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Summary
•	 Major European economies including Germany have 

either entered recession or are flirting with it as monetary 
conditions bite. 

•	 	European stocks have been boosted by expectations 
of interest rate cuts, but our European Equity team 
is perplexed by the level of markets at the start of a 
recession. Equity markets run the risk of hitting an air 
pocket should optimism subside as the full effects of 
multiple interest rate rises since 2021–2 hit home.   

•	 	Although the region’s macroeconomic outlook is 
unpromising, European stocks remain lowly valued versus 
history and on an international basis, suggesting there 
could still be scope for share price gains in 2024.

•	 Our European Fixed Income team also views market 
expectations of imminent rate cuts in Europe as being 
overly optimistic, although anticipates a positive year for 
European fixed income overall.   

European Equity
Christmas arrived a fortnight early for many equity investors this year 
amid hopes of rate cuts in the not-too-distant future. The US Federal 
Reserve’s (Fed) decision to maintain the fed funds rate at 5.25%–
5.50% was widely anticipated, but it was also accompanied by a 
softer-than-expected tone from Chair Powell. For market participants, 
Powell channelled his inner Santa by indicating the benchmark rate 
was now “likely at or near its peak for this tightening cycle.” Coupled 
with the release of the Fed’s “dot plot”, which showed most Fed 
officials expected the fed funds rate to sit at 4.5%–4.75% by the end 

of 2024, implying cuts, equity markets surged: the S&P 500 Index hit 
its highest level since January 2022, while the pan-European STOXX 
Europe 600 Index touched a 22-month peak (Exhibit 1).

Exhibit 1
US and European Stock Markets Rallied into 2024
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A puzzling market response
For all the end-of-year bonhomie, we think the market’s exuberance 
was just the latest instance of an old market adage: it is often better 
to travel than to arrive. We believe stock markets have probably got 
ahead of themselves in this journey, particularly on the question of 
interest rate cuts. Indeed, our European Equity team finds the stock 
markets’ interpretation of what central banks will do next in each 
region puzzling. 

The greatest optimism on near-term rate cuts is seemingly in the 
US, but the macro data is weakest in Europe. Most obviously, the 
wheels of the German economy are spinning slowly. It contracted 
by 0.1% in Q3 2023 after negligible growth (+0.1%) in Q2 2023, 
while recent forward-looking survey data have proved disappointing. 
December’s reading for the Ifo business conditions index was well 
down on forecasts; the latest services and manufacturing purchasing 
managers’ indices (PMI) showed both sectors remain in the doldrums; 
and the German unemployment rate, at 5.9%, is in touching 
distance of its pandemic peak. Adding to Chancellor Scholz’s woes 
was a recent surprise ruling by the country’s constitutional court. It 
decreed that €60 billion of unused pandemic borrowing could not be 
allocated to clean energy and industrial projects. The spending cuts—
encompassing transport, industry support measures, and green energy 
and construction subsidies—now scheduled to fill the resultant hole in 
the federal government’s budget may further crimp German economic 
growth at the margins. 

Elsewhere, the French and Italian economies have also stalled, based 
on their Q3 2023 GDP figures (-0.1% and +0.1%, respectively) and 
latest PMI survey readings (Exhibit 2), although the Spanish economy is 
performing slightly better, growing by +0.3% in the third quarter of last 
year and enjoying growth in its services sector helped by resurgent tourism. 

We have been forecasting for some time that central banks will cause 
a recession. Based on the above, this now seems to be unfolding 
in Europe’s economic heartland. Received wisdom is that the full 
effects of interest rate rises are typically not felt until 18 months later. 
Therefore, if monetary history remains a trustworthy guide, this 
suggests the impact on economic growth and unemployment from one 
of the most extreme tightening cycles in modern times is happening 
now and is far from over, given the European Central Bank (ECB) 
was raising rates as recently as September. Adding to our caution, with 
the cost of capital for businesses now at elevated levels, at least by the 
standards of the 15-year post-Global Financial Crisis period, the risk 
of some form of financial accident befalling a key sector or component 
of the economy is accentuated.

It could be much bleaker, though. While the economic backdrop 
is clearly challenging, the worst-case scenario of policy overshoot 
seems to have been avoided. Headline and underlying core inflation 
(which strips out volatile energy and food costs) were on a downward 
trajectory within the US and Europe over 2023: at 2.4%, the annual 
eurozone consumer price inflation rate for November was its lowest 
lowest level since July 2021 and only slightly above the ECB’s 2% 
target, although December's flash number showed an uptick to 
2.9%. Meanwhile, important leading indicators in parts of the global 
economy, most notably within the US, suggest growth is stabilising, 
even if the picture is less benign in Europe. Given the speed and scale 
of the monetary tightening undertaken by most major central banks 
in the past two years, the resilience to date of the global economy and 
stock markets has been surprising and somewhat remarkable.

Corporate Europe: cheaper, stronger, improving 
returns, and returning cash 
To us, this looks like a normal economic cycle playing out. As such, 
it puts Europe further down the rate cycle road than other parts of 
the world and therefore closer to rate cuts. However, we should not 
get ahead of ourselves. Central banks are likely to be cautious about 
declaring victory over inflation and will presumably take their time in 
adjusting policy. Therefore, there is significant potential for the current 
market optimism, which has built very quickly, to evaporate just as 
speedily.

But while we argue European equity investors should be on their 
guard entering 2024, we balance this caution by again noting that 
the region’s stock market valuations remain at very modest levels by 
historic and international standards. We believe the current economic 
gloom and insipid near-term outlook for Europe are already baked 
into share prices. Once markets have become more realistic about the 
near-term environment, there is still scope for European equities to 
make ground in 2024. 

Barring a fresh energy shock, inflationary pressures should continue 
to subside across the euro bloc. Meanwhile, consumer demand 
and confidence may well benefit from wage growth running ahead 
of inflation, boosting real incomes: annual eurozone wage growth 
accelerated to 5.3% during Q3 2023, well above the prevailing 
consumer price inflation rate. 

Exhibit 2
Eurozone Manufacturing and Services Purchasing Managers‘ 
Indices (PMI) Indicate Contraction
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And there are other potential tailwinds for European stocks. Returns 
on equity (RoE) for European companies have been climbing, in 
contrast to falling RoEs in other parts of the world (Exhibit 3). 
Corporate Europe has also been bolstering balance sheets, with 
European net debt/EBITDA levels dropping by roughly 20% relative 
to the MSCI World Index. Furthermore, European companies are 
taking advantage of beaten down valuations to buy back stock at twice 
their historic average. Coupled with decent dividend yields—the 
MSCI Europe Index currently yields 2.9%—shareholders may be able 
to look forward to cash returns of up to 10% in some cases over the 
next 12 months.

Taking a longer-term perspective, as we detailed in our recent paper 
‘Europe’s Stock Markets: Challenging Misperceptions’, the profile 
of Europe’s stock markets has transformed in recent years, even if 
this change seems to have passed many investors by. The continent’s 
equity markets have become more focused on growth sectors, such as 
technology, healthcare, and industrials, and less exposed to the cyclical 
financials and commodities sectors. European companies now also 
derive more of their earnings from outside the region. 

As to where specific opportunities reside, we believe there is 
currently a great deal of value in many of Europe’s global leaders 
in environmental technologies, from whom market sentiment has 
swung violently away in the past year. Elsewhere, we find the German 

residential property market particularly interesting, based on the 
prospect of higher rents and compelling valuations: the sector is 
trading on half of its net asset value. 

2024: off to the polls
As ever, there is always the chance of unanticipated geopolitical 
events upending markets. In a bumper year for elections globally, 
there will be plenty for investors to keep an eye out for, not least the 
US presidential election late in the year, which could directly affect 
the fortunes of sectors such as pharmaceuticals. For something more 
immediate, however, the Taiwanese presidential election on 13 
January will help ensure crucial US-China relations start the year high 
up the agenda. 

In summary, the widely anticipated turn in the global interest rate 
cycle in 2024 may result in a renewed focus on valuations and 
increased appetite for equities in general. Both would potentially 
be good news for modestly priced European equities, particularly 
if the dollar weakens, causing losses for the many global investors 
who may have become too focused on the US in recent times. As the 
European economy potentially bottoms out before other parts of the 
world, diverging economic cycles could lead to a reassessment of asset 
allocations. Unquestionably, the outlook for European economies 
in 2024 remains challenged. However, head-scratchingly low equity 
valuations mean it may not take much for European stocks to progress 
this year in light of such low expectations.

Outlook on European Fixed Income
The ECB’s tighter monetary policy is increasingly working. At the 
beginning of 2023, headline inflation in the eurozone was 8.6%; it 
had cooled to 2.4% for the year to November, still slightly above the 
central bank’s 2% target but marking enough progress for the ECB to 
leave its benchmark rate unchanged in December at 4.5%, the highest 
level in 22 years.

While eurozone inflation is moving in the right direction, the Bank 
of England (BoE) has a greater job on its hands, even if November’s 
inflation data brought some cheer just before Christmas with larger-
than-expected falls in both the headline and core numbers. At 3.9%, 
UK headline consumer price inflation is still well above the central 
bank’s target, while core inflation stands at 5.1%. After a phase of 
rapid interest rate hikes (14 in a row), the BoE paused in December, 
for the third month in a row, and left the UK base rate unchanged 
at 5.25%. However, the decision to pause was the subject of internal 
debate—three members of the Monetary Policy Committee (MPC) 
were in favour of a further 25-basis point hike while six MPC 
members voted for the status quo.

Exhibit 3
Post-Pandemic Returns on Equity by Region
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2023: a good year 
Overall, 2023 was a good year for European fixed income. All 
segments ended the year with a positive performance (Exhibit 4). In 
our view the perception that central banks have won the battle against 
inflation and the possibility of rate cuts in the first half of 2024 caused 
government bond yields to fall sharply at the end of the year (Exhibit 
5). Corporate bonds also performed strongly due to their falling risk 
premia (Exhibit 6), shrugging off the weak economic backdrop. 
Despite elevated recession risks forecast by many investors, European 
high-yield bonds performed significantly better than investment-
grade bonds over the year.

As 2024 kicks off, the outlook for the eurozone is mixed. While 
encouragement can be drawn from data showing inflation cooling, 
high wage growth, and a solid labour market, recession risks are 
pronounced, as evidenced by PMIs signalling a sharp slowdown in 
economic activity. Inverted yield curves are another crisis indicator 
that have proven effective over many decades, and these suggest heavy 
economic weather lies ahead. 

Markets are pricing in cuts in eurozone interest rates as early as Q1 
2024 (Exhibit 7). We disagree and believe markets are being too 
optimistic. We also anticipate rate cuts this year, but we expect the 
ECB to continue to assess economic developments in the first half and 
only trim over the course of the second half if appropriate. This view 
is supported by ECB President Lagarde’s statement that rate cuts have 
not even been discussed yet.

Exhibit 4
European Fixed Income Performance in 2023
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Exhibit 5
10-Year Government Bond Yields
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Exhibit 6
Credit Spreads over 5-Year German Bunds
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Exhibit 7
Eurozone Implicit Rates
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We also expect that the BoE will follow the ECB’s rate cut path. 
However, with inflation falling more slowly in the UK, it may 
initiate cuts later than the ECB. The economic outlook for the UK 
is rocky. Inflation is still high, although at least it is now responding 
to the central bank’s actions. UK rates will probably have to remain 
at their current level for a longer period to push inflation down to a 
sustainable 2% level. 

We are optimistic over the performance potential and appeal of 
European fixed income in 2024. In our view, bonds look more 
attractive (even compared to equities), and we believe they could offer 
scope for significant returns. 

Where are the risks? Overall, we believe the environment will be 
uncertain, with rate volatility risks staying high. We think the 
greatest risk is a major economic shock that drives up default 
rates dramatically. However, this scenario lies outside consensus 
expectations for now. Of course, Europe is facing low, even slightly 
negative, economic growth in some parts, but a sharp downturn is 
not our base scenario. Nevertheless, we believe default rates will tick 
up and cracks might appear in the economy, particularly in corporate 
earnings. Much tighter monetary policy is not yet fully reflected in 
weaker economic data. This could potentially have an increasingly 
negative impact on companies. 

Given the above, we still prefer investment grade over high yield. In 
the eurozone high-yield segment, higher quality issuers might offer 
some relative value. In addition, Nordic high-yield debt may be 
interesting. Scandinavian high-yield issuers have a superior debt profile 
on average (better interest coverage ratio and lower net leverage), 
and we believe the economic risks here are more fairly priced, given 
substantially higher spreads than in the eurozone or US high-yield 
markets. 

Another downside risk could arise from a reawakening in inflation. 
This would call for further restrictive monetary policy steps that would 
likely have negative economic repercussions. As described above, this 
is not an expected scenario for us. We anticipate inflation (headline 
and core) will moderate further, but do not exclude the possibility 
that there will be some upside surprises due to shocks (e.g., attacks by 
Houthi rebels putting strains on global shipping). However, we expect 
the direction of inflation to be downwards in 2024.

Considering everything, we expect a positive environment for fixed 
income overall. However, as described above, we believe particular 
caution should be exercised in the high-yield segment. Active 
management will be the key to success. 
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