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The Conditions For A Recovery In Europe 

 

The resilience of the US economy—at least for now– and the new accommodative rhetoric of the Federal Reserve 

have allowed the stock market to recover since the beginning of the year. Europe, however, never ceases to worry 

observers, with an economy that continues to slow, a European Central Bank that has stopped its QE programme, 

and the sword of Damocles of a hard Brexit still in place. Can we expect a positive turnaround in Europe in the 

coming months? We believe that, barring a shock of substantial magnitude (like a hard Brexit), growth in Europe 

could surprise on the upside later in the year. We also believe that the ECB will not hesitate to step in if needed. 
 

Consensus forecasts now point to a meagre +1.25% GDP growth in the euro zone in 2019, before recovering 

slightly in 2020. This is clearly below the latest predictions made by the ECB (+1.6%), even though it mentioned 

downside risks. Investors have their doubts, as showed by the recession-like valuation of Europe’s most domestic 

cyclical stocks. Our take, however, is that the arguments supporting the recovery scenario continue to look 

solid. Although the German slowdown is for real, its surprising magnitude has been mostly due to temporary 

factors depressing the auto and chemical sectors. Moreover, the yellow vest effect in France is not supposed to 

last. Rather the opposite, since low-paid wage earners are now seeing their purchasing power boosted by recent 

government measures. Finally, the fear of a hard Brexit has hurt UK growth, with some impact on the rest of 

Europe. But it is likely that a soft Brexit—which remains the most actively sought solution—will lessen the stress. 
 

Even more, our research suggests that, although certainly not comforting, the situation in Italy is not as bad as 

usually described. In particular, a severe depression ala 2011-2013 is unlikely, and we don’t think that public debt 

will run out of control. Indeed, some key indicators of the domestic economy remain firmly in the green, like 

consumer confidence, or the business climate in the construction sector. Moreover, banks’ NPLs have reached a 

seven-year low, at €100bn, retracing two-thirds of their post-crisis increase. This, along with continued cheap 

financing from the ECB, has allowed banks to provide loans at below 2% interest rates to the private sector.  
 

With fiscal and wage policies more supportive, super-low interest rates, lower oil prices, and a more competitive 

euro, we find it hard to be really gloomy about European growth. The timing of recovery is however uncertain, 

downside risks exist, and the positive scenario remains conditional to lower political tensions, whether in the 

UK or on trade. This implies that the ECB will probably become more active in supporting animal spirits on the 

old continent. We don’t share the view that the ECB cannot or does not want to do more — it can provide more 

LTRO funding, orchestrate an orderly devaluation of the euro, and even restart its QE programme if needed.  
 

Accordingly, our preferred strategy is to go moderately long the European companies that are the most sensitive 

to domestic economic developments (consumption in particular, but not only), and to complement these 

positions with trades that would benefit from a potentially more friendly ECB, including for example corporate 

bonds and stocks sensitive to a lower euro. 
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GDP growth in the euro 

zone is now below trend. If 

this lasts, the outlook for 

corporate profits and 

employment is at risk of 

serious deteriora�on. 

Moreover, the 

normaliza�on of infla�on 

would become out of 

reach, which would put a 

huge pressure on the ECB. 

 

The most recent indicators 

do not yet point to a 

rebound. A slump in the  

German car and chemical 

sectors, the yellow vest 

effect in France and the 

Brexit-related slowdown in 

the UK all contributed to 

the slowdown. But baring a 

hard-Brexit scenario, these 

trends should at least 

par�ally reverse over the 

coming months. We also 

believe that, although real, 

the Italian risk looks far less 

serious than it was in 2011. 

Below-trend growth in Europe, for the first time since 2013... 
Actual vs potential growth of real GDP in the euro zone 

 Sources: Markit, Macrobond Dorval Asset Management 
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..and recent business surveys have failed to reassure 
Composite PMIs in the four largest economics of the Euro zone + the UK 

Germany 

Anxiety about growth in 

Europe has increased 

further, putting pressure on 

the ECB. Barring a hard 

Brexit, however, a recovery 

remains likely from Q2—

Worryingly, Italy is back into 

recession,  but it is not 

2011/2012 all over again. 

Although significantly 

cheaper than during the 

2015/2018  period, 

European equities look 

normally priced on a P/E 

basis— But even excluding 

financials, EZ domestic 

cyclicals are very 

attractively valued. 

The bond market continues 

to treat Italy as an 

idiosyncratic risk, while 

Iberian bond yields continue 

to decline —10y Bund yields 

are now approaching the 0% 

bar, for the first time since 

summer 2016, which reflects 

a high level of anxiety. 

EZ domestic cyclicals led the 

market downturn of 2018, 

but have now stabilized. A 

sustainable recovery will at 

some point require 

improving economic 

growth—which is what we 

expect (baring an external 

shock). 

U-K. 

EC estimate  of potential growth 
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Technically, Italy is in 

recession, with 2 quarters 

of nega�ve GDP growth in 

a row. Italy’s domes�c 

economy is however in far 

be4er shape than it was in 

the years 2011/13. For 

example, both 

construc�on and 

consumer confidence 

have held up remarkably 

well.  

Moreover, even though 

higher Italian bond yields 

since May last year have 

had a small nega�ve effect 

on banks’ willingness to 

lend, banks s�ll offer very 

a4rac�ve interest rates to 

the private sector. This is 

thanks to rapidly declining 

NPLs and cheap ECB 

funding.   

Thus, a deep recession 

with an exploding public 

debt in Italy looks unlikely 

at this stage. 

Anxiety about growth in 

Europe has increased 

further, putting pressure on 

the ECB. Barring a hard 

Brexit, however, a recovery 

remains likely from Q2—

Worryingly, Italy is back into 

recession,  but it is not 

2011/2012 all over again. 

Although significantly 

cheaper than during the 

2015/2018  period, 

European equities look 

normally priced on a P/E 

basis— But even excluding 

financials, EZ domestic 

cyclicals are very 

attractively valued. 

The bond market continues 

to treat Italy as an 

idiosyncratic risk, while 

Iberian bond yields continue 

to decline —10y Bund yields 

are now approaching the 0% 

bar, for the first time since 

summer 2016, which reflects 

a high level of anxiety. 

EZ domestic cyclicals led the 

market downturn of 2018, 

but have now stabilized. A 

sustainable recovery will at 

some point require 

improving economic 

growth—which is what we 

expect (baring an external 

shock). 

Italy’s most domestic indicators are not depressed... 
Confidence in the consumer and construction sectors 

 Sources: European Commission, Macrobond Dorval Asset Management 

...and financial conditions remain good for the private sector 

 Sources: ECB, Macrobond Dorval Asset Management 
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Valua�on does not seem 

to be the most convincing 

argument in favor of 

European equi�es. 

Although much cheaper 

than during the 2015-2017 

period, the median P/E of 

a large universe of stocks 

is just back to its 20-year 

average… 

 

 

...however, those 

companies that are the 

most exposed to the 

European domes�c cycle 

have cheapened much 

more, reaching a level of 

P/E last seen during the 

historical crisis of 

2011/2012. If the 

European cycle stabilizes, 

a re-ra�ng of this category 

of European stocks should 

occur. 

Anxiety about growth in 

Europe has increased 

further, putting pressure on 

the ECB. Barring a hard 

Brexit, however, a recovery 

remains likely from Q2—

Worryingly, Italy is back into 

recession,  but it is not 

2011/2012 all over again. 

Although significantly 

cheaper than during the 

2015/2018  period, 

European equities look 

normally priced on a P/E 

basis— But even excluding 

financials, EZ domestic 

cyclicals are very 

attractively valued. 

The bond market continues 

to treat Italy as an 

idiosyncratic risk, while 

Iberian bond yields continue 

to decline —10y Bund yields 

are now approaching the 0% 

bar, for the first time since 

summer 2016, which reflects 

a high level of anxiety. 

EZ domestic cyclicals led the 

market downturn of 2018, 

but have now stabilized. A 

sustainable recovery will at 

some point require 

improving economic 

growth—which is what we 

expect (baring an external 

shock). 

%
 

European equities look fairly valued overall... 
Median of forward P/Es, MSCI Europe X UK 

 Sources: Ci�, Macrobond Dorval Asset Management 
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...but domestic cyclicals are clearly cheap 
Median P/E of 30 non-financial stocks highly exposed to the European cycle 

 Sources: Dorval AM, Bloomberg, Macrobond Dorval Asset Management 
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Crucially, the euro zone 

government bond 

market has con�nued to 

behave as if Italy was an 

idiosyncra�c risk. Bond 

yields in Spain and 

Portugal, where both 

the economy and the 

fiscal situa�on are 

improving, have indeed 

declined further. 

Contagion is almost 

absent. 

 

It is however likely that, 

coupled with a more 

general downward 

pressure on European 

growth, the Italian risk 

has increased appe�te 

for safe haven bonds. 

The 10-year Bund yield 

is now close to 0%, its 

lowest level since the 

post-Brexit vote period 

of summer 2016. 

 

Anxiety about growth in 

Europe has increased 

further, putting pressure on 

the ECB. Barring a hard 

Brexit, however, a recovery 

remains likely from Q2—

Worryingly, Italy is back into 

recession,  but it is not 

2011/2012 all over again. 

Although significantly 

cheaper than during the 

2015/2018  period, 

European equities look 

normally priced on a P/E 

basis— But even excluding 

financials, EZ domestic 

cyclicals are very 

attractively valued. 

The bond market continues 

to treat Italy as an 

idiosyncratic risk, while 

Iberian bond yields continue 

to decline —10y Bund yields 

are now approaching the 0% 

bar, for the first time since 

summer 2016, which reflects 

a high level of anxiety. 

EZ domestic cyclicals led the 

market downturn of 2018, 

but have now stabilized. A 

sustainable recovery will at 

some point require 

improving economic 

growth—which is what we 

expect (baring an external 

shock). 

Italy’s mess has not hurt Spain & Portugal... 
10-year bond yields in Southern Europe 

 Sources: Bloomberg, Macrobond Dorval Asset Management 
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...but it probably helps Bund yields to flirt with 0% again 
10-year German bond yields 

 Sources: Bloomberg, Macrobond Dorval Asset Management 
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AAer outperforming 

during three years in a 

row (2015-2017), the 

stocks of the companies 

that are the most 

sensi�ve to the European 

cycle strongly 

underperformed last 

year. Our basket is made 

of 30 non-financial 

companies of the MSCI 

EMU. 

 

 

Since last Christmas, 

however, a recovery has 

begun to take place. At 

some point, the 

con�nua�on of this 

trend will require be4er 

economic indicators in 

the euro zone. This is 

what we expect, baring 

escala�ng poli�cal 

tensions in the UK 

and/or on interna�onal 

trade. 

Anxiety about growth in 

Europe has increased 

further, putting pressure on 

the ECB. Barring a hard 

Brexit, however, a recovery 

remains likely from Q2—

Worryingly, Italy is back into 

recession,  but it is not 

2011/2012 all over again. 

Although significantly 

cheaper than during the 

2015/2018  period, 

European equities look 

normally priced on a P/E 

basis— But even excluding 

financials, EZ domestic 

cyclicals are very 

attractively valued. 

The bond market continues 

to treat Italy as an 

idiosyncratic risk, while 

Iberian bond yields continue 

to decline —10y Bund yields 

are now approaching the 0% 

bar, for the first time since 

summer 2016, which reflects 

a high level of anxiety. 

EZ domestic cyclicals led the 

market downturn of 2018, 

but have now stabilized. A 

sustainable recovery will at 

some point require 

improving economic 

growth—which is what we 

expect (baring an external 

shock). 

European domestic cyclicals led the correction of 2018... 
Total returns, 2012 = 100 

 Sources: Bloomberg, Dorval AM, Macrobond Dorval Asset Management 

...but their underperformance seems to be over 

 Sources: Bloomberg, Dorval AM, Macrobond Dorval Asset Management 

Equally weighted basket of the 30 most exposed stocks 
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Legal notices 

This document is intended for professional clients as defined by the MiFID. It may not be used for any purpose other than that for which it 

was conceived and may not be copied, diffused or communicated to third parties in part or in whole without the prior written authorization        

of Dorval Asset Management. 

No information contained herein shall be construed as having any contractual effect. This document is produced purely for informational 

purposes. It constitutes a presentation conceived and created by Dorval Asset  Management  from  sources  that  it  regards  as  reliable. 

Dorval Asset Management reserves the right to change the information in this document at any time and without notice. Dorval Asset 

Management may not be held liable for any decision taken or not taken on the basis of information contained in this document, or for any 

use of this document that may be made by a third party. 

The figures provided refer to previous years.  Past performance is not a reliable indicator of future performance 

The contents of this document are issued from sources which Dorval Asset Management believes to be reliable. However, Dorval Asset 

Management does not guarantee the accuracy, adequacy or completeness of information obtained from external sources included in this 

material. 

The analyses and opinions referenced herein represent the subjective views of the author(s) as referenced, are as of the date shown and are 

subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. 
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