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European equities have been consistently strong performers 

As an investment choice, European equities have recently suffered from an image 
problem, dogged by perceptions of sluggish regional growth, high bureaucracy 
and poor productivity. And yet, European stock markets have consistently 
generated strong returns: in fact, over the past two decades, the MSCI Europe 
Index has steadily outperformed the MSCI World Index. 

European equities have delivered strong returns in recent months 
– and have outperformed the world over the past two decades – 
yet the region continues to receive bad press as an investment 
destination.  
 
In this paper Stephen Macklow-Smith looks at the mismatch 
between perception and reality, and explains why the strength of 
the region’s corporate sector means it is well positioned to 
continue generating attractive returns in the coming years. 
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Exhibit 1: Europe has consistently outperformed the world 
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Export strength has powered an equity 
rebound 

So why are many investors underweight European 
equities? One of the reasons is the concern over the 
outlook for the European economy in the wake of the 
eurozone sovereign debt crisis, as the austerity measures 
introduced in many countries in an effort to pay down debt 
have left investors fearing a prolonged period of low 
growth, and perhaps even a slide into deflation. However, 
over the past six months, as the immediate worries over 
peripheral debt have eased, European equities have been 
quietly delivering very strong returns.  

Of course, the debt crisis did shake confidence in the 
region, with the euro weakening significantly as the core 
eurozone was forced to bail out the periphery. But 
European companies have turned currency weakness to 
their advantage, with export strength powering a strong 
rebound in regional industrial activity. 

 
Debt crisis concerns have eased 
Since the height of the crisis, the euro has recovered 
significantly, and it is notable that while spreads of 
peripheral sovereign debt over German Bunds have  
 

Exhibit 2: Peripheral Europe is a small component of the MSCI Europe Index 
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widened again recently, the euro, while weaker, has not 
fallen in the way it did earlier in the year. This suggests 
investors believe that the steps taken by the European 
authorities have succeeded in containing the debt 
problems and shoring up the single currency. 
Furthermore, despite its rally since June, the euro 
continues to be attractively valued, and the competitive 
advantage it has provided to regional exporters remains 
intact.  

The efforts of the eurozone periphery to resolve its debt 
problems will undoubtedly have an effect on regional 
growth for some time. However, it is important for 
investors to remember two things: first, investors invest in 
corporate earnings, not in GDP growth, and corporate 
Europe is performing very well. Second, as Exhibit 2 
shows, peripheral Europe is only a very small component 
of the MSCI Europe Index.  

For active managers, the divergence between the core 
and the periphery is in fact beneficial, providing the 
opportunity to generate outperformance by 
underweighting stocks exposed to peripheral debt 
concerns. 

 

“Peripheral Europe 
(Greece, Ireland, 
Portugal and Spain) 
makes up less than 
7% of the MSCI 
Europe Index” 

Source: MSCI Europe as at 1 June 2010 
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Why Europe isn’t the new Japan 

Another reason why investors have been underweight European equities is the 
perception that Europe is on the brink of a Japan-style lost decade. The 
comparison is made appealing by the obvious similarities between Europe today 
and Japan 20 years ago: an ageing population; real estate bubbles; persistent 
concern over the threat of deflation. 

1. Euro remains competitive 

However, these parallels don’t tell the full story. When the Japanese bubble burst 
in 1990, the yen was strong, and it continued to strengthen in the early years of 
the crisis, contributing to distress among the country’s exporters. In contrast, the 
events of the sovereign debt crisis brought about a rapid weakening in the trade-
weighted euro. Despite the recent rally, the single currency remains well off its 
peak, providing exporters with the competitive advantage that has driven market 
strength in the past six months. 

2. ECB was quick to act 

Japan was also slow to take monetary policy action to stave off deflation; in fact, 
in the early stages of the Japanese crisis, the Bank of Japan continued to tighten 
policy. The European Central Bank has been criticised for its perceived hawkish 
stance relative to other global central banks, but it cut rates rapidly during the 
financial crisis, and also provided vast amounts of liquidity support to the 
European banking sector. 

3. Property prices are less stretched 

Another key difference is in asset price bubbles. In Europe, only peripheral 
countries and the UK saw house price bubbles. Furthermore, property 
overvaluation in Japan reached levels far in excess of what we have seen in 
Europe. The figures are difficult to access on a comparable basis, but Citigroup 
have provided us with two revealing series comparing home prices with income. 
For all the excesses of the Spanish real estate boom, house prices peaked at 
around eight times gross annual income, whereas in Japan the peak was closer to 
18 times income. 
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Exhibit 3: Even Spain’s housing market was much less stretched than Japan’s 

Source: Citigroup 
4. European equities remain attractively valued 

Equity valuations also reached far more stretched levels in Japan. In the 1990s, 
Japanese price-to-earnings ratios (P/Es) rose sharply, reaching a peak of more 
than 80x by 1999. In contrast, European equity valuations have actually fallen 
over the past decade. Even today, after a prolonged period of Japanese equity 
underperformance, the P/E on the Japanese market exceeds that of Europe. 
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Exhibit 4: Japanese equities were much more overvalued 
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5. The Swiss experience 

It’s also worth noting the example of Switzerland, which faced many of the same 
problems as Japan back in 1990, but has produced much stronger equity returns 
over the past twenty years. While it’s always tempting to look for parallels with the 
past, the comparison between Europe and Japan doesn’t stand up to scrutiny. 

 
European corporates remain extremely strong  

Even for investors who are concerned about the potential impact of sluggish 
economic growth in Europe, there is reason for optimism. European corporates 
are driven by global rather than domestic demand, and are continuing to increase 
their international exports. To remain competitive in the last decade, regional 
companies have taken extensive steps to tackle the historic problem of stubbornly 
high costs. Now that the euro has weakened, their exports have become even 
more attractive to the rest of the world.  

Exhibit 5 provides evidence of these rigorous cost-control measures: even as 
sales and profit have risen, working capital has been tightly managed, remaining 
consistent in absolute terms over the past decade. 

 

 

 

Exhibit 5: Working capital has been tightly controlled 

Source: Thomson Datastream 31 July 2010 
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As a result of this transformation, earnings margins among European companies 
have headed towards convergence with those of their US peers. Earnings have 
also consistently surprised on the upside: except at the height of the financial 
crisis, European companies have, broadly speaking, outperformed analyst 
earnings estimates in almost every quarter since 2003, with a healthy proportion 
of companies also outperforming at the revenue level. 

Exhibit 6: Earnings have consistently surprised on the upside 

Source: MSCI, Factset Estimates, Morgan Stanley Research 
Note: Earnings surprise defined as beating / missing estimates by +/- 5%.  
Revenue surprise defined as beating / missing estimates by +/- 1%. 
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Conclusion 

Investors need to reconsider European equities. Despite a perception of sluggish 
growth and an inefficient corporate sector, European companies have been 
transforming themselves over the last two decades, helping drive consistent 
outperformance from European stock markets.  

Worries about deflation and sovereign debt defaults, as well as the chances of 
Europe suffering a Japan-style lost decade, all appear overblown. Instead, the 
outlook for European equities appears attractive, supported by: 

 Global leadership in exports and a competitive exchange rate 

 Easy monetary conditions and economic recovery in the core eurozone 
 economies 

 Attractive equity valuations, both compared to history and to bonds 

 Ongoing structural reform and corporate restructuring 
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