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Why valuations are not as stretched as they seem

Europe’s P/E has doubled since the lows in 2012; we believe any value case now rests increasingly
on low bond yields and/or earnings catch-up. We expect bond yields to rise but only modestly
given the ECB’s commitment to sovereign purchases. But low yields are unlikely to be a driver of
further equity re-rating, in our view. Indeed we expect earnings to be the main driver of
performance especially for the Euro area and periphery. These markets have operational gearing
and lead indicators point to earnings improvement; moreover their Shiller P/Es are below average.

Value has disappeared... Sharon Bell, CFA
With the P/E ratio now at 16.2x many investors argue that there is no value +44(20)7552-1341 sharon.bell@gs.com
in European equities and it's only with reference to low bond yields that Goldman Sachs International

equities continue to be attractive. We have some sympathy with this view —

the ERP remains high (c.7.3%). And while the risk premium should come FOIE Ol i B )

+44(20)7552-5782 peter.oppenheimer@gs.com

down in future years as growth improves and deflation risks recede, this Goldman Sachs International
may not help to reduce the cost of equity if bond yields also rise to reflect
better nominal growth. Christian Mueller-Glissmann, CFA

+44(20)7774-1714 christian.mueller-
glissmann@gs.com

...but plenty of earnings potential Goldman Sachs International

We continue to see value in Europe in terms of earnings catch-up and lots

of recent lead indicators point to a turn in earnings (PMls, Consumer Anna Huang

Confidence, M1 growth). In addition margins and ROE - which are still far +44(20)7774-1107 anna.huang@gs.com
. . . . . Goldman Sachs International

below peak in Europe - are linked to improvements in economic growth.

Accounting for earnings catch-up, valuation is not stretched

The Shiller P/E (price divided by 10-year average EPS) for Europe is still
around its long-term average; whereas in the US it is far above trend.
Moreover, in Europe the 10-year average EPS is itself very low. Far from
being an overly generous measure of valuation for Europe which assumes
some return to pre-crisis trend earnings (one many investors including
ourselves doubt), we believe the EPS it's based on is fairly depressed with
potential to improve as economies recover.

Euro area, and especially the periphery, offer most upside

Our economists have upgraded their estimates for 2016 Euro-area GDP
growth to 1.9% driven by improvements in the periphery. The unresolved
debt problems in Greece are clearly weighing on performance in recent
weeks, but it is here we see the most value with the cyclically-adjusted or
Shiller P/Es for Italy and Spain remaining especially low.
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should consider this report as only a single factor in making their investment decision. For Reg AC certification and other
important disclosures, see the Disclosure Appendix, or go to www.gs.com/research/hedge.html. Analysts employed by
non-US affiliates are not registered/qualified as research analysts with FINRA in the U.S.
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Europe

Why valuations are not as stretched as they seem

Value disappearing

On a standard 12-month forward consensus P/E basis the Stoxx Europe trades at 16.2x —
more than one standard deviation above the average for the last 14 years. It's difficult to
argue relative to history that the market isn’t stretched; only in the tech bubble period were
valuations higher for any sustained length of time (Exhibit 1). This rise in valuations and
the dangers it poses, especially for the US was discussed in detail in Top of Mind:
Valuations — Dangerous Territory?, May 29, 2015.

Exhibit 1: Valuations are beginning to look stretched in Europe
Stoxx Europe 600 NTM P/E
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Average ex 1998-01
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Source: I/B/E/S, Datastream, Goldman Sachs Global Investment Research.

Versus bonds equities still offer substantial value; our measure of the European equity risk
premium (ERP) is about 7.3% and this is both high versus the average and our macro
model of where the ERP should trade. But if this is merely because bonds are over-valued
then if and when bond yields rise equities may still be vulnerable. We discussed this in
GOAL: Cross-asset risk premia & yields; downgrade commodities & credit, May 20, 2015.
Therefore the rise in equity valuations must surely leave equities more vulnerable if bond
yields eventually adjust upward, something our fixed income strategists expect to happen,
albeit more slowly this cycle given the still high output gaps and low inflation in Europe.
But this is very different from 1999/2000 when the equity market was at a similar level to
today while bond yields were much higher and the ERP was close to zero (on our
estimates).

For European companies though we think the potential for earnings recovery is
substantial, and more than enough to justify current prices. This is with the caveat
that a negotiated solution is eventually reached for Greece; something which at present is
adding to European risks. This concern notwithstanding, many near-term indicators are
pointing to strong earnings growth and also valuation is still fair or even below fair-value
for some markets, in our view, allowing for earnings to normalize (we discuss the topic of
normalized earnings later).
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But earnings indicators improving...
Earnings remain depressed in Europe as a result of several years of low and sometimes
negative economic growth. We expect Europe STOXX 600 aggregate EPS to grow by 5%
and 15% in 2015 and 2016, respectively; ex commodities sectors these figures are 13% and
14% growth.
We see several indicators which point to the potential for earnings to improve
over the next few years. For example, PMI data, IP growth, real M1 growth and
consumer confidence for Europe all indicate a pace of earnings improvement
which if anything is a little above the rise in earnings we’ve seen so far this
cycle (see Exhibits 2-5). In addition I/B/E/S consensus EPS revisions have turned positive,
up 0.3% in the last month for 2015. Not a large revision, but a substantial change from last
year and the beginning of 2015 where every month saw downgrades.
Exhibit 2: Composite PMI points to double-digit EPS... Exhibit 3: Real M1 tends to lead EPS
Stoxx Europe 600 EPS growth vs. Euro area composite PMI Stoxx Europe 600 EPS growth vs. Euro area real M1 growth
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Source: I/B/E/S, Haver, Goldman Sachs Global Investment Research.

Source: I/B/E/S, Haver, Goldman Sachs Global Investment Research.

Exhibit 4: IP starting to pick-up in line with earnings Exhibit 5: Consumer confidence accelerates
Stoxx Europe 600 EPS growth vs. Euro area IP growth Cons Cyclical: Autos, Media, Retail, Travel & Leisure, PHHG
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And operational gearing in Europe is high

Exhibit 6 is only rough and takes an average of gearing across all years since 1980
(excluding any years when sales grew and earnings fell). It shows that for Europe every
move in sales saw a 2x jump in EBIT and an even greater improvement in earnings growth.
European companies tend to be very sensitive to growth moves which explains in part the
weakness in earnings in recent years. US companies which benefit from both more labor
flexibility and less exposure to operationally-geared sectors (banks, autos, cap goods etc.)
tend to have lower gearing to the economic cycle. If both domestic growth in Europe and
global growth pick up in 2H15, as our economists forecast, this should be especially
advantageous for European companies.

Exhibit 6: Operating leverage high in Europe
Average ratio of EBITDA/EBIT/EPS growth to sales growth (last 10 years)
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Source: Datastream, Goldman Sachs Global Investment Research.
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Improvement in margins and ROE hold the key to long-term value

Price to book has risen in Europe along with the P/E, but still remains around the long term
average at 2.0x.

Exhibit 7: P/BV has moved back up to long-term average...
Europe ex. emerging trailing P/BV vs. ROE
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Source: Datastream, Goldman Sachs Global Investment Research.

Any further expansion in price to book needs to come via an improvement in
ROE, in our view. Improved ROE should also feed into higher book values via retained
earnings and hence higher prices without necessarily seeing a rise in price-to-book itself.
ROE also has a pretty strong relationship with growth; in Exhibit 8 we show ROE
with Euro-area GDP. This is largely because margins and asset turnover are driven by
companies’ ability to make full use of their capacity, lowering fixed cost as a percentage of
output so when growth is stronger they tend to produce better returns.

Exhibit 8: ...but higher valuations should be supported by higher ROE
Euro area Real GDP growth and forecasts (% yoy) vs. Europe ex. emerging ROE
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Source: Datastream, Goldman Sachs Global Investment Research.
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Margins in the next few years should be boosted by low energy costs and still
muted wage inflation. Low interest costs should also continue to benefit
companies. Overall the growth forecast by our economists in the next few years
is consistent with a rise in ROE back up to 12%-14%, similar to 2011.

European markets and sectors in general have margins below their previous peaks. As
shown in Exhibit 9, US margins are at peak levels whereas the Euro area and periphery
Europe have net income margins which are some 300 bps or more below previous highs.

Exhibit 9: Margins for European indices below peaks
IBES % Net income margin peak is taken from 2004-15

Current Max Difference
S&P 500* 8.9% 9.1% -0.2%
SWISS MARKET 13.8% 14.2% -0.4%
FTSE 250 7.0% 7.5% -0.5%
DAX 5.1% 6.7% -1.6%
CAC 40 6.5% 8.5% -2.0%
STOXX 7.1% 9.7% -2.6%
FTSE100 7.7% 10.9% -3.2%
EURO STOXX 50 6.5% 10.0% -3.5%
FTSE ITALIA MIB 3.1% 7.0% -3.9%
IBEX 35 6.2% 13.2% -6.9%

*ex. financials and utilities

Source: I/B/E/S, Datastream, Goldman Sachs Global Investment Research.

There are also marked differences across sectors with financials, resources and telecoms
having the lowest margins versus previous peaks.

In some cases, such as oil and basic resources, we are concerned that margins will never
climb to previous peaks as these industries have changed substantially in recent years with
additional oil supply and a slowing in demand growth for commodities from China. But for
financials and domestic consumer sectors in Europe we see some room for margins to
normalize. For telecoms and banks their margins are again not likely to rise to previous
high, but may nonetheless see some recovery.
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Exhibit 10: Margins versus peak for European sectors
I/B/E/S % net income margin peak is taken from 2004-15 for Stoxx Europe 600

Current Max Difference

Chemicals 8.3% 8.3% 0.0%

Technology 10.5% 10.6% -0.1%

Media 10.5% 10.6% -0.1%
Food and Beverages 12.9% 13.3% -0.4%
Industrial Goods and Services 5.6% 6.1% -0.5%
Autos and Parts 3.9% 4.6% -0.7%
Retail 2.8% 3.5% -0.7%
Travel and Leisure 4.2% 5.3% -1.1%
Construction and Materials 4.0% 5.8% -1.8%
Real Estate 41.6% 43.4% -1.8%
Health Care 18.9% 21.1% -2.2%
Insurance 6.6% 9.1% -2.5%
Personal Care and Household Goods 10.0% 12.8% -2.8%
Oil and Gas 4.2% 7.7% -3.5%
Utilities 4.5% 9.1% -4.6%
Telecom 6.7% 12.2% -5.6%
Basic Resources 4.5% 13.9% -9.4%
Banks 16.4% 27.5% -11.1%
Financial Services 14.0% 36.7% -22.8%

Source: I/B/E/S, Datastream, Goldman Sachs Global Investment Research.

Value is hiding in the potential for earnings recovery

If we assume that earnings are starting to recover it makes sense to look at a
cyclically-adjusted market valuation metric such as the Shiller P/E. This is the ratio
of today’s price over the 10-year rolling average of earnings, all in real terms. On this basis,
the market doesn’t look as stretched; Europe is around its average valuation after a
substantial re-rating post 2012.
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Exhibit 11: Shiller P/E has moved back up to average in Europe
European cyclically-adjusted P/E- price divided by 10-year average real EPS
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Source: Datastream, Goldman Sachs Global Investment Research.

But is the Shiller P/E a fair metric for Europe? We think this is really a question as to
whether the 10-year average EPS on a rolling basis is right or fair, or is the path of future
profits now so substantially different as to render the last 10 years meaningless. The Shiller
P/E implicitly assumes that earnings move around a long-term trend which is captured by a
10-year period and that they can catch-up to that trend.

However, far from the 10-year average EPS being too high and not something
which Europe can catch-up to, there is an argument that it is too low. Exhibit 12
shows the 10-year rolling real EPS series underlying the Shiller or cyclically-adjusted P/E
for Europe, far from being at an exceptionally high level, the 10-year average has been flat
for the past six years. To benchmark valuations off this low level of EPS - reflecting in large
part the earnings performance post the GFC and then again post the sovereign crisis — is a
relatively low hurdle.

Exhibit 12: European earnings have not recovered to trend levels
10-year rolling average of European earnings (log values and indexed, 1983 = 100)
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Source: Datastream, Goldman Sachs Global Investment Research.
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Put another way, the Shiller P/E has risen as the risk premium has fallen but it's
risen versus a relatively weak EPS picture in recent years.

To be clear we are not advocating a view that earnings can return to the pre-crisis trend —
we think there are good reasons why growth is likely to be slower in the future than it was
on average in the two decades prior to 2007, including:

- Lower trend GDP growth; Euro area GDP growth even in 2015 is expected to be
1.5% on our economists’ estimates and there is evidence that even in the US and
UK where economies have recovered, earlier trend productivity growth may have
weakened;

- Lower demand from EM; end of commodity capex cycle. The super cycle in
commodity-related demand, and infrastructure spend in China have both been big
drivers of European company earnings in Oil & Gas, Basic resources and
Industrials, but these trends are likely to have slowed see The New Qil Order:
Reality of oil market will trump perception and positioning, May 18, 2015 and 420
projects to change the world: Shale and OPEC fight for market share; rest of
industry fights for relevance, May 18, 2015.

- Less investment means less growth. Finally, European companies have not
invested in recent years, and capex rates have been especially low; while there are
many reasons for why this might be (Fortnightly Thoughts: Why isn’t corporate
capex higher?, May 6, 2015) one possible result is that future growth will be lower.
We have discussed previously how companies have large cash balances and these
generate no return, which is likely to continue to be a drag on growth potential for
European corporates.

However, we equally think the last 10 years of growth are also a little harsh to compare
future potential with. As shown in Exhibit 13, 10-year average real growth rates have
plummeted. To this end we think the Shiller P/E based on the last 10-year average of
earnings is likely to understate the potential for European earnings and price recovery.
This is especially true for the Euro area and peripheral Europe.

Exhibit 13: European real earnings was 4%-5% in the 1990s and 2000s but in the last 10-

years it has been zero

Rolling 10-year real EPS growth (yoy %)
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Source: Datastream, Goldman Sachs Global Investment Research.
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Where is the value?

A fair place to start may be where earnings are most muted and most below normalized
levels. We find more value in the Euro area than in Europe in total; the Euro-area Shiller
P/E is slightly below its historical average, again based on already very
depressed 10-year average real EPS. So if over time 10-year average EPS improves as
the Euro area recovers then the cyclically adjusted P/E would naturally become cheaper.

Exhibit 14: EMU trades at a ¢.6% discount to its long-term average Shiller P/E
European Monetary Union cyclically-adjusted P/E- price divided by 10-year average real EPS
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Source: Datastream, Goldman Sachs Global Investment Research.

Our economists recently upgraded 2016E Euro-area GDP to 1.9% from 1.7%, see European
Economics Analyst: Europe’s outlook: The recovery broadens but political risks linger, May
21, 2015. And this comes after two previous upgrades to Euro-area GDP earlier in the year.
Moreover they continue to argue that the near-term risks are skewed somewhat to the
upside.

Exhibit 15: Italy and Spain are at a discount to the rest of Europe and their own history
European, Italian and Spanish cyclically-adjusted P/E- price divided by 10-year average real EPS
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Source: Datastream, Goldman Sachs Global Investment Research.
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The recent GDP upgrades have been to Italy and Spain where the recovery has
strengthened in recent months, lead indicators have generally been strong and
loan growth has picked-up. We now forecast 2.8% GDP growth in Spain in 2015 and
2.4% in 2016. Spanish growth this year is likely to be stronger than in the UK or the US.
Italy is growing more slowly but the forecast changes if anything are more marked, having
been in recession in the previous three years. The cyclically-adjusted Shiller P/Es for Italy
and Spain are still comparatively low and for Italy in particular this is already from a
relatively depressed 10-year earnings average. The Shiller P/Es ex. financials are also still
low in Italy and Spain (Exhibit 16).

Exhibit 16: ...Even ex. financials the Shiller P/Es for Italy and Spain are low
Cyclically-adjusted P/E ex. financials — price divided by 10-year average real EPS
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Source: Datastream, Goldman Sachs Global Investment Research.

And the 10-year rolling EPS is especially depressed for Italy — reflecting the large financial
sector which has been a huge underperformer.

Exhibit 17: 10-year rolling earnings have been very weak for Italy
10-year rolling average of earnings (log values and indexed, 1997 = 100)
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Source: Datastream, Goldman Sachs Global Investment Research.
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http://www.gs.com/research/hedge.html. The analyst assigns one of the following coverage views which represents the analyst's investment outlook
on the coverage group relative to the group's historical fundamentals and/or valuation. Attractive (A). The investment outlook over the following 12
months is favorable relative to the coverage group's historical fundamentals and/or valuation. Neutral (N). The investment outlook over the
following 12 months is neutral relative to the coverage group's historical fundamentals and/or valuation. Cautious (C). The investment outlook over
the following 12 months is unfavorable relative to the coverage group's historical fundamentals and/or valuation.

Not Rated (NR). The investment rating and target price have been removed pursuant to Goldman Sachs policy when Goldman Sachs is acting in an
advisory capacity in a merger or strategic transaction involving this company and in certain other circumstances. Rating Suspended (RS). Goldman
Sachs Research has suspended the investment rating and price target for this stock, because there is not a sufficient fundamental basis for
determining, or there are legal, regulatory or policy constraints around publishing, an investment rating or target. The previous investment rating and
price target, if any, are no longer in effect for this stock and should not be relied upon. Coverage Suspended (CS). Goldman Sachs has suspended
coverage of this company. Not Covered (NC). Goldman Sachs does not cover this company. Not Available or Not Applicable (NA). The
information is not available for display or is not applicable. Not Meaningful (NM). The information is not meaningful and is therefore excluded.

Global product; distributing entities

The Global Investment Research Division of Goldman Sachs produces and distributes research products for clients of Goldman Sachs on a global
basis. Analysts based in Goldman Sachs offices around the world produce equity research on industries and companies, and research on
macroeconomics, currencies, commodities and portfolio strategy. This research is disseminated in Australia by Goldman Sachs Australia Pty Ltd
(ABN 21 006 797 897); in Brazil by Goldman Sachs do Brasil Corretora de Titulos e Valores Mobiliarios S.A.; in Canada by either Goldman Sachs
Canada Inc. or Goldman, Sachs & Co.; in Hong Kong by Goldman Sachs (Asia) L.L.C.; in India by Goldman Sachs (India) Securities Private Ltd.; in
Japan by Goldman Sachs Japan Co., Ltd.; in the Republic of Korea by Goldman Sachs (Asia) L.L.C., Seoul Branch; in New Zealand by Goldman Sachs
New Zealand Limited; in Russia by OOO Goldman Sachs; in Singapore by Goldman Sachs (Singapore) Pte. (Company Number: 198602165W); and in
the United States of America by Goldman, Sachs & Co. Goldman Sachs International has approved this research in connection with its distribution in
the United Kingdom and European Union.

European Union: Goldman Sachs International authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority
and the Prudential Regulation Authority, has approved this research in connection with its distribution in the European Union and United Kingdom;
Goldman Sachs AG and Goldman Sachs International Zweigniederlassung Frankfurt, regulated by the Bundesanstalt fiir
Finanzdienstleistungsaufsicht, may also distribute research in Germany.

General disclosures

This research is for our clients only. Other than disclosures relating to Goldman Sachs, this research is based on current public information that we
consider reliable, but we do not represent it is accurate or complete, and it should not be relied on as such. We seek to update our research as
appropriate, but various regulations may prevent us from doing so. Other than certain industry reports published on a periodic basis, the large
majority of reports are published at irregular intervals as appropriate in the analyst's judgment.

Goldman Sachs conducts a global full-service, integrated investment banking, investment management, and brokerage business. We have
investment banking and other business relationships with a substantial percentage of the companies covered by our Global Investment Research
Division. Goldman, Sachs & Co., the United States broker dealer, is a member of SIPC (http://www.sipc.org).

Our salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to our clients and our
proprietary trading desks that reflect opinions that are contrary to the opinions expressed in this research. Our asset management area, our
proprietary trading desks and investing businesses may make investment decisions that are inconsistent with the recommendations or views
expressed in this research.

The analysts named in this report may have from time to time discussed with our clients, including Goldman Sachs salespersons and traders, or may
discuss in this report, trading strategies that reference catalysts or events that may have a near-term impact on the market price of the equity
securities discussed in this report, which impact may be directionally counter to the analyst's published price target expectations for such stocks. Any
such trading strategies are distinct from and do not affect the analyst's fundamental equity rating for such stocks, which rating reflects a stock's
return potential relative to its coverage group as described herein.

We and our affiliates, officers, directors, and employees, excluding equity and credit analysts, will from time to time have long or short positions in,
act as principal in, and buy or sell, the securities or derivatives, if any, referred to in this research.

The views attributed to third party presenters at Goldman Sachs arranged conferences, including individuals from other parts of Goldman Sachs, do
not necessarily reflect those of Global Investment Research and are not an official view of Goldman Sachs.

Any third party referenced herein, including any salespeople, traders and other professionals or members of their household, may have positions in
the products mentioned that are inconsistent with the views expressed by analysts named in this report.

This research is not an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be
illegal. It does not constitute a personal recommendation or take into account the particular investment objectives, financial situations, or needs of
individual clients. Clients should consider whether any advice or recommendation in this research is suitable for their particular circumstances and, if
appropriate, seek professional advice, including tax advice. The price and value of investments referred to in this research and the income from them
may fluctuate. Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital may occur.
Fluctuations in exchange rates could have adverse effects on the value or price of, or income derived from, certain investments.
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Certain transactions, including those involving futures, options, and other derivatives, give rise to substantial risk and are not suitable for all investors.

Investors should review current options disclosure documents which are available from Goldman Sachs sales representatives or at
http://www.theocc.com/about/publications/character-risks.jsp. Transaction costs may be significant in option strategies calling for multiple purchase
and sales of options such as spreads. Supporting documentation will be supplied upon request.

All research reports are disseminated and available to all clients simultaneously through electronic publication to our internal client websites. Not all
research content is redistributed to our clients or available to third-party aggregators, nor is Goldman Sachs responsible for the redistribution of our
research by third party aggregators. For research, models or other data available on a particular security, please contact your sales representative or
go to http://360.gs.com.

Disclosure information is also available at http://www.gs.com/research/hedge.html or from Research Compliance, 200 West Street, New York, NY
10282.

© 2015 Goldman Sachs.

No part of this material may be (i) copied, photocopied or duplicated in any form by any means or (ii) redistributed without the prior
written consent of The Goldman Sachs Group, Inc.
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