
–  Bold policy decisions by 
the ECB should further 
reduce the European 
equity risk premium as the 
tail risk event of a eurozone 
break-up diminishes.

–  Europe is a diverse region 
giving investors access 
to unique companies that 
are trading at a significant 
valuation discount to their 
global peers.

–  Many of these businesses 
are direct beneficiaries of 
international trade, highlighted 
by the high correlation 
between European corporate 
profitability and global growth.

–  With liquidity injections 
driving down bonds yields 
and eroding income, 
European equities offer 
a compelling alternative 
for investors on the hunt 
for yield.

Europe houses some of the best companies in the world; 
market-leading franchises, all too eager to take advantage 
of demand growth across global markets. For us, there is 
a wealth of neglected European ‘stars’, which are offering 
increasingly good value as fearful investors wait in the 
wings until the dust settles.

European equities: catalysts for change 

The Draghi ‘put’ 
The level and degree of changes that we have seen through central bank monetary policy 
since Mario Draghi’s arrival have been significant. The policy shift has been viewed by 
many commentators as a ‘game-changer’ for Europe. In our view, the measures taken are 
substantial and, at the very least, reduce the tail risk of a eurozone breakup. Importantly, 
we are starting to see more political and economic cohesion between the authorities and, 
ultimately, this cooperation will be a pre-requisite for the survival of the eurozone project.

Eurozone debt in perspective 
The concept of European Central Bank (ECB) quantitative easing was not considered 
two years ago, with Jean-Claude Trichet at the helm. However, Mario Draghi has been 
a different story. He has been much more proactive – pledging to do ‘whatever it takes’ 
to save the euro; bringing down interest rates, rolling out three-year Long Term 
Refinancing Operations (LTROs) to support the banking sector and, more recently, 
introducing the possibility of open-ended, unlimited bond buying – coined Outright 
Monetary Transactions (OMT). The measures have been taken to redress the impaired 
monetary transmission mechanism in Europe and help stabilise the single currency. 
They have effectively lowered the cost of borrowing for Spain and Italy, while staving 
off contagion risk to date. 

If we take the view that any potential fallout from Greece is contained and the eurozone 
will still be around in five years’ time, then it makes sense to look at the euro region as one 
entity. Laying Greece to one side, if you aggregate all the government and household debt 
within the eurozone economies, the gross debt as a percentage of GDP looks to be in 
decent shape relative to the US and Japan. 

Ultimately, if the political will exists and we move towards a ‘federal solution’ for the 
eurozone, when the member countries emerge on the other side they may very well 
be in a better state from a debt perspective than the other major trading areas.

The equity market performance gap: Europe versus US 
The differential between the performance of European and US equities sits at a 
historical high; currently over 28% (see Fig. 1 below). While the chart reveals nothing 
about valuation, it perhaps suggests that now may not be a bad time to think about 
allocating funds to European equities.
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What can we expect in 2013 and beyond?

European re-rating opportunity 
While central bank actions have helped to reduce the sovereign tail risk in Europe, 
investors are still fearful and the equity risk premium (ERP) in Europe remains close to all 
time highs. The chart below highlights the heightened risk levels at the peak of the crisis 
in 2008/2009, and in early 2012. While these recent concerns have abated, it remains 
historically high.

The ERP is a function of the bond yields, which are clearly artificially low. However, even 
with an ERP at c. 9.5% and higher bond yields (let’s say normalised at 2%), it is still very 
high, almost double the historic average in Europe. This compares with an ERP in the US 
of c. 6%. (Source: Schroders, Thomson DataStream) Given this, we question whether 
fixed income investors are being compensated for the risk they are taking.

S&P 500  MSCI Europe

The European equity market has underperformed the US over the past five years with the 
differential now at record levels:
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Figure 1 S&P500 versus MSCI Europe

ERP: average Germany, France, Italy, Spain and UK

Source: Thomson DataStream as at 16 October 2012. ERP = Earnings yield – 10-year real government yield.
Earnings yield = 1/PE. Real government yield = (1+bond yield)/(1+Infl)-1.
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Figure 2 European equity risk premium

“ We believe the 
opportunities to 
invest in attractively-
valued, unique global 
businesses in Europe 
are plentiful.”

“ As the tail risks begin 
to recede we should 
start to see a significant 
re-rating opportunity.”

“ We believe the central 
bank actions are a game-
changer [for Europe].”
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Many areas of the fixed income market look to be in bubble territory while expectations for 
European equities are already very low. For example, 2013 earnings forecasts in Europe 
are some 40% below the 2007 peak whereas in the US, earnings expectations are 10% 
ahead of the 2007 peak.

As the tail risks of a eurozone break up begin to recede, we should start to see the ERP 
come down offering a significant re-rating opportunity through 2013 and beyond. 

Valuation is a key determinant of future stock returns 
Long-term European equity valuations are near historic lows as a result of the eurozone 
debt crisis. Our central belief is that the euro will survive as the repercussions of a 
disorderly break-up are incomprehensible for the global economy. We accept that there 
is a possibility of Greek default, but we feel this is largely reflected in valuations; which 
according to the Graham & Dodd price-to-earnings (P/E) ratio (c 13x) is close to  
30-year lows. 

The Graham & Dodd P/E is a historic long-term measure, based on 10-year average 
earnings, which tries to strip out earnings volatility. If an investor had bought the European 
market on a G&D P/E of 13x (or below) at any time over the last 30 years, the expected 
return over the next 12 months would have averaged 20%. The charts below provide 
some context in which to consider the potential return opportunity from the valuation 
low point we are currently witnessing.

This is not to say that the return will be 20% over the next 12 months as European equity 
markets have already begun to rerate since the summer lows (+c.20% over the past 12 
months through 20 November 2012) but, on a three-year view, a the current entry point or 
below, expected returns should be significant over that period, certainly with reference to 
historical gains.

European businesses are very attractively valued on a number of metrics, both relative 
to their history and to other regions and asset classes. Within the equities space, Europe 
is trading at a sizeable discount (12.8x P/E) to both the US (23.8x P/E) and Asia-Pacific 
ex Japan (20.4x P/E)1. Historically, Europe has traded at a discount to the US for various 
reasons, and although we do not expect the gap to close completely, we certainly expect 
it to converge, and anticipate some re-rating of European equities relative to both the 
US and Asia. While we expect relatively low economic growth in 2013, European equity 
markets can still perform well, given the current depressed valuations and linkages to 
global growth.

Location, location, location… 
Europe houses some of the best companies in the world, unique global assets 
offering good growth prospects and trading at depressed valuations – a significant 
discount to their global peers – purely by virtue of where they are domiciled. Many of 
these businesses are direct beneficiaries of international trade highlighted by the high 
correlation between European corporate profitability and global growth. Fear of the 
impact of European austerity has driven down share prices, offering some particularly 
good entry points for contrarian investors.

Outlook 2013: A year in Europe

“ Could the curtain of 
austerity be obscuring 
the window of opportunity 
in Europe?”

5

10

15

20

25

30

35

40

80 84 88 92 96 00 04 08 12

-10

-5

0

5

10

15

20

25

10-15 15-20 20-25 25-30 30-35

PE x %

Source: Thomson Datastream as at 31 October 2012, Schroders.

Graham & Dodd P/E MSCI Europe MSCI Europe 1 year average returns by starting 
G&D PE range 1980-2010

-5

0

5

10

15

20

1  Graham & Dodd P/E for MSCI Europe vs S&P 500 and MSCI Asia-Pacific ex Japan. 
Source: Thomson Datastream, Schroders, as at 31 October 2012.

“ Europe houses some 
of the best companies in 
the world; market-leading 
franchises, all too eager 
to take advantage of 
demand growth across 
global markets.”
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M&A activity 
With many ‘stars’ of Europe trading on such low multiples, we would have expected 
more robust M&A activity in 2012, especially given the strength of corporate balance 
sheets and cash stockpiles – consider the $1.2 trillion of cash sitting on the balance 
sheets of the S&P 500 companies (ex Financials)2. We have seen tentative signs of a 
pick up this year; for example, the UPS bid for TNT Express which saw the former pay 
a 50% premium to the share price for a phenomenal global brand. However, risk aversion 
has kept many of these potentially accretive deals at bay, but when we come full circle 
and consider the impact of bold measures taken by the ECB, removing some of the debt 
crisis tail risks should support increased M&A activity in 2013.
2  Source: Factset, Mar 2012.

The yield perspective  
We have an environment in which investors seeking security are paying the Swiss  
and German governments, in nominal terms, to hold their money over a 2-year period  
(in real terms, the same can be said of UK and US sovereign debt). This seems like  
an anomaly. When we look back at events in five years’ time, will we be recounting  
a bond market bubble? 

In contrast, the earnings yield available in the European equity market is looking 
increasingly attractive. In terms of dividend yield, in many cases this far exceeds 
the yield available on the same company’s corporate bond. So there is a clear 
income divergence here. Within European equities, investors can start with higher 
-than-inflation dividend yields which also have the potential to grow at a faster rate 
than inflation. With liquidity injections eroding yields in traditional income-generating 
asset classes, European equities offer a compelling alternative for investors on the 
hunt for yield. Yet, the elevated ERP illustrates that investors remain very wary. 
Where there is fear, there is opportunity in our view.

Conclusions  
We believe the opportunities to invest in attractively-valued, unique global businesses 
in Europe are plentiful. However, good stockpicking will remain crucial if investors are to 
effectively capitalise on these opportunities. As might be expected, the divergence at the 
country level is wide, but investors should not allow country domicile to unduly influence 
investment decisions. In our view, peripheral Europe continues to house quality global 
franchises that do not rely on their domestic economies for growth. 

We are realistic about the macroeconomic headwinds facing Europe. We expect a 
protracted recovery and do not imagine that we will see a dramatic improvement in 
growth expectations for 2013. The brinkmanship between the Germans and the southern 
Europeans will likely continue while the path through austerity will be long and bumpy. 
However, we believe the central bank actions are a game-changer. The removal, or the 
diminution, of a tail risk event (i.e. a eurozone break-up) is very significant. Mario Draghi 
has made some very difficult decisions but, strategically, the right ones in our view. 

We think that longer-term investors have the opportunity to look beyond the current 
austerity-driven sentiment surrounding European equities and buy interesting European 
assets at attractive valuation levels. The potential for sentiment to improve remains, with 
consumer and manufacturer confidence starting to stabilise. Also, perhaps surprisingly, 
Spanish exports are among the fastest growing in Europe, while we look to be seeing 
improvement in Spanish, Portuguese and Greek current account deficits. These are 
encouraging signs that are potentially pointing to the green shoots of recovery. 

Should progress continue it does not seem too difficult to imagine a scenario where 
successful structural reforms and austerity enable growth strategies and expansionary 
policy to move up the political agenda – which begs the question, ‘could the curtain of 
austerity be obscuring the window of opportunity in Europe?’
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