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Eurozone Must Rebalance More So than Retrench its Way to Stability

The core problem in Eurozone is that of internal rather than external imbalances. The overall single currency area is
running a broadly neutral balance of payments position and the fiscal deficit is relatively modest by comparison with other
leading developed economies. However the period of easy credit and misjudged country risk from the introduction of the
Euro until about 2007 spawned a growing imbalance in competitive conditions between the core economies like Germany
and the so called PIIGS economies. The cumulative divergence in CPI indices and in unit labour costs over this period
bears testament to the scale of the imbalance in competitiveness that now exists (see chart). Severe fiscal deficits in the
PIIGS economies are a notable symptom of the problem, but the overall imbalance is best described with reference to
large balance of payments deficits in Portugal, Italy, Greece and Spain mirroring large surpluses in Germany, Netherlands
etc.

The depression prone PIIGS economies cannot achieve the illusive growth factor until the imbalance in
competitiveness is rectified. Ongoing deflationary fiscal retrenchment is necessary in these economies but austerity
fatigue will become an increasing political and social risk in the more advanced stages of retrenchment unless a return to
growth starts to bring unemployment down from worryingly high levels. Various initiatives by governments to create
employment are doomed to failure unless the conditions for growth and employment are present in the form of more
competitive labour markets in these economies.

The only way to restore competitiveness, growth and employment in the PIIGS economies is through a major
reduction in unit labour costs relative to Germany. The traditional fast route to renewed competitiveness through
currency devaluation is clearly not available in the context of continued Euro membership. Furthermore, it seems quite
possible that any attempt to re-introduce former currencies would fail. Gresham’s law observes that strong currencies
drive out weak currencies and a likely severe lack of public confidence in a re-introduced currency would be a strong force
for the relevant country to remain de facto “Euroised”. So direct adjustment in relative labour costs is the only realistic
solution.

The required rebalancing of competitiveness is as much about reflation in Germany etc as it is about ongoing
deflation in the PIIGS economies. Ongoing fiscal and wage deflation is absolutely required in the PIIGS economies but
so too is a period of rising wage inflation, driving a relative boom in domestic demand, in Germany and other core
economies. This pincers movement would be a natural rather than artificial resolution to the problem. It is vital that policy
makers recognise this because a solution based solely on retrenchment in the PIIGS economies is dangerously prone to
eventual political and social breakdown.

The natural tendency of labour markets is already facilitating this pincers movement. With unemployment at a 20-
year low in Germany, labour unions are demanding wage increases of 4% and more. Meanwhile, with unemployment at
worrying record highs in the PIIGS economies, the trend is towards a sustained freeze in wages at best. There must
certainly be “low lying fruit” in terms of potential productivity improvements in the PIIGS economies and the German
template for bringing down unit labour costs is there to be copied. Provided that the required labour market reforms are
implemented, it is reasonable to expect that these economies can now achieve productivity improvement of say 2% per
annum relative to Germany over the next few years. A 4% per annum relative adjustment in wages together with a 2% per
annum relative adjustment in productivity amounts to a 6% per annum rate of rebalancing and about four years of this
would unwind the overall imbalance in competitiveness between PIIGS and Germany. Growth would start creeping back
into the PIIGS economies as they regain competitiveness and as their exports benefit from rising German domestic
demand on the back of generous pay settlements.

A weaker Euro also plays a very important role. Euro weakness allows German companies to concede
competitiveness within Eurozone while maintaining competitiveness with the rest of the world. Many of the PIIGS
economies are not significant direct beneficiaries of Euro weakness because their exports are mostly within Eurozone.
However, they do benefit indirectly when Euro weakness spurs strength in German exports to the rest of the world that in
turn feeds through to stronger German domestic demand.

Policy makers must let nature take its course. A pick up in wage inflation in Germany, Finland, Netherlands etc should
be seen as good news rather than bad news. The ECB should be planning for higher than target inflation in Germany as
an offset to lower than target inflation in PIIGS as it adjusts its policy settings with reference to overall Eurozone inflation.
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Conditions are right for Germany, Finland etc to accelerate relative to
PIIGS
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ESN Recommendation system

The ESN Recommendation System is Absolute. It means that each stock is rated on the
basis of a total return, measured by the upside potential (including dividends and capital
reimbursement) over a 12 month time horizon.

The ESN spectrum of recommendations (or ratings) for each stock comprises 5 categories:
Buy, Accumulate (or Add), Hold, Reduce and Sell (in short: B, A, H, R, S).

Furthermore, in specific cases and for a limited period of time, the analysts are allowed to
rate the stocks as Rating Suspended (RS) or Not Rated (NR), as explained below.

Meaning of each recommendation or rating:

. Buy: the stock is expected to generate total return of over 20% during the next
12 months time horizon

e Accumulate: the stock is expected to generate total return of 10% to 20%
during the next 12 months time horizon

. Hold: the stock is expected to generate total return of 0% to 10% during the
next 12 months time horizon.

. Reduce: the stock is expected to generate total return of 0% to -10% during the
next 12 months time horizon

. Sell: the stock is expected to generate total return under -10% during the next
12 months time horizon

. Rating Suspended: the rating is suspended due to a capital operation (take-
over bid, SPO, ...) where the issuer of the document (a partner of ESN) or a
related party of the issuer is or could be involved or to a change of analyst
covering the stock

. Not Rated: there is no rating for a company being floated (IPO) by the issuer of
the document (a partner of ESN) or a related party of the issuer

ESN Ratings Breakdown

Reduce Sell
50 1% Buy

Accumulate
23%

History of ESN Recommendation System

Since 18 October 2004, the Members of ESN are using an Absolute Recommendation
System (before was a Relative Rec. System) to rate any single stock under coverage.

Since 4 August 2008, the ESN Rec. System has been amended as follow.
e Time horizon changed to 12 months (it was 6 months)

e Recommendations Total Return Range changed as below:

TODAY
REDUCE | HOLD | AccumuLaTE
-10%%6 0%o 10%%6 20%0
BEFORE
~eoucE recomviare
-15%0 026 5%06 15%6
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Disclaimer:

These reports have been prepared and issued by the Members of European
Securities Network LLP (‘ESN’). ESN, its Members and their affiliates (and any
director, officer or employee thereof), are neither liable for the proper and
complete transmission of these reports nor for any delay in their receipt. Any
unauthorised use, disclosure, copying, distribution, or taking of any action in
reliance on these reports is strictly prohibited. The views and expressions in the
reports are expressions of opinion and are given in good faith, but are subject
to change without notice. These reports may not be reproduced in whole or in
part or passed to third parties without permission. The information herein was
obtained from various sources. ESN, its Members and their affiliates (and any
director, officer or employee thereof) do not guarantee their accuracy or
completeness, and neither ESN, nor its Members, nor its Members’ affiliates
(nor any director, officer or employee thereof) shall be liable in respect of any
errors or omissions or for any losses or consequential losses arising from such
errors or omissions. Neither the information contained in these reports nor any
opinion expressed constitutes an offer, or an invitation to make an offer, to buy
or sell any securities or any options, futures or other derivatives related to such
securities (‘related investments’). These reports are prepared for the clients of
the Members of ESN only. They do not have regard to the specific investment
objectives, financial situation and the particular needs of any specific person
who may receive any of these reports. Investors should seek financial advice
regarding the appropriateness of investing in any securities or investment
strategies discussed or recommended in these reports and should understand
that statements regarding future prospects may not be realised. Investors
should note that income from such securities, if any, may fluctuate and that
each security’s price or value may rise or fall. Accordingly, investors may
receive back less than originally invested. Past performance is not necessarily
a guide to future performance. Foreign currency rates of exchange may
adversely affect the value, price or income of any security or related investment
mentioned in these reports. In addition, investors in securities such as ADRs,
whose value are influenced by the currency of the underlying security,
effectively assume currency risk.

ESN, its Members and their affiliates may submit a pre-publication draft
(without mentioning neither the recommendation nor the target price/fair value)
of its reports for review to the Investor Relations Department of the issuer
forming the subject of the report, solely for the purpose of correcting any
inadvertent material inaccuracies. Like all members employees, analysts
receive compensation that is impacted by overall firm profitability For further
details about the specific risks of the company and about the valuation methods
used to determine the price targets included in this report/note, please refer to
the latest relevant published research on single stock or contact the analyst
named on the front of the report/note. Research is available through your sales
representative. ESN will provide periodic updates on companies or sectors
based on company-specific developments or announcements, market
conditions or any other publicly available information. Unless agreed in writing
with an ESN Member, this research is intended solely for internal use by the
recipient. Neither this document nor any copy of it may be taken or transmitted
into Australia, Canada or Japan or distributed, directly or indirectly, in Australia,
Canada or Japan or to any resident thereof. This document is for distribution in
the U.K. Only to persons who have professional experience in matters relating
to investments and fall within article 19(5) of the financial services and markets
act 2000 (financial promotion) order 2005 (the “order”) or (ii) are persons falling
within article 49(2)(a) to (d) of the order, namely high net worth companies,
unincorporated associations etc (all such persons together being referred to as
“relevant persons”). This document must not be acted on or relied upon by
persons who are not relevant persons. Any investment or investment activity to
which this document relates is available only to relevant persons and will be
engaged in only with relevant persons.

The distribution of this document in other jurisdictions or to residents of other
jurisdictions may also be restricted by law, and persons into whose possession
this document comes should inform themselves about, and observe, any such
restrictions. By accepting this report you agree to be bound by the foregoing
instructions. You shall indemnify ESN, its Members and their affiliates (and any
director, officer or employee thereof) against any damages, claims, losses, and
detriments resulting from or in connection with the unauthorized use of this
document.

For disclosure upon “conflicts of interest” on the companies under coverage by
all the ESN Members and on each “company recommendation history”, please
visit the ESN website (www.esnpartnership.eu) For additional information
and individual disclaimer please refer to www.esnpartnership.eu and to
each ESN Member websites:

www.bancaakros.it regulated by the CONSOB - Commissione Nazionale per le Societa e la Borsa

www.bankiabolsa.es regulated by CNMV - Comisién Nacional del Mercado de Valores
www.caixabi.pt regulated by the CMVM - Comissao do Mercado de Valores Mobiliarios
www.cmcics.com regulated by the AMF - Autorité des marchés financiers

www.degroof.be regulated by the FSMA - Financial Services and Markets Authority
www.equinet-ag.de regulated by the BaFin - Bundesanstalt fir Finanzdienstleistungsaufsicht
www.ibg.gr regulated by the HCMC - Hellenic Capital Market Commission

www.ncb.ie regulated by the Central Bank of Ireland

www.pohjola.com regulated by the Financial Supervision Authority

www.snssecurities.nl regulated by the AFM - Autoriteit Financiéle Markten
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