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Amidst concerns surrounding
Europe, some signs of optimism

Everything seems to be going wrong for the European economy...

Germany was once the jewel of the European economy, but not anymore. In 2024,

its economy experienced a contraction largely due to challenges within its industrial
sector. The rising cost of energy put significant pressure on manufacturers and industrial
operations across the country, leading to reduced profit margins and, in some cases,

a scaling back of production. Additionally, the automotive sector, a crucial pillar of the
German economy, has faced difficulties, with declining car sales due to a change in
consumer preferences and a shift towards electric vehicles. These factors weakened

the demand for German manufactured cars and contributed to a stagnating economy,
with the industrial sector unable to bounce back as quickly as hoped. The economic
downturn in Europe has been further exacerbated by a period of uncertainty in the
market, largely driven by the unexpected snap elections in France in July 2024. This
created political instability and did not allow the Eurozone to implement policy changes
and reforms that could have provided economic relief, leaving the market at a standstill.

But political instability is not the only challenge for Europe: as the Mario Draghi report?
clearly explains, the region suffers from a lagging productivity and lack of innovation
with many European countries failing to keep pace with technological advancements.
This lack of innovation in key sectors has negatively impacted growth rates of the region
compared to other global economies, making it difficult for Europe to compete in an
increasingly competitive global marketplace.

Furthermore, for more than a decade we have been witnessing a growing wave of
nationalist sentiment, which has been building since the Great Financial Crisis in 2008,
threatening the cohesion of the European Union and fueling discussions of possible exits
from the Union. For example, following the 2016 Brexit referendum, there were also talks
of a "Grexit" (Greece leaving the EU) during the country's debt crisis as well as a "Frexit"
(France possibly leaving the EU), a particularly popular topic in the country's 2017
election. All this has shaken the foundations of a stable and solid European Union.

While Europe faces serious internal challenges, additional threats are looming from

outside. The US has continued to threaten several of its trading partners with increased
tariffs, with duties on Canada and Mexico expected to take effect in early April 2025, and
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the more recent announcement of a proposed 25% tariff on European Union products.

All these factors—political instability, lagging productivity, rising nationalism, trade
tensions, and a fragmented EU—have created a challenging economic environment. As
a result, the European equity markets have consistently underperformed in recent years,

with investors wary of the lack of stability and long-term growth prospects.

...and yet, European equities have started the
year strong, even outperforming the US.

The equity market in Europe has made a surprisingly strong start to 2025, showing
resilience despite the challenges of the past year. In the first two months, the European
market posted a performance of around 10%?, outperforming the US. Most importantly,
this performance was not driven by a specific sector but was rather broad-based,
suggesting that investor confidence is being restored in the overall health of the

European economy, rather than reliant on a few high-performing sectors.

Despite concerns, while investors aren't sanguine, they seem to show
some optimism. The following factors may provide further reason for
that sentiment:

The recent elections in Germany could result in a centrist coalition. This coalition
would need to address domestic challenges, such as economic growth and energy
security, to create a strong political firewall against the far-right's appeal.

Moreover, while current political developments do not seem promising, a resolution
in the Ukraine/Russia conflict could lead to more affordable energy, particularly
natural gas. This has been a major source of economic strain due to the ongoing war.
Additionally, the revitalisation of agriculture in the region could positively affect food
prices and the broader agricultural sector, benefiting both European economies and
global supply chains.

Interest rates in Europe are expected to decrease faster than in the US, which could
provide a significant boost to the European economy. This could lead to increased M&A
activity, positively impacting job creation, productivity, and market competitiveness in
the region.

Another potential driver for growth in Europe could be the relaxation of regulatory
frameworks surrounding artificial intelligence (Al) which could unlock its potential to
transform sectors such as healthcare, manufacturing, and financial services and drive
economic growth.

In addition, an increase in defense spending, a significant topic in the region, could
also boost economic growth by driving investments in infrastructure, technology, and
personnel. This, in turn, would create job opportunities within the sector and stimulate
demand for goods and services across related industries.

Lastly, the valuations of European companies are more attractive than those in the US.
European stocks have generally been trading at lower price-to-earnings (P/E) ratios,
making them more appealing to value investors looking for undervalued assets with
strong growth potential. This could lead to increased foreign investment in European
equities, providing an additional boost to the region’s financial markets.

All these factors - political stability in Germany, the potential resolution of the Ukraine
conflict, lower interest rates, a more competitive Al landscape, increased defense
spending, and attractive valuations—could create a favourable environment for

economic growth and investment in Europe over the coming years.

We remain cautious for now, as the geopolitical and market
environment continues to be uncertain. However, we will keep
monitoring the situation. We will increase allocations when we see that
the market is moving ahead sustainably, beyond the initial gains driven
by improved expectations.
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This document is produced by Rothschild & Co Bank AG, Zollikerstrasse 181, 8034 Zurich, for information
and marketing purposes only. It does not constitute a personal recommendation, an advice, an offer
or an invitation to buy or sell securities or any other banking or investment product. Nothing in this
document constitutes legal, accounting or tax advice. Although the information and data herein are
obtained from sources believed to be reliable, no representation or warranty, expressed or implied,
is or will be made and save in the case of fraud, no responsibility or liability is or will be accepted by
Rothschild & Co Bank AG as to or in relation to the fairness, accuracy or completeness of this document
or the information forming the basis of this document or for any reliance placed on this document by
any person whatsoever.

In particular, no representation or warranty is given as to the achievement or reasonableness of any
future projections, targets, estimates or forecasts contained in this document. Furthermore, all opinions
and data used in this document are subject to change without prior notice. Law or other regulation may
restrict the distribution of this document in certain jurisdictions. Accordingly, recipients of this document
should inform themselves about and observe all applicable legal and regulatory requirements. Neither
this document nor any copy thereof may be sent to or taken into the United States or distributed in
the United States or to a US person. Rothschild & Co Bank AG is authorised and regulated by the Swiss
Financial Market Supervisory Authority FINMA.



