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Given how often we have stressed that for us 
‘taking valuation seriously’ is the bedrock of a 
consistent investment philosophy designed to 
produce good, repeatable performance, we are 
beholden to our clients to explain when things don’t 
go to plan.

The last six months have been tough for us in 
performance terms. The aim of this piece is to 
go through recent market dynamics and explain 
what we are trying to do in the portfolios.

There’s far more to our current value tilt than a liking 
for a selection of banks. Looking for great, long-term 
opportunities in attractively valued stocks does not 
mean we end up having to buy bombed-out rubbish: 
one of the most exciting things about Europe 
currently is that it is perfectly possible to buy really 
good quality business models, with strong balance 
sheets and attractive shareholder return profiles at 
very low prices. 

We are not being dogmatic in stressing the 
importance of valuation: if anything, we would argue 
we are being more open-minded than many active 
investors in our asset class, in that we are open to 
embracing the possibility that really good investment 
opportunities (which are also often really good 
companies) are to be found in a wide range of 
sectors. Finding misunderstood stocks in unloved 
sectors sounds like a good plan to us.

What has been happening this year? 
We are out of synch with the recent market mood. 
After the equity market sell off in Q4 last year, which 
accelerated in December, European stock markets 
have recovered strongly this year. Unusually this has 
been led by High ‘Quality’ stocks and sectors. In 
other words, already expensive stocks and sectors 
just got more expensive: the moves have, in fact, 
been extraordinary. In the most extreme case - like 
‘high’ quality vs. ‘cheap’ value – the gap has reached 
levels seldom seen before (figure 1).

Figure 1
Relative PE of the top quintile (‘high’) quality -v- the top quintile (‘cheap’) value, Europe ex-UK
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Source: Citi, as at 30 April 2019. Chart shows P/E relative of Long Quality vs Long Value. Current P/E relative = 2.31. Value factor 
calculated using equal weights: Earnings Yield (12m fwd and 12m historical), Cash Flow to Price, Book to Price, EBITDA / EV, Dividend 
Yield, Sales to Price, Sales / EV. Quality factor calculated using equal weights: Earnings Certainty, Net Profit Margin on sales, Earnings 
Quality (accruals, inverted), Return on Equity, Margin Growth, Balance Sheet Quality. Factor valuation is the P/E relative of top quintile/
high quality versus top quintile/cheap value from MSCI Europe ex UK Index.
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Boring old fundamentals do not necessarily tally with 
recent moves. Price momentum in consensually 
popular parts of the market has been running well 
ahead of earnings trends, whilst at the other end of 
the spectrum, surprisingly good earnings trends 
have been ignored (figures 2a and b).

Why quality/growth has done so well and what 
could change?
After peaking in January 2018, European composite 
PMI has indeed steadily fallen. In response to 
deteriorating economic conditions and a more 
cautious ECB, markets quickly priced in low/zero 
rates for a considerable period. Despite manifold 
differences between the regions, it has become 
fashionable to see this as undeniable evidence 
Europe is well advanced in becoming the ‘next’ 
Japan. Brexit-itis has caused a disengagement with 
Pan-European equities globally. Trade war rhetoric 
likewise. The rise of machine-driven momentum 
trading is also a factor, but that is a topic for a 
future blog.

Taking their lead from bond markets, most equity 
investors have once again only been interested in 
what they perceive to be safety, i.e. high quality/
growth companies and sectors with high ROE, low 
volatility of earnings and strong balance sheets – 

Figure 2a
The performance of ’Quality’ is ignoring 
worsening earnings trends

Figure 2b
The earnings of ‘Value’ is now better than 
for ‘Growth’
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Figure 3
3-year rolling returns
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1  H1 2012 (January 12 to June 12) 
relative performance: -2.9%, 
following 18 months (July 12 to 
December 13) relative 
performance: +25.4%.

in short, those companies not correlated with the 
economy. Pretty much all else has been left behind. 
That the earnings power and low volatility of a good 
number of ‘safe-haven‘ stocks may no longer be 
intact is being ignored. 

Against this background – with valuation less important 
today than is usually the case – our performance has 
suffered in 2019. It is not a particularly pleasant 
experience but sadly one we have experienced 
before – first half of 2012 being a good example.

The reasons are different, but then as now, our 
markets became driven by macro data - though the 
valuation gap between quality/growth and value is 
even more extreme now! Sticking to our guns then 
proved the right thing to do. The returns we generated 
in the following 18 months, in for example, the 
Invesco Euro Equity fund, far outweighed the 
underperformance incurred in H1.1 Being patient 
and focusing on valuation was the right thing to do. 
Of course, no two market periods are the same, but 
now as then, we believe that in Europe valuation is 
key in determining long-term returns. 

We show below 3-year rolling returns for the index 
and for the Eurozone fund in our range, the Invesco 
Euro Equity Fund (figure 3).
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Why we have not capitulated?
We have problems with the risk-off, safety at any 
price scenario outlined above. As already mentioned, 
it is ‘Value’ not ‘Quality’ or ‘Growth’ which is enjoying 
the better momentum in earnings – normally a useful 
driver of share prices. Calling the twists and turns of 
US trade policy is tricky, but there are now plenty of 
signs of a stabilisation and improvement in European 
data, suggesting that a European recession is not 
imminent. It is a topic for another day, but we note 
in passing that a future US-EU trade spat would be a 
far bigger risk for the US economy than the current 
stand-off with China. Meanwhile, European domestic 
demand has been robust and should continue to 
shield the European economy from international 
weakness. Composite PMIs are stabilising nicely 
above 50. Service sector data look reassuring. Wages 
are growing at over 2%. So, the outlook is far from 
bleak.

Indeed, we see the glimmerings of policy changes not 
seen in Europe for some years which over time should 
also help to force a bit of a market re-think. The ECB 
is at least debating the merits of ‘deposit rate tiering’; 
French and German politicians are increasingly vocal 
about the need for changes in EU regulation and 

competition policy; and most prominently, the useful, 
increasing use of fiscal policy, which can perhaps be 
seen as the ‘silver lining’ of the rise of populist politics 
(figure 4). 

Given the starting point of valuations – recessionary 
angst priced into some sectors, complacent 
assumptions on earnings being factored into ’safe 
havens’ and ‘bond proxies’ – we see here a change in 
background circumstances which could help the 
fundamental merits of our stock picking to shine 
through.

But it is the astonishingly stretched nature of 
Europe’s valuation elastic which we find perversely 
reassuring. To borrow a particularly apt phrase from 
our esteemed UK colleague, Martin Walker, we are 
living in statistically improbable times.

Recent analysis by Citi highlights this opportunity 
(figure 5). When valuation is as stretched as it is 
today – the PE of ‘high’ quality stocks is 2.3x more 
than for ‘cheap’ value stocks - the subsequent 12 
months returns have normally been very positive. 
The data used here goes back to 1995.

Figure 4
Euro area structural primary balance & fiscal impulse
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Source: European Commission, Morgan Stanley Research as at 21 March 2019. Structural primary balance = cyclically adjusted primary balance 
ex one-offs. Fiscal boost = change in structural primary budget balance. +/- = fiscal boost /drag. Dotted line and empty bars = Morgan Stanley 
forecast. Big 4 = Spain, Italy, France, Germany.

Figure 5
History shows when ‘quality’ becomes quite this stretched against ‘value’, ‘value’ starts to outperform

• Median 12m relative performance of Value vs Quality (LHS)
• Win ratio – probability of Value outperforming (RHS)
Relative performance of Value vs Quality (next 12 months), % Probability of outperforming over next 12 months, %
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Source: Citi, as at 30 April 2019. Chart shows P/E relative of Long Quality vs Long Value E.g. the second bar shows when Long Quality is over 
twice as expensive as Long Value, owning Long Value over Long Quality has returned 9.2%, on a median basis, with a win ratio of 87%, over the 
subsequent 12 months. Value factor calculated using equal weights: Earnings Yield (12m fwd and 12m historical), Cash Flow to Price, Book to 
Price, EBITDA / EV, Dividend Yield, Sales to Price, Sales / EV. Quality factor calculated using equal weights: Earnings Certainty, Net Profit Margin 
on sales, Earnings Quality (accruals, inverted), Return on Equity, Margin Growth, Balance Sheet Quality. Factor valuation is the P/E relative of top 
quintile/high quality versus top quintile/cheap value from MSCI Europe ex UK Index. Current P/E relative = 2.31. Past performance is not a 
guide to future returns
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What are we doing in the portfolios?
We are nothing if not boringly predictable. The 
valuation of the value end of the market has got 
more attractive / extreme in recent quarters and 
especially this year. Our tilt towards the value end 
of the market has gone up (figure 6).

Is this not just ‘same old, same old’ from us? 
Yes and no. Yes, we are still finding many of the best 
opportunities in less fashionable areas of the stock 
market – energy, telecommunications and banks 
are amongst the biggest sector overweights – but 
they are far from the only areas of focus for us. Nor 
are we looking to be contrarian value freaks for the 
sake of it. Rather, for the most part, it is because 
we can find fundamentally strong business models 
at very interesting valuations, which just happen 
to be in sectors that many investors have just written 
off.

Energy – we see dramatically better managed 
companies than in the past, yet the sector has been 
slow to re-rate. After the adoption of rigorous opex 
and capex control, large cap European oil & gas 
companies now typically offer appealing free cash 
flow dynamics even at much lower oil prices than 

in the past: dividends are growing, buybacks are 
becoming commonplace. Royal Dutch, Total, Repsol, 
ENI all feature across our fund range. A box-ticking 
approach to ESG may keep some investors away: 
a more nuanced approach to ESG can show that 
integrated oil companies can in fact be part of the 
solution rather than the problem (figure 7).

Telecoms – we can find companies with well invested 
networks, which are gaining market share, growing 
profits and generating free cash flow, with better 
balance sheets than in the past. Orange and Telefonica 
are accordingly major positions in many of our 
funds.

Banks – sector wide data shows an improving ROE 
profile and substantially better balance sheets than 
before the GFC and Eurozone crisis, yet the sector 
is on lower multiples relative to the market than 
during either of these periods of high systemic stress 
(figure 8). Perhaps more important, though, is the 
kind of bank we are interested in. The bulk of our 
banking exposure is made up of companies which 
are digitally savvy, play the role of disruptors in their 
markets, are gaining market share, have shrunk 
NPLs dramatically, are well capitalised and are well 

Figure 6
Our ‘value’ tilt has closely matched the valuation of ‘value’

  Value tilt*   Significant tilt*   Median PB of Value factor (inverted, RHS)**
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Source: (*) Style Analytics, (**) Morgan Stanley, Invesco as at 31 March 2019. Morgan Stanley valuation of value calculated using a composite 
score generated from the equal weighted average of the 12-M Fwd P/E, Price-to-Book and the Total Yield for all companies in the MSCI Europe. 
These scores are then grouped into quintiles – Q1 is the cheapest and Q5 the most expensive. The median P/B of each quintile is then calculated 
and compared to each other as at 26 March 2019. The portfolios are rebalanced quarterly, and returns are equal weighted. Style Analytics: The 
chart highlights how the Invesco Euro Equity Fund is positioned or ‘tilted’ relative to MSCI EMU, using 6 ‘value’ measures and 6 ‘growth’ 
measures. Any tilt between -/+ 0.5 is probably not significant, any tilt between +0.5 to +1.0 and -0.5 to -1.0 indicates a tilt exists but may not 
be significant, any tilt between +1 to +2 or -1 to -2 is significant and any tilt >+2 or <-2 is very significant.

Figure 7
12 months forward consensus FCF minus cash dividends for intergrated oil and gas companies*
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Source: Datastream, Morgan Stanley, Invesco, as at 31 December 2018. * Based on the constituents of MSCI Europe ex UK Integrated Oil & Gas 
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able to pay out attractive dividends. And all that in a 
‘lower for longer’ rate environment. Think ING, 
Intesa, Caixabank, Erste Bank.

Attractive valuations which just happen to be at the 
value end of the spectrum also come in many other 
guises. In pharmaceuticals, the much improving 
Sanofi is a stand out position for us. In materials 
and industrials, we repeatedly find mismatches 
between valuation and corporate quality: be they 
staffing companies, paper, transport or industrial 
conglomerates, we can find better balance sheets, 
market share gainers, free cash flow generation, 
dividend yields and corporate simplification stories 
than in many a consumer staple stock.

Our valuation focus also means that we are open to 
investing in names which may sometimes surprise: 
this discipline means that our funds have often picked 
good entry points in stocks traditionally seen as 
growth. The list is long and eclectic – four examples:  
SAP and Cap Gemini in IT, Carlsberg in Consumer 
Staples, Groupe Seb in Consumer Goods have all 
featured or still do feature in our various funds

Final thoughts
What you get from us has not changed and will not 
change: we aim to generate good, repeatable returns 
over the long-term. For us, valuation is a screen, 
a discipline and a risk control tool targeting the risk 
of an investment not just the reward. Our overall 
portfolio slants may not have changed dramatically 
in the recent past, but this reflects our increasing 
conviction about what we own, not stasis. As ever, 
we aim to be open-minded in our stock picking and 
recognise that structural change is a constant.

That recent performance has struggled is, to our 
minds, not a sign that ‘caring what you pay for 
things’ no longer makes sense: rather, the behaviour 
patterns within our asset class are at an untenable 
extreme. Any normalisation should lead to a radically 
different outcome.

Figure 8
European banks P/B and RoE relative to the market*
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For illustrative purposes only.
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