that
businesses that have stood the test of time should have higher odds to perform well in the long run. Our analysis shows that the average
age of a Portfolio company in European Focus goes back to 1934 (oldest: Hermès/1837 – youngest: Zalando/2008). Thus, irrespective
of COVID-19 and/or other ESG-related matters, the probability is high that most Portfolio companies will continue to be around for
the foreseeable future since they are: (i) ESG-friendly and; (ii) have established significant barriers to entry by having a core focus and
pricing-power, driven by doing something extremely well for a long time.
In regard to the current issue on whether higher bond yields will be a constraint only to growth companies’ valuation, we believe a
more relevant question is if higher bond yields will affect businesses’ profitability (for example, if companies have sought government
support during the pandemic or will require debt-relief). On this note, we are pleased to report that the balance sheet strength of an
average Portfolio company in European Focus is healthier now than a year ago.
Following the FY20 reporting season, our analysis shows that based on the consensus FY21 estimates for EBITDA, the Portfolio’s
net interest-bearing debt to EBITDA at the end of Dec-20 stood at 0.5x (end Dec-19: 0.8x) excluding lease-debt obligations. The
corresponding figure including lease-debt obligations was 0.8x (end Dec-19: 1.3x). Hence, there has been a marked improvement in
the average Portfolio company’s capitalisation during the past year. Moreover, these strong Portfolio metrics compare extremely
favourably with the average net debt to EBITDA of the European market, which sits in the range of 3.0-3.5x.
Moreover, the duration of debt of an average Portfolio company in European Focus has improved further in 2020. Our analysis shows
that short-term debt (excluding lease-debt obligations) stood at only 24% at the end of Dec-20 (end Dec-19: 28%), while the
corresponding short-term debt (including lease-debt obligations) stood at 21% (end Dec-19: 23%). As and when investors start to
consider what implications higher bond yields will have on companies’ business performance – and not just in the context of the higher
discount rates for valuing growth companies – we are confident that this factor will be regarded as an impediment to many industries.
This should play into a further strengthening of the Heptagon European Focus Fund.

Christian Diebitsch, Fund Manager
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Important Information
Past performance is not an indication or guarantee of future performance and no representation or warranty is made
regarding future performance. This communication is for information purposes only. It is not an invitation or inducement
to engage in investment activity.
The document is provided for information purposes only and does not constitute investment advice or any
recommendation to buy, or sell or otherwise transact in any investments. The document is not intended to be construed
as investment research. The contents of this document are based upon sources of information which Heptagon
Capital believes to be reliable. However, except to the extent required by applicable law or regulations, no guarantee,
warranty or representation (express or implied) is given as to the accuracy or completeness of this document or its contents
and, Heptagon Capital, its affiliate companies and its members, officers, employees, agents and advisors do not accept any
liability or responsibility in respect of the information or any views expressed herein. Opinions expressed whether in
general or in both on the performance of individual investments and in a wider economic context represent the views of
the contributor at the time of preparation. Where this document provides forward-looking statements which are based on
relevant reports, current opinions, expectations and projections, actual results could differ materially from those anticipated
in such statements. All opinions and estimates included in the document are subject to change without notice and Heptagon
Capital is under no obligation to update or revise information contained in the document. Furthermore, Heptagon Capital
disclaims any liability for any loss, damage, costs or expenses (including direct, indirect, special and consequential)
howsoever arising which any person may suffer or incur as a result of viewing or utilising any information included in this
document.
The document is protected by copyright. The use of any trademarks and logos displayed in the document without
Heptagon Capital's prior written consent is strictly prohibited. Information in the document must not be published or
redistributed without Heptagon Capital's prior written consent.
For all definitions of the financial terms used within this document, please refer to the glossary on our
website: https://www.heptagon-capital.com/glossary.
Risk Warnings
The Fund is subject to special risk considerations including geographic concentration risk, portfolio concentration risk and
operational risk. The investment return and principal value of an investment will fluctuate so that the investor’s shares,
when redeemed, may be worth more or less than their original cost. Any investor should consider the investment
objectives, risks and charges and expenses of the fund carefully before investing. Where an investment is denominated in
a currency other than the investor’s currency, changes in rates of exchange may have an adverse effect on the value, price
of, or income derived from the investment.
SFDR
This Fund has been classified as an Article 8 for the purposes of the EU’s Sustainable Finance Disclosure Regulation
(‘SFDR’). The Fund promotes environmental and/or social characteristics but does not have sustainable investment as its
primary objective. It might invest partially in assets that have a sustainable objective, for instance assets that are qualified
as sustainable according to EU classifications but does not place significantly higher importance on the environmental
objective of each underlying investment. Please see prospectus for further information on the Funds environmental and/or
social characteristics and relevant sustainability risks and principal adverse impacts which may impact the Fund’s
performance.
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