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Dear investor,

Headlines : :
The Fed is behind the curve
The Fed is behind the curve Rates in the US are too low. In particular 2, 5 and
. . . 10-year rates are too low when looking at the
Financial stability risks in Euro area state of the underlying economy. The FED is

playing an important role here, talking rate
increases down with reference to ‘slack’ in the
Sectors strongly represented in our funds economy.

‘Bubble’ in sovereigns, not corporates

Unfortunately for the FED that slack, at least in
terms of the labour market, might disappear
sooner rather than later. Hence it will only take a
couple of more solid job reports before it becomes
clear that the FED is now behind the curve. So the
realization of facts by the FED might create some
short-term volatility - but not a major collapse - in
financial markets. No collapse because central
our Value Bonds Funds banks ot‘her than the US and perhaps UK are far

from being done with monetary policy. The most

_— notable here being the European Central Bank and

Corporate Value Bonds LU0620744002 Bank of Japan.
Emerging Markets Corporate . . L . .
Value Bonds LU0519053697 Financial stability risks in Euro area
Ethical High Yield Value Bonds LU0473784196 Based on the inflati tlook ¢t the ECB
. . ased on the inflation outlook, we expect the
H]gh Y]?ld Value Bonds LU0232765429 to hike rates by next to nothing in early 2016,
Institutional Corporate Value | \,17¢q105370 followed by a more real 25bp hike in the second
Bonds half of 2016. But as the policy rate is kept low, the
Investment Grade Value Bonds LU0264925727 ECB will increasingly face a trade-off between
supporting the economy (and fulfilling its growth
Detailed information is available on sparinvest.eu and/or price stability mandate) and financial

stability risks. Although that trade-off is less
evident for the ECB at this point, given the cyclical

sparinvest.eu position of the Euro area, concerns about financial
stability risks are likely to grow over time.

To counter this risk, Europe’s central bank has
added macro-prudential policy measures to its
toolbox. When asked about the risks to financial
stability during a July press conference, Mr Draghi
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replied: “So we are addressing these risks as we
see them, but the bottom line of this is that the
first line of defence against financial stability risk
should be the macro-prudential exercise, macro-
prudential tools. | don't think that people would
agree with the raising of interest rates now for the
ECB. It would be quite an interesting proposition
but is one that | wouldn't share.”

Such considerations will, in the end, play second
fiddle to the cyclical position and the inflation
outlook when the ECB decides on the appropriate
policy stance. But they may nonetheless push the
Bank towards deciding on an earlier move. Hence,
the first rate hike could very well be more
motivated by financial stability concerns, while
the rate hike forecast for the third quarter of 2016
will reflect the macro-economic outlook for the
Euro area.

The ECB’s commitment to keep rates low ‘for an
extended period of time’ is based on its forecast
of a prolonged period of below-target inflation.
The inflation outlook is, in turn, based on the view
that growth will pick up momentum only very
gradually as some countries in the Euro area will
struggle with the rebalancing of public and private
balance sheets.

Moreover, the adequacy of a given policy rate
needs to be seen on the back of a broken
transmission mechanism, which impedes the
transmission of low policy rates to the private
sector, at least in some parts of the Euro area.
Finally, what other central banks are doing will
also matter. The net impact on financial
conditions in the Euro area of the normalisation
process at the Fed and the BoE is difficult to gauge
ex ante. On the one hand, higher rates in the US
and the UK may also lead to higher yields in the
Euro area, as seen during the second quarter of
last year, when the Fed signalled its intention to
reduce its purchases of financial assets. On the
other hand, the relatively easier stance of the ECB
could lead to a weakening of the exchange rate.
The ECB’s exit could very well depend on which
effect ultimately dominates.

Emerging Markets should be in a better position
now to handle FED normalization than they were
this time last year. Some of the bigger EM
countries have adjusted policy so that current
accounts are better balanced today. Also higher US
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and European growth is helping the still very
export-dependent growth models of EM countries.

‘Bubble’ in sovereigns, not corporates

Lately there has been some talk of how expensive
corporate bonds have become. Our comment is
that the real ‘bubble’ lies in government bonds -
in particular those of the US and Japan. We don’t
believe the corporate bond markets are going to
see a major sell-off without a major sell-off in
government bonds and equities. We have seen a
little scaling back lately of some very long risk
positions, but that is only healthy we believe. We
maintain our preference for European credit in our
Developed Market funds. The European corporate
bond markets enjoy a strong technical backdrop, a
highly accommodative ECB and a lagging credit
cycle relative to the US. We also still like the
European banks and bonds from global small caps
as we still see decent premiums there.

Related to the above, one very important reason
why there is not a bubble in corporate bonds that
people constantly seems to miss, is the fact the
global default outlook is still good - i.e. defaults
will probably stay around 2-3% p.a. for the next
couple of years. Not until corporates have really
started to become aggressive and use leverage to
pump up their share prices should we become
really nervous. We are not there yet - and in
particular not with the banks.

Sectors strongly represented in funds

There have been no major changes to the sector
allocations. Energy is still a solid performer with
its high and sellable asset backing. Financials have
been a bit more volatile lately after solid gains
earlier this year. However, Financials are still
undergoing tough regulatory reforms and making
the right moves seen from the eyes of creditors,
hence we still like them.

Materials have been a drag on performance both
this year and last, following the Chinese downturn.
However, we have not used the lower prices in this
sector to increase exposure, as we remain wary of
the possibility of a Chinese version of the US sub-
prime crisis from 2007.

Sparinvest Value Bonds Team,
11 July 2014



Key Numbers Sparinvest Value Bond Funds

Key numbers for

High Yield Value

Emerging Markets
Value Bonds

Corporate Value
Bonds

Q2114

Investment Grade
Value Bonds

Sparinvest Bonds
Value Bond funds

Yield to Maturity 8.95%
Duration 3.01

97.57%
Avg. Interest Coverage 4.36x

Average NDE

7.19%
2.67
78.27%
6.29x
1.47x

3.31%
3.48
111.12%
12.29x
2.04x

3.95%
5.58
53.00%
11.58x
2.05x

Average Price-to Book 1.02x

Sparinvest is a signatory of UN PRI and member of Eurosif and Dansif.

Signatory of:

= Principles for
| Responsible
L] ] Investment

This newsletter is not, and should not be construed as, a solicitation or offer, or recommendation, to buy or sell of any investment or
to engage in any other transaction, or to provide any investment advice or other financial or banking service. Any material and views
expressed should only be considered as Sparinvest’s outlook and general information and a part of the marketing of Sparinvest and
the managed funds. All information contained is from Sparinvest, unless reference is made to other sources. Information from
external sources is used without verification and Sparinvest accepts no responsibility for their accuracy. Sparinvest makes
reservations for typos, calculation mistakes and other possible mistakes in the material.

UN PRI is an international investor initiative sponsored by the UN and
based on six principles for responsible investments. The aim is to help
investors actively to incorporate environmental, social and governance
issues into their investments.

The mentioned sub-funds are part of Sparinvest SICAV, a Luxembourg-based, open-ended investment company. For further
information please refer to the prospectus, the key investor information document and the current annual / semi-annual report of
Sparinvest SICAV which can be obtained free of charge at the offices of Sparinvest or of appointed distributors together with the
articles of association of the fund and any subsequent changes hereto. Investors are recommended to carefully read the prospectus,
articles of association and other relevant information relating to the relevant sub fund before making an investment. Attention is
drawn to the fact that historical returns and performance cannot be considered as a guarantee of future performance and returns. In
particular, funds that invest in foreign markets are sensitive to exchange rate fluctuations that may cause either increases or
decreases in the funds' value. Full repayment of capital invested is not guaranteed. For investors in Switzerland the funds’
representative and paying agent is RBC Investor Services Bank S.A., Zurich Branch, Badenerstrasse 567, P.O. Box 101, CH-8066
Zurich. Published by Sparinvest S.A., 28, Boulevard Royal, L-2449 Luxembourg.
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