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THE US FEDERAL RESERVE (FED) managed to carry out one key
interest rate hike late in 2015 before it was time for a pause. For
months the Fed had telegraphed its intention to raise the federal
funds rate, then await and interpret economic signals before consid-
ering new rate hikes. Plunging oil prices early this year created a lot of
financial market uncertainty and volatility. It was reasonable for the
Fed to take this into account at its first few policy meetings in 2016.
The lack of new rate hikes led to a clear decline in the US dollar. This
served as a risk damper, since the weaker USD immediately triggered
a recovery in commodity prices. This, in turn, eased pressure on both
the stock market and credit market due to upturns in financial assets
connected to commodity companies and exporters. We also saw an
appreciation in the ravaged currencies of various commodity-export-
ing countries. Signals of more stable economic performance in China
also helped diminish worries and push markets higher. Recently the
Fed also signalled that its next key rate hike may occur sooner than
the market had anticipated. Our forecast is a rate hike in July.

At this writing, investors are asking themselves questions like:

« Isitfinally time for an acceleration in the global growth rate,
or will we keep puttering along at around 3 per cent yearly?

 Reported first quarter corporate earnings were not
impressive, nor were they as weak as feared. Will global
companies now start to deliver rising profits, after a few
years of weak performance?

 So far during 2016, cyclical assets have been among the
winners after several years of lethargic performance. Is this
a sustainable turnaround, and did February's lows also signify
a turning point for global stock markets?

«  What is happening with valuations of financial assets?

« “Brexit” (possible British exit from the European Union),
Chinese debt and the global growth rate are causing market
worries. What risks will threaten market performance in the
near term?

In this issue of Investment Outlook, we present our views on the above
questions and what factors will have the greatest impact on market
performance, as well as on how we expect various asset classes to
behave.

We also provide in-depth examinations of the Brexit problem,
expected developments in the European car industry and the outlook
for alternative energy sources such as wind and solar power.

Wishing you enjoyable reading.

FREDRIK OBERG
Chief Investment Officer, Private Banking
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o¢ Market view

Summary

e Global economic growth remains about 3 per cent
yearly.

«  Central bank stimulus measures have decreased risks.

«  Asset markets are back at last autumn’s levels.

«  Brexit and Chinese debt are causing market worries.

« Investors have accepted that we are in a low-growth,
low-inflation environment.

IN THE LAST ISSUE OF Investment Outlook (published in
March 2016) we described a number of factors that might
create stability and boost risk appetite among investors.
Some of these things occurred; the US central bank held
off from rate hikes, resulting in a weaker dollar and rising
commodity prices. Along with China’s stimulus measures,
this triggered a cyclical market rally and calmed investor
worries.

One quarter later, the economic situation has improved.
Commodity prices have recovered and global consumers
are still in a good mood. Many assets have rebounded
strongly from the worst market turbulence in February.

If we lift our gaze and look further ahead, the picture is
somewhat different. The question is whether what we
now see is actually a fundamental improvement, or rather

a return to the situation in the autumn of 2015, with oil
prices of nearly USD 50/barrel, year-on-year global growth
of about 3 per and an environment more favourable to
consumer-related companies than to cyclical industrials.
World stock markets and credit markets are also back at
levels similar to those of last autumn. We have thus expe-
rienced more volatility than change in the past six months.
Market players continue to foresee a low-growth, low-
inflation environment where central banks are expected to
continue providing support in problematic situations. This
indicates that as long as central banks maintain extremely
low interest rates and supportive asset purchases, “sub-
sidised” and indebted consumers will feel good and keep
consuming.

As for the willingness of governments to carry out capital
spending funded by taxes or borrowing, we are seeing
more cautious behaviour. The corporate sector’s willing-
ness to invest is also dominated by caution. The overall
outcome is expected global growth of some 3 per cent,
but with upside potential. Risks are always a feature of the
economic environment. At present, markets are focusing
on Brexit and debt in the Chinese economy. Also hovering
in the background is a scenario of mediocre global growth
combined with rising US inflation.

MAIN STRATEGIES IN OUR PORTFOLIO MANAGEMENT

IT IS EASY TO BECOME FIXATED on global growth, but the
question is whether we need an accelerating growth rate to
enable corporate earnings and asset prices to climb from
current levels.

In principle the answer is no, but it would make things easier.
In recent years, global growth has been around 3 per cent.
During the same period, earnings have remained weak, with a
commodity price slide explaining much of this.

The recent commodity price recovery is helping push growth
higher, but to achieve a real take-off, sales (which are con-
nected to the growth rate) and pricing (connected to the
inflation rate) must improve. This trend is occurring slowly.
Meanwhile valuations are fairly high.

We believe in less risk-taking

Our portfolio exposure is tilted towards a cautious approach.
Before ramping up our risks, we will need either signals of

a higher growth rate or signs of improving corporate earn-
ings. Or else pricing must be adjusted through profit-taking,
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thereby making valuations more attractive. Despite the dan-
ger that investors may have become too defensive-minded,
we have chosen to decrease our risk-taking in the past three
months. We are now underweighted in both Swedish and
global equities, but overweighted in the high yield corporate
bond segment in our fixed income sub-portfolios. In global
equities, we are still overweighted in Europe and Japan at the
expense of emerging markets and the US. Our alternative in-
vestment sub-portfolios have a broad, stable asset structure.

At present, growth appears unlikely to accelerate beyond its
prevailing 3 per cent pace. This creates a clear risk of a sub-
dued financial market trend for another while.

We expect favourable returns this coming year

Our somewhat cautious approach does not, however, imply
that we expect falling stock markets this coming year. With
a strong period behind us and risks such as Brexit around
the corner, however, we believe in a more cautious portfolio
ahead compared to March, when we had a neutral view of
risk and foresaw good potential for a market rebound.



ASSET WEIGHT TACTICAL
EXPECTATION
(12-MONTH)

EQUITIES

Global equities 1234567 5.5% 12.3%  Dividend yield is expected to exceed 2 per cent. The broad exposure
of this asset type provides stability in a highly volatile environment.
The big differences between various sectors will persist. From a
Swedish perspective, we expect extra returns due to a stronger USD.

Emerging markets 1234567 6.4% 15.6%  After a strong recovery due to a weaker USD and rising commodity

equities (EM) prices, we now expect a more modest trend but do not foresee a price
slide again, like that of early 2016.
Swedish equities 1234567 96% 13.6%  Swedish equities have higher expected returns than global equities,

due to weak performance in the past year. Further ahead, there are
clear risks connected to the real estate market and higher future

interest rates.

FIXED INCOME

Government bonds 1234567 22% 3.1%  Due to low government bond yields, portions of the bond market are
unattractive. A strengthening of economic conditions or a somewhat
higher inflation rate may also lead to gradually rising yields during
the coming year, with a risk of negative returns.

Corporate bonds, 1234567 1.9% 2.8%  Lowyields provide low but positive returns in the IG segment. This

investment grade (IG) asset type may work well in a portfolio that includes other, higher-
risk assets.

Corporate bonds, 1234567 5.7% 4.4%  Yields of around 4-7 per cent stand out in the fixed income world,

high yield (HY) but as a consequence there is also significantly higher risk than with
IG bonds, for example. Worth pointing out is that default risks have
decreased thanks to the commodity price upturn.

Emerging market 1234567 71% 14.3% Yields are high in local currencies, but weak currencies risk under-

(EM) debt mining returns in terms of the investor’s home currency. Commodity

prices have recovered, as have commodity-producing countries’
currencies, thus decreasing risks, but this trend may reverse — which
is one risk associated with this asset type.

ALTERNATIVE INVESTMENTS

Hedge funds 1234567 N/A N/A Lower volatility — combined with the opportunity to generate returns
even from negative trends — makes this asset class attractive in
a portfolio. Lower future expected returns on equities and credits
combined with varying volatility reduce such potential.

Commodities 1234567 N/A N/A In a long-term perspective, this asset class is attractive if inflation
rises along with commaodity prices. The oil price decline was primar-
ily a supply-side issue and the crisis early in 2016 increases the likeli-
hood that producers will become more inclined to reach a consensus
on suitable production volumes.

CURRENCY PAIRS MAyY 25,2016 Q22016 Q32016 COMMENTS

EUR/USD 112 1.10 1.09 Euro weakness is part of our forecasts, but will depend on the US
Federal Reserve (Fed) initiating key interest rate hikes.

EUR/SEK 9.26 9.25 9.20  Aless cyclically sensitive krona will increase the degree of currency
hedging - a process that pushes the krona higher. Our forecast is
continued krona appreciation during the next 1-2 years.

USD/SEK 831 841 844  The dollar has lost ground, but our forecast is a recovery as we move
closer to Fed key rate hikes this summer.

“Weight” shows how we currently view the asset type as part of a portfolio. These weights are changed continuously, based on our tactical
market view, and may thus diverge from our long-term strategic view. Tactical expected return is based on the SEB House View as of May 11,
2016. Currency forecasts are as of May 24, 2016. Index/basis for estimates: Global equities — MSCI All Country World Index in local currencies.
Emerging markets — MSCI EM TR in local currencies. Swedish equities — SIX Portfolio Return Index in SEK. Government bonds — OMRX T-bonds
in SEK. Corporate bonds (IG and HY), IBOXX Investment Grade Index in USD and IBOXX High Yield Index in USD. EM debt — JP Morgan Emerging
Markets Bond Index in local currencies. Hedge funds — HFRX Global Hedge Fund Index in USD.
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Market view

Macro — Lower risks, uncertain potential

The economic growth outlook has provided both good and bad news since the last issue of Investment

Outlook (published in March 2016). Another weak first quarter for the US economy and a still-subdued global
manufacturing sector have forced us to lower our worldwide GDP forecasts — especially for the US. The much-
anticipated acceleration will thus remain elusive for some time to come. Meanwhile some of the storm clouds from
last winter look significantly less threatening. Oil and other commodity prices have rebounded, industrial activity
has stabilised and China’s growth and currency policy have both unfolded more in line with expectations.

Central banks have (once again) “rescued” economic growth — especially the US Federal Reserve (Fed), which
softened its message about future rate hikes in response to such events as falling commodity prices, but also the
European Central Bank (ECB) and Bank of Japan, which are continuing their stimulus measures. But we now see
signs that stimulus effects are fading, while underlying demand is not really picking up momentum and is being
hampered by structural problems in some economies. We thus expect continued sluggish growth this year but
believe that a relatively favourable trend for household finances and consumption in the US as well as Europe and

China may still provide some acceleration during 2017.

US - Back to decent growth

As in prior years, first quarter US growth was clearly below
expectations. Unlike before, there is no obvious explana-
tion this time around such as extreme winter weather or the
like. Yet we still do not believe that this weakness reflects
an underlying economic deceleration. Instead we are more
inclined to view seasonal effects as an explanation (see
chart below). Worries about a manufacturing-led recession
have faded, while financial conditions have again improved.
Despite good household finances, the savings ratio is rela-
tively high. Looking ahead, we see potential for improved
consumption. Job growth and the broad impact of lower

oil prices suggest this. Because of an increasingly strong
labour market, we expect somewhat higher wage and salary
inflation, which will put pressure on the Fed. The gentler
tone adopted by the Fed this spring in response to interna-
tional market turbulence and falling oil prices has served its
purpose, but we believe that renewed economic strength
will justify a Fed key interest rate hike by July, and two more
during the coming year.

Europe - Economy overcomes politics

Despite the refugee crisis, Brexit worries and Grexit (po-
tential Greek exit) discussions, euro zone growth remains
stable. Here too, households are the most important
growth engine, thanks to rising employment, low inflation
and low interest rates. Meanwhile capital spending is cau-
tiously gaining momentum from low levels, hand in hand
with increased credit market activity. Yet weak balance
sheets at banks, especially in southern Europe, threaten to
hold back economic activity. The ECB continues to pursue
expansionary monetary policy, but inflation is expected
to remain low for a long time. Overall, we foresee stable
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though not vigorous growth. The biggest risks are
political: in the near term the referendum on a possible
British exit (“Brexit”) from the European Union, and a

bit further ahead structural issues related to the future
path of the EU. The new opt-outs recently negotiated by
the United Kingdom create uncertainty, not only about
the speed of the EU’s progress towards an “ever-closer
union” but also about what countries will follow that path
towards integration.

In the UK, economic growth has slowed sharply during the
first half of 2016 while awaiting the outcome of the Brexit
referendum. Subsequent developments will depend on
the referendum outcome and are described in our theme
article on page 20.

BETTER THAN IT LOOKS

00 201 2002 2013 2004 2015

= (fificial GIP — GOP. calondar adpeded teice
Source: Bloomberg, BEA

The unexpectedly weak first quarter growth figure in the US follows the

pattern of earlier years. More and more analysts are asking whether customary
seasonal adjustment (smoothing data over the year to take into account the
impact of weather and other factors) is sufficient. In this chart, we have chosen
a double seasonal adjustment. This results in a more reasonable growth curve
and boosts first quarter growth in 2010-2016 from 0.7 per cent (in the conven-
tional series) to 2.4 per cent, which matches other indicators significantly better.



Asia/China - Soft landing and
consumers are creating stability

China forecasts have long been dominated by worries about
an economic hard landing, due to the transition from an
export- and investment-led economy to one more driven by
private consumption and services. After a turbulent start to
the year, we are now seeing clear signs of stabilisation. The
service sector, accounting for more than 50 per cent of the
economy, is growing rapidly because of a strong household
sector, while Chinese authorities are using looser monetary
policy and higher capital spending to help sustain the
financial system and growth. This supports our unchanged
forecast of a continued soft landing.

Elsewhere in Asia, the Indian economy is still growing at a
healthy pace but is being held back by the Narendra Modi
government's inability to maintain a desirable pace of major
reforms that are needed and have been promised. After
delays, the national sales tax will probably be enacted this
year. Land purchase and labour market reforms are moving
sluggishly. In other countries, the economic picture is mixed
but relatively stable. In Indonesia, growth has steadied in
response to rising commodity prices. South Korea and
Taiwan should benefit from future global acceleration.

Japan - Forlorn hopes

Japan continues to struggle with problems on several fronts.
In the long term, structural problems — especially in the
labour market and due to an ageing population — will slow
the country’s economic growth. In the near term, Prime
Minister Shinzo Abe’s “Abenomics” reform policies are not
providing the desired inflation and growth rates. GDP will
increase only slightly in 2016 and 2017, driven by higher
consumption. Notably, corporate earnings are climbing. Yet
pay hikes and capital spending are insufficient to achieve
economic targets. Because of weak public finances and al-
ready loose monetary policy, policymakers have only limited
manoeuvring room, but we expect a further key rate cut this
year in an attempt to import a little inflation.

SUBDUED GLOBAL GROWTH RATE
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More and more observers, including both the International Monetary Fund
(IMF) and influential central bank executives, are now discussing the concept
of “secular stagnation”, which means a lengthy period of significantly slower
growth. There is lively debate as to whether this problem exists and, if so,
how to solve it. We believe that during the coming years, lower productivity
growth, more unfavourable demographic trends and overhangs from heavy
debt will probably lead to generally slower growth than the historical trend.

Latin America - Continued problems
may lead to new disappointments

More dovish interest rate signals by the Fed have weakened
the US dollar, leading to rising commodity prices and a
greater appetite for emerging market assets. This is why
Latin America, led by Brazil, is among this year’s currency
and stock market winners. Although the commodity price
upturn is easing some of the pressures, many big problems
remain — especially in regional giant Brazil, where political
turbulence remains severe, high inflation is undermining
purchasing power and capital spending is down. Bright
spots include falling imports and slowly rising exports,
which are improving Brazil's external balance, though from
unfavourable levels. The positive market trend is most likely
being fuelled by hopes of major policy shifts in case of a
(probable) change of president, but the government has
little manoeuvring room and there is a risk that the market
will exaggerate Brazil's potential.

Eastern Europe - Russia bottoming out,
other economies chugging along

Due to the oil price recovery, slower inflation and expecta-
tions that EU sanctions will be eased this year, we believe
that the Russian economy is past its worst period. With oil
prices around USD 50/barrel, government finances remain
squeezed and cost-cutting is necessary. Economic data

such as industrial production, retail sales and exports are
continuing to fall, but the downturn is showing clear signs of
decelerating. Despite continued problems, we expect Russia's
real economy to gradually improve, with year-on-year GDP
growth showing a weak upturn in the second half of 2016.

The countries of Central Europe will maintain their growth
at a healthy pace, with Poland leading the way followed by
the Czech Republic and Hungary. Stable finances, strong
household sectors and decent demand from the EU are
important drivers, while low global price pressures and
interest rates will keep inflation down.

THE DOLLAR “RESCUES” COMMODITIES
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In response to falling commodity prices and global financial market unrest,
the Fed chose to sketch a more cautious picture of the world economy this
winter and tone down expectations of new key rate hikes. This helped com-
modity prices to rebound, alongside indications that falling oil prices were
beginning to have supply-side effects. More stable economic performance
in China and continued Fed caution suggest that commodity prices may
stabilise, providing support to troubled EM assets. New Fed rate hikes could
disrupt this scenario, however.
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Nordics — Sweden is steaming ahead,
while the others are rebounding

The performance of the Nordic economies remains
divergent, though most indicators are generally favour-
able. Norway, which has been hard pressed by falling

oil prices, seems to have bottomed out during the first
quarter. Demand in the mainland economy is providing
upside surprises, driven by household consumption and
fiscal stimulus measures. The Finnish economy is strug-
gling against headwinds, but surprisingly strong statistics
during the winter and spring and a brighter export outlook
will lead to weakly positive growth, despite hard-pressed
households. In Denmark, we view the slump during late
2015 as temporary and expect economic growth to accel-
erate somewhat this year, driven by job growth and stable
export markets.

Unlike its struggling neighbours, Sweden is showing a very
solid economic growth rate. This rapid GDP increase is at-
tributable to strong domestic demand, while the relatively
weak krona is benefiting exports. Domestic demand is
mainly being driven by record levels of public sector con-
sumption and investments, largely due to refugee-related
spending aimed at achieving an ambitious level of integra-
tion into Swedish society. Strong private consumption is
helping to sustain growth, while imbalances in the labour
market and other sectors are causing some concern.

GDP - 2016 (F) 2017 (F)
YEAR-ON-YEAR

PERCENTAGE CHANGE

United States 2.4 1.9 2.5
Japan 0.6 0.5 0.5
Germany 1.7 17 1.8
China 6.9 6.5 6.3
United Kingdom 2.2 1.9 2.3
Euro zone 1.6 1.7 1.8
Nordic countries 2.2 2.2 2.0
Sweden 4.1 4.0 2.8
Baltic countries 1.8 2.6 3.1
OECD 2.1 1.9 2.3
Emerging markets 3.9 4.1 4.7
The world (PPP)* 3.1 3.1 3.7

Source: SEB Research & Strategy, Nordic Outlook, analysis dated May 2016.

* PPP= Purchasing power parities; economies have been adjusted to account
for price differences.
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Conclusions from our macro analysis
that we take into account in asset
management

»  Recession risks have diminished, justifying some
upward revaluation of risk assets, but much of this is
already discounted by financial markets.

»  Downward revisions in growth forecasts have been
followed by downgraded corporate earnings
forecasts. We expect another year of near-zero
earnings growth.

»  Structural weaknesses, debt overhangs and subdued
industrial activity are slowing growth, with a risk of
new disappointments and/or recession worries.

»  Stock market performance has largely been driven
by oil and US dollar movements. If stabilisation
continues, other forces (earnings and macroeco-
nomics) will become bigger factors.

»  We expect the stronger US labour market to drive
private consumption and thus economic growth, but
pay increases threaten to squeeze profit margins.

» Ifthe US economy fails to accelerate, this will lead
to continued dovishness by the Fed, which should
benefit commodities and EM assets but would be
negative for the dollar.

»  The Brexit referendum will create market worries in
the short term, and potential major effects in the
long term if the outcome is British withdrawal from
the EU (see the theme article on page 20).

»  We expect China's economic deceleration to con-
tinue at a reasonable, controlled pace. If we are right,
this should gradually be perceived as more favour-
able by market players.



& Global equities

Stronger economic signals desirable

After a weak start to the year, global equity prices have risen recently, due mostly to a weaker dollar, which

has helped lift depressed commodity markets. This rebound was dominated by a rotation toward cyclical and
emerging market (EM) assets. Manufacturing activity has stabilised, but the lack of clear trends, valuations on
the high side and uncertainty about earnings make us cautious. While awaiting stronger indicators of economic
growth, we are taking a cautious approach to global equities. We prefer developed market (DM) to EM equities

and have chosen to focus on Europe.

»  Global equity prices have recently risen, thanks
mostly to a weaker dollar. We have seen a rotation
toward cyclical assets and emerging markets.

»  The world equity index shows negative returns this
year, but emerging markets are in positive territory,
with commodity-dependent countries such as
Russia and Brazil serving as share price engines.

e Global equities are trading at a price/equity (P/E)
ratio of 16 (based on 12-month forecasts), which is on
the high side in a historical perspective.

Aggregate corporate profits continue to be revised
downward and are expected to grow by 2 per cent in
2016.

»  We expect continued low but positive earnings
growth. Sluggish economic growth and mediocre
earnings growth combined with high valuations
suggest lower risk exposure.

»  Developed markets are a safer bet, since there are
greater risks associated with economic recovery in
EM countries. We are focusing on European equities.

THE YEAR STARTED OFF WITH WIDE fluctuations
and falling share prices as financial market participants
questioned the strength of global manufacturing and
abandoned risk assets such as equities. However, over the
past three months, the stock market has recovered thanks
to a weaker dollar, a strong rebound in commaodities and
more stable macroeconomic data from China. We have
seen a rotation toward cyclical assets, which benefit from
a weaker dollar, and a change in the direction of flows
from Japan and Europe to the US and emerging markets.

Since the turn of the year, global equities have generated
negative returns. The benchmark index for emerging mar-
kets is in positive territory thanks to strong stock markets
in commodity-dependent countries such as Russia and
Brazil (which are otherwise weighed down by other prob-
lems). US equities have performed better than European
ones, and in Japan a stronger yen has weighed down the
stock market. The EM energy and commodity sectors top
the list of performers, whereas finance, pharmaceuticals
and IT have had a rough time.

Downward revisions in US corporate earnings have been
unusually big this year. Although a large share of compa-
nies have exceeded low analyst expectations, first quarter
reports showed negative earnings growth for the fourth
straight quarter for US companies in the S&P 500 index.
Companies in Europe and Japan likewise posted lower
earnings and sales. Consumer goods and pharmaceuticals
still managed to deliver positive results on both sides

of the Atlantic, but corporate earnings in the industrial,
financial and energy sectors declined the most.

Global equities are trading at a P/E ratio of 16 (based on
12-month forecasts), which is on the high side in a histori-
cal perspective. The US market is more expensive than the
world index, while Europe is in line with the average.
Aggregate corporate profits are expected to grow 2 per
cent in 2016 and then accelerate next year to growth of 10
per cent. Overall, the P/E ratio for EM equities is 11.5, with
Asia and especially China more attractive than countries
in Latin America. Brazil tops the list in terms of improved
corporate earnings after several years of negative
numbers, but the political risk and the risk of downward
revised earnings there are also great. The Indian stock
market is highly valued (P/E 16) but should show healthy
earnings growth both this year and next.

EM BUOYED BY WEAKER DOLLAR AND RISING COMMODITY PRICES
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The year began with plunging share prices, but over the past three months,
the world index has recovered nicely. EM countries that depend on com-
modities, such as Brazil and Russia, have topped the list since the turn of the
year, driven by a weaker dollar and rising commodity prices. Things have not
gone as well for Europe and Japan, with the Japanese stock market weighed
down by a stronger yen.
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Opportunities in value shares

Last autumn, we wrote that there was reason to focus on
value shares, that is, companies with low valuations and
high dividend yields. Banks, other financial companies and
commodity companies fall into this category. Our argument
was that growth shares, including companies in IT and bio-
technology with high earnings growth forecasts and good
margins, have long outperformed value shares. We continue
to spotlight value shares, which have performed well so far
this year. In Europe, value companies have historically low
valuations while their dividend yields are significantly higher
compared to growth companies. We find European growth
companies in such sectors as chemicals, steel, construction
and heavy industry. There are also attractive investment
opportunities in banking and insurance. However, it should
be noted that this preference for value shares is of a tactical
nature, since valuations are depressed. Economic growth
without too many downside surprises is needed for this style
to outperform the rest of the market.

Growth is a key factor

Despite a more stable environment recently, we are more
cautious than before. We certainly expect continued

low earnings growth, but sluggish economic growth and
mediocre corporate earnings growth combined with high
valuations suggest lower risk exposure. In earnings terms,
2016 will be a bit of a lost year, but next year growth is
expected to accelerate, with earnings increasing by about
10 per cent. The pace of earnings growth is a key factor; if
it is weaker than current GDP growth of about 3 per cent,
this will probably trigger investor concerns. There are
plenty of storm clouds on the financial horizon at present.
Questions persist about how growth and debt will trend
in the Chinese economy. In Europe, the EU referendum in
the United Kingdom is causing headaches. Unexpectedly
large increases in US wages and salaries could give the
Federal Reserve reason to raise its key interest rate faster
than anticipated. A stronger dollar is also in the cards,
which should once again put pressure on the commodi-
ties sector and EM economies, which have just begun to
recover. There have been large movements in the financial
markets this year, and initial fears of a recession and wor-
ries about commaodity price trends have eased. We have

POTENTIAL FOR EUROPEAN VALUE SHARES
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In Europe, valuations of value shares are at historical lows, and dividend
yields are substantially higher than for growth companies. However, it
should be noted that valuations are depressed and that economic growth
without too many downside surprises is needed for this style to out-
perform the rest of the market.
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chosen to gradually adjust our risk downward because

of weak earnings momentum. Our focus is still on funda-
mental, underlying drivers such as economic growth and
valuations. Expected returns still favour equities over other
asset classes, but absolute valuations are high. Chances
of upside earnings surprises and revisions are also small.
The latest stock market upswing has been helped along
by a weak dollar, which has boosted emerging markets
and sectors that are more sensitive to business cycles,
such as commodities and industrials. These segments are
vulnerable if the US economy and currency strengthen,
which is our forecast. However, better earnings for cyclical
companies are also needed to sustain their improved
performance.

Advantage: developed markets

In global equities, we prefer developed markets to emerg-
ing markets since there are greater risks associated with
the economic recovery and dollar movements in EM
economies. A stronger dollar may also cause flows to
return to Europe and Japan. In DM countries, our focus

is on European rather than US equities since European
earnings and margins are historically low and have greater
potential for improvement than their US counterparts.
Valuations are also lower in Europe. Japanese companies
are facing headwinds, with a stronger currency and a
government and central bank whose actions are being
called into question. Asia is still the most attractive region
among EM economies. Corporate earnings growth and
the geopolitical situation are more favourable here than in
Latin America.

Manufacturing activity has stabilised, and fears of a reces-
sion have faded. However, the lack of clear trends in the
macroeconomic data and heightened geopolitical risks
give us reason to be on our guard. Valuations are on the
high side, and uncertainty about earnings forecasts will
make us cautious over the next few months. We can no
longer count on additional central bank stimulus to boost
risk appetite, so stock market upswings from today’s levels
must occur as a result of rising profits, not higher valua-
tions. While awaiting stronger signals of economic growth,
we are taking a cautious stance on global equities.

COUNTRY/REGION P/E RATIO EARNINGS
2016 (F) GROWTH,
2016 (F)
Global 15.7 2.2
us 171 1.0
Europe 15.2 0.0
Japan 12.6 1.0
India 16.2 154
China 9.7 38

Source: JPMorgan /IBES /MSCI

Aggregate corporate earnings have been revised downward and are
expected to grow by 2 per cent in 2016, but we expect an acceleration next
year. The Indian stock market is highly valued but shows signs of healthy
earnings growth going forward. Meeting growth expectations is a key factor
in keeping market worries from escalating.
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Purchasing managers foresee no upturn

Low interest rates, bond yields and return requirements are still the primary reasons why equities are attractive
as an investment. The earnings trend for Swedish and other Nordic listed companies remains weak. The
positive surprises we saw in the first quarter of 2016 are explained by downward adjustments in expectations
before the report season, rather than any actual improvement. Despite a continued weak earnings trend,
shares in cyclically sensitive companies have performed strongly this year, but sustaining this will require an
improvement in leading indicators soon. It is worrying, for example, that purchasing managers around the
world do not yet appear to foresee any signs of the speed-up in industrial activity that the stock market is
already pricing in. Looking ahead, however, we see potential for a better income trend at Swedish banks and
attractive valuations in various companies and sectors where earnings may grow even if the much-anticipated

economic boom is delayed.

T —————_y2ar than they did in 2011 or 2007. The list of companies

»  Earnings growth is conspicuously absent, with earn-
ings at essentially the same level as in 2011.

» Industrial, energy and commodity share prices have
climbed so far this year, despite weak earnings
growth.

»  Banks have bottomed out. We believe that the worst
squeeze on net interest income at Swedish banks is
past. Signals of less extreme monetary policy ahead
may lead to upturns in the banking sector.

e Gaming companies are worth a bet. While speculat-
ing in better times for cyclically sensitive companies,
investors have turned away from many of the fastest-
growing sectors, such as gaming, making the odds for
these companies increasingly attractive.

ALTHOUGH FIRST QUARTER 2016 REPORTS surprised
on the upside compared to earnings forecasts — which

had been lowered earlier — signals from companies have
not been convincing enough to make analysts adjust their
forecasts upward again. Nordic operating incomes were
also 16 per cent worse than in the year-earlier quarter (8 per
cent in Sweden). The problem is not new, but nevertheless
is an obstacle to adopting a more positive long-term view of
the stock market as a whole.

We expect Nordic listed companies for which we have
historical financial figures dating back to 2011 or earlier to
deliver EUR 68 billion in adjusted net earnings this year,
essentially the same as in 2011. The earnings index has risen
less than 5 per cent in nine years, assuming that our 2016
forecasts prove correct. Obviously the sharp downturns of
recent years in the oil sector play a key role. If we exclude

oil companies and offshore/oil services, our 2016 earnings
forecast adds up to EUR 65 billion. This is 10 per cent more
than five years ago. Yet the problem is too widespread to be
explained by the Norwegian oil sector alone. Of the 32 larg-
est companies on the OMX Stockholm exchange (operating
companies with market capitalisation exceeding SEK 30
billion), more than one third are expected to report lower
earnings per share (adjusted for nonrecurring items) this

whose 2016 earnings are not expected to reach their peaks
of five or nine years ago includes such Swedish household
names as Ericsson, Volvo, Telia, Boliden and Sandvik.

We expect more substantial earnings improvements in
2017 and 2018 — 9 per cent and 13 per cent, respectively,
among Nordic companies, helped especially by a shift from
headwind to tailwind in the oil sector by 2018. But to en-
able investors to dare believe in such a trend, our forecasts
must probably remain intact (the pace of downgrades must
slow or stop entirely) and early economic indicators must
confirm an imminent economic improvement. We see good
reasons to search for companies and sectors that can grow
even in a continued challenging macro environment.

Cyclical rally, but PMis foresee no upturn

Over the past few years the financial market has repeatedly
been plagued by strong worries about economic trends for
brief periods, most recently in October 2014, August 2015
and January 2016. Yet no really dramatic change in market
conditions occurred, and these worries faded relatively fast.

NEAR-ZERO EARNINGS GROWTH
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The chart shows an index of earnings performance by Nordic listed compa-
nies in euros. Earnings growth is conspicuously absent in these companies,
with only marginal increases from 2011 and 2007 to this year.
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In the same way that it could be difficult during the above
periods to understand the magnitude of market worries,
today we find it challenging to explain the prevailing opti-
mism about the same cyclical equities that in many cases
were being shunned during these periods, but are now being
talked up in the stock market.

The five best equities so far this year in the OMXS30 Index
(the 30 most heavily traded companies on the Stockholm
exchange) show share price increases of 11-34 per cent,
while the index as a whole has fallen by 8 per cent (all figures
excluding dividends). These five winners are all in cyclical
sectors such as heavy industry, steel and oil. After several
years of relatively weak industrial activity, obviously several
of these companies will see a surge in earnings ahead if
industrial activity improves, but leading indicators such as
purchasing managers’ indices (PMls) currently provide only
limited support for such optimism. See the chart below.

Sharp improvements being discounted

After many cyclical equities bottomed out in January, their
rebound was easy to explain as a natural recovery from
irrationally strong worries early in 2016, which pushed many
of these shares to their lowest levels in some years. This is
no longer the case. The market is now discounting major
improvements.

Due to several years of falling profits and downward adjust-
ments in earnings forecasts, combined with a strong recov-
ery in share prices this year, the largest industrial company
on the Stockholm exchange, ABB, is valued at a consensus
price/earnings ratio of 18 for the current year. Based on
12-month moving forecasts, the P/E ratio today is at its high-
est level for at least 12 years.

Shares of the largest mining company on the Stockholm
exchange, Boliden (whose two most important products are
zinc and copper), are being traded at the same level as in

February 2015, when zinc and copper prices were 22 and 15
per cent higher than today, respectively.

The biggest Nordic oil company, Statoil, is trading at the
same level (in USD) as in December 2014, when a barrel
of Brent crude cost more than USD 60, about 25 per cent
above today's price.

In short, many of these share prices today are discounting
a substantial improvement in the macroeconomic environ-
ment ahead; it remains to be seen when this will materialise.

Banks foresee better days

Shares of three out of Sweden'’s four major banks have
performed worse than the OMXS30 Index this year. Both
elsewhere in Europe and in the US, bank shares have been
in the doghouse this year. To some extent, Swedish banks
have probably been infected by international worries about
the sector, but weak income growth has probably also
contributed. The single most important type of income for
banks is net interest income, which has been squeezed hard
by extreme interest rates, including negative key rates. But
we believe that net interest income at banks has already
bottomed out, and conditions are in place for the market to
begin later this year to discount a significant improvement
in 2017.

Net interest income should improve starting as early as

Q2 2016, thanks to higher lending margins on corporate
loans in the Nordic countries, as well as positive trends for
other customer categories in Sweden. We expect gradually
improved net interest income at major Swedish banks during
the coming quarters, with a significantly better growth rate
during the second half of 2016.

Sweden's current ultra-loose monetary policy is extreme
in a historical perspective, given the prevailing level of
economic growth and capacity utilisation (low underlying

NO REVIVAL OF INDUSTRIAL ACTIVITY
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Source: Bloomberg

for the worldwide manufacturing sector still
provides no support for the cyclical optimism that
has emerged in stock markets during the past
four months.

2016



unemployment). Later this year, the market should thus begin
discounting a gradual key interest rate hike, initially back to
zero, starting in the spring of 2017. When the key rate has been
raised, this will be very favourable to net interest income and
thus to earnings growth at banks. We expect this effect to be
accounted for by share prices long before the actual first rate
hike.

The combination of 7-8 per cent dividend yields, strong
balance sheets — in sharp contrast to many other banks in
Europe — and an imminent return to positive growth for the
most important income item makes Nordic bank shares look
attractive.

Rebound makes gaming companies a good bet

One sector that stands out — with a much more positive earn-
ings trend than the Stockholm exchange average — is gaming:
both operating companies and their suppliers. Today's Swedish
gaming companies have a combined market capitalisation of
more than SEK 70 billion in Stockholm: bigger than the interna-
tional appliance group Electrolux and about the same as con-
struction giant Skanska. The three gaming companies that we
track (with a total market cap of SEK 56 billion), for which we
have earnings histories since 2007, have more than quintupled
their profits since then — based on our 2016 forecast.

This rapid growth is continuing. The largest gaming company,
Unibet, doubled its earnings in the first quarter compared to a
year earlier — helped by organic revenue growth of more than

40 per cent supplemented by acquisitions. Looking ahead,
the growth potential of gaming is enormous and the early
emergence of a private gaming sector in the Nordic countries
has helped create a number of companies that may achieve
leading positions in Europe.

Yet these shares have been squeezed hard this year due to
worries about future regulation and higher taxation in many
European countries. However, we believe that higher tax
expenses are only one side of the coin. At the same time, more
stable rules for the industry will reasonably imply lower risk
premiums in valuation of the sector and thus higher valuations.

The gaming industry is characterised by low tied-up capital.
This results in strong cash flows, stable revenue due to very
low dependence on economic cycles and significant econo-
mies of scale, which can be expected to trigger restructuring
transactions in the future. When these characteristics are com-
bined with a more stable framework in the form of licensed,
regulated and taxed revenue, earnings should be substantially
higher than today. Gaming industry suppliers are already
valued at significantly higher multiples, probably due largely to
the significantly lower regulatory risk that their business model
is thought to involve.

We find the combination of lower share prices and higher earn-
ings attractive, especially compared to many other sectors in
the Nordic stock markets where the opposite situation prevails.

SHARP EARNINGS GROWTH FOR GAMING COMPANIES
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The chart shows adjusted net income in millions
of kronor (SEK) for the three Swedish gaming
companies we track — Unibet, Betsson and NetEnt
- and that have been listed since 2007.

INVESTMENT OUTLOOK - JUNE 2016

13



Fixed income

Monetary policy nearing end of the road

After a lengthy period of monetary stimulus across the world, the question is obvious — how much more can be
done? In theory, there is further scope for most central banks to carry out interest rate cuts and asset purchases,
according to the International Monetary Fund (IMF), but in practice the possibilities are limited. What worries both
the IMF and the central banks is that the transmission mechanism appears to have weakened: in other words, the
effects are less than desired. This suggests that most central banks have come to the end of the road with their
interest rate cuts, whereas we will probably see further asset purchases.

»  Sweden’s Riksbank is done cutting interest rates.

»  The European Central Bank (ECB)’s asset purchases
will bolster the bond market.

»  Commodity prices and a weaker USD will strengthen
emerging markets.

Government bonds
(excluding emerging markets)

Sweden'’s Riksbank decided in April to extend its govern-
ment bond buying to the end of 2016. The scale of these
purchases is enormous if we compare the outstanding sup-
ply of bonds in Sweden relative to that in the euro zone. We
believe the Swedish central bank will have bought almost
40 per cent of total outstanding government bonds by year-
end, compared to about 20 per cent for the ECB. Meanwhile
the Riksbank decided at its most recent Executive Board
meeting to keep its repo rate unchanged at -0.5 per cent.
The reason for continuing this aggressive monetary policy
is, of course, to drive up inflation toward the bank's 2 per
cent target via higher consumption, new investment and a
weaker krona.

In our view, the Riksbank will now refrain from further stim-
ulus measures and instead evaluate the effects of its current
programme and then begin interest rate hikes in April 2017.
The refi rate in the euro zone is zero, with the ECB’s aim
being twofold: stimulate southern European economies in
order to overcome government financial problems there
and spur inflation towards 2 per cent.

In the United States, the key interest rate will gradually

be adjusted upward from its current level. In our view, the
Federal Reserve (Fed) will deliver its next rate hike in July
after having given the world clear warning of what is ahead.
This is earlier than in our previous forecast of September
and is driven by the Fed's signals that it has noted global
stabilisation and signs of economic strength. Our US infla-
tion forecast is 1.6 per cent at the end of 2016 and 1.8 per
cent at the end of 2017, while the Fed's key interest rate will
be in the range of 0.75-1.00 per cent at the end of 2016 and
1.25-1.50 per cent at the end of 2017.
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Corporate bonds - Investment grade and
high yield

During the turbulent period at the start of 2016, only small
volumes of new corporate bonds were issued. The major-
ity of issuers during this period had high credit quality and
a great need for capital. However, the situation changed in
March, when capital market activity picked up as a result
of higher and more stable commodity prices as well as
greater market confidence. The ECB decided in the spring
to launch a new asset purchasing programme that also
includes corporate bonds issued by euro zone compa-
nies and institutions with the lowest investment grade
rating (BBB-). That decision has created expectations of
increased stability and should also lead to accelerated
purchases by other financial market participants.

The aim of these measures is to promote a functioning
capital market and stimulate demand and willingness to
invest, with the hope of spurring higher inflation. Mean-
while some banks, mostly in southern Europe, need to
reduce their corporate bond holdings. With the ECB'’s

NARROWER CREDIT SPREADS DUE TO MORE STABLE PROSPECTS
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The recovery in commodity prices, together with a cautious Federal
Reserve, has boosted confidence in the credit market.



purchases, banks are being helped to reduce their bond
holdings and thus improve their financial ratios. This
should have positive effects on the euro zone bond mar-
ket, which would then probably spread to other markets,
including Sweden. The yield spread between European
high yield and government bonds has narrowed by almost
2 per cent since the tumultuous period in February, when
the gap was at its widest. In a short time, we have gone
from a period of great uncertainty about the solvency of
issuers to a situation with far more stable prospects. In our
view, we will see continued capital inflows to the high yield
market as well as increased interest in issuing new bonds.

In the Swedish corporate bond market, there is a large
proportion of real estate companies, and we believe this
will also be the case going forward. In the choice between
fixed or floating rate bonds, floating rate bonds still
dominate, since investors want to eliminate interest rate
risk while benefiting from higher returns if the Rikshank
starts raising its repo rate. A higher repo rate would result
in higher STIBOR rates, which would lead to higher returns
on floating rate bonds.

The Norwegian high yield market consists largely of
companies with some kind of connection to the oil sector.
The situation there is somewhat like that in the US, where
more small companies are defaulting and requesting debt
restructuring. We have yet to see what effects oil prices
below USD 50/barrel will have, but there is an imminent
risk that some companies in the Norwegian oil sector

will request debt restructuring to alter the terms of their
bonds during the second half of 2016.

ASSET TYPE WEIGHT

In the US, the credit rating agency Moody’s believes that
the greatest default risk over the next 12 months is in the
steel and mining sectors, followed by oil and gas and the
media sector. For Europe, Moody's view is that the greatest
risks are in oil and gas, media and forest products.

Emerging markets — More stable prospects
with fewer exceptions

At the turn of the year, there was fear that US interest

rate hikes would have strongly adverse effects on heavily
indebted countries in the emerging market sphere, since
these countries had taken advantage of ultra-low US
interest rates and easy access to US dollars to fund their
current account deficits. With higher US interest rates,
followed by a stronger USD, the cost of this debt will grow.
Another factor to take into account is that various coun-
tries have currencies pegged to the USD, which in this
case would mean a decline in competitiveness.

These storm clouds lifted considerably during the spring.
The Fed has signalled a slower pace of interest rate in-
creases, and in our view they may carry out two rate hikes
in 2016. Meanwhile the Chinese economy has stabilised.

Both Russia and Brazil saw inflation fall during the first
quarter. However, both countries are struggling with
domestic problems; In Brazil, impeachment proceedings
have been set in motion against the president, who is
accused of fiscal improprieties, while Russia is suffering
from heavy dependence on commodities and from EU and
US trade embargos.

TACTICAL EXPECTED YEARLY RETURN

Cash 1234567 -0.5% -0.5% 0.5% 0.2% 0.2% 0.2 %
Government bonds 1234567 -43% 21% -1.7% 32% 32% 32%
Investment grade (IG) 1.8% 1.8% 1.3% 29% 29% 2.9%
corporate bonds 1234567

High yield (HY) 5.6 % 5.7% 5.9% 43 % 4.3% 43 %
corporate bonds 1234567

Emerging marketdebt* 1234567 1.5% 1.5% 1.5% 113 % 113 % 11.3%

“Weight” indicates how we currently view each asset type as part of a portfolio. Level 4 is a neutral stance. These weights change continuously
depending on our tactical market outlook and may therefore differ from our long-term strategic outlook for the asset type.

* Return in local currencies

Source: SEB
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Alternative investments

Volatility for better or worse

During the first few months of the year, market conditions varied sharply in terms of volatility. After great
uncertainty and weak performance, these conditions stabilised relatively quickly in March and April. We have
experienced an environment with strong price movements, occasionally at extreme levels, with abrupt trend
reversals and rapidly shifting correlations between asset classes. As a result, most hedge funds faced a challenging
environment. More stable markets and clearer trends should be able to provide better return potential.

Most of the factors that weighed down oil prices starting last autumn have become less negative, which has led
to a relatively sharp oil price rebound from recent lows during the spring.

» \Volatility has brought difficulties but has also created
opportunities.

»  More stable trends are discernible following
turbulence early in the year.

»  Divergent conditions for different hedge fund strategies.

Hedge funds - Shifting conditions for
different strategies

Conditions have changed significantly for the various hedge
fund strategies in terms of performance so far this year.
Volatility early in the year benefited CTAs, whereas equity
long/short strategies had great difficulty navigating the
extreme price movements that occurred. However, during
the recovery this spring, CTAs lost some of their gains, and
instead credit long/short together with event-driven strate-
gies performed strongly, which is explained by the energy
sector recovery and stronger stock markets.

Equity long/short

The sharp declines in share prices around the world early
this year created problems for the equity long/short
strategy. In some cases, price movements were discon-
nected from fundamental factors and driven instead by
both fear and lack of liquidity. However, these movements
created opportunities for finding sources of returns as long
as investor worries did not set the tone for market perfor-
mance. In terms of investment approach, we prefer funds
that maintain a somewhat market-neutral net exposure
instead of funds that have a net long exposure.

Credit long/short

Bolstered by the recovery in oil prices, credit markets — led
by corporate high yield bonds - turned in a strong perfor-
mance over the past few months. Taking into account the
connection between commodity prices and the perfor-
mance of US high yield credits in particular, there is reason
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for caution if there is a sharp reversal in the strong
commodity price trend. Credit markets have had stable
inflows recently, which have boosted investor confidence.
However, liquidity tends to shrink quickly in stressed
market situations.

Event-driven

After a tough 2015, when difficulties could be attributed
largely to general market uncertainty, the event-driven
strategy got off to a better start this year. There is still good
activity in the corporate transactions market, and pricing
(the difference between offer price and current market
price) for announced deals look attractive. A number of
funds with this strategy have increased their exposure

to corporate transactions and reduced their exposure to
credits and specific corporate events, thereby weakening
their correlation with stock market performance.

Macro/CTA

Trend-following strategies kicked off 2016 with long
positions in government bonds and USD alongside short
positions in equities and commodities, a combination

VOLATILE TREND FOR HEDGE FUND STRATEGIES
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During the turbulent period early this year, conditions changed rapidly,
leading to sharp reversals in return trends.



that made this strategy a winner early in the year. The recent
sharp weakening of the US dollar happened quickly, which
frustrated most funds. One factor that bodes well for this
strategy is that the correlation between regions and asset
classes seems to be decreasing somewhat, which should
provide scope for finding additional sources of return.

Commodities - A balanced oil market
by autumn

Most of the factors that weighed down oil prices between
last autumn and this spring are now less negative. Concerns
about the economic trend in China have eased, the dollar
has weakened and worries about global economic growth
have diminished. Taken together, these factors have led to a
relatively sharp rebound in oil prices from the lows seen
during the spring. At this writing, prices are more stable de-
spite a continued oversupply of around one million barrels/
day in the oil market.

The record-sized oil stockpiles in the mainly affluent coun-
tries of the Organisation for Economic Cooperation and
Development (OECD) continued to grow during the spring,
but at a far more modest pace than earlier. Current stock-
piles are estimated at 400 million barrels more than desir-
able given current consumption of about 96 million barrels/
day. A one per cent supply deficit for one year would be
enough to enable stockpiles to return to normal levels.

Global oil demand is stable. Both the International Energy
Agency (IEA) and the US Energy Information Administra-
tion (EIA) forecast demand growth of 1.2 per cent in 2016
compared to 2015, on a par with average annual growth
since of 1.3 per cent since 2000. Meanwhile global oil pro-
duction outside the Organisation of the Petroleum Exporting
Countries (OPEC) is falling by about 0.7 million barrels/day
year-on-year. For instance, US oil production has declined
steadily since last summer, from a peak of 9.6 million bar-
rels/day to around 8.8 million barrels/day at present. The
number of active rigs has fallen to 328 from a high of 1,400.
Together, these factors lead us to believe that the market will
approach balance during the autumn.

DECLINE IN RIGS STARTING TO HAVE AN IMPACT
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The number of US oil rigs in production has fallen dramatically, as indicated
above. Increased efficiency has had a delayed effect on supply, which is now
beginning to fall.

Future OPEC production is more uncertain. Cartel mem-
bers are currently producing at record levels. Over the next
few years, production in Iran, Iraq and Saudi Arabia and
eventually also Libya will probably increase further. We do
not expect OPEC, or rather Saudi Arabia, to guarantee price
stability through future production decreases or increases.
Very limited new investment in conventional oil outside
OPEC and no willingness within OPEC to adjust to an over-
or under-supply will lead to more volatile markets over the
next 5-8 years.

Globally, investment in conventional oil extraction has
been cut back sharply, and producers will probably be
very cautious about new investments even when oil prices
recover. The reason for this is that the long term — the next
decade - looks challenging for oil since new technolo-
gies such as electric cars will most likely reduce the price
advantage of oil over other energy sources. There will also
be a steady increase in political pressure to tackle environ-
mental problems.

Production of US shale oil is far more flexible than
conventional oil production, but it takes time to adjust
output. At present, production is falling by 0.7 million
barrels/day year-on-year. A return to the pace of growth
seen in 2014, about 1 million barrels/day, would take 1'5-2
years. So even shale oil has some cyclicality although the
cycle is 2 years rather than 5-10 years, which is the case for
conventional oil production.

Our forecast is that oil prices will again be at around
current levels — USD 50/barrel for Brent crude — toward
the end of the year, but we see potential for higher prices
during the summer and autumn, occasionally perhaps up
to USD 60/barrel. The reasons for this include, along with
an increase in demand during the summer (the driving
season) of about 1 million barrels/day, indications of an
unusually high level of maintenance work in the North Sea,
which in that case will reduce supply temporarily. Com-
bined with falling US production, this means potential for
somewhat higher prices. For 2017, we expect an average
price of USD 50.

REBOUND AFTER 18 MONTHS OF FALLING OIL PRICES
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The decline in oil prices, which began late in the summer of 2014, was

both steeper and more sustained than most forecasters expected. We now
anticipate more stable prices with potential for upswings during the summer
and autumn.
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The importance of central banks to the foreign exchange (FX) market in recent years can scarcely be
underestimated. Yet since the late February meeting of the Group of 20 (G20) industrialised countries in
Shanghai, the outlook has changed. Participants implicitly pledged to no longer use non-conventional
monetary policy to influence the FX market and thus create imported inflation via a weaker exchange rate.
The EM sphere is in better health now that the USD has lost a little ground, and commodity prices have started
to rise again. If this trend continues, there are more gains to be had in some EM countries with undervalued
currencies. Valuations are a more important FX factor now, but with small deviations from equilibrium
exchange rates among the main G10 currencies, together with weak but growing risk appetite, we should see
small movements and declining volatility in the months ahead.

*  EUR - The European Central Bank (ECB) cannot allow
too strong a euro, but the depreciation that is needed
will depend on the Federal Reserve (Fed) hiking its
key interest rate.

»  USD - Has lost ground but will recover some of its
decline ahead of the coming Fed rate hike this summer.

» JPY - More fairly valued; major challenges ahead
point to a weaker yen.

»  GBP - The EU referendum is overshadowing every-
thing; will strengthen after a likely Remain vote on
June 23.

e CHF - Moderate weakening will depend on the suc-
cessful handling of Brexit and the Greek financial crisis.

»  SEK - Sweden’s Riksbank refuses to back down from
its extreme monetary policy; more neutral prospects
for the krona in the next quarter.

« NOK - Rising oil prices, attractive valuations and
positive flows will provide tailwinds for the
Norwegian krone.

Except for the Japanese yen, the Swedish krona has been
the fastest rising currency since the Riksbank introduced
negative interest rates and bond purchases (on February 12,
2015). It is not really surprising that the krona appreciated
(around 6 per cent in trade-weighted terms) despite
aggressive Swedish monetary policy. The currency was
greatly undervalued at the time the central bank launched
its unconventional monetary policy. The market (both
Swedish and foreign participants) already had negative
exposure to the krona. The Swedish economy has also
outperformed most others since then (thanks to expansion-
ary fiscal and monetary policy), which has contributed to
the krona's appreciation. Sweden'’s strong balance sheet is
another sign that the krona is no longer being treated as a
strongly pro-cyclical currency subject to business cycles;

in times of financial stress, Swedish investors repatriate as
much capital from abroad as foreign investors repatriate
from Swedish markets. Swedish companies and institutions
also still carry a relatively high FX exposure. If, as we believe,
the krona is no longer as sensitive to business cycles, it is
reasonable to expect a greater degree of currency hedg-
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ing — this process also benefits the krona. Most models,
including our own, indicate the krona is still undervalued.
Within 1-2 years, the trade-weighted krona (KIX “krona
index”; see chart below) will appreciate by another 2-5 per
cent (which means that the EUR/SEK exchange rate will be
in the 8.60-8.80 range). At what point this occurs depends
on when the Riksbank stops focusing on the currency and
shifts its gaze to rising Swedish capacity utilisation and
the strong economy. This should happen late in 2016.

EUR - Trading around the equilibrium rate
not justified

The ECB has continued its monetary easing to support the
euro zone economy. Interest rates and yields are falling,
while borrowing is on the rise; the economy has responded
with above-trend growth. The problem for the ECB and

the euro is that the central bank is very far from reaching
its inflation target. The trade-weighted euro is also priced
just above what we believe is the long-term trade-weighted
equilibrium rate. At present, there is little chance that the
ECB can weaken the currency significantly; the euro zone
also has a relatively large and growing current account
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Once clearly pro-cyclical and dependent on business cycles, since 2012

the Swedish krona has been de-coupled from general risk sentiment and

no longer follows the same patterns, such as closely following risk on/risk
off flows.



surplus, which provides a tailwind for the euro. The weaker
euro that we forecast will depend on the Fed getting back
on course and raising its key interest rate again.

USD - Fed helping sustain strength

Weak global economic conditions and uncertainty about
the strength of US growth caused the Fed to retreat from
its earlier plan for continued rate hikes. Currency positions
also very consistently assumed a strong USD. Combined
with lower market expectations about the Fed, thisledto a
reversal for the dollar. But although the dollar is overvalued,
especially against EM currencies, it is too soon to believe
there will be a further correction. The US economy contin-
ues to recover, and the Fed will tighten its policy, though at
a very gentle pace. Non-commercial speculators have also
been selling the USD for several months. However, there is a
significant risk that the US presidential campaign will focus
on lost manufacturing jobs and the strong dollar; greater
focus on trade regulations and tariffs could make the FX
market more cautious about the dollar’s prospects.

GBP - Awaiting the referendum’s outcome

The UK referendum on EU membership is overshadowing
all other factors. Early this year, it was thought there was a
high probability the country would vote to leave the union,
and the pound fell sharply. Since then, the currency has
recovered somewhat; trading activity is likely to fall before
the referendum takes place on June 23. We believe that the
outcome will be positive and that 60-70 per cent of unde-
cided voters will vote Remain. The economic arguments for
staying in the EU are also more convincing, and we believe a
Remain outcome will bring the GBP/SEK exchange rate back
to a bit above 12.00 this summer.

JPY - Strength at an end for now

The situation in Japan is producing more questions than
answers. The reform policies launched by Prime Minister
Shinzo Abe in 2012 (“Abenomics”) have not delivered re-
sults. Inflation is hopelessly below the 2 per cent target, and
the economy has swung in and out of recession. Although
the Bank of Japan (Bol) has joined the negative interest
rate club, the JPY has appreciated more than any other G10
currency so far this year. We believe it will weaken again
since 1) the currency is no longer as sharply undervalued,
2) speculative investors are now highly overweighted in

the JPY, 3) the BoJ will continue to cut its key interest rate
and 4) the Japanese government will refrain from hiking its
consumption tax in 2017. The JPY/SEK exchange rate will be
7.10 in December 2016.

CHF - Will keep weakening at modest pace

The strong franc is still keeping inflation down in Switzer-
land, which has experienced deflation since late 2011. But
Swiss economic growth and especially the current account
balance seem able to handle a strong currency. We believe
the UK will vote to remain in the EU. We also believe there

will be no new financial market turbulence connected to
the situation in Greece. We should thus not see any major fi-
nancial flows to Switzerland, which — combined with a high
valuation — points to continued cautious CHF depreciation.
We believe the CHF/SEK rate will reach 8.04 late in 2016.

SEK - Riksbank will stop the krona
from appreciating for a while

The krona has been in a sustained appreciation phase since
early last year, despite earnest attempts by the Riksbank to
limit its rise. In early May, the dollar fell, helping boost the
trade-weighted krona to a two-year high. There are a num-
ber of reasons for maintaining a more neutral near-term
position in the SEK:

«  The Riksbank shows no signs of stepping back from its
highly expansionary monetary policy.

»  Swedish real interest rates are very negative and are
expected to provide poor support for the krona.

»  The focus among foreign investment managers is
shifting to the NOK.

The EUR/SEK exchange rate will be in the 9.15-9.35 range
and fall towards 9.00 only when the Rikshank begins to
diverge from the ECB's soft monetary policy late in 2016.

NOK - Attractive valuation and flows
point to continued upturn

The sharp rebound in oil prices obviously makes the Nor-
wegian economy and the krone more stable. But economic
growth prospects will not change dramatically if oil remains
at around USD 50/barrel. Growth will decelerate over a sus-
tained period and inflation will gradually fall below Norges
Bank'’s 2.5 per cent target. Meanwhile the Norwegian central
bank is buying no less than NOK 900 million per day on be-
half of the country’s sovereign wealth fund. Combined with
an attractive valuation, this leads us to expect persistent
upward pressure on the krone. Norges Bank will thus be
forced to cut its key interest rate again to offset the strength
of the NOK. The EUR/NOK exchange rate will be just above
9.00 in December 2016.

CURRENCY EXCHANGE RATE CHANGE %

PAIR Now* 2 @ Q4 Q @3
2016 2016 2016 2016 2016

EUR/USD 112 110 109 108  -14 23
EUR/SEK 926 925/ 920 900 -02  -07
EUR/NOK | 929 930 920 910 01  -10
USD/SEK 831 841 844 833 12 16
USD/NOK | 834 | 845 844 843 14 13
EUR/CHF 11 11 112 112 04 08
CHF/SEK 838 833 825 804 -05 -5
EUR/JPY 123 123 125 125 05 @ 22

GBP/USD 146 149 145 144 1.8 -0.5
GBP/SEK 12.14 1 1250 | 12.27 12.00 3.0 11

*Currency forecasts were made by SEB Research & Strategy as of May 25,
2016. Please ask for a copy of our current forecasts.
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Theme - Brexit

To Brexit or to Bremain?

Whatever the outcome, the process surrounding the June 23 referendum in the United Kingdom will affect not
just that country but the rest of the European Union. The impact will mostly be political, but also economic
and in financial markets. Whatever the outcome, the UK's negotiated right to refrain from future integration
efforts raises serious questions about the future of the EU project, producing a Europe that is moving in two
different directions. There may also be a major impact on Sweden, especially politically, if British exit from the

EU (“Brexit”) actually occurs.

*  Our main scenario (a 65 per cent probability) is that
the Remain side will win, which would have relatively
limited effects economically.

e Inthe short term, that outcome would probably still pro-
duce some market movements, most likely a relief rally
for the pound and for British and European equities.

» Ifthe Leave side wins with a weak majority, we expect
new negotiations and a new referendum — which
would mean a period of anxiety but effects that are
still manageable.

»  Astrong victory for Leave would slow economic growth
the most, but not just in the UK, and there would be
even greater political uncertainty about the EU.

WHILE UK VOTERS HAVE TWO ALTERNATIVES, we see
three possible outcomes for the June 23 referendum - a
majority for the Remain side, a “soft Leave” and a “hard
Leave” scenario. The outcome will affect not only the UK
but the entire European Union including Sweden and will
have an impact in many ways, both in the short and long
term — in other words, a rather complicated situation.
Below, we review the different outcomes, in their order of
probability, and analyse potential consequences.

OPINION LOOKS MORE EVENLY DIVIDED...
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In the most frequently cited “poll of polls”, the two sides are basically even, but
with a rather large share of undecided voters. However, these data include both
regular telephone surveys of randomly selected people and Internet surveys of
people who responded on a voluntary basis.
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Remain - most probable, least impact

There are currently many reasons to believe that the
Remain side will win this battle. They include opinion polls
— see the chart below — and the fact that British betting
firms, which are usually fairly good at predicting elections
results, have Remain as their clear favourite. Recent opin-
ion polls have also shown a negative correlation between
the change in the number of undecided voters (which is
high) and the percentage in favour of Remain. In other
words, most undecided voters appear to be choosing
Remain when they do decide. In our view, the probability
of the Remain side winning is 65 per cent.

Political impact, whatever the outcome

With a Remain outcome, everything would seemingly stay
the same. It is reasonable to assume we would see a relief
rally in financial markets if the risk of Brexit is averted. The
pound would probably strengthen, as would stock markets
in London and elsewhere in Europe - provided that clear
indications that voters are leaning this way did not cause
the markets to discount this outcome in advance. In eco-
nomic terms, we can assume that the slowdown caused by
uncertainty about Brexit early this year would be reversed

...THAN IT ACTUALLY IS?
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If we instead study only telephone surveys, we see a small but clear majority
for the Remain side. One possible conclusion is that people who are negative
about the EU are more active on the issue and respond to online surveys to a
greater extent, whereas telephone surveys provide a more accurate picture of
public opinion.



when investments that are currently on hold are most likely
carried out. All in all, the long-term financial and economic
consequences would still be limited in case of this outcome.

In political terms, a Remain vote also means more of

a normalisation compared to the alternatives. But the
opt-outs that the British recently negotiated ahead of the
referendum radically redrew the political map of Europe,
exposing an old dividing line in the EU project. While the
core countries on the European mainland (mainly Germa-
ny and France) have traditionally strived for a greater de-
gree of integration and supranationality, the UK has often
advocated liberalisations and a greater degree of national
autonomy — an approach that Swedes have largely aligned
themselves with. The idea underlying the British opt-outs
is that the country is no longer part of the EU's drive
toward an “ever closer union”, which among other things
has been outlined in last summer’s Five Presidents’ Report
(compiled by the presidents of the European Council, the
Eurogroup, the European Central Bank and the European
Parliament, led by the president of the European Commis-
sion, Jean-Claude Juncker), laying out the path towards a
more cohesive union. Because of the UK's opt-outs, the
discussion is no longer about how quickly this integration
process can take place (described as a “two-speed EU")
but instead about how we now have an EU that is moving
in two different directions. There is an obvious risk that
more countries will follow the British example, making the
EU situation far messier and more unclear.

“Soft Leave” - renegotiation and a new referendum
In case a weak majority votes for Leave, it is not certain that
the UK would actually leave the EU — quite the opposite.
Boris Johnson, who recently stepped down as Mayor of
London and is a leader of the Leave campaign, has said that
such an outcome might lead to further negotiations on UK
opt-outs and greater autonomy, followed by another EU
referendum in which the outcome would be the “desired”
one. We have seen a similar course of events on several
occasions in EU-related referendums in other member
countries. We assign this scenario a probability of 25 per
cent.

POUND PLUNGED AFTER THE UK’S ERM EXIT

2.1 21

0 n

194 19
218 M 158
= o
% &
o L7 178

16 16

15 15

L4 14

lam  Apr  Jul  Oct Jan A lul Ot
1992 1993

Source: Bloomberg

In the financial world, it is reasonable to assume that the pound would be
affected the most by any outcome. Although the situation differs significantly
from when the UK abandoned the European Exchange Rate Mechanism (ERM)
in the 1990s - see the chart to the left - the plunge in the pound back then
nonetheless provides some indication of what could happen. The risk of Brexit

Prolonged uncertainty would weigh down

markets and economies

In a “soft Leave” scenario, the UK would remain in the
union and the long-term effects should therefore be simi-
lar to those of a Remain vote. But there would probably
be a lengthy period of negotiations and great uncertainty,
as well as a new referendum with an unclear outcome,
which would also entail increased financial uncertainty.
We would expect both the pound and the euro to weaken
initially, along with stock markets — all else being equal.
This reaction would most likely change when (if) new
negotiations with the EU got under way. Thus in the short
term, we expect the effect on stock markets to be negli-
gible. The effects on UK growth would be greater than in
a Remain outcome, since prolonged uncertainty would
probably continue to adversely affect investment and
most likely consumption. We would expect this uncer-
tainty to also have a slightly negative effect on EU (and
Swedish) growth in 2016.

In such negotiations, the EU would need to make further
concessions, creating an even greater risk that other
countries would consider seeking opt-outs from the EU
project. But the opt-outs that have been granted to the UK
have already opened the door, so the effect of a further
opening need not be that much greater.

Even if a “soft Leave” vote produces a lengthy period of
uncertainty (assuming that the UK ends up staying in the
EU), we still believe that ultimately the long-term effects of
either a Remain or a “soft Leave” vote on economies and
markets would be relatively limited. Since we give these
outcomes a combined 90 per cent probability, we might
end our analysis here. But it is difficult to gauge public
opinion, which may quickly swing to a “hard Leave”, and
the effects of such an outcome could be so sweeping that
it merits discussion.

POUND ALREADY SOMEWHAT WEAKER AHEAD OF THE REFERENDUM
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is already clearly reflected in how the market has priced the pound — especially
against the US dollar. The chart to the right shows how the pound (purple line)
has weakened against the dollar more than the euro has. In case of Brexit, we
would expect the pound to continue falling against the dollar as well as against
the euro. If Remain wins, there is room for an upward relief rally.
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A “hard Leave” - intense political pressure,

subdued growth

If a clear majority (more than about 55 per cent) vote for
the Leave alternative, Brexit would most likely become a
reality. The impact would then be fairly substantial, both
initially (markets) and over time (economic growth and
politics). This impact would naturally be greatest in the
UK, especially with regard to markets and growth, but the
risk of wide-ranging political effects elsewhere in the EU
would also increase significantly. This outcome would also
have a major impact on Sweden, especially in political
terms. More consideration will be given below to the politi-
cal consequences and the effects on Sweden, but first a
look at the economic consequences.

Sharp deceleration in growth

As the result of a “hard Leave”, the pound would probably
drop immediately by roughly 10 per cent against the dol-
lar. But the euro would probably also weaken against the
USD, given generally greater uncertainty about future EU
economic and political cooperation. The Swedish krona
too would most likely come in for its share of depreciation,
driven by general risk aversion and by the risk of effects on
Sweden's EU policy. Similarly, we would expect bond yields
to rise immediately in London, but the effects elsewhere in
Europe, including Sweden, would be more limited.

GDP FORECASTS
FOR DIFFERENT

OUTCOMES EURO ZONE

These developments would naturally undermine global
confidence in the UK as a country in which to invest. The
same is true of other European countries to some extent.
In stock markets, as with a “soft Leave” we would prob-
ably see declines, with the biggest slide in London. But the
difference is that these effects would be more permanent,
since growth prospects would change. We expect UK
growth to be hampered by a slower pace of investment
and by uncertainty or deterioration in prospects for
exporting to EU countries and in the stability in the finan-
cial system. This would be partly offset by a weaker cur-
rency, which would bolster the UK economy. Our analysis
shows that the overall effect on the country’s GDP would
be growth that is lower in both 2016 and 2017 than in the
case of a Remain vote. The same uncertainties would also
affect the euro zone and Sweden to some extent. See the
table below.

Political panic - or closer integration?

A “hard Leave” would mark the beginning of a lengthy
process to negotiate how Brexit should be implemented.
There would also be negotiations about future relations,
trade agreements, free movement of capital and labour
etc. Nobody has anything to gain from isolating the UK too
severely, least of all the UK itself. We expect a high degree
of pragmatism in these negotiations, which would in any

2016 2017

24 2.0 2.8

Remain scenario 2.2 19 4.0
“Soft Leave” scenario 2.0 1.8 3.8 2.1 1.9 2.7
“Hard Leave” scenario 1.7 1.7 3.8 1.7 1.7 25

CURRENCY FORECASTS
FOR DIFFERENT
OUTCOMES

SEPTEMBER 2016

Remain scenario

EUR/GBP | EUR/USD | EUR/SEK | EUR/GBP | EUR/USD | EUR/SEK
0.76 112 9.10 0.72 1.10 8.70

Source: Bloomberg

DECEMBER 2017

“Soft Leave” scenario 0.80 1.08 9.20

0.74 1.09 8.85

“Hard Leave” scenario 0.86 1.05 9.30

0.82 1.06 9.10

Source: Bloomberg

In the short term, uncertainty would affect growth, including cuts in investments. The long-term effects would, on the whole,
be greatest in case of Brexit, with a significant decline in UK growth compared to the other possible outcomes, according to
SEB's forecast. This is largely in line with the UK Exchequer’s estimate of 6 per cent lower GDP in a 15-year perspective. As for
Sweden, a smaller decline is expected, which would be partly offset by a weaker krona.

In terms of currencies, the pound would naturally take the greatest hit in case of Brexit. The euro and the krona would also
probably weaken against the dollar but strengthen against the pound. Especially in case of any outcome other than Brexit, the
trend for the krona and the euro would be determined by other factors.

INVESTMENT OUTLOOK - JUNE 2016



case make the economic consequences manageable.
Politically, the UK would, of course, be more clearly iso-
lated from EU decision-making. This outcome could also
create tensions in the country. The Scots are far more in
favour of remaining in the EU, so a “hard Leave” might set
in motion a new wave of Scottish nationalism. The situa-
tion would also change for the people of Northern Ireland,
with an EU border dividing their island.

The political effects in the EU are a bit more difficult to
predict. It is highly likely that there would be an even
clearer risk that more countries would look for alternatives
to the integration path proposed by Brussels. Tensions
would probably rise; EU sceptics talk about the risks of a
collapse and/or major political turmoil. On the other hand,
it cannot be ruled out that Brexit would actually facilitate
and speed up European integration. The UK has set the
tone in the EU's “northern European bloc”, together with
countries such as Denmark and Sweden. These countries
have at times resisted integration impulses from a more
liberal standpoint. Without the UK, this opposition would
be weaker, which could pave the way for faster integra-
tion. In case of Brexit, the EU would also be more clearly
dominated by the euro zone countries, in which case intro-
duction of the euro in other countries might be necessary
for them to avoid being marginalised.

Would Sweden be forced to choose?

Sweden will be affected politically regardless of how the
UK votes. With the UK opt-outs in place — and especially
if a “soft Leave” results in further opt-outs — the ques-
tion arises whether Sweden would follow this example
and request its own opt-outs. So far, Sweden has had an
ambivalent - if not sceptical — attitude towards the EU

project; for instance, it opted out of the euro zone. In the
situation where the EU is more obviously moving in two
different directions, Sweden would probably be forced to
choose sooner or later. If the UK remains in the EU,
Sweden at least has the possibility of choosing a variant
of the more autonomous path advocated by the UK. How-
ever, this position has not been put forward in the debate,
nor is it backed by a majority in Swedish opinion polls.

Given the above arguments, in case of Brexit, Sweden
could end up in a situation where it is forced to choose
between introducing the euro or leaving the EU. Unlike
Denmark, Sweden has no formal right to remain outside
the euro zone. In a survey conducted last autumn by
Statistics Sweden that measured EU preferences, only

14 per cent of respondents in Sweden said they wanted
to introduce the euro as their currency. In a more recent
Demoskop survey commissioned by SEB, Swedes were
asked to choose between leaving the EU or accepting the
introduction of the euro as their currency. Some 38 per
cent were willing to accept the euro. Although more of
the respondents (47 per cent) would choose to leave the
EU rather than accept the euro, we interpret this to mean
that a relatively large number of Swedes would consider a
switch to the euro to be the price they are willing to pay to
remain in the EU.

Brexit or no Brexit, increased integration or not, the euro
instead of the krona — there are many variations, and it is
difficult to make forecasts. But no matter what happens,
the uncertainty and the challenges are greatest in
political terms; the economic consequences appear to be
manageable — especially if one of the more likely scenari-
os is realised and the UK remains in the EU.
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Theme - The car industry
A bright spot in Europe

The car industry is relatively mature and cyclical in nature, which is why car makers are almost always valued
at relatively low earnings multiples in good times. But current valuations stand out as historically attractive in
absolute terms and very attractive in relative terms. Despite the Volkswagen scandal, earnings in the European
car industry are expected to grow to record levels this year. The global car market has grown strongly since
2009. Compared to last year's record sales, the outlook for further volume growth is not convincing, but we are
seeing major geographic differences and Europe stands out on the positive side.

»  Shares of European car manufacturers have low valu-
ations, both in absolute terms and compared to other
equities.

»  The carindustry is moving towards new record profits
despite VW, thus diverging positively from the Euro-
pean average.

»  The global car market is at peak levels. Sooner or later it
will start falling, but Europe looks relatively promising.

»  The credit market does not seem significantly worried
about the financial companies owned by car makers.

e The car sector is generally regarded as a “mature
industry”, but right now it is at the centre of two
socially transformative technology shifts.

EUROPEAN STOCK MARKETS have performed signifi-
cantly worse than US markets for a long time, even though
valuations have continuously been in Europe’s favour. The
reason is a substantially poorer earnings trend. Earnings

of the Euro Stoxx 600, an index of the 600 largest listed
companies in Europe, are still far below their peak levels
before the 2008 Lehman Brothers crash. After a short, quick
recovery in 2010, there has been a slow leak on the earnings
front — with continuous downward revisions in forecasts
and flat or slightly falling aggregate earnings.

But although a weak earnings trend fully explains why the
total index of major listed companies in Europe has not
performed better than has been the case, there are impor-
tant sub-segments of the market where this explanation

is not correct. Over the past year the share price trend for
the European car industry has been weak despite positive
earnings growth. Shares of car makers have performed
worse than the overall equity index, despite a superior trend
in their profit outlook. The combination of weak share price
performance and a strong relative earnings trend has given
rise to an unusually wide valuation gap.

Volkswagen discount for the whole sector?

Obviously the Volkswagen scandal (large-scale advanced
cheating aimed at skirting US nitrogen oxide emissions
regulations) may serve as an important partial explanation,
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but VW's problems are also included in analysts’ earnings
forecasts for the company and the sector. Even though the
earnings outlook of VW (Europe’s largest car manufacturer)
has deteriorated sharply since last summer, it has been
adjusted upward for the sector as a whole in Europe. The
direct costs of VW's cheating are still difficult to estimate

— US authorities will probably not be alone in demanding
compensation from VW - but the indirect costs in the form
of lost market share appear likely to be rather limited. De-
spite enormous international media attention to VW's de-
liberate and sophisticated cheating in an area as politically
and emotionally loaded as environmental pollution (which
cost both the CEQ and the Chairman their jobs and will cost
shareholders billions of euros), the VW Group has lost only
about 1 percentage point of the European car market: from
24.4 per cent in the first quarter of 2015 to 23.4 per cent

in Q12016. VW Group sales actually grew during the first
quarter of this year, but significantly more slowly than the
overall industry, and VW's market share is now back at the
same level as during 2011. As for the car market as a whole,
it is difficult to see any evidence of the VW scandal at all in
the statistics; only market shares appear to have changed.

THE US STOCK MARKET HAS OUTCLASSED THE EUROPEAN MARKET
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Yet VW's cheating has probably contributed to increased
worries about further scandals in the car sector and thus
a certain discount on share prices. These worries were
highly evident last autumn and winter, when all types of
news or mere rumours about cheating on tests or about
regulatory investigations in the industry created sharp
short-term price movements in the shares of the affected
companies. We are unable to estimate how much risk of a
repeat scandal involving another major car manufacturer
there is in practice, but cheating and fraud unfortunately
sometimes occur in all parts of society. It is far from
certain that the next big corporate scandal will occur in
the car industry. Although some less far-reaching events
have been uncovered in the past six months — most
importantly that Mitsubishi cheated on reporting fuel
consumption in its Japanese home market — and there is
a public conversation about how tests should be designed
to provide a fairer picture, there has been nothing nearly
as far-reaching as the VW scandal. The portion of the cur-
rent valuation discount in the sector that can be explained
by worries about a repeat of the VW scandal will shrink
over time, provided that no new scandals are uncovered.

Credit losses: not a problem so far

The car industry not only sells cars, but also financing solu-
tions to its customers. Although these finance companies
ordinarily contribute both profits and repetitive revenue and
provide vital support in facilitating actual vehicle sales, they
are occasionally the object of financial market worries. Like
other financial institutions, these companies are dependent
on a functioning credit market. They also have a relatively
concentrated risk exposure to consumers and used car
prices. During the past year, we have seen two clear out-
bursts of financial market worries about finance companies
in the car industry. One occurred at the time that the VW
scandal was revealed, shaking the entire sector for a while.
The other occurred in February 2016. At present, however,
we are not seeing any major worries about these credit

HISTORICALLY LARGE VALUATION DISCOUNT
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The chart shows price/earnings ratios for the European car industry com-
pared to the European stock market as a whole (Euro Stoxx 600).

market operations. We can also note that today’s historically

loose monetary policies, which will probably continue for a
long time at least in Europe, are highly beneficial to finance
companies like these.

Commodities providing marginal support

Despite a sharp recovery for various commodity prices
in recent months, the prices of important materials such
as steel, aluminium, copper and plastics are still low in a
recent historical perspective. Due to time lags between

spot market prices and actual costs to manufacturers, these

low prices will help cost-cutting efforts in the car industry
this year. In an industry that works with large volumes of
materials and relatively thin profit margins, this is impor-
tant. Although this should already have been factored into
analysts’ earnings forecasts for car companies, it is still
worth highlighting as a short-term factor benefiting the
industry. A new report from Canada's central bank also

points out that 85 per cent of the price upturn for base met-

als in 2002-2010 was driven by extreme growth in Chinese
construction activity during this period. Looking ahead,

no potential new driver of demand for metals is apparent
today. Combined with the sharp increase in supply over the
past few years, this suggests that it will take a long time
before cost pressure from rising commodity prices — which
repeatedly plagued the car industry during the past decade
- comes back.

Buying at the peak of the cycle?
The car industry is cyclical in nature, so can it really make
sense to invest in it at historical peaks?

Global car sales are already at historical peak levels, and

2016 will probably be the seventh straight year of expansion

— the longest period of uninterrupted volume growth in the
global car market since the 1980s. This should reasonably
imply that we are close to the end of the expansion phase.

GOOD EARNINGS OUTLOOK IN THE CAR INDUSTRY
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The chart shows earnings forecasts for the European car industry compared

to the European stock market as a whole (Euro Stoxx 600).
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But there are major differences between geographic areas:

* In2015 US car sales set new records, and during the
past six months they have hovered around almost the
same levels that prevailed during the decade before
the financial crisis.

»  We expect the Chinese car market to continue growing
this year, but more slowly than historically; to some
extent, this market is on steroids due to government
stimulus measures targeting this sector (especially
small and electric cars).

» Inother Asian countries, car sales are continuing to
grow from record high levels, but the pace of growth
has slowed appreciably since 2013.

» InLatin America and Eastern Europe, car sales have
been decreasing sharply for the past 3-4 years.

* InWestern Europe we are seeing a clearly rising posi-
tive growth trend, but in spite of this, car sales have
not returned to the peak levels prevailing before the
euro Crisis.

The combination of a positive trend and continued major
recovery potential in Western Europe is unique, making the
region appear relatively attractive in the near term in an
international comparison.

Although the car industry is international and all the major
companies have a global presence, European car manu-
facturers have an especially strong position in Europe.
While about 1/6 of all passenger car and light truck sales
in the world occur in Western Europe, the major European
car makers have a 30 per cent or higher share of their car
sales in this part of the world; for the PSA Group (Peugeot,
Citroen), this share is about 60 per cent. Although having a
large proportion of revenues in Europe has not been a
successful position over the past 10-20 years, it will prob-
ably be a favourable exposure in the near term.

Two of the most important drivers of car sales — the labour
market and interest rates — also remain highly favourable in
both the US and Europe. This is why we have difficulty
sharing the market's great concern about the performance
of the car market, which seems to be reflected in the pre-
vailing sector valuations.

Obviously European car makers will also suffer when the
global car market eventually declines again, but having

a significant percentage of their sales in Western Europe
should be relatively favourable in the near term. SEB also
expects continued growth in global car production during
2016 and 2017. But above all, we are seeing that valua-
tions of European car manufacturers are at slow-moving
multiples. Like valuations of their reported equity capital,
these are far from stretched in historical terms, despite
record-high earnings and continued favourable market
conditions in the near term as well as extremely low return
requirements on nearly all asset classes.

A mature industry on the cutting edge

The car industry is almost the stereotype of a mature sector,
yet right now it is at the centre of two technology shifts with
the potential to transform society: self-driving cars and
electric cars. It feels almost like science fiction to imagine a
society where clean, quiet electric cars (charged with power
from renewable energy sources) drive around on our
streets — especially if they drive by themselves while their
passengers need only key in their desired destination. Yet
these technologies are developing so quickly that such a
vision may become reality within a couple of decades, and
the car sector has already begun taking various important
steps in this direction. The new technologies are already
affecting the automobile industry, but it is a step-by-step
evolution that the industry can probably manage. Several
European manufacturers have already assumed interesting
roles.

NO ACUTE CREDIT MARKET WORRIES FOR THE CAR SECTOR CAR MARKET AT HIGH LEVELS, BUT REGIONAL DIFFERENCES
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The chart shows the risk premium on lending to some of the major European
car manufacturers with the largest financing operations in relation to their
market capitalisation. The VW crisis and February’s market worries about the
economy are clearly visible. For other companies the situation has normalised,
while worries about VW are well above those prevailing before the emissions
scandal.
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The chart shows monthly new car sales in the US at a seasonally adjusted
year-on-year rate and new car registrations in Europe in the past 12 months
on arolling basis. The Chinese car market has grown extremely fast for a long
time. US car sales have probably levelled out close to their “normal level”
before the financial crisis. Europe is showing good sales growth from a low
level, but still well below earlier peaks.



Today there are already high-performance electric cars, as
well as electric cars with a price tag suited to the mass
market. Unfortunately it will take another few years before
high performance (long driving distance) can be combined
with mass market prices. During 2015 only 1 per cent of
new cars sales around the world were electric, including
rechargeable plug-in hybrids.

As for self-driving cars, they already exist but it will take
more than a decade before they become numerous. This
will require a much bigger element of preventive safety
equipment and technological support systems for human
drivers — “active safety” equipment. The effect of such
active safety equipment, which is now rapidly increasing its
penetration of the passenger car market worldwide, can al-
ready be seen in US traffic fatality statistics. Safety systems
have greatly improved in recent years, and important initia-
tives from organisations representing US car makers and
from Toyota related to automatic emergency braking (AEB)
will guarantee a rapid increase in market penetration over
the next several years. Toyota is promising AEB systems as
standard equipment in all its models by the end of 2017.

Smarter cars attracting IT heavyweights

Because of these two exciting trends, the car industry is at
the cutting edge of technology. This is also confirmed by
the fact that information technology (IT) companies like
Alphabet (Google) and Apple, but also Samsung, are now
investing in smarter automobile technology. Pessimists may
of course worry that we are facing a repeat of the revolu-
tion that hit telephone manufacturers when “smartphone”
software from Apple and Google revolutionised the telecom
industry. It took only a few years for Nokia to collapse. Nokia
went from being the most profitable company in the Nordic
region, with a 40 per cent global market share for mobile
phones, to being a loss-making and insignificant company
that finally abandoned telephone instrument manufactur-
ing completely. There is also concern that self-driving cars
will eventually decrease consumer interest in car owner-
ship. We believe that it is much too early to draw such far-

EQUITY CAPITAL VALUATIONS BELOW HISTORICAL AVERAGE
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The chart shows valuations of reported equity capital in the European car
industry. Investors already seem to be discounting the next downturn in this
sector. Despite record earnings and ultra-low interest rates, equity capital in the
car industry is being valued at somewhat below the historical average of the
past 15 years.

reaching conclusions. The enormous logistic, production
and distribution challenges facing the car industry suggest
that the role of the IT giants in this sector may turn out to
be very different from their role in telecoms.

Exactly what Apple’s ambitions are in the car industry is still
unknown and limited to sometimes contradictory rumours
in the media, but Google has demonstrated its ambitions in
this field for a long time and recently began collaborating
with Fiat Chrysler. Together Google and Fiat Chrysler will
build 100 self-driving cars. Most other major car manufac-
turers are investing in their own solutions, but Fiat Chrysler
has lagged behind so far and seems to regard sensors and
software for self-driving cars as components that the com-
pany would be better off purchasing from suppliers instead
of developing in-house. Based on this, Google’s strategy can
also be interpreted as meaning that they would rather be a
software supplier to the car industry than a part of it.

As for Tesla, it is probably difficult to overstate how much
the company has done for the perception of electric cars,
especially as an alternative in the premium segment, but

in terms of sales volume Tesla is still a very small company.
Renault-controlled Nissan is still the make that has sold the
most electric cars worldwide. All car makers have plans to
move into this rapidly growing but still limited part of the
market. Tesla has contributed and will continue to contrib-
ute to the dramatic cost-effectiveness improvements that
are under way in battery technology, but the whole industry
can benefit from this development work. The unit cost of
the lithium batteries that power both purely electric and
hybrid cars has fallen by about three fourths in only six
years. Planned new investments by several major battery
manufacturers, including Tesla's highly publicised battery
factory venture, are expected to result in a continued rapid
decline in costs between now and 2020.

The car industry faces major technology shifts during the
coming two decades, perhaps faster than ever in the recent
history of the industry. This will result in both challenges
and opportunities. Drawing direct parallels to the telecom
sector is doubtful. The established car companies have sig-
nificant comparative advantages over the IT companies in
California. The potential and threats posed by smart electric
cars probably explain in part why European car industry
shares are trading today at twice their discount to the stock
market average over the past five years; the car industry is
valued today at a discount of 46 per cent to the Euro Stoxx
600, compared to a 23 per cent average since 2011.
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Theme - Wind power

A clean, economical energy source

Investments in wind power grew sharply in 2015, with capacity reaching record levels. This growth is driven
mostly by China, but many countries are raising their investment ambitions. The price of electricity per
megawatt hour generated by wind power has fallen by more than 60 per cent in the past seven years.

With equipment costs 20-40 per cent lower, wind power is clearly competitive against coal, natural gas
and hydroelectric power in many parts of the world — even without government subsidies. Wind turbine
manufacturers are leading the transformation in global energy generation away from fossil fuels, and wind
power was the energy source that added the most production capacity last year.

* Investments in wind power reached record levels in
2015.

»  Wind power has great potential, since it only accounts
for 3.3 per cent of global electricity production, but
that share could reach 17-19 per cent by 2030.

*  Wind power is growing globally since costs are now
far more competitive, even without subsidies.

»  Wind farms are growing taller and wider, while be-
coming more efficient and cheaper to manufacture.

*  Emerging market (EM) economies are driving wind
power investments, with China leading the way, while
countries such as Brazil, India and Poland have also
raised their ambition levels.

»  The political framework reached at the Paris climate
summit will benefit wind power producers.

»  Both wind and solar power are important factors in
the transformation process away from fossil fuel.

NEWLY INSTALLED WIND POWER CAPACITY
reached a record level in 2015. Calculated in gigawatts
(GW), it increased globally by 17 per cent, with a total
installed capacity of 432 GW. Capacity has thus doubled
over the past five years. Wind power now ranks second
as a renewable energy source, after hydroelectric power,

EXPANDING GLOBAL WIND POWER CAPACITY
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The chart shows global growth in installed wind power capacity, measured in
gigawatts (GW).
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which has more than 1,000 GW of installed capacity. China
added half of all wind power investments last year and ac-
counts for one third of total installed capacity. The United
States, Germany, India and Spain are the other countries
topping the investment list. China's wind power growth is
remarkably high and reflects the country’s increased focus
on renewable energy. Over the past three years, the major-
ity of investments in wind power have been made by EM
countries. The chart below left illustrates installed wind
power capacity over the past 15 years; strong tailwinds are
driving wind power investment.

Wind power is leading the transformation of the global
power generating system away from fossil fuels and was
also the energy source that added the most capacity

last year. With 432 GW of installed capacity, wind power
is now bigger than nuclear power, which has a capacity
of 383 GW. The United Nations Climate Change Confer-
ence held in Paris last year (with 186 members attending)
set ambitious goals to limit global warming and achieve
energy production free from fossil fuels by 2050 at the
latest. Wind power has the potential to reduce emissions
while creating jobs. It can now produce competitive,
relatively reliable and clean energy to drive economically
sustainable development. Wind power is thus the leading
candidate for investment.

HISTORICALLY HIGH GROWTH IN WIND POWER INVESTMENTS
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The chart shows annual growth in the cumulative increase in installed wind
power capacity (GW) globally and the change in annual investments in wind
power (GW).



Wind power — growing fastest in China

China often leads the way globally in terms of investment
volumes in most sectors. That was also the case for wind
power last year, with record investments of 31 GW. Of the
world’s top ten turbine manufacturers, half are Chinese. On
the other hand, Chinese companies have had only meagre
success beyond the country’s borders; the same is true of
international players in the protectionist Chinese market. In
order for Chinese power companies to renew their permits
for coal-fired power plants, they must also invest in “green”
energy. That is one reason why some of the profits of wind
power companies actually derive from coal power. Harm-
ful health effects in the form of polluted air in industrial
regions have further raised the country’s ambitions to
transform its energy production.

US wind power is still subsidised

The United States is the world’s second largest wind power
market, both in terms of installed capacity and expansion.
Investments in new capacity reached 8.6 GW last year, a
77 per cent increase. Wind power represented 40 per cent
of the country’s total increase in electricity capacity. US
wind power prices are competitive globally, but the market
has been volatile over the past 15 years as a result of
varying government subsidies. So it was particularly good
news that President Obama’s budget proposal for 2016,
announced in early May, included more generous govern-
ment tax credits for wind power operators than financial
markets had anticipated. Subsidies for new wind turbines
can also be expected through 2023, which is in line with US
subsidies for solar power.

Europe - biggest installed wind power capacity

The trend in Europe has also been positive, though volatile
in recent years. In 2015, Europe’s capacity increase was 14
GW, up 6 per cent and far smaller than China’s increase of
31 GW. Total installed capacity in Europe reached almost
148 GW at year-end and is still larger than China’s (about
145 GW). Wind power accounted for the largest share of
the capacity increase for all energy sources, 44 per cent.
Germany represented half of this increase, while Poland,

INSTALLED WIND POWER CAPACITY GLOBALLY
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The chart shows installed wind power capacity globally at the end of 2015
by country

France and the UK, combined, invested just over half the
German total. Overall, wind power investments increased
by 40 per cent last year while capacity installation only
increased 6 per cent — as a result of major investment in
infrastructure for offshore wind power. Regulations for
wind power in Europe are relatively inconsistent. Combined
with modest economic growth, this helps explain why wind
power investments have not grown more in recent years.

Wind power investments in EM economies

India climbed to fourth place, past Spain, in wind power
investments (2.6 GW) during 2015. lts installed capacity is
the fifth largest in the world, and the Indian government
has plans to increase this from about 25 GW today to 60
GW in 2022. Wind power capacity in other relevant Asian
countries, such as Japan, South Korea and Taiwan, is also
growing, though from a low base.

Other countries with a significant rate of capacity growth in
2015 were Brazil, Uruguay, South Africa and Egypt — while
many others also grew, but at a slower pace. Overall, growth
in wind power is more broadly based than previously.

Increasing investment in renewable energy,

despite lower fuel prices

Oil prices have fallen by more than half over the past two
years, and large portions of the oil sector are loss-making.
This is a major challenge of a kind rarely seen in what is
historically a lucrative sector. Qil prices of around USD 30/
barrel early in 2016 - the lowest in 12 years - rattled finan-
cial markets around the world and upset industrial compa-
nies’ capital spending budgets. Coal prices have fallen by a
third over the past two years, while natural gas prices have
fallen by almost half. The rule of thumb for investment in
sustainable energy sources is that low prices for oil, natural
gas and especially coal have a negative effect since these
fossil fuel sources then become more competitive. So it is
even more remarkable that investments in wind, solar and
other renewable energy sources have continued to expand,
though at a modest pace in recent years — see the chart
below.

GLOBAL INVESTMENTS IN RENEWABLE ENERGY ARE GROWING
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The chart shows annual investment globally in renewable energy sources,
measured in USD billion.
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In 2015, USD 329 billion was invested in renewable energy,
which is 4 per cent more than in 2014. Wind power has
been a volatile industry, partly due to varying subsidy
levels. For instance, Europe has gone from being a super-
power in terms of renewable energy investments, with
twice the investments of China and the US five years ago,
to less than half of what China invests and about the same
amount as the US. Despite historic volatility, around half of
the world's increase in energy capacity last year consisted
of wind and solar power investments.

Wind power is far more competitive

Since 2009, wind power equipment costs have fallen by
around 20-40 per cent, from USD 1,600 per kilowatt hour
(KWh) to around USD 1,200 in the US. Global prices are
somewhat lower, at about USD 950-1,200. Prices vary
widely depending on the country, wind turbine size and
subsidies. From 2000 to 2009, equipment prices increased
by about 100 per cent because of higher costs for materi-
als (mostly steel), energy, labour and other factors. Since
then, total costs have fallen sharply thanks to lower input
costs for materials, robust competition and technologi-
cal improvements. Meanwhile, efficiency has increased
from about 2-3 MW per turbine in the early 2000s to a
top level today of about 8 MW. Falling equipment costs
and rising efficiency have caused the price of a megawatt
hour (MWh) generated from wind power in the US to fall
from USD 70 in 2009 to the current price of around USD
23 — about a 66 per cent decrease. Taking subsidies into
account, the price is down at around USD 14.

Large cost decreases for renewable energy

For wind power, the price per MWh has fallen by more than
60 per cent globally since 2009, which is largely in line with
the US trend. Wind power prices globally have reached an
average of USD 25-50 per MWh, making this the most eco-
nomical of all energy sources under favourable conditions.
For solar power, the unit cost has fallen from around USD
350 per MWh to around USD 50-80, a decrease of more
than 80 per cent. Recent bidding in the solar power market
in the southern US and Dubai has resulted in record lows
of around USD 50-60, and over the next few years, a large
majority of global solar power will be competitive.

POSITIVE FORECASTS FOR WIND POWER INVESTMENTS

900 90

800 80
700

600

100

2013 2014 2015 2016 2017 2018 2019 2020

mm Cumulative installed wind capacity (GW, left)
Increased installed wind capacity (GW, right)

Source: Global Wind Energy Council

The chart shows installed wind capacity globally and annual investments —
including forecasts for 2016-2020.
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These prices indicate the level at which producers are
willing to sell renewable energy. In our analysis of prices,
we take into account total lifetime costs of energy sources
relative to how much electricity can be generated. Costs
such as initial investments (construction and financing),
fuel, maintenance, taxes, insurance, degree of utilisation
and incentives are all included. However, costs for main-
taining backup power systems (in case production fails),
transmission and environmental costs are not included.

Production costs per MWh for coal-fired power are around
USD 30-70 (cheapest in China), for natural gas USD 40-70
and for nuclear power around USD 90. Prices vary widely in
different regions, and coal and natural gas are often cheaper
than either wind or solar power, with higher assured delivery.
Wind and solar power depend on external factors and can-
not be generated 24 hours a day. However, these calcula-
tions do not take into account the emissions costs of coal
and natural gas, which in all likelihood contribute to the rise
in global temperatures. If we also include transmission costs,
costs for backup systems, variations in fuel costs over time,
emissions of environmentally hazardous gases and nuclear
plant disasters, we still arrive at similar results — that is, wind
power is competitive in many regions of the world. For solar
power, costs generally need to come down a bit further, but
in really sunny countries, solar power is competitive. Storing
electricity is also an option for better utilisation of solar
power, but this is relatively expensive at present.

Forecasts show good growth in the next 5-10 years
During the past decade, installed wind power capacity

has grown 22 per cent annually, while the annual capac-

ity increase has grown by 19 per cent. The chart to the left
illustrates the market forecasts of the Global Wind Energy
Council, an international advisory organisation, for the next
five years and the actual totals during the past three years.
The forecast for 2016 is 64.5 GW in new installed capacity,
a2 per cent increase in new capacity over last year’s record
level. During the period 2017-20, annual growth is expected
to reach 5 per cent, which means continued increases

from previously high rates of growth. This implies that total
installed capacity will increase by 15 per cent this year and by
an average of 12 per cent in each of the following four years.
These forecasts take into account every country’s future
plans (at present), and indicate that overall annual invest-
ment should increase 25 per cent during this period, whereas
installed capacity will increase by a total of 83 per cent.

Historically, the industry has been volatile and may remain
so going forward, but due to large current order bookings
at many wind turbine manufacturers and more competitive
prices for wind power production (per MWh and for wind
turbines), we are optimistic about the wind power sector.
Shares of wind turbine manufacturers have low average
valuations as a result of their shaky earnings history. We
expect higher valuations in the long term for the sector,
due to continuous product improvements and better
ability to generate profits (with lower costs in wind turbine
production).
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