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Europe: Where are we wrong if markets are right? ——

Markets are gloomy about the financial sector and the ECB's effectiveness Reinhard Cluse

We remain reasonably confident that Europe can avoid a major macro slowdown, but reinharddusegﬁ;:gﬁ
current market pricing suggests otherwise. Where are we wrong if the markets turn out +44-20-7568 6722
to be right? The markets' gloomy assessment could be based on a more pessimistic Felix Huefner
assessment of external risks (China/EM/US), European politics, or the negative impact of Economist
the market sell-off on European growth through wealth and sentiment effects. More felix.huefner@ubs.com
importantly, however, the markets seem to have taken a more negative view than we +49-69-1369 8280
have on the severity of problems in the financial sector and their likely fallout on the Jennifer Aslin
European credit channel. The markets also seem to suspect that the ECB is running out Associate Economist
of options to lift the economy. jennifer.aslin@ubs.com
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Europe's resilience: So far so good, but markets don't seem convinced

In our report 'Can Europe remain resilient?' (15 February), we presented the most
important short-term indicators that will help us track the Eurozone's economic
performance amid much-increased risks. So far, Europe has held up respectably —
we think this is thanks to a pattern of growth that is heavily geared towards
domestic demand, rather than exports. Going forward, we suspect that sentiment
and activity in the export-orientated industrial sector will probably suffer setbacks,
which might already have been evident in the January manufacturing PMIs and the
German Ifo. However, the industrial sector makes up less than 20% of GDP, so the
much more important question is whether potential weakness in industry would
spill over into the services sectors, which represent the bulk of the Eurozone
economy (74%). So far, we are reasonably confident that this spillover can be
avoided, as fiscal stimulus, low oil prices and real wage growth provide support to
domestic demand. We therefore believe a broader Eurozone slowdown can be
prevented, and forecast GDP growth of 1.6% in 2016 and 1.7% in 2017 (after
1.5% in 2015). This projection already includes a weaker external outlook; we
downgraded our 2016 growth forecast from 1.8% to 1.6% on 3 February — see
Europe: Scaling back 2016 GDP growth.

But judging by the price action in equity markets, our reasonably constructive view
is being seriously questioned. Equity markets seem to be moving towards a
scenario where European earnings will not recover, even after five years of no
growth, and that the economy is now falling back to a low-growth environment
(see Qil drives 'value gap' to 2000 tech bubble extreme, 11 February). Similarly,
Bund yields have declined further, and the rates market is pricing in a significant
decline in core inflation going forward. This raises the question: Are we too
complacent? Where are we wrong if the markets turn out to be right?

In our view, the market's pessimism could reflect one of the following concerns, or
a combination of them:
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= First, major damage to the European banking sector and new setbacks for the
credit mechanism, aggravated by concerns over negative deposit rates and an
untested new European resolution mechanism;

= Second, the ECB lacking effective tools to help the Eurozone overcome its
cyclical and structural sluggishness;

= Third, Europe being exposed to much bigger external risks (China, EM, US)
than we anticipate;

= Fourth, the equity market sell-off itself inflicting major damage on Eurozone
economic activity, through confidence and wealth effects;

= Last but not least, European politics undermining economic confidence.

Of these five concerns, two (external risks and politics) are not new, and for one of
the others (confidence and wealth effects) we are, based on historical experience,
reasonably confident that it should not be a major risk. However, concerns about
the banking sector and ECB policy are more difficult to assess, in our view, and
potentially more damaging to the outlook.

Are we underestimating external risks?

Current market pricing in Europe might be the result of investors taking a much
more pessimistic view on China/EM and the US than the UBS house view (Do the
facts support the Super Bears?, 15 February 2016; Rising claims, falling
productivity, weaker GDP, 4 February 2016). We acknowledge that a hard landing
in China or a US recession would hit Europe hard (see China risks for Europe, 26
August 2015), but we regard this as the risk scenario, not the base-case scenario.
In any event, we have argued that, for external disturbances to inflict major
damage on the Eurozone economy, the weakness would have to undermine not
just the export sector (where some damage does seem likely), but spread from
there into the service sectors. We see a good chance that this will be avoided, but
we could be wrong, of course.

Could the equity sell-off undermine sentiment and hence growth?

According to this line of argument, the equity sell-off could trigger a substantial
pull-back in household and corporate confidence, through sentiment and wealth
effects, and thus hit household consumption, investment and employment.
However, based on historical evidence, this risk does not appear particularly
substantial. The share of equity in European savers' portfolios is not very high, so
household wealth effects should be limited. Also, on historical evidence, it is
difficult to establish a strong causal link between stock market performance and
corporate sentiment. We are therefore sceptical that the equity market sell-off
itself could turn into an independent driver of economic performance (i.e. above
and beyond just reflecting a weaker global outlook).
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Figure 1: Pension fund asset allocation, OECD, 2014
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Could European politics undermine economic resilience in Europe?

We acknowledge that the European political set-up is complicated, with the
markets weighing the political/economic policy prospects in Portugal, Spain and
Greece, the outlook for the UK referendum on EU membership, and Europe's
strategy in managing the large-scale influx of refugees. The risk scenario of Brexit
or of a breakdown of the Schengen agreement could have negative implications
for sentiment and economic activity. But we see these challenges more as a
headwind to markets than the driver of the current sell-off. Put differently,
justifying current market pricing with political risk would imply that a number of
political worst-case scenarios would materialise, in our view.

Will new problems in the financial sector derail Eurozone growth?

We have been highlighting easing credit conditions as one of the drivers of our
constructive growth outlook for the Eurozone. But could the current sell-off in
financial sector stocks signal deeper problems in the Eurozone banking sector —
problems that might reverse the trend of easing credit conditions?

According to the UBS banks team, the key problem of the European banking
system is not questionable solvency. They also point out that the average exposure
to the oil and gas sector is around 3% of loans, and hence manageable (Annex
Figure 4). Instead, our colleagues think the sell-off in banking stocks is a reflection
of poor expected returns, in an environment of negative deposit rates and
challenging regulation (See: Shock and Aw(ful): Bank equities imply poor ROEs, not
insolvent institutions, Napier/Jevremovic, 15 February 2016).

However, if the risk scenario of much deeper problems in the European banking
sector were to materialize, increased risk aversion and rising financing costs for
corporates — and in particular banks — would lead banks to tighten credit
standards, with adverse effects on investment and growth. Such a mechanism was
at play during the 2008/09 crisis and at the height of the Euro crisis in 2011/12:
bond spreads rose sharply and banks began tightening their credit standards soon
after (Figure 2). With some delay, credit growth started declining (Figure 3).
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Figure 2: Credit standards and bond spreads
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Figure 3: Credit standards and loan growth
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It is true that aggregate bank bond spreads have recently increased, but so far by
much less than in these prior instances. Nevertheless, we see a risk that credit
standards in Q1 might tighten somewhat, which could adversely affect the
Eurozone growth outlook. However, we regard the risk of a new credit crunch as

extremely low.!

Overall, it seems to us that the markets' pronounced pessimism, compared with
our more constructive views, is probably explained by a more pessimistic
assessment of the financial sector, driven by either worse future earnings growth

or poorer solvency than our house view assumes.

Is the ECB running out of effective tools?

Thirteen months after the ECB kicked off its QE programme, a more sober view of
the ECB's ability to lift the economy and markets now prevails. That new
significant shocks have occurred in the meantime, such as a collapse in oil prices
and a more significant slowdown in China/EM, is often brushed aside. In addition,
there is growing awareness of the constraints that negative deposit rates have put
on banks' profitability, at a time when the ECB has hinted that deposit rates might
once again be cut on 10 March (from -0.3% currently); in fact, the lower bound
for deposit rates does not seem to be clearly defined at the moment. We believe
the ECB might have to consider introducing a tiered deposit rate, in order to limit

the impact on banks.

There is also growing awareness that the EU's new banking resolution mechanism
raises uncertainty for senior debt holders. It reduces the scope for public bailouts
and widens the scope for private-sector bail-ins, but recent experience suggests
that it can be subject to difficult political constraints and trade-offs which can slow

down the resolution process.

The good news is that, unlike at the peak of the crisis, the money markets have
not been impaired — if they were, the ECB would have to react quickly with a new
LTRO facility. It is also good news that sovereign spreads, which set a floor under

1 Our banks team argued: "Unless global recession and widespread deflation is really in our
future, we expect our top picks to recover their lost market caps as fears around earning
power and, for some banks, solvency, recede. Stable, if low, growth, and underlying
profitability should see firms service their debt and pay good dividends.", Napier/Jevremovic,

p. 8
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corporate and bank bonds, are much lower than during the crisis, thanks to the
ECB's QE programme. We would also add that the EU's crisis-fighting
infrastructure is generally much more advanced than a few years ago.

However, the rise in yields of financial sector bonds is a warning signal. And in this
respect, the markets are once again struggling with the perception that the ECB
remains a fairly conservative central bank. So far, the ECB has shied away from
purchasing corporate bonds (and bank bonds) owing to concerns about credit risk,
which is seen as higher than in the case of sovereign bonds. If the ECB were to
change its stance on 10 March (presumably against the opposition of the hawks
on the Governing Council) and widen its asset purchases to include corporate
bonds and bank bonds, that could be a significant step — for the markets, and for
the ECB itself. The ECB has not yet run out of options.

What to watch out for in the coming weeks:

e 22 February: PMIs — watch out for spillovers from US and China to Eurozone
manufacturing PMIs, as well as for spillovers from Eurozone manufacturing
PMIs into services PMIs;

e 23 February: German Ifo Index;
e 29 February: Euro Area HICP flash estimate for February
e 10 March: ECB meeting, with new macro projections, including for 2018;

e 19 April: ECB Bank Lending Survey for Q1 2016 — watch for a potential
tightening in credit standards.

ANNEX

Figure 4: Energy-related lending exposure as a % of total, by bank (latest
reported). Average in sample comes to c3%
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Valuation Method and Risk Statement

Risks include macroeconomic variables (such as GDP growth rates and inflation),
economic slowdown, a weakening currency, global economic events, and
government policy changes.
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Distributed by UBS Limited. No information in this document is provided for the purpose of offering, marketing and sale by any means of any capital market instruments
and services in the Republic of Turkey. Therefore, this document may not be considered as an offer made or to be made to residents of the Republic of Turkey. UBS AG
is not licensed by the Turkish Capital Market Board under the provisions of the Capital Market Law (Law No. 6362). Accordingly, neither this document nor any other
offering material related to the instruments/services may be utilized in connection with providing any capital market services to persons within the Republic of Turkey
without the prior approval of the Capital Market Board. However, according to article 15 (d) (i) of the Decree No. 32, there is no restriction on the purchase or sale of
the securities abroad by residents of the Republic of Turkey. Poland: Distributed by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce regulated
by the Polish Financial Supervision Authority. Where an analyst of UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce has contributed to this
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document, the document is also deemed to have been prepared by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce. Russia: Prepared and
distributed by UBS Bank (O00). Switzerland: Distributed by UBS AG to persons who are institutional investors only. UBS AG is regulated by the Swiss Financial
Market Supervisory Authority (FINMA). Italy: Prepared by UBS Limited and distributed by UBS Limited and UBS Italia Sim S.p.A. UBS Italia Sim S.p.A. is regulated by the
Bank of Italy and by the Commissione Nazionale per le Societa e la Borsa (CONSOB). Where an analyst of UBS Italia Sim S.p.A. has contributed to this document, the
document is also deemed to have been prepared by UBS ltalia Sim S.p.A.  South Africa: Distributed by UBS South Africa (Pty) Limited (Registration No.
1995/011140/07), an authorised user of the JSE and an authorised Financial Services Provider (FSP 7328). Israel: This material is distributed by UBS Limited. UBS
Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority. UBS Securities
Israel Ltd is a licensed Investment Marketer that is supervised by the Israel Securities Authority (ISA). UBS Limited and its affiliates incorporated outside Israel are not
licensed under the Israeli Advisory Law. UBS Limited is not covered by insurance as required from a licensee under the Israeli Advisory Law. UBS may engage among
others in issuance of Financial Assets or in distribution of Financial Assets of other issuers for fees or other benefits. UBS Limited and its affiliates may prefer various
Financial Assets to which they have or may have Affiliation (as such term is defined under the Israeli Advisory Law). Nothing in this Material should be considered as
investment advice under the Israeli Advisory Law. This Material is being issued only to and/or is directed only at persons who are Eligible Clients within the meaning of
the Israeli Advisory Law, and this material must not be relied on or acted upon by any other persons. Saudi Arabia: This document has been issued by UBS AG (and/or
any of its subsidiaries, branches or affiliates), a public company limited by shares, incorporated in Switzerland with its registered offices at Aeschenvorstadt 1, CH-4051
Basel and Bahnhofstrasse 45, CH-8001 Zurich. This publication has been approved by UBS Saudi Arabia (a subsidiary of UBS AG), a Saudi closed joint stock company
incorporated in the Kingdom of Saudi Arabia under commercial register number 1010257812 having its registered office at Tatweer Towers, P.O. Box 75724, Riyadh
11588, Kingdom of Saudi Arabia. UBS Saudi Arabia is authorized and regulated by the Capital Market Authority to conduct securities business under license number
08113-37. Dubai: The information distributed by UBS AG Dubai Branch is intended for Professional Clients only and is not for further distribution within the United
Arab Emirates.  United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial Services Inc., subsidiaries of UBS AG; or by a group,
subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a ‘non-US affiliate’ ) to major US institutional investors only. UBS Securities LLC or UBS
Financial Services Inc. accepts responsibility for the content of a document prepared by another non-US affiliate when distributed to US persons by UBS Securities LLC or
UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this document must be effected through UBS Securities LLC or UBS Financial
Services Inc., and not through a non-US affiliate. UBS Securities LLC is not acting as a municipal advisor to any municipal entity or obligated person within the meaning
of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule"), and the opinions or views contained herein are not intended to be, and do not constitute,
advice within the meaning of the Municipal Advisor Rule. Canada: Distributed by UBS Securities Canada Inc., a registered investment dealer in Canada and a Member-
Canadian Investor Protection Fund, or by another affiliate of UBS AG that is registered to conduct business in Canada or is otherwise exempt from registration. Brazil:
Except as otherwise specified herein, this material is prepared by UBS Brasil CCTVM S.A. to persons who are eligible investors residing in Brazil, which are considered to
be: (i) financial institutions, (ii) insurance firms and investment capital companies, (iii) supplementary pension entities, (iv) entities that hold financial investments higher
than R$300,000.00 and that confirm the status of qualified investors in written, (v) investment funds, (vi) securities portfolio managers and securities consultants duly
authorized by Comissao de Valores Mobiliarios (CVM), regarding their own investments, and (vii) social security systems created by the Federal Government, States, and
Municipalities. Hong Kong: Distributed by UBS Securities Asia Limited and/or UBS AG, Hong Kong Branch. Singapore: Distributed by UBS Securities Pte. Ltd. [MCI
(P) 018/09/2015 and Co. Reg. No.: 198500648C] or UBS AG, Singapore Branch. Please contact UBS Securities Pte. Ltd., an exempt financial adviser under the Singapore
Financial Advisers Act (Cap. 110); or UBS AG, Singapore Branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank
licensed under the Singapore Banking Act (Cap. 19) regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the
analysis or document. The recipients of this document represent and warrant that they are accredited and institutional investors as defined in the Securities and Futures
Act (Cap. 289). Japan: Distributed by UBS Securities Japan Co., Ltd. to professional investors (except as otherwise permitted). Where this document has been prepared
by UBS Securities Japan Co., Ltd., UBS Securities Japan Co., Ltd. is the author, publisher and distributor of the document. Distributed by UBS AG, Tokyo Branch to
Professional Investors (except as otherwise permitted) in relation to foreign exchange and other banking businesses when relevant.  Australia: Clients of UBS AG:
Distributed by UBS AG (Holder of Australian Financial Services License No. 231087). Clients of UBS Securities Australia Ltd: Distributed by UBS Securities Australia Ltd
(Holder of Australian Financial Services License No. 231098). Clients of UBS Wealth Management Australia Ltd: Distributed by UBS Wealth Management Australia Ltd
(Holder of Australian Financial Services Licence No. 231127). This Document contains general information and/or general advice only and does not constitute personal
financial product advice. As such, the Information in this document has been prepared without taking into account any investor’s objectives, financial situation or needs,
and investors should, before acting on the Information, consider the appropriateness of the Information, having regard to their objectives, financial situation and needs.
If the Information contained in this document relates to the acquisition, or potential acquisition of a particular financial product by a ‘Retail’ client as defined by section
761G of the Corporations Act 2001 where a Product Disclosure Statement would be required, the retail client should obtain and consider the Product Disclosure
Statement relating to the product before making any decision about whether to acquire the product. The UBS Securities Australia Limited Financial Services Guide is
available at: www.ubs.com/ecs-research-fsg. New Zealand: Distributed by UBS New Zealand Ltd. The information and recommendations in this publication are
provided for general information purposes only. To the extent that any such information or recommendations constitute financial advice, they do not take into account
any person’s particular financial situation or goals. We recommend that recipients seek advice specific to their circumstances from their financial advisor. Korea:
Distributed in Korea by UBS Securities Pte. Ltd., Seoul Branch. This document may have been edited or contributed to from time to time by affiliates of UBS Securities
Pte. Ltd., Seoul Branch. Malaysia: This material is authorized to be distributed in Malaysia by UBS Securities Malaysia Sdn. Bhd (Capital Markets Services License No.:
CMSL/A0063/2007). This material is intended for professional/institutional clients only and not for distribution to any retail clients. India: Prepared by UBS Securities
India Private Ltd. (Corporate Identity Number U67120MH1996PTC097299) 2/F, 2 North Avenue, Maker Maxity, Bandra Kurla Complex, Bandra (East), Mumbai (India)
400051. Phone: +912261556000. It provides brokerage services bearing SEBI Registration Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment)
INF230951431, NSE (Currency Derivatives Segment) INE230951431, BSE (Capital Market Segment) INBO10951437; merchant banking services bearing SEBI Registration
Number: INM0O00010809 and Research Analyst services bearing SEBI Registration Number: INH000001204. UBS AG, its affiliates or subsidiaries may have debt holdings
or positions in the subject Indian company/companies. Within the past 12 months, UBS AG, its affiliates or subsidiaries may have received compensation for non-
investment banking securities-related services and/or non-securities services from the subject Indian company/companies. The subject company/companies may have
been a client/clients of UBS AG, its affiliates or subsidiaries during the 12 months preceding the date of distribution of the research report with respect to investment
banking and/or non-investment banking securities-related services and/or non-securities services. With regard to information on associates, please refer to the Annual
Report at: http://www.ubs.com/global/en/about_ubs/investor_relations/annualreporting.html

The disclosures contained in research documents produced by UBS Limited shall be governed by and construed in accordance with English law.

UBS specifically prohibits the redistribution of this document in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect. Images may depict objects or elements that are protected by third party copyright, trademarks and other intellectual property
rights. © UBS 2016. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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