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Two Weeks in Europe
By Rich McCormick, Portfolio Manager

I spent two weeks in June traveling throughout Europe, engaging with a range of old and new contacts —
political leaders, regulators, and management teams from over 40 companies in the insurance, banking,
fintech, and industrial sectors. Throughout the trip and upon my return, I kept this journal of the most
significant takeaways and implications for our portfolio positioning — some reinforcements to previously-
held beliefs and a few surprises.

Quick Reflections

Europe’s geopolitical situation is intensifying, and the economic landscape is deteriorating due to a
combination of Russia-related fallout, high deficits, supply-chain challenges, rising inflation, and interest rate
pressures. Italy’s risks remain underappreciated given multi-decade high deficits, rising interest rates, a
slowing economic growth outlook, and fresh elections early next year. Despite the challenges, periods of
upheaval frequently deliver robust investment opportunities. Based on this trip, and considering the macro
realities, I left Europe with three key perspectives about the investment landscape:

¢ I am more bullish on insurance.
Why? Rising global risks, such as natural disasters, are increasing insurers’ addressable market, while
higher interest rates and improving competition should boost medium-term profits significantly.

e I am slightly more positive on European banks.
Why? Banks have discounted valuations and face easing fintech risks, but I see a greater likelithood
that rising interest rate benefits will be either competed or regulated away.

e I believe industrials face a generational shift in operating models with big winners and
losers.
Why? Rising inflation and changing supply chain dynamics will impact free cash flow and profit
margins. The winners will be those companies providing automation and energy-efficient solutions
and countries like Mexico that stands to benefit from significant nearshoring in the coming years.

I. Insurers are Paid to Worry, and Worry Abounds
The insurance business model is built to focus on risks; there were certainly plenty to discuss during my trip.

Rising inflation is boosting claims costs, but insurers are increasing their prices even more in many regions.
Very few companies I met believe inflation is transitory; they are preparing their pricing and balance sheets
for permanently higher inflation.

Credit risks are top-of-mind for most investors, but management teams are quite comfortable with their
ability to navigate these risks given a combination of low leverage and low-risk credits (mainly government
and A-rated corporate bonds).

Geopolitical issues relating to Russia/Ukraine — especially a shut-off of Russian gas — could present
further insurance claims, but numbers appeared manageable given strong underwriting.
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Cyber risks were a more consistent topic of conversation. Most insurers are adding explicit language to
exclude cyber risks from future claims. More than one senior leader referred to cyber as almost uninsurable
and “the next pandemic.” We share similar views and believe the risks are underappreciated, as detailed in
our December 2021 white paper — The Next Global Pandemic: CYBERCRIME.

Throughout the trip, my key questions to company executives focused on their competitive discipline,
which has improved significantly in recent years. In nearly all of my insurance meetings, I saw neither a
change in this discipline nor a willingness to compete away the future investment gains brought about by
higher interest rates. Importantly, previously aggressive private capital competitors (largely pension funds
and hedge funds that structured insurance contracts as a form of “insurance” bond) are becoming less
competitive as they demand higher returns and higher pricing in a higher interest rate world. All of this
should combine to create the most supportive profitability environment the insurance sector has seen in
several decades.

Implications: As illustrated in Chart 1, the global insurance industry is experiencing the best
competitive environment in two decades, with the average commercial insurance policy seeing a 27%
price increase over the last two years'. Additionally, insurers have a new opportunity on the hotizon.
While banks often receive all of the attention for their interest rate upside, insurers are big beneficiaries
as well, given that typically half of their
profits come from investment income.

Chart 1. Global Insurers Seeing Dual Tailwinds of
Better Competition and Better Investment Profits
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mixes, rising interest rate opportunities, and
undemanding valuations.

II(a). Tempered Optimism about European Banks

In building my meeting schedule for banks, I focused on Southern and Eastern Europe, given that these
regions present the greatest levels of dislocation. Most banks were optimistic that upcoming Furopean
Central Bank (ECB) interest rate hikes, the first in a decade, would be a boon to profits. However, as I
delved deeper into conversation with these management teams, I discovered several issues that might offset
the gains:

! Based on Marsh Global Insurance Price Index
2 As of 6/30/2022 when looking at a representative account within our Global and International strategies. Please see Important Considerations and Assumptions
included at the end of this document for important additional disclosures.
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1. Rising credit losses from a very low base
2. Wage inflation

3. Worsening competition
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The potential for greater regulation and bank taxes on the horizon

The fourth point is a trend we are already witnessing in Poland, Hungary, and Spain, and I am increasingly
concerned about its spread based on my recent interactions in Europe.

Implications: European banks have faced several years of heavy competition, technological and
regulatory investment, balance sheet clean-ups, and low interest rate pressure, all of which hindered

return on equity (ROE), and thus we have kept our portfolio significantly underweight. However,
European banks now have greater capital
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opportunity, insurance remains far more
compelling at present.

II(b). Maybe Fintech is Not Such a Formidable Risk for Banks?

Spending time with fintech entities (both “digital banks” and payments platforms) helps broaden my
perspective on the banking industry. I continue to believe they present risks, but I left Europe seeing them
as a lesser threat than when I arrived. In many cases, the fintech upstarts understand user engagement and
customer service better than their bank rivals, but it is becoming increasingly clear that their cost base is not
differentiated enough to allow for markedly competitive pricing, which is paramount to gaining scale in a
commoditized industry like banking. I also see more significant funding risks on the horizon, both liabilities
and equity capital.

ITI. Nearshoring, Inflation, and Large Backlogs: The Industrials Story

Many industrial companies, and goods producers in general, were built on seamless supply chain
assumptions, and many of my conversations with industrial leaders centered on this evolution. Management
lamented that today even a minor hiccup — like a missing screw or a small chip — can delay a whole product,
and while supply chain pressures have eased modestly in recent months, freight costs (both air and ocean)

3 Assuming trailing profitability but adjusts credit losses for long-term average levels of 60 basis points. Implied cost of equity divides ROTE by curtent price to
tangible book value, assuming a base case 2.5% growth rate.
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are still two to six times” their pre-COVID levels. Additionally, the average shipping delay is nearly double
pre-COVID levels at over six days’. High inflation and tight labor markets ate also fostering much more

contentious wage negotiations in recent months, with German unions now pushing for 8% wage hikes and
many other countries discussing 4-5%.

To combat some of these pressures, management teams repeatedly said they are planning for higher
inventory levels and far greater localization of manufacturing footprints (on-shoring or nearshoring) over
the medium term. Unfortunately, this process will likely lead to greater management distraction and lower
free cash flow and profit margins. Based on feedback during my trip, Mexico is viewed as a significant
source of expanded production while China stands to lose. My colleague Alice Popescu, who just returned
from a trip to Mexico, corroborated this point based on her on-the-ground discussions.

While challenges certainly abound, the discussions with industrial companies were not all negative. These
firms are sitting on large order backlogs, and they seem confident about the monetization opportunity, given
that capex in many geographies appears low. While input cost inflation is running at 20% (as measured by
global PPI°), many higher-quality industrial firms ate passing this forward and are resolved to continue
doing so, likely aided by far more industry concentration and pricing power than several decades ago.

Implications: The last two decades were very supportive for European industrials, aided by rising
globalization, increased industry concentration, improving automation technologies, and modest wage
pressures. These circumstances helped the sector double its profit margins since the early 2000s (Chart
3). Industrial firms built their operating
models on low—inventory management (just— Chart 3. European Industrials Operating Profit Margins
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A Complicated Geopolitical and Economic Landscape

The economic and geopolitical situation in Europe is complex and vulnerable. The region has always
presented a multi-dimensional set of risks, which is undoubtedly still true today. In the near-term, we are
waiting to see whether Russia will decide to shut down its gas pipeline to Germany. Not only would this
create immediate-term challenges for the people and government of Germany, but also it would introduce
economic risks for the broader European Union given the region’s dependence on Russian energy,

*+ Based on company commentary and Barclays Research.
5 Based on company commentary and Barclays Research.
¢ Based on OECD data.
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particulatly leading into the winter months. Outside of the war raging on in Eastern Europe and its
associated effects, I have concerns about Italy and the UK that I believe the market underappreciates.

After several illuminating discussions, Italy stands out as increasingly risky. The country has twice the fiscal
deficit it did during the Euro Crisis with debt levels 20% higher. Its bond yields have expanded sharply near
eight-year highs, creating further risks for deficits and economic growth. The ECB will do its best to soften
the blow, but it will be a blow nonetheless, especially given my contacts at banks and insurers seemed
unwilling to allocate more capital to Italian sovereign debt.

On the political front, Italy has experienced relative calm since early 2021, when former central banker
Mario Draghi took over the role of Prime Minister. However, the stage is set for this to change:

e FElections return in nine months, and Draghi is expected to step down.

e Italy’s political leadership remains highly fragmented, and a combination of weak economic growth
and high inflation could bring populism and anti-Euro sentiment back to the fore.

¢ During the pandemic, Europe was willing to provide significant support to Italy, but I question
whether this will continue if higher interest rates, inflation, and Russia/Ukraine slow the region’s
growth.

e Based on all of my investor conversations, Italy is low on the radar right now, creating further risks
for negative equity surprises as the year progresses.

The UK is also facing greater political headwinds. Scotland is angling for a referendum within the next year
as they again argue whether to split from England. The support for separation is much stronger than I had
anticipated, especially as Scottish people seemed far less supportive of Brexit. In my opinion, this is another
underappreciated risk over the next 12 months.

Closing Thoughts: Pockets of Opportunity in Europe

On-the-ground due diligence is paramount to our investment process. We believe that some of the best
investment opportunities come during periods of change — at the macro, industry, and/or company level.
There is certainly abundant change underway in Europe. Our European investments largely represent
companies undergoing underappreciated business model transitions, improving their growth and returns on
invested capital through initiatives such as cost efficiencies, enhanced sales monetization, and better capital
allocation. We think these businesses can continue to differentiate from competitors and have the
opportunity to outperform in a volatile world’.

7 Past performance is not indicative of future results. The outlook and opportunities noted above and throughout this material are prospective and based on the
opinions of Altrinsic as of the date of the material. Please see Important Considerations and Assumptions at the end of this document for important additional
disclosutes.



IMPORTANT CONSIDERATIONS & ASSUMPTIONS

This information is being provided for general consideration and interest purposes only and not necessarily to induce
consideration in the possible investment in any products or services offered by Altrinsic, and should not be relied on for any
official purpose. Nothing in this material may be relied on in any manner as investment, legal, medical, accounting or tax advice,
or a representation that any investment or strategy is suitable or appropriate to your individual circumstances, or otherwise
constitutes a personal recommendation to you. All information is to be treated as confidential and may not be reproduced or
redistributed in whole or in part in any manner without the prior written consent of Altrinsic Global Advisors, LLC (“Altrinsic”).
The information contained herein shall not be relied upon as a primary basis for any investment decision, including, without
limitation, the purchase of any Altrinsic products or engagement of Altrinsic investment management services; there is no and will
be no agreement, arrangement, or understanding to the contrary. This material has been prepared by Altrinsic on the basis of
publicly available information, internally developed data and other third party sources believed to be reliable. No assurances or
representations are provided regarding the reliability, accuracy or completeness of such information and Altrinsic has not sought
to independently verify information taken from public and third party sources. Altrinsic does not accept liability for any loss
arising from the use hereof. Any projections, market outlooks, opportunities or estimates in this document are forward-looking
statements and ate based upon certain assumptions and are subject to change. Due to various risks and uncertainties, actual events
or results, or the actual performance of any investment or strategy may differ materially from those reflected or contemplated in
such forward-looking statements. Except where otherwise indicated, the information provided, including any investment views
and market opinions/analyses expressed, constitute judgments as of the date of this document and not as of any future date. This
information will not be updated or otherwise revised to reflect information that subsequently becomes available, or changes in
circumstances or events occurring after the date hereof. This material, including any specific security or strategy references, does
not constitute investment advice and should not be viewed as current or past recommendations or a solicitation of an offer to buy
or sell any securities or to adopt any investment strategy. Any specific investments referenced may or may not be held by accounts
managed by Altrinsic and do not represent all of the investments purchases, sold, or recommended for client accounts. Readers
should not assume that any investments in securities or strategies referenced were or will be profitable. Investing entails risks,

including possible loss of principal. This document is not intended for public use or distribution.




	Two Weeks in Europe

