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TIME TO START BUYING?

European equities may rally strongly in

the near term, fuelled by improving macro
indicators, attractive valuations and low
investor exposure. While nimble investors can
take advantage of this rally, we caution that
the Eurozone’s structural problems are likely
to continue to weigh on the region’s growth
and inflation, limiting the market’s upside
potential over the longer term.

European equities have underperformed even
Japanese stocks by over 10% in the last five years
and returned 78% less than US equities in total
return terms (USD). This lacklustre performance

is partly the result of the Eurozone’s persistent
structural problems. Yet the prospects for European
equities may be looking brighter in the near term.

ON THE CUSP OF A CYCLICAL UPTURN

Following years of underperformance, valuations
of European equities are now attractive. Trading
at a discount of 21% versus global stocks on some
measures (see Fig. 1), European equities are at the
lower end of their relative valuation band since the
Eurozone banking crisis.
Valuations have also been depressed by last

year's slowdown in China, which is an important

David Hollis
Investment Director, Global Asset Allocation
Eastspring Investments

export market for the region. Whilst Japan has
increased its exports to China by 400% of gross
domestic product (GDP) since 1999, Germany
trumped this with a 700% increase over the same
period. Given the strong links between the two
economies, the rebound in China’s manufacturing
sentiment in March is likely to have a positive spill
over into the Eurozone and its stock market.

Fig. 1: Europe ex UK - Price to book relative to world"
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The potential upside in European stocks is
also high, given investors’ current low exposures.
According to the Bank of America Merrill Lynch’s
Global Fund Manager Survey?, global institutional
investors are currently 8% underweight in
European equities, nearly one standard deviation
below the long-term average.

PERSISTENT STRUCTURAL PROBLEMS SHOULD
SUSTAIN LOW RATES

Despite the potential cyclical uplift Europe is likely
to enjoy, concerns over the high levels of debt in
the peripheral countries, challenging demographics
and the absence of wage inflation, are expected to
persist and keep rates low.

% Unsustainably high levels of debt

For some, Draghi’s seminal speech to “do whatever
it takes”, implicitly promising to provide liquidity for
the Eurozone to overcome unsustainable levels of
debt in the peripheral countries, marked the end

of the Eurozone crisis. Yet, seven years on, several
peripheral countries remain mired in a prolonged
crisis. These countries either need interest rates to
remain at or below current levels for a sustained
period to stabilise their debt to GDP ratios, or

must generate historically unachievable primary
surpluses. Italy, for example, can only stabilise its
debt level at 154% of GDP if interest rates remain
below current levels of 2.5%.

There are many lessons on Europe which
investors can draw from Japan. Japanese debt
amounted to 125% of GDP in 1990 and the
average financing cost over the prior 10 years was
3.7%. Fast forward to today, it is sobering to note
that average financing costs have plummeted to
0.8% in Japan while its debt has grown a further
100%.

Japan was able to lower financing costs to
continue growing its level of sovereign debt with
the aim to support its economy and, ultimately
generate inflation. However, it was aided by
domestic demand for its government bonds. This
contrasts with Italy where the European Central
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Bank has had to step in to purchase sovereign debt
by expanding its own balance sheet. Germany

has effectively supported Italy by lending to it via
the back door. This ongoing support cannot be
assumed to be infinite, as in the case of Japan.

, Absence of wage inflation

Barring periods of a cyclical rebound in prices,
structurally low inflation in the Eurozone is likely
to help interest rates remain low. Average core
Eurozone inflation (see Fig. 2) has fallen to 1.2%
since the 2008 Global Financial Crisis (GFC). This
is similar to the pattern observed post Japan's
banking crisis in the 1990°s. Average inflation then
fell to 0.4%, down from over 5% during the 70's
and 80's.

Developed markets are suffering from unusually
low levels of investment at a time in the cycle
when we would ordinarily expect animal spirits
to be picking up. If Japan is a guide, the lack of
investment can be blamed on the slower growth
in its labour force. In Japan, investment peaked
at above 20% of GDP (5-year average) prior to
its banking crisis in 1990, to around 15% of GDP
today. This is almost in lock-step with the declining
growth in its labour force, which is barely above
zero today. The slower growth in the labour force
was, in turn, associated with lower wage growth
in Japan post crisis in the 90's. It is only after many
years, and a loosening in some of its immigrant
labour laws, that Japan experienced an acceleration

Fig. 2: Average Core Consumer Price Index (CPI) -
Pre/post crisis®
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in wages, together with an increase in its labour
force.

The Eurozone has likewise suffered a significant
contraction in its labour force since the GFC,
prompting a decline in the rate of investment to
GDP. While an influx of migrant labour has helped
to counter demographic headwinds affecting the
labour force, relief is expected to be temporary
given the political unpalatability of open border
policies in Europe. Wage growth may remain tepid
in the Eurozone for a long time, mirroring Japan’s
earlier experience. See Fig. 3.
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STILL CHALLENGING OUTLOOK FOR KEY
SECTORS

The performance of the broad European stock
market is heavily reliant on the banking sector
(see Fig. 4) given its heavy weighting (19%). Many
European banks continue to be afflicted with poor
quality legacy assets, despite having increased

the amount of high-quality capital held on their
balance sheets. Recent government pressure for
Deutsche Bank to merge with Commerzbank, even
if it potentially results in the loss of thousands of
jobs, is a sign that Berlin is keen to bring an end to
a crisis that has dragged on for nearly a decade.

Fig. 3: Eurozone wage growth vs labour force growth*
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Fig. 4: European equity market and banks®
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The diesel emissions cheating scandal which
rocked the auto manufacturers (another important
sector for the European equity market) in 2015
continues to weigh on the sector’s earnings
certainty. The ban on driving diesel cars during
peak hours in some German cities has hastened
the shift back to petrol cars and increased mistrust
in car manufacturers. Selected manufacturers
have also been hurt as US demand moved away
from the sedan market to trucks and Sport
Utility Vehicles (SUVs), one of the lowest margin
segments. The prospects for other manufacturers
have been further clouded by the overcapacity in
China which had been a key driver of profits via
their joint venture operations. For the first time
in over a decade, total annual automobile sales
growth in China fell in 2018 as subsidies for electric
and hybrid vehicles were scaled back.

FINAL THOUGHTS

The fiscal and monetary measures recently
announced by China to help stabilise its economy,
together with the recent improvement in China’s
business sentiment surveys for March, should
provide a positive spill over into the Eurozone
economy. While Germany'’s factory orders and
business sentiment in February remain depressed,
in the coming weeks and months, any signs that
Germany, or the Eurozone, may have passed the
trough in cyclical activity would buoy European
stocks.

Over a longer-term investment horizon,
Europe needs meaningful fiscal stimulus - which
contradicts the Eurozone policy prescription
of restoring imbalances through austerity - for
growth and inflation to fully recover. Even
then, demographics are accelerating the
phenomenon of a shrinking workforce, lower
wages, and disinflation, ensuring that interest

rates remain at low, or even negative levels.
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Over the coming decades, therefore, the outlook
for European equities is likely to remain depressed,
occasionally punctuated by aggressive counter
trend rallies that subsequently fail to be supported
by improving fundamentals. Longer term investors,
particularly those in Europe may want to look to
Asia. For now, however, we may be about to enjoy
one of these aggressive counter trend rallies in
Europe.




Sources: ' Thomson Reuters Datastream. March 2019. 2 March 2019 3 Bloomberg. March 2019 4 Bloomberg. March 2019 > Bloomberg. March 2019.
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