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Euro equities: Beyond political risks

By Citi EMEA Consumer Bank CI t I




Equities Markets

Feature

On 22 January 2015, the European Central Bank (ECB) announced its long-awaited large quantitative easing (QE)
programme to stimulate the economy and boost inflation expectations. The ECB QE has been Citi analysts’ key
point in the bull case for European equities, supporting their view of improving economic performance in the
Eurozone and a growth in Europe ex-UK earnings for 2015.

Unless hostilities in Ukraine, and accompanying sanctions/rise in systemic risk, worsen and/or Greece moves
closer to exiting the Euro Area, Citi analysts continue to favour European equities. On the sector front, Citi

analysts’ strategy is skewed towards Cyclicals/Financials over Defensives. Indeed, they overweight the Autos,
Banks, Basic Resources, Health Care, Insurance and Tech sectors.

United States

Recent US economic data have been
mixed, but solid employment and
income gains, plus an extra boost
from lower oil prices, should power
healthy growth in coming quarters. Citi
analysts continue to expect that the
Fed will begin hiking rates late this
year. There is little doubt that the
current policy stance is not
appropriate for an economy projected
to grow at an above-potential pace.

Euro-Area

From an equity perspective, Citi
analysts remain generally constructive
longer term while preferring to buy on
weakness rather than chase the tape.
Better hiring and capital spending
intentions are encouraging as is
merger and acquisition activity. Also,
stock buyback activity has stepped up
and money has begun to edge into
equity funds.
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Citi analysts revised up their 2015 real
GDP forecast to 1.5% from 1.3% last
month, but left 2016 estimate at a Six-
year high of 1.9%. With sentiment
surveys moving above their long-run
averages, Citi analysts believe the
recovery will gain momentum.

The longer the delay in reaching an
agreement between the new Greek
government and its creditors, the
greater the risk of damage to the
anemic euro area recovery, in Citi
analysts’ view. Yet, the economic
situation now is arguably less
worrying than in 2012,

given, in particular, the European
Central Bank’s decision to announce
a major quantitative easing program
and the boost to real incomes from
lower oil prices.

Citi analysts retain their strong positive
view on European equities for 2015
and skew their strategy towards
Cyclicals/Financials over Defensives.
They overweight Autos, Banks, Basic
Resources, Health Care, Insurance
and Technology sectors.
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Equities Markets

Japan
— Citi analysts expect the economy to — Furthermore, Citi analysts expect the Topix Index
continue to grow at an annual rate of Bank of Japan (BoJ) to implement

90% 81.74%

around 2% in coming quarters. First,
consumer spending will likely pick up
with solid growth in employment, a
modest rise in per-capita wages and
sharply lower energy prices expected
to lift real total employment income.
Second, export volumes have started
to show clear signs of picking up.

Asia Pacific

additional easing measures in July as a
gap between the BoJ’s bullish inflation
forecasts and actual inflation emerges. In
a context of weak yen, US economic
recovery, Abenomics and capex
recovery, Citi analysts prefer Financials,
Industrials, and Consumer Cyclicals.

25.77%

8.27% l
-

YTD 1-Yr

3y

Citi analysts remain overweight Asia at
the expense of other Emerging Markets.
Value-wise, Asia still comes out ahead.
Price Earnings for Asia are far below
mean, while EMEA is at mean and far
above mean in Latin America. Also,
Asia is the biggest beneficiary of low oil
prices and they may get a marginal lift
from the lower input cost. In particular,
China remains one of the favourites.
Indeed, the central bank recently
announced its second policy rate cut
since

Emerging Markets

November 2014. It lowered the 1-year
lending rate by 25bps to 5.35%, and
lowered the 1-year deposit rate by
25bps to 2.50%.

On the back of this accommodative
environment, Citi analysts reiterate
their positive stance on China. Chinese
equities are likely to be supported by:
1) EPS growth; 2) Re-rating from
cyclical easing; and 3) Rerating from
structural reforms.

MSCI Asia Pacific ex-Japan Index
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In some ways the fall in oil prices had a
predictable effect on the current
account balances in CEEMEA: oil
exporters lose -Russia, Nigeria, South
Africa. But weak commodity prices and
a strong dollar are historically
associated with low risk appetite, so
countries that might be thought to be
benefit from lower commodity prices —
Turkey, Poland, Hungary for example
— might suffer if risk aversion rises
against the background of weak
commodity prices/strong dollar.

2015 appears to be a very difficult one
for the Brazilian economy. The high
public debt/GDP ratio will likely lead to
a gradual fiscal consolidation. Also
external conditions (commodity prices
and dollar strength) are also negative.
Given the worsening growth outlook.
Citi analysts cut their GDP growth
forecast from 1.0% to 0.5% for 2015
and from 2.8% to 1.8% for 2016.

Citi analysts are neutral on Mexico and
underweight on Brazil given that
stronger USD bodes poorly for
commodities and current accounts.
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Currencies and Bonds Markets

Currencies

— Over the medium term, Citi analysts
continue to expect significantly more
downside in EUR/USD both because
Citi analysts expect generalised USD
strength as described above and
because they expect EUR weakness -
as a result of ECB monetary easing via
balance sheet expansion and possibly
rate cuts.

— Citi analysts remain GBP bearish over
the next 6-12 months. Notwithstanding
the recent better growth data they are
worried about UK political risk and the
elephants-in-the-room which are the
twin deficits.

Bonds

Now that political campaigning has
kicked off, the fiscal tightening debate
might take a backseat, but that doesn’t
mean it won'’t return.

Near term, Citi analysts think it is
possible that spot USD/JPY may
continue to range trade or even pull
back somewhat. This might reflect both
a delay to any Fed action beyond
current market expectations of mid-year
and a reaction to recent unnamed BoJ
officials who told the financial media
that further monetary easing may be
counter-productive by weakening
consumer sentiment as prices rise.
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US Treasuries

Citi analysts expect the US rates curve to
flatten in excess of forwards, with the long
end outperforming in an environment of
low inflation risk premium and lower term
premiums. The front end of the curve is
expected to sell off in excess of forwards.
However, the selloff is likely to be
tempered by expectations of a more
gradual pace of hikes.

Investment Grade Corporates

High grade corporates have benefitted
from the decline in core rates and
expectations for ECB quantitative easing.
In Citi analysts’ view, the direction of risk-
free rates will continue to have a
significant impact on prospective returns
this year. Citi analysts favour USD over

Euro issuers given attractive valuations
and inflows supported by a weaker euro.

High-Yield

Fundamentals have not materially
weakened, debt maturities have been
extended, default rates should remain low
(even in energy), and the appetite for
higher yields has not waned. US and Euro
HY markets appear poised to outperform
and Citi analysts see value among higher-
quality Single-B or Double-B credits.

Emerging Market Debt
Citi analysts favour hard currency
sovereigns/corporates over local debt

given improving prospects for stronger
USD. They also prefer manufacturing vs.
commodity exporters, and surplus over
deficit countries.

Euro Bonds

Citi analysts expect that the combination
of negative rates and QE will be a
powerful driving force for lower core
yields. Improving growth is unlikely to
have an impact, unless there is
overheating because global output gaps
remain wide. They would turn more
cautious if (a) inflation trends turn; (b) the
ECB thinks inflation trends are turning and
the latter is a focus on quarterly inflation
projections.
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