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German equities: The right mix for the market to outperform

e German equities have been punished as a result of their relatively high Emerging Markets,
especially Chinese exposure

e On top of this, negative company specific news flow, such as the VW emissions scandal
has dragged the market down further

o Despite stabilisation in financial markets, sentiment on German equities remains poor, as
such alittle bit of good news can have a large impact on returns

e The DAX 30 is approximately 13% from the highs it set only a few months ago; we expect
that the market has bottomed and will be able to resume its upward momentum

e Valuations have come down substantially to around 12x forward PE and compare
favourably with other markets as well as its own history

e Further support can be expected in the form of ECB policy and the broader Eurozone
earnings environment, which we believe looks very promising

Poor sentiment has created an attractive entry point

A weak Euro, supportive monetary policy, decent (if unspectacular) economic growth, cheap
valuations and undemanding earnings expectations against a backdrop of poor sentiment provides
a good platform for German equities to outperform in our view.

Having been the stand-out performer in the Eurozone until May this year, German equities sold off
more than most following the recent financial market correction. This is unsurprising given German
companies’ sizeable revenue exposure to Emerging Markets, the epicentre of global growth
concerns. The pie chart below shows that German companies produce almost half of their revenue
outside of Europe, with 13% made in Asia. This is high compared with other Eurozone markets
such as Italy and France which generated just 6% and 8% of their revenues in Asia in 2014

respectively.
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Source: Bloomberg, HSBC, MSCI, Thomson Reuters Datastream

Please refer to the disclaimer at the end of this publication.
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Valuations attractive, earnings growth potential

even more so

German equity valuations now look very attractive
following a prolonged period of de-rating. The chart below
shows that the forward PE ratio for the DAX has fallen
from 15.5x in May to around 12x currently, below the
long-run average for the market.
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Perhaps more importantly however, is how the valuations
stack up on a relative basis. Here, the market looks even
better. Using the S&P 500 as a relative, German equities
trade at a very large discount to US equities. In fact, the
discount is the largest for a long time, something which
we believe is unjustified.
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Cheap valuations by themselves are never enough to
build a strong investment case, we would also like to see
more fundamental reasons to be positive. For German
equities we currently find plenty of reasons.

Accommodative central bank policy is an obvious
support, one which we will not spend much time
discussing as this is well understood by the market. All
we will say is that it the ECB on Thursday officially threw
the door to further QE wide open by stating that it was
open to increasing the size, length and composition of its
current monetary easing program and re-affirms the
‘Draghi-put’.
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However, the cornerstone of our positive outlook on
Eurozone equities in aggregate relates to the likely
trajectory of earnings growth. Equity markets will move
up and down based on short-term news flow such as the
ECB’s positive message of support on Thursday.
However, what drives markets on a more sustainable
basis is earnings and earnings expectations.

Overall we expect significant scope for upside surprise
on European and German earnings in the medium-term.
Economic growth in the Eurozone is picking up, we have
seen bank lending start to rise, wage growth remains
subdued and interest costs are low (and potentially falling
further). Coupled with the fact that earnings in the region
are coming from a very low base (especially compared to
the US and Japan) and consensus expectations are
undemanding means that the potential for earnings
growth and positive surprises is high. The below chart
shows European real earnings over time with the black
dots representing consensus expectations for 2015, 2016
and 2017. These numbers show that in 2017 the
consensus expects European earnings to still be well
below their previous peaks. For context, the same charts
for the US and Japan shows the belief that earnings in
those two regions will be approximately 30% above their
previous peaks respectively. This means that the risk of
a negative earnings shock is far lower in Europe than in
the US or Japan.

3.0 ~ Europe
2.5
2.0
1.5 -
1.0

0.5

0.0

Dec-04

Sep-05 7
Jun-06

Mar-07
Jun-09

Mar-04

Dec-07
Sep-08
Mar-10 7
Dec-10
Sep-11
Jun-12 A
Mar-13 4
Dec-13
Sep-14
Jun-15 A

Source: Reuters

In Q2 61% of European companies beat EPS
expectations vs a long-term average of 48% according to
Thomson Reuters Datastream. And although these are
early days in the Q3 earnings season, European
companies are off to a good start, with 83% of companies
reporting EPS beats so far.

Overall we believe that following the market correction
that the top-down and bottom-up factors have aligned for
German equities which we think will allow the market (and
European equities more broadly) to enjoy a period of
sustained strong performance.
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All information in this report has been obtained from the following sources except where indicated otherwise:
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Disclaimer

This publication is intended for general information purposes only. It should not be construed as an offer, recommendation
or solicitation to purchase or dispose of any securities or to enter in any transaction or adopt any hedging, trading or
investment strategy. Neither this publication nor anything contained herein shall form the basis of any contract or
commitment whatsoever. Distribution of this publication does not oblige Abu Dhabi Commercial Bank PJSC (“ADCB”) to
enter into any transaction.

The content of this publication should not be considered legal, regulatory, credit, tax or accounting advice. Anyone
proposing to rely on or use the information contained in the publication should independently verify and check the accuracy,
completeness, reliability and suitability of the information and should obtain independent and specific advice from
appropriate professionals or experts regarding information contained in this publication.

Information contained herein is based on various sources, including but not limited to public information, annual reports and
statistical data that ADCB considers accurate and reliable. However, ADCB makes no representation or warranty as to the
accuracy or completeness of any statement made in or in connection with this publication and accepts no responsibility
whatsoever for any loss or damage caused by any act or omission taken as a result of the information contained in this
publication. This publication is intended for qualified customers of ADCB.

Charts, graphs and related data or information provided in this publication are intended to serve for illustrative purposes
only. The information contained in this publication is prepared as of a particular date and time and will not reflect subsequent
changes in the market or changes in any other factors relevant to their determination. All statements as to future matters
are not guaranteed to be accurate. ADCB expressly disclaims any obligation to update or revise any forward looking
statements to reflect new information, events or circumstances after the date of this publication or to reflect the occurrence
of unanticipated events.

ADCB does and may at any time solicit or provide commercial banking, investment banking, credit, advisory or other
services to the companies covered in its publications. As a result, recipients of this publication should be aware that any or
all of the foregoing services may at time give rise to a conflict of interest that could affect the objectivity of this publication.

Past performance does not guarantee future results. Investment products are not bank deposits and are not guaranteed
by ADCB. They are subject to investment risks, including possible loss of principal amount invested. Please referto ADCB’s
Terms and Conditions for Investment Services.

This publication is being furnished to you solely for your information and neither it nor any part of it may be used,
forwarded, disclosed, distributed or delivered to anyone else. You may not copy, reproduce, display, modify or create
derivative works from any data or information contained in this publication.
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