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Top Picks Q1 2016: AXA and Allianz

LOOKING BACK ON Q4 2015

Excluding Aegon and Zurich, Q3 2015 numbers (published in November) were in line or ahead of
expectations. Strong operating performances have been driven by underwriting results, especially in
P&C (primary insurers + reinsurers) thanks to lower-than-budgeted natcats. Most companies continue
to suffer ongoing pressure on recurring Rols.

We have continued to see some volatility on the financial markets, driven by several
geopolitical/economic issues. European rates have stabilised (10Y Euro rate at 1.07%). Corporate
spreads have lowered in Q4 (down 13bps for the iTraxx Main and down 19bps for the iTraxx Senior
Financials). Equity markets have risen (DJ Stoxx50 up 4.1%). These movements are positive for asset
valuations, pushing insurers’ NAVs up further.

As expected, most companies have passed the Solvency Il test with flying colours. As expected, winners
are companies with very diversified business models. We would especially mention AXA (212% at end-
Sept.), Allianz (200%) and the reinsurers (Hannover Re, Munich Re 260% and Scor 208%).

Despite the challenging market environment, the insurance sector performed well again in Q4 2015
(+6.1% vs. Stoxx600 after +3.0% in Q3), as sustained convincing operating performances and strong
capital and cash flow discipline have gradually improved the way investors see the sector, leading to a
gradually lower cost of capital and as such some kind of gradual re-rating. The 2Y sector beta has come
down to 1.0, its lowest level since 2002. AXA, our Q4 Top Pick, which was up 4.5% vs. the sector in Q4
(and up 15% for FY), is a good illustration of this.

NEW ESTIMATES, RECOMMENDATIONS AND FAIR VALUES

We take the opportunity to update our earnings forecasts for 2015-2017. On average, both our
operating profit and net income sequences are revised upwards by 1%. Our sequence for NAV is revised
downwards by 1% on average, mainly driven by higher returns to shareholders, helping companies to
keep decent ROEs (c. 10% on average), above our cost of equity (9.3% on average).

We release our new fair values, which are based on our new 2016 estimates and adjustments we have
made in our company specific betas. Please note that BG valuation criteria remain unchanged (risk-free
rate 2.0%, equity risk premium 6.4%).

We take this opportunity to change two recommendations, with both Allianz (see below) and Euler
Hermes (expected strong capital position within Solvency Il, with a potential return to shareholders)
turning to Buy vs. Neutral.

EUR Fair value Theoretical Recommendation

New old upside (%) New old
Aegon 6.2 8.3 23% Buy Buy
Allianz 195 171 25% Buy Neutral
AXA 32.0 29.0 31% Buy Buy
CNP 15.0 17.5 25% Neutral Neutral
Zurich (CHF) 310 330 24% Neutral Neutral
Hannover Re 107 97 5% Sell Sell
Munich Re 200 189 13% Sell Sell
Scor 38.5 36.0 18% Buy Buy
Swiss Re (CHF) 110 100 14% Neutral Neutral
Coface 10.5 111 13% Neutral Neutral
Euler Hermes 103 103 20% Buy Neutral

Source: Bryan Garnier & Co. ests.

WHAT WE SEE FOR Q1 2016

Geopolitical/economic uncertainties are high at the beginning of 2016, which could continue to
generate some volatility on the financial markets. However:

Both the FED and the ECB have done their homework in December 2015, providing financial markets
with some visibility on potential future actions.

Bonds usually represent 75% of total investments for insurance companies, with the bulk of it invested
in OECD govies and investment grade corporate bonds. Going forward, the pressure on ROIls and
investment income should remain. Should rates and spreads stay where they currently are, our




calculations show that a 5-year duration theoretical investment portfolio made of govies (40% Euro,
10% US) and corporate bonds (25% investment grade, 5% high yield, 20% financials) would generate a
3.3% return in 2016 vs. 3.8% in 2015 and 4.3% in 2014. Actually there is nothing new here, and active
management of the investment portfolio and some kind of diversification should help mitigate this
trend. Marked-to-market fluctuations may impact NAVs but this is pure IFRS accounting. From an
economic standpoint only default rates matter. And the Eurozone continues to benefit from low oil
prices, a low Euro and a very favourable refinancing environment (QE). Bottom line, impairment risks
are fairly limited to us.

Insurance companies’ Q4/FY 2015 numbers, which will be reported starting mid-February, should be
strong again, driven by ongoing focus on underwriting results (primary P&C + reinsurance), persisting
low natcats and insurers’ ability to pass lower interest rates on to customers (traditional life). Munich
Re reported that 2015 natcat insured losses have been USD27bn vs. USD31bn in 2014 and USD39bn in
2013 and vs. USD34bn on a long-term inflation-adjusted average over the 1985-2014 period. In most
cases, shareholder returns should be very satisfactory.

As a consequence, we see no reason to suspect insurers will deviate from current strategies, i.e.
focusing on underwriting profitability through better risk management and cost control, price
discipline, a more favourable product-mix in Life/Protection, a prolonged focus on capital allocation
and cash flow management. This strategy should help protect the overall profitability in the current low
interest rates environment. It should also continue to ease investors’ sentiment on the sector, which is
good for valuation multiples. As a consequence, we will continue to use a ‘risk-on” sector beta, i.e. 1.1
(vs. 1.35 for the ‘risk-neutral’ mode and 1.6 for the ‘risk-off’ mode) in our models.

CONCLUSIONS AND TOP PICKS

In the current unclear financial market environment, we believe the insurance sector will continue to
benefit from its self-helped, transformational status. With current valuation multiples (1.0x P/NAV)
undemanding considering the drop in the cost of capital, we have decided to increase the number of
insurance stocks in our Top Pick list (2 vs. 1). We have also decided to focus on primary insurers, as the
pricing environment in reinsurance remains challenging.

We continue to strongly support the AXA investment case (Buy, FV EUR32 vs. EUR29), considering: i/
the company’s convincing transformational journey strategy over the last few years, ii/ the recurring
quality of earnings over the last half years (pricing power, combined ratio, new business margin,
solvency,... ), iii/ managements’ efforts to address shareholders’ return (pay-out ratio revised upwards
to 45-55%), and iv/ a prolonged 10% discount to peers like Allianz and Zurich. FY 2015 numbers will be
reported on 25" February.

At Allianz (Buy vs. Neutral, FV EUR195 vs. EUR171), we highlight the operating trends in P&C (combined
ratio) and at Pimco (outflows are broadly over), which should continue to improve following several
difficult quarters. The company has also now clearly embarked on a transformation of its too traditional
life book, which should continue to have favourable impacts on NBV margins, capital allocation and
cash flows. Allianz’s performance in 2014-2015 has been shy (broadly in line with the sector) and we
believe it is time to be more aggressive on it. FY 2015 numbers are due to be published on 29"
February.
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Bryan Garnier stock rating system
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recommendation. This opinion is based not only on the FV (the potential downside based on valuation), but also takes into account a number of
elements including a SWO'T analysis, positive momentum, technical aspects and the sector backdrop. Every subsequent published update on the stock
will feature an introduction outlining the key reasons behind the opinion.
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