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The outlook for Eurozone earnings

Above trend growth will support profits despite the stronger euro

In 2018, growth in the
Eurozone is likely to be the
fastest it has been in ten years.
This will boost corporate
earnings, particularly as there
are also increasing signs that
firms are regaining pricing
power. Indeed, despite the
stronger euro, we expect
earnings growth in the mid-
teens in 2018. This is above
consensus and should support
Eurozone equity markets this
year, especially relative to fixed
income markets.
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We think that robust economic growth and
business activity in the Eurozone in 2018 will
likely lead to corporate earnings growth in the
mid-teens, despite the recent strength of the
euro.

This is above consensus expectations. Top
down analysts are forecasting earnings
growth of only around 9% YoY in 2018.
However, we think these analysts are
overestimating the negative impact that the
recent strength of the euro will have on

Eurozone company earnings and
underestimating the positive impact from
robust growth and stronger pricing power
that Eurozone companies are currently
experiencing.

Admittedly, part of the difficulty in
understanding the earnings outlook for the
Eurozone is that there are many sectors, such
as exporters, energy and commodity
producers, and financials, where profitability
can be driven by highly idiosyncratic factors.

Mind the gap, earnings and GDP growth diverged from 2011
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Indeed, from 2011 a gap opened up between
earnings and the economy due to structural
problems in the financial sector and later the
collapse in commodity prices in 2015 and
2016 (see chart). We therefore cross-check
our aggregate/macro analysis of earnings
trends with an examination of the earnings
outlook at a disaggregated sector level, given
the many moving parts that can affect overall
Eurozone earnings growth.

The economy and earnings

There is normally a close relationship between
the business cycle and earnings growth.
Strong economic growth allows companies to
increase profits through higher revenues and
wider margins because of improved pricing
power. While wages should also move higher
when the economy is growing, which could
compress margins, this effect tends to be
outweighed by companies’ improved pricing
power and rising demand for their products,
especially in the early and middle part of the
economic cycle.

Eurozone company profits tend to be
particularly sensitive to the economic cycle
because firms have limited room to cut costs
in the bad times, and are highly operationally
geared as a result. Wages and employment
levels are generally less flexible in the
Eurozone than in other parts of the world
such as the US and Asia.
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Model points to earnings growth in mid-teens in 2018
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Note: Based on regression of 12m trailing Euro Stoxx earnings growth against the YoY change in the trade-weighted euro, Eurozone
GDP growth and the annual change in the composite PMI output prices component. Adjusted R-Squared 0.80, all variables

statistically significant. Dummy variable from 2011 included to account for structural shift in profitability.

The Eurozone economy is booming

Fortunately, the Eurozone is currently
experiencing a growth boom. In Q4 2017, the
Eurozone grew 2.7% YoY, close to its fastest
pace since Q1 2011. What's more, business
confidence, as measured by the Eurozone
composite PMI survey, was at its highest levels
since 2006 in January. A mix of favourable
factors has generated strong growth. Easy
financing conditions, less political uncertainty,
still loose monetary policy and an absence of
fiscal headwinds are all helping. Strong global
growth, especially in emerging markets, is also
a tailwind.

The increasingly synchronised recovery within
the Eurozone, with more and more countries
participating, is also helping. Earlier in the
recovery the pickup in growth was led by
Germany and smaller periphery economies
such as Ireland and Spain. However, in recent
quarters Italy and France have also started to
participate. Falls in unemployment levels in
France and Spain have accelerated recently,
and business confidence has picked up
sharply. This is important to the region at
large given the size of their economies.

Overall, we expect Eurozone growth of
around 2.8% YoY in 2018, which would be
the strongest pace since 2007. What's more,
there are upside risks to this forecast, and
growth in the Eurozone could even be above
3% this year.

A model of earnings growth

A regression of Eurozone earnings growth
against various economic indicators, such as
the 12-month change in the trade-weighted
euro, GDP growth and the change in the PMI
output prices index has a good statistical fit.
Given our view that Eurozone growth will be
around 2.8% YoY, the model points to
earnings growth in the mid-teens in 2018,
even after taking into account the stronger
euro.

Indeed, there are increasing signs of
companies regaining pricing power, which will
be a positive tailwind for earnings growth
over the next few quarters. For example, the
monthly services PMI prices charged index,
which measures the level of prices that are
charged by Eurozone service sector

companies, is close to its highest level since
2008. Earnings growth in the mid-teens
would be a supportive environment for
Eurozone equities, especially as analysts are
not yet expecting such a pace of growth.

Could a stronger euro be a headwind to
earnings?

Rather, top down analysts seem to be too
focused on the strength of the euro as a
headwind to Eurozone company earnings.
Admittedly, since mid-April 2017, the euro
has appreciated by around 7% on a trade-
weighted basis. Eurozone companies
generate, on average, only about 56% of
their revenue from within the Eurozone, with
the rest coming from overseas. Therefore, the
level of the exchange rate can have a
significant impact on exporter and overall
Euro Stoxx earnings.

However, we find that by far the biggest
determinant of earnings growth historically
has been business activity. What's more, our
estimate of earnings growth in the mid-teens
in the Eurozone this year already takes into
account the appreciation in the euro that we
have seen in the past year and its impact on
earnings, and also assumes a further 5%
appreciation in the euro through the course of
2018 on a trade-weighted basis.

In addition, the strength of the euro should be
less of an issue for Eurozone company
earnings when domestic growth is strong, as
it is now. With the Eurozone recovery
increasingly domestically driven and
unemployment continuing to fall, this should
support domestically focused company
earnings. Consumer plans to purchase big
ticket items are increasing sharply as
unemployment falls.

The exchange rate is a key determinant
of relative sector performance

The exchange rate is more likely to be a key
determinant of relative sector performance
and earnings growth rather than absolute or
overall Eurozone company earnings growth, in
our view. In particular, the level of the euro is
an important driver of relative sector price
performance when comparing sectors with
large and small international exposures.

For example, utilities derive only around 30%
of their revenues from outside the Eurozone,
whereas the healthcare sector generates more
than 70% of its revenues from outside the
Eurozone. The relative price performance of
the Euro Stoxx utilities sub-index compared to
the healthcare sub-index does correlate closely
with the level of the euro and a similar
relationship to the currency is found when
looking at underlying earnings of the two
sectors as well. However, at an aggregate
level for Eurozone companies overall, the level
of the exchange rate becomes less important.

The devil is in the detail

Finally, it is important to crosscheck the
conclusions from our aggregate/macro
analysis by an examination of any special
factors at a sector level to see if they could be
an extra drag or boost to earnings and to
what extent.

For example, in 2015 and early 2016, even as
economic growth accelerated with the region
finally emerging from the Eurozone debt crisis
and recession, earnings growth remained very
weak. This was because of a combination of
special factors relating to the commodities
and energy sectors and ongoing issues in the
banking sector.

Business activity & pricing power key for earnings, not just the euro
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The euro is a key determinant of relative sector performance
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Oil prices can have a significant impact on
overall earnings

While energy companies represent only
around 5% of total Eurozone equity market
capitalisation, the high volatility of energy
prices and therefore of energy company
earnings, means the energy sector can have a
significant impact on overall earnings growth
when there are large moves in oil prices.

What's more, the inherent volatility of oil
prices has been exacerbated recently by the
development of new technologies such as
fracking and shale oil. From mid-2014 to early
2016, Brent crude prices fell by 75% from
around $110 per barrel to just under $30 per
barrel at their low point in early 2016.

Low oil prices were a significant drag on
energy and overall Eurozone company
earnings. However, oil prices have since
recovered with Brent trading currently around
$65 per barrel. The result is that oil prices
have stopped being a headwind to earnings
and instead have become a tailwind.

Indeed, oil prices were a boost to YoY
earnings growth in 2017. Even if oil prices
simply stay around current levels over the next
few quarters, favourable base effects mean
they should continue to have a positive
impact on energy earnings growth through
most of 2018.

Banks have also weighed on earnings

Another special factor that has driven a wedge
between economic growth and earnings
growth relates to the problems of Eurozone
banks. Financials represent around 22% of the
MSCI Euro index so the outlook for bank
profitability, as well as other financials, can
have a substantial impact on overall corporate
earnings.

Eurozone banks in particular have been
affected in recent years by high levels of NPLs,
substantial regulatory fines and overcapacity in
the sector affecting profitability. However,
looking forward, while many banks continue to
have severe legacy issues due to high levels of
NPLs, which will likely still weigh on
profitability, the amount of fines and level of
restructuring costs appears to be diminishing at
least.

In summary, many of the special factors that
caused the negative divergence between
earnings growth and economic growth in 2015
and 2016 and earlier have diminished, though
they have not been eliminated.

Investment implications & conclusions

The combination of strong economic growth,
diminishing headwinds from special factors,
firms regaining pricing power and strong
domestic demand suggests Eurozone earnings
growth could be in the mid-teens this year in
our view.

Despite the recent volatility in equity markets,
this should be enough to generate positive
performance from regional equity markets,
especially relative to fixed income assets.
Indeed, even without any multiple expansion,
earnings plus dividend growth would imply
double-digit returns from local equity markets.

One concern that could be raised is that
investors already expect such a positive
earnings outcome. However, top down
analysts’ earnings expectations are currently
for growth of only 9%, so relative to this,
mid-teens earnings growth would be a
positive surprise.

Furthermore, top-down analysts tend to revise
down rather than up, their earnings
expectations through the course of the year
and equity markets often still show positive
performance. So if analysts’ earnings
expectations are revised up instead this should
be even more of a positive signal for investors.

Domestic demand rebounds; plans for big-ticket purchases increase

-10 5 —EC Household Survey Plans to Make Major Purchases (LHS) _ g
<12 A Eurozone Unemployment Rate (Invt'd, %, RHS) L
-14 A

-16 A - 8
-18 A L9
-20 A

_22 i ' 10
24 A - 11
-26 A

g - 12
-30 T T T T T T T 13

Jan02 Jan 04 Jan 06 Jan 08 Jan 10 Jan 12 Jan 14 Jan 16 Jan 18

Source: Bloomberg




Disclaimer and cautionary statement

This publication has been prepared by Zurich Insurance Group Ltd
and the opinions expressed therein are those of Zurich Insurance
Group Ltd as of the date of writing and are subject to change
without notice.

This publication has been produced solely for informational
purposes. The analysis contained and opinions expressed herein
are based on numerous assumptions concerning anticipated
results that are inherently subject to significant economic,
competitive, and other uncertainties and contingencies. Different
assumptions could result in materially different conclusions. All
information contained in this publication have been compiled
and obtained from sources believed to be reliable and credible
but no representation or warranty, express or implied, is made by
Zurich Insurance Group Ltd or any of its subsidiaries (the ‘Group’)
as to their accuracy or completeness.

Opinions expressed and analyses contained herein might differ
from or be contrary to those expressed by other Group functions
or contained in other documents of the Group, as a result of
using different assumptions and/or criteria.

The Group may buy, sell, cover or otherwise change the nature,
form or amount of its investments, including any investments
identified in this publication, without further notice for any
reason.

This publication is not intended to be legal, underwriting,
financial investment or any other type of professional advice. No
content in this publication constitutes a recommendation that any
particular investment, security, transaction or investment strategy
is suitable for any specific person. The content in this publication
is not designed to meet any one’s personal situation. The Group
hereby disclaims any duty to update any information in this
publication.

Persons requiring advice should consult an independent adviser
(the Group does not provide investment or personalized advice).

The Group disclaims any and all liability whatsoever resulting
from the use of or reliance upon this publication. Certain
statements in this publication are forward-looking statements,
including, but not limited to, statements that are predictions of or
indicate future events, trends, plans, developments or objectives.
Undue reliance should not be placed on such statements
because, by their nature, they are subject to known and
unknown risks and uncertainties and can be affected by other
factors that could cause actual results, developments and plans
and objectives to differ materially from those expressed or implied
in the forward-looking statements.

The subject matter of this publication is also not tied to any
specific insurance product nor will it ensure coverage under any
insurance policy.

This publication may not be reproduced either in whole, or in
part, without prior written permission of Zurich Insurance Group
Ltd, Mythenquai 2, 8002 Zurich, Switzerland. Zurich Insurance
Group Ltd expressly prohibits the distribution of this publication
to third parties for any reason. Neither Zurich Insurance Group
Ltd nor any of its subsidiaries accept liability for any loss arising
from the use or distribution of publication. This publication is for
distribution only under such circumstances as may be permitted
by applicable law and regulations. This publication does not
constitute an offer or an invitation for the sale or purchase of
securities in any jurisdiction.
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