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Investment Highlights
 Mortgage investments (net of provisions) held by Capital Direct I
Income Trust (“trust”, “fund”) increased by 66% YoY from $89
million to $147 million by the end of 2016. The portfolio was at $155
million at the end of Q1-2017.
 The trust’s primary focus is on single-family owner occupied
residential mortgages.
 At the end of March 2017, 50.6% of the mortgages were in British
Columbia (BC), 38.9% in Ontario (ON), 9.6% in Alberta (AB), and
0.9% in Atlantic Canada.
 The average mortgage size at the end of March 2017 was $106k. The
loan-to-value (“LTV”) was 52.5%.
 In 2016, the trust reported a realized loss of 0.56% of the total
portfolio, down from 0.72% in 2015. The average loan loss has been
0.40% p.a. since 2010.
 The trust uses leverage to enhance returns. At the end of Q1-2017,
debt to capital was 27%. Comparables typically use debt levels of up
to 45%.
 Investors’ dividend yield (weighted average of all unit types) was
7.6% p.a. in 2016.
 We are maintaining our overall rating of 2 and risk rating of 2.
Risks
 Loans are short term and need to be sourced and replaced quickly.
 Timely deployment of capital is crucial.
 A drop in housing prices will result in higher LTVs, and higher
default risk, as the value of collateral decreases.
 No hurdle rate.
 The fund has the ability to use leverage, which increases the
exposure of the fund to negative events.
 In addition to first mortgages, the fund invests in second and third
mortgages, which carry higher risks.

FRC Rating
Expected Yield (next
12M)

7.5% - 9% p.a.
depending on
unit class

Rating

2

Risk

2

*see back of report for rating definitions
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Overview

Approximately 85% - 90% of the residential mortgages in Canada are originated by federally
or provincially regulated entities such as chartered banks, credit unions and caisses
populaires. The remaining mortgages are originated by lenders that are either partially
regulated or totally unregulated. Mortgage Investment Entities (“MIEs”) account for a major
share of the unregulated mortgage lending sector in the country. They are considered
unregulated as they are not subject to federal government mortgage lending rules, such as
reserve requirements and loan to value limits. This is primarily because, unlike banks and
other major financial institutions, MIEs do not take deposits. Note that MIEs are audited /
regulated by their respective provincial securities commissions, so the term ‘unregulated’
only applies to the federal mortgage lending rules. In a recent study conducted by us for
the Canada Mortgage Housing Corportaion (“CMHC”), we estimated that MIEs
account for $8 to $10 billion, or just 0.5% of the $1.43 trillion Canadian residential
market.
Capital Direct I Income Trust is structured as an income trust and qualifies as a registered
investment, and eligible for deferred plans, such as RRSP, RRIF, TFSA, RESP, etc. The
business model and structure are very similar to a Mortgage Investment Corporation
(“MIC”). Both structures allow investors to invest in a pool of diversified mortgages and
receive income from them.
The trust was created on June 23, 2006, in Vancouver, BC. The manager of the trust is
Capital Direct Management Ltd., a subsidiary of a private corporation, Capital Direct
Lending Corp. (“Capital Direct”, “company”), which was incorporated in 1997. The
mortgage investments for the trust are sourced through Capital Direct.
Capital Direct is owned by three partners, Richard Nichols, Derek Tripp, and Tim Wittig,
and has 28 employees. In addition to the three partners, the company’s senior management
team includes a Chief Compliance Officer (“CCO”), Martha Kane. She joined the company
in September 2015. A brief biography of the CCO, as provided by the company, follows:
 Martha Kane joined Capital Direct in 2015 bringing with her 25 years of experience in
the financial services industry. She started her career in front of the investor as a
financial planner then moved on to hold various roles in a dealer environment including
as CCO of a national firm. To compliment her industry experience, Martha served as a
Senior Advisor and Acting Manager of Examination at the BCSC. Martha has a Bachelor
of Commerce (Hons) from the Asper School of Business and subsequently obtained a
Certified Planner Designation (CFP).
The board of governors consists of five individuals, namely, Richard Nichols, Derek Tripp,
David B. Rally, Paul Wylie and Tim Wittig. Paul Wylie is an independent director. The nonindependent directors owned 0.5% of the outstanding units as of March 31, 2017. The trust
units purchased by the directors were at a price of $10 per unit (the same price as investors).
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Capital Direct has offices in Vancouver, Calgary, Edmonton, Toronto, and the Maritimes
(Nova Scotia and New Brunswick, and PEI). We consider the nationwide reach a major
advantage for the trust as it spreads out risks across geographic locations.
Capital Direct is in the business of sourcing, underwriting, selling and administrating
residential mortgages on behalf of retail investors, registered funds and private mortgage
lenders. It has originated approximately $1.10 billion in mortgages since inception in 1997,
and currently originates between $150 and $175 million per year. These mortgages are sold
to the trust, and to third-party retail and institutional investors. As of December 31, 2016,
Capital Direct administered approximately $195 million in mortgages – which included
$148 million for the trust, and the remaining $47 million for other investors.
The company acquires 75% of its clients directly through advertisements, and 25% from
referrals by other brokers and banks. Capital Direct maintains a significant advertising
budget, and is a well-known brand, especially in Vancouver and Toronto. Their long track
record and aggressive marketing campaigns, we believe, give them a strong edge over the
competition, and creates barriers to entry for new entrants.
Investment
Mandate

The trust’s primary focus is on single-family owner occupied residential mortgages. The
homeowner may use the loan at his or her discretion. The following charts show the
breakdown of how the borrowers use funds, client demographics, household income, etc.
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Management’s investment criteria (listed below) remains unchanged from our previous
report.
 The mortgages will primarily be on residential property situated within Canada. No more
than 5% of the trust’s assets will be invested in mortgages on the same property.
 The trust will not directly invest in real property; however, it may hold property acquired
as a result of foreclosure.
 The trust will not make loans to, nor invest in securities issued by the manager or its
affiliates. The trust will not make loans to any of the directors or officers of the manager,
or their associates, or members of the board of governors.
 The trust may only invest in “qualified investments”, as defined in the tax act for a trust
governed by a deferred plan.
 The trust may invest in mortgages with any term; however, the focus will always be on 12 year terms.
 The trust may only borrow funds in order to acquire or invest in specific mortgage
investments or mortgage portfolios. The maximum amount the trust is able to borrow is
50% of the book value of the mortgage portfolio.
Portfolio
Update and
Analysis

As of March 31, 2017, the trust had $154.79 million in mortgage receivables (net of
provisions) across 1,478 properties, up from $88.67 million across 1,208 properties at the
end of 2015. The following chart shows the growth in the portfolio since 2012.
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Mortgages by Region: A majority of the properties are within a 90-km radius of
metropolitan areas. Properties close to metropolitan areas are less vulnerable to economic
downturns. The table below shows the distribution of mortgages by region. At the end of
March 2017, 50.6% of the mortgages were in BC, 38.9% in ON, 9.6% in AB, and 0.9% in
Atlantic Canada.

The following chart shows the distribution since 2012. Since 2012, the trust had been
increasing its exposure to ON, while reducing its exposure to AB, which we believe was a
very prudent move considering the steep decline in oil prices and the following uncertainties
in the Alberta real estate market.
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Mortgages by Size: One of the primary features of the trust’s portfolio, we believe, is the
low mortgage size. The average mortgage size at the end of Q1-2017was $106k versus $94k
at the end of 2015. BC had the highest average ($123k) and ON had the lowest average
($89k). The averge has been increasing primarily because of the rising real estate prices in
BC and ON.

Mortgages by Duration: At the end of Q1-2017, approximately 37% of the portfolio had
terms of 12 months or less.
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Mortgages by Priority: First mortgages accounted for 38% as of March 2017 (versus 37%
as of December 2015). Second mortgages were at 59% and third mortgages were at 3%.

The following chart shows the interest rates charged to the borrowers. The average rate in
2016 was 7.99% p.a. versus 8.66% p.a. in 2015. The following chart shows the distribution
of rates by mortgages. Management expects the lending rate in 2017 to remain relatively
stable; moving in line with the Bank of Canada’s overnight rate.
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Loan to Value (LTV): The portfolio’s LTV has been on a decreasing trend since 2012, as
shown below.

Source: Capital Direct

In summary, we believe the trust has maintained its portfolio’s risk profile. Although
the average mortgage size increased, we believe the reduction in LTV and an increase
in first mortgages offsets the increase in risk.
The following section provides an overview of the mortgage lending market.
Private
Mortgage
Lending
Update

Total residential mortgage credit in Canada (outstanding balance of the major private
institutional lenders) increased from $0.43 trillion in 2000, to $1.43 trillion by October 2016,
reflecting a compounded annual growth rate (“CAGR”) of 7.8%, and a 7.4% YOY increase.
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Source: Statistics Canada

As of October 2016, mortgage credit accounted for 72%, and consumer credit accounted for
the remaining 28%, of total household debt.
The following chart shows the annual growth rate of mortgage credit. As shown below, the
growth rates increased significantly in 2016, primarily because of the low interest rate
environment and the strong increase in housing prices.

Source: Statistics Canada

With regard to the financing required for the purchase, buyers have historically financed
67% of their purchase through a mortgage and/or a home equity line of credit, ranging from
81% for first-time buyers, to 67% for second-time buyers, and 50% for those purchasing
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their third or subsequent home.
The tighter lending policies set by banks and conventional lenders have been encouraging
more and more unregulated private lenders to enter the market over the last decade. On
October 17, 2016, the federal government announced four key changes to the existing
mortgage rules:


All new insured mortgages will need to undergo a stress test; implying that a home buyer
would not only need to qualify at the loan rate, but also at the Bank of Canada’s five-year
fixed posted mortgage rate, which is currently (4.64%) much higher than the rates
offered by mortgage lenders.



Insurance for low-ratio mortgages (down payment of over 20%) will only be provided by
government backed lenders for the following: purchase price of under $1 million, a
maximum amortization period of 25 years, a minimum credit score of 600, and the
property must be owner-occupied.



New reporting rules for the primary residence capital gains exemption.



The government is considering options to shift some of the risk of defaults against
insured mortgages to lenders.

We believe the above changes clearly indicate the government’s intent to stabilize the real
estate market in the country and potentially avoid a major downturn, similar to the U.S. The
finance department estimates home sales could fall by up to 8% in 2017, before rebounding.
We see these changes are likely to drive more borrowers to MIEs and other private lenders.
The other factors that have been contributing to increased lending are the strong growth in
housing prices, decreasing unemployment rates (see chart below), a low interest rate
environment, and the relatively low default rates.
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Although there was a rise in mortgage arrears during the recession (mid-1990s and 20082009), the rates have dropped considerably since 2010, as shown in the chart below.

Source: CMHC

The national average was 0.28% in Q3-2016, versus 0.43% in 2010. This is significantly
lower than the default rates in the U.S. (see chart below).

Source: CMHC
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The following table shows the average, minimum and maximum rates in Canada since 2002.
BC’s rate of 0.24% in Q3-2016, is well below the historical average of 0.34%. The U.S.
national average was 1.41% in Q3-2016.

Data Source: CMHC

As mentioned earlier, the low interest rate environment is another factor that is driving
lending. The following chart shows the overnight lending rate since 2007.
Overnight Lending Rate

We believe that all of the above factors indicate strong deal flow for MIEs and private
lenders in 2017.
We believe the health of Vancouver and Toronto’s residential real estate markets directly /
indirectly impact the trust.
Toronto and
Vancouver
Market Update

In an effort to cool down the housing market in the Greater Toronto Area, the Ontario
government announced a few changes to existing rules. Among the changes, the key ones are
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a 15% tax on non-resident buyers of properties in the Greater Golden Horseshoe area, a tax
on vacant homes, and expanded rent control measures. The first two changes are in line with
the changes seen in Vancouver last year. We believe the correction in Vancouver prices after
these initiatives came into play in 2016 may have prompted the Ontario government to move
in a similar direction. The tighter rent control measures, we believe, are likely to soften
investment into apartment projects, which will impact lenders.
The Toronto market continues to remain robust. Total MLS sales were up by 17% YoY in
March 2017 to 12,077 units. The average price was up 33% YoY to $917k. The table below
summarizes the key parameters.

Source: Toronto Real Estate Board

A factor that is indicating that the market is healthy is the extremely high sales to active
listings ratio – which was at 154% in March 2017, up from 85% in March 2016.
The following table shows that sales were high across all major property types:

Source: Toronto Real Estate Board
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Although the recently announced changes will have a cooling effect, we estimate the low
inventory will keep the Toronto market strong this year. As mentioned in our previous
reports, we believe a slight correction in the Toronto market (as seen in the Vancouver
market) will be healthy for the long-term.
Vancouver’s real estate sales continued to drop, but at a lower rate in March, compared to
the first two months of the year. The sales to active ratio increased from 32% in February to
47% in March. An increase in this ratio, we believe, is typically a good indicator for prices.

Source: Real Estate Board of Greater Vancouver

Sales of detached properties dropped the most.

Source: Real Estate Board of Greater Vancouver

Although we continue to adopt a cautious outlook, we believe Vancouver’s housing market
is reasonably healthy in the near-term (due to low supply), and do not expect a major
correction. Immigration and foreign investment is expected to continue due to the city’s
global appeal, Canada’s economic stability, and the weakness in the C$.
Structure

The following section presents a summary of the trust’s structure.
At the end of March 2017, there were 11.89 million units outstanding held across 1,400+
investors.
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 Class A (since inception) - offered to investors directly
 Class F (introduced in 2014) – offered to funds managed by portfolio managers and
other fee-based investment advisors.
 Class C (introduced in 2016) – offered to investors who purchase units through
Dealers (IIROC and Exempt Market Dealers).
There is no market or exchange that the trust units trade on. The units are non-transferable.
They are eligible for redemption twice a year (June 30 and December 31).
For Class A units, if redemption requests are within the first 5 years, the following
redemption schedule applies. If notice of a Class A redemption is given prior to the first
anniversary of acquisition of such units, redemption will be 95% of the net asset value per
unit on the redemption date. The redemption amount will increase by 1% each year until on,
or after the fifth anniversary, at which time redemptions will be equal to 100% of the net
asset value of the units on the redemption date.
As for Classes C and F, a 2% penalty applies in the first 180 days. There is no penalty for
requests after 180 days.
The trust is managed by the manager, Capital Direct Management Ltd. The manager is
entitled to a share of the profits as well as a management fee as per below:
 2.0% of NAV in annual management fees for Class A and C units, and 1.0% of NAV
for Class F units (paid monthly). This fee is in line with comparables; the range on
similar offerings is 1% - 3%. The NAV is calculated by management every quarter.
 As per the OM, 80% of the aggregate of net income will be paid to the unitholders on a
quarterly basis, and the remaining 20% will be paid to the manager. In order to provide a
higher share of returns to investors, management distributed 90% of the net income to
investors from Q4-2008 to Q3-2015. The share was reverted back to the original 80% from
Q4-2015 to Q3-2016, and then increased to 90% in Q4-2016. The overall impact was that
investors received a 82.8% share of the profits in 2016.
There are no sales commissions charged to the trust - any sales commissions paid
(maximum of 1.5% of the Class A gross proceeds + a 1% trailer fee) will be the
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responsibility of the manager.
Financials

The following table shows a summary of the income statement since 2011. Our previous
reports included an analysis of the financial statements since inception.

YE – December 31st

Revenues grew by 62% YoY in 2016 to $9.86 million. Net Income grew by 99% YoY to
$7.34 million in 2016.
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Interest + Other income as a percentage of mortgage receivables was 9.4% p.a. in 2016,
versus 9.6% p.a. in 2015. The dividend yield (dividends as a percentage of invested capital)
was 7.6% p.a. in 2016 versus 7.9% in 2015.

Note that the above figures may be slightly different from the figures reported by Capital Direct due to the
difference in the method of calculation. We used the average of the opening balance, and year-end balance of
the mortgages outstanding, and invested capital, to arrive at the above figures.

The following charts show investors’ yield relative to GOC 2-year bonds:

* Class C’s higher return is due to minimal expenses charged to Class C in Q1-2016 when it was introduced.

The following chart shows the realized losses and the loan loss provision as a percentage of
mortgage receivables since 2010.
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In 2016, the trust reported approximately $0.65 million in realized losses, or 0.5% of the
total portfolio. This compared to a loss of $0.51 million in 2015, or 0.7% of the portfolio.
The average loan loss was 0.40% p.a. since 2010. In Q1-2017, the realized loss was 0.2%.
At the end of March 2017, the trust had a loan loss provision of $0.62 million, or 0.41%
of the portfolio. The trust had assigned a provision of 1.00% at the end of 2015. We
estimate that comparable MIEs typically assign 0.8% - 1.0% of their portfolios as loan loss
provisions. The lower loan loss provision, we believe, reflects the overall health of the
trust’s portfolio.

As shown above, investors continue to reinvest a significant portion of the distributions
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(62% in 2016) – which, we believe, is a very positive sign and shows their confidence in the
investment.
Redemptions totaled $3.21 million in 2016, or 4% of the average invested capital. Note that
the trust has redeemed approximately 4% of invested capital every year since 2010 – this
indicates management’s ability and willingness to meet redemption requests. According to
management, they have never declined any redemption request to date. Redemptions can be
requested with 30 days’ notice of June 30th and December 31st.
The following table shows a summary of the company’s balance sheet.

The fund’s cash position can vary from time to time as loans are paid out and new loans are
funded. The cash position at the end of May 2017 was $6 million. The high cash position, we
believe, was a result of approximately $11 million new subscriptions received in Q1-2017.
The trust was yet to fully deploy the new capital at the end of the quarter.
Line of credit – Since our previous report, the trust’s line of credit (prime + 0.75%) with
Canadian Western Bank was increased from $40 million to $50 million. As of March 31,
2017, $43 million was withdrawn, reflecting debt to capital of 27%. The interest coverage
ratio in 2016 was 7.3x, which is fairly strong, and indicates that operating profits
generated by the trust can easily cover annual debt obligations. As the interest rate on
the line of credit is significantly lower than the trust’s lending rate, we believe taking on debt
(at acceptable levels), to acquire mortgages, will improve investors’ returns. We estimate
that comparable MIEs typically use debt levels ranging between 20% and 40%.
Risk

Investors are exposed to the following risks:
 Loans are short term and need to be sourced and replaced quickly.
 Timely deployment of capital is crucial.
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 A drop in housing prices will result in higher LTVs, and higher default risk, as the value of
collateral decreases.
 Unit holders’ principal is not guaranteed, as the NAV per unit could decrease from current
levels (as a result of loan losses). Unit holders are also not guaranteed minimum
distributions.
 No hurdle rate.
 The net income distribution between investors and the manager has been 90%:10% in the
past few years; however, there is no guarantee that this trend will continue going forward.
 The fund has the ability to use leverage, which would increase the exposure of the fund to
negative events.
 The fund invests in second and third mortgages (historically 60% to 65% of the portfolio)
which carry higher risk.
 Annual redemptions may be limited to 10% of the total invested capital, and may not be
paid in cash.
Rating

We are maintaining our overall rating and our risk rating at 2.
FRC Rating
Expected Yield (next
12M)
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Fundamental Research Corp. Rating Scale:
Rating – 1: Excellent Return to Risk Ratio
Rating – 2: Very Good Return to Risk Ratio
Rating – 3: Good Return to Risk Ratio
Rating – 4: Average Return to Risk Ratio
Rating – 5: Weak Return to Risk Ratio
Rating – 6: Very Weak Return to Risk Ratio
Rating – 7: Poor Return to Risk Ratio
A “+” indicates the rating is in the top third of the category, A “-“ indicates the lower third and no “+” or “-“ indicates the middle third of the category.
Fundamental Research Corp. Risk Rating Scale:
1 (Low Risk)
2 (Below Average Risk)
3 (Average Risk)
4 (Speculative)
5 (Highly Speculative)

Disclaimers and Disclosure
The opinions expressed in this report are the true opinions of the analyst about this company and industry. Any “forward looking statements” are our best estimates and opinions based upon
information that was provided and that we believe to be correct, but we have not independently verified with respect to truth or correctness. There is no guarantee that our forecasts will
materialize. Actual results will likely vary. The analyst and Fundamental Research Corp. “FRC” does not own any shares of the subject company, does not make a market or offer shares for
sale of the subject company, and does not have any investment banking business with the subject company. Fees have been paid by the issuer to FRC to issue this report. The purpose of the
fee is to subsidize the high costs of research and monitoring. FRC takes steps to ensure independence including setting fees in advance and utilizing analysts who must abide by CFA Institute
Code of Ethics and Standards of Professional Conduct. Additionally, analysts may not trade in any security under coverage. Our full editorial control of all research, timing of release of the
reports, and release of liability for negative reports are protected contractually. Distribution procedure: our reports are distributed first to our web-based subscribers on the date shown on this
report then made available to delayed access users through various other channels for a limited time.
To subscribe for real-time access to research, visit http://www.researchfrc.com/subscription.htm for subscription options. This report contains "forward looking" statements. Forward-looking
statements regarding the Company and/or stock’s performance inherently involve risks and uncertainties that could cause actual results to differ from such forward-looking statements. Factors
that would cause or contribute to such differences include, but are not limited to, continued acceptance of the Company's products/services in the marketplace; acceptance in the marketplace of
the Company's new product lines/services; competitive factors; new product/service introductions by others; technological changes; dependence on suppliers; systematic market risks and other
risks discussed in the Company's periodic report filings, including interim reports, annual reports, and annual information forms filed with the various securities regulators. By making these
forward looking statements, Fundamental Research Corp. and the analyst/author of this report undertakes no obligation to update these statements for revisions or changes after the date of this
report. A report initiating coverage will most often be updated quarterly while a report issuing a rating may have no further or less frequent updates because the subject company is likely to be
in earlier stages where nothing material may occur quarter to quarter.
Fundamental Research Corp DOES NOT MAKE ANY WARRANTIES, EXPRESSED OR IMPLIED, AS TO RESULTS TO BE OBTAINED FROM USING THIS INFORMATION AND
MAKES NO EXPRESS OR IMPLIED WARRANTIES OR FITNESS FOR A PARTICULAR USE. ANYONE USING THIS REPORT ASSUMES FULL RESPONSIBILITY FOR
WHATEVER RESULTS THEY OBTAIN FROM WHATEVER USE THE INFORMATION WAS PUT TO.
ALWAYS TALK TO YOUR FINANCIAL ADVISOR BEFORE YOU
INVEST. WHETHER A STOCK SHOULD BE INCLUDED IN A PORTFOLIO DEPENDS ON ONE’S RISK TOLERANCE, OBJECTIVES, SITUATION, RETURN ON OTHER ASSETS,
ETC. ONLY YOUR INVESTMENT ADVISOR WHO KNOWS YOUR UNIQUE CIRCUMSTANCES CAN MAKE A PROPER RECOMMENDATION AS TO THE MERIT OF ANY
PARTICULAR SECURITY FOR INCLUSION IN YOUR PORTFOLIO. This REPORT is solely for informative purposes and is not a solicitation or an offer to buy or sell any security. It is
not intended as being a complete description of the company, industry, securities or developments referred to in the material. Any forecasts contained in this report were independently prepared
unless otherwise stated, and HAVE NOT BEEN endorsed by the Management of the company which is the subject of this report. Additional information is available upon request. THIS
REPORT IS COPYRIGHT. YOU MAY NOT REDISTRIBUTE THIS REPORT WITHOUT OUR PERMISSION. Please give proper credit, including citing Fundamental Research Corp
and/or the analyst, when quoting information from this report.
The information contained in this report is intended to be viewed only in jurisdictions where it may be legally viewed and is not intended for use by any person or entity in any jurisdiction where
such use would be contrary to local regulations or which would require any registration requirement within such jurisdiction
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