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EUROPE: FINISHED… OR JUST GETTING STARTED? 
 

If we compared lists of “what’s wrong with Europe?,” We’re sure we we’d agree on a lot. But if we 
compared lists of “what’s right with Europe?,” We suspect our lists would diverge.   

Why? Because we think: 

A. A lot more is going on in Europe that is moving it in the right direction 
B. Europe represents value not reflected in its price 

The main reason we might disagree is that currently there is a VORTEX OF NEGATIVITY about Europe so 
powerful and so pervasive that positive viewpoints just don’t carry weight.  

Recent economic statistics have only validated the VORTEX OF NEGATIVITY: 

• Year-over-year European inflation at only 0.4% for October 
• German exports down −5.8% from July to August 
• German industrial production down −4% also from July to August 
• Overall euro-GDP flat year-over-year through the second quarter 

Executive Summary 

We think there are ten entrenched beliefs about Europe, which lead to extreme and/or downright 
wrong conclusions.  

These beliefs pre-suppose that Europe: 

1. Is in the thrall of German-inspired “austerity” that is killing its growth prospects 
2. Is incapable of real structural change—especially in regards to state spending or labor 
3. Is a rigid, ‘’old economy,’’ not an innovative economy reinventing itself 
4. Is a fragmented collection of healthy (core, northern) and sick (peripheral, southern) 

countries 

November 1, 2014  1 



UNIO CAPITAL | White Paper 

5. Is run by “small-ball,” parochial national leaders, not the big-league inventors of a new mega- 
power 

6. Is a monetary union that needs— but will never attain—a fiscal and political union 
7. Has a central bank—the ECB—with good intentions but under-powered policies 
8. Is, and will always be, a growth laggard when compared to the United States 
9. Is flirting with Japanese-style deflationary sclerosis that may last decades 
10. Is making a false bet on being an export powerhouse—but to whom will it export in a slow-

growth world? 

The elevator-speech summary of the above?: “Europe sucks. Caveat Investor!” 

However, in our view, the VORTEX OF NEGATIVITY is overdoing it. And, by overdoing it, it is creating a 
condition of TOTAL AGREEMENT (in this case, total agreement by the overwhelming majority of 
intelligent observers that Europe is a no-growth basket-case).  

It is out of such a condition of TOTAL AGREEMENT that all opportunity springs. Step aside for just a 
moment from the VORTEX OF NEGATIVITY and look at 10 things going right with Europe. 

1. The state, and its spending machine, is being restructured 
2. Labor laws are changing, making labor more subject to market realities 
3. Serious current account deficits are morphing into surpluses 
4. Exports are accelerating 
5. The Euro is weakening 
6. Foreign direct investment is also rising 
7. The ECB is throwing serious monetary resources to counter slow growth 
8. European banks are stronger and positioned to lend 
9. From a macroeconomic standpoint, European stocks are comparatively good values 
10. From a stock-picking standpoint, there are plenty of European companies that are gems 

 #1: the state, and its spending machine, is being restructured 

All the talk you hear about “austerity” and that wonderful euphemism, “fiscal consolidation” (aka 
“permanent spending cuts”), is about Europe moving toward a less spendthrift, less out-of-control 
state sector.   

Recall that the crisis of 2010–12, which almost killed the Euro and Europe, was a crisis of governments 
that were technically bankrupt or close to it: Greece, Ireland, Portugal, Spain, and Italy. It was a 
sovereign debt crisis, not a sub-prime housing crisis as in the US.  

That crisis drove home to the Europeans the sobering reality that the era of state expansion, and the 
spending that flows out of it had reached a limit. That was a very big realization for the continent that 
invented the pervasive modern state.   

Look at the chart below (fig. 1) which shows the initial progress Europe is making in reining in state 
spending toward a goal of state debt no greater than 60% of GDP. It is a stunning picture of progress. 
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Fig. 1. Fiscal Balances, 2008–18: Cyclically-Adjusted Balance in the Euro Area 
(Percent of potential GDP) 

Source: IMF staff estimates 

A reasonable argument is made—especially by US Keynesian economists—that Europe needs 
stimulus not austerity. Look at how well it’s worked for the US!  

In European—especially German—eyes, the problem with Keynesian stimulus is that it would put 
Europe right back where it was before the sovereign debt crisis almost blew it up. Thoughtful voices in 
Europe have an alternative: an investment growth plan led by a huge infrastructure program. 

We’ll see what combination of austerity and growth wins out.1 

But from the investor’s point of view, the big deal is that European countries are slowly and 
permanently restructuring their state apparatuses—making them operate more within their means and 
thereby reducing the future tax burden on the private sector. 

#2: labor laws are changing—making labor more subject to market realities 

It wasn’t long ago—the decade leading up to the Global Financial Crisis of 2007–9—when European 
wages were routinely rising faster than productivity and when it was considered impossible for the 
public or private sectors to restructure jobs or downsize work forces. 

Today that is changing. Countries such as Portugal, Spain, Ireland, Italy, and even France are reducing 
the power of the unions in deciding layoffs and allowing employers flexibility in hiring temporary 

1 The IMF, for example, published its recommendations in its October World Economic Outlook: a combination of 
accommodative monetary policy; strengthened bank and corporate balance sheets; a completed banking union; 
and executed structural reforms. 
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workers. Look at this OECD chart (fig. 2). The blue bars for six countries (Portugal, Greece, Spain, Italy 
and to a lesser degree the UK and France) show a reduction in 2013 in union impediments to dismissing 
workers when compared with the grey bars that represent the situation in 2008. 

Fig. 2. Strictness of Employment Protection: Individual and Collective Dismissals 
(Regular Contracts, lower is better) 

 

 
 

 

Source: OECD 

In the peripheral countries of the Eurozone, one of the immediate consequences of this deregulation 
has been a significant drop in wages. It is painful. It is decried. But it is paving the way to a positive 
feedback cycle that attracts foreign direct investment, increases exports, and thereby increases 
employment.  Look at the downward slope of 5 countries’ unit labor costs on the next page (fig. 3). 

  

Portugal Greece Spain Italy UK France Germany Japan US
2008 3.51 2.85 2.66 3.03 1.71 2.87 2.98 2.09 1.17
2013 2.69 2.41 2.28 2.79 1.62 2.82 2.98 2.09 1.17
Var -24% -15% -14% -8% -6% -2% 0% 0% 0%
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Unions less involved in dismissals 

in peripheral Euro countries 

In Portugal, unions were involved in almost 25% fewer dismissals in 2013 vs. 2008 

FLIP TO NEXT PAGE 
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Fig. 3. Unit Labor Costs and Labor Productivity (2003–13) 
(Employment Based, Total Economy) 

 
Source: OECD 

Italy is at the epicenter of what’s going on. 

On September 29th, Italy’s Prime Minister, Matteo Renzi—affiliated with the Democratic Party, largely 
heir to the Communist Party—won a vote on a broad range of proposals for reforming the labor market. 
This included cuts to the extension of jobless benefits, ended the “job for life’’ guarantee of  senior civil 
servants, reduced job protection for permanent workers (Article 18), and allowed temporary workers 
to be used for 3 years for up to 20% of the workforce. This is a pretty amazing proposal for anyone 
observing Italy for the past few decades. 

France (of all places) has begun to reduce the non-wage costs of employment by €40 billion (funded 
by a €50 billion cut in government spending, of which €9 billion has already happened).  

It also reached an agreement with most of the major unions to allow employers to cut wages and 
working hours during recessionary periods.  

Even the rhetoric has changed: the new Prime Minister, Manuel Valls, is an outspoken critic of the 35 
hour week. He has recently suggested that the word “Socialist” be removed from the French Socialist 
Party’s name—the party with which he is affiliated. And he has also remarked that there is “no longer 
an alternative to the capitalist system and market economy.” 

All these labor reforms will be difficult slogging. But they are being attempted.  

Perhaps most importantly there is a sense in the public mood that there is no other choice but to 
proceed. If these reforms for more flexibility succeed, lower unemployment will eventually be one of 
their benefits as the US has already proven from its own labor experience. 
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#3: serious current account deficits are morphing into surpluses 

One feature of the sovereign debt meltdown of 2010–12 was that countries like Greece and Spain had 
the dreadful combination of high debts to creditors outside their countries with large current account 
deficits. They owed money but weren’t earning the wherewithal to pay what they owed.  

Today, at the cost of high unemployment, these current account deficits have disappeared. Look at the 
rising lines. Once below zero, they are now largely above zero or getting close: 

Fig. 4. Serious Current Account Deficits are Morphing into Surpluses 
(Percent of GDP) 

 
Source: Bloomberg 

And take a look at the next chart (fig. 5). The red bars: the current account balance for 1998–2008—
with a largely negative tilt. The blue bars: for 2012—showing a market diminishment of current account 
deficits. And the squares: showing the expectation for surpluses for the 2013–15 period: 
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Fig. 5. Current Account Balances: Euro Area and Member States 
(Percent of GDP) 

 
Source: ECB 

#4: exports are accelerating 

Another consequence of these reformist policies has been rising exports. As the chart on the next page 
(fig. 6) shows, exports snapped back after the 2007–9 crisis, then leveled off in 2011–12, and now, for 
all countries except Greece and France, are again on an uptrend. 

  

FLIP TO NEXT PAGE 
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Fig. 6. Export Growth 
(Normalized at 2005 Prices) 

 
Source: Bloomberg 

#5: the Euro is weakening 

Adding to this export strength and supporting it for the future, was the ECB’s decision this past May to 
begin to manage its balance sheet in a way that led inevitably to the weakening of the Euro. In May of 
this year, the Euro equaled 1.39 US dollars. As of October 31, it’s a bit above 1.25 to the US dollar—a 
10% decline. 

Fig. 7. The Euro in Decline vs. the US Dollar 
(Spot Price) 
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Source: Bloomberg 

This Euro weakness, unsurprisingly, is expected to boost corporate sales and profit margins flowing 
through to improving GDP and higher inflation. The following table (fig. 8) shows the expected 
additions to GDP and inflation over the next 5 years coming from the Euro’s current depreciation 
(which, by the way, we believe will continue):  

Fig. 8. Impact of the Euro on GDP 
(GDP and HICP Relative to Baseline) 

Sustained 10% depreciation of the currency 

GDP Year 1 Year 2 Year 3 Year 4 Year 5 
US 0.5 1.0 1.1 0.8 0.4 
Japan 0.4 0.8 1.2 1.5 1.6 
Euro area 0.7 1.3 1.7 1.8 1.6 
      
CPI Year 1 Year 2 Year 3 Year 4 Year 5 
US 0.3 0.4 0.9 1.1 0.9 
Japan 0.4 0.5 0.7 0.8 0.8 
Euro Area 0.3 0.7 1.0 0.9 0.9 
      
Source: OECD 

#6: foreign direct investment is also rising 

If European countries are, on balance, moving in the right direction, FOREIGN DIRECT INVESTMENT (FDI) 
ought to be growing—and it is. It has been doing so in most countries from 2012–13. France is an 
exception, which is one reason the French are finally beginning to change. By contrast, two of the 
strongest reformers—Spain and Ireland—have been among the biggest attractors of FDI. See fig. 9 
below: 

Fig. 9. The 15 Largest European FDI Recipients in 2013 
(FDI Inflows, USD bn) 

 

Source: UNCTAD   
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#7: the ECB is throwing serious monetary resources to counter slow growth 

Although skepticism abounds, the ECB led by Mario Draghi is on the move again.  

He is on the move to expand the ECB’s balance sheet by €1 trillion, likely within a year. He intends to 
do that by buying covered bonds and newly-created Asset-Backed Securities made up of existing and 
new loans by European banks to small-and-medium-sized enterprises (SMEs) across Europe. 

Why is this important and what does this mean? 

In Europe, 98% of the firms are SMEs. They employ 75% of workers. They generate 60% of economic 
value-added. 

SMEs fund themselves largely through borrowing from banks, not as much through equity, or public 
debt issuance as they do in the US. 

The ECB’s new programs are a fantastic deal for the banks and SMEs: 

• First, banks stand to make exceptionally-high ROEs on any new loans they make because they 
can borrow (fund themselves) from the ECB through a program called the TLTRO (Targeted 
Longer-Term Refinancing Operation) at very low (almost zero), virtually-fixed (4-year) rates 
in unlimited amounts. 

• Second, banks can make new loans to a wide variety of credits, including lower-quality credits, 
in all Eurozone countries using this attractive funding. 

• Third, banks can offload these loans to the ECB through Asset-Backed-Security (ABS) 
packages that bundle them up and sell them at a discount to the ECB—taking all the risk off 
bank balance sheets. 

• Fourth, while we don’t know the details of the mechanics of these loans, it is likely that banks 
will keep all the up-front fees and some portion of the high spreads (between their low TLTRO 
funding costs and the interest rate of the loan). 

SMEs pretty much get as much access to capital as they need with the ECB as their backstop. 

Because of this program, credit eases. SMEs have more capital and more means to expand. 

We believe the program, about which there is huge skepticism, will become all the more effective 
because of two developments: 

1. The ECB has concluded its very thorough bank asset quality review and  stress tests, so most 
of the banking system is capitalized enough to be ready to lend  

2. As of November 4th, the ECB will become Europe’s primary bank overseer 

Most sophisticated observers are doubters. SMEs won’t borrow. Banks won’t lend. The ABS program—
new to Europe—will grow slowly. 

We understand the skeptics’ arguments. However, we point out two facts.  

First, from mid-2010 to early-2012 you couldn’t find anyone who believed Draghi could turn around 
the sovereign debt and banking crisis. That’s when 10-year Italian and Spanish bonds were breaching 
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7% (today 2.3% for Italian and 2.1% Spanish bonds). Look in the chart below (fig. 10) at the sharp decline 
of sovereign CDS2 spreads (blue line) and bank CDS spreads (red line) as a result of Draghi’s policies 
from 2012 to the present. 

Fig. 10. Stressed Euro Area: Bank and Sovereign CDS Spreads (2010–13) 
(Percent Spread Over Risk-free) 

 
Source: ECB 

Second, as we write this piece (on October 31), Messrs. Abe, the Prime Minister, and Kuroda of Japan’s 
Central Bank have shocked the yen downwards and the Japanese stock market upwards with twin 
announcements about much looser monetary policy and the intent by Japan’s public pension fund (the 
GPIF) to invest both in Japanese and foreign equities. Twenty-four hours ago it was easy to find 
sophisticated investors who believed the Abe restructuring program was finished.   

The point is: beware of listening slavishly to skeptics when a major central bank like the ECB has set 
itself a very clear objective and when the very economic survival of Europe is at stake. 

#8: European banks are stronger—and positioned to lend 

We think the October 26th announcement by the ECB of the Asset Quality Review (AQR) and the 
stress tests of Europe’s banks was a watershed. We think the AQR and the stress tests were demanding, 
thorough, and credible. They were broad-based—covering 80% of European banks by assets. We know 
most banks legitimately passed the test and the rest will fall into line soon, either by raising capital or 
by selling themselves. 

We also know the following four things, pictorially set forth in the charts below (figs. 11–15). 

2 CDS: Credit Default Swap 
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(#1) Banks’ assets—bad assets—have been reduced and bank balance sheets liquefied (fig. 11).   

Fig. 11. Euro Area Banking Sector Balance Sheet 
(€ bn) 

 
Source: Credit Suisse 

One impressive example: Spanish banks have written off more than €300 billion and 48 out of 50 
Caixas have closed or merged. These are quite amazing numbers. 

(#2) Banks’ capital has strengthened (fig. 12) to the tune of €203 billion (fig. 13). 

Fig. 12. Euro Area Bank Capital and 
Reserves 
(Percent of Banking Sector Balance Sheets) 

 
 
Source: Credit Suisse 

Fig. 13. Balance Sheet Strengthening by 
Euro Area Banks (Jul. 2013-Aug. 2014) 
(€ bn) 

TOTAL €203 bn 
Of which:  
Gross Equity issuances €60 bn 
CoCo issuances €32 bn 
Internal capital generation €44 bn 
Asset sales and other measures €67 bn 

Sources: ECB, National Competent Authority 
(Supervisors)
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(#3) Lending rates have declined across the board—in core, semi-core and peripheral countries (fig. 
14). And (#4) credit is easing, paving the way to higher levels of lending (fig. 15). 

Fig. 14. New Lending Rates 
(Loans of 1–5 Year Duration, below €1 bn) 

 
Source: Credit Suisse 

Fig. 15. ECB Bank Lending Survey 
(Availability of Credit to Firms) 

 
Source: Credit Suisse, ECB

 

#9: from a macro standpoint, European stocks are comparatively good values 

Despite the decline in interest rates and monetary easing, European equities have not kept pace with 
their US counterparts. The main reason: Europe’s restructuring and easing has not been accompanied 
by a growth plan. As a result, as they have languished on a relative basis, the value of European equities 
has improved. For example, as the broad-brush table below (fig. 16) illustrates: 

• Europe’s Total Enterprise Value (TEV) is 0.77x Total Revenues (Rev.) versus 1.03x for the US 
• Europe’s TEV to EBITDA is 7.9x versus 11.1x for the US 
• Europe’s Price-to-Book Value (P/BV) is 1.48x compared with 2.18x for the US 

Fig. 16. Key Financial Metrics: Europe vs. US 
(USD tn) 

 TEV Rev. EBITDA TEV/Rev. TEV/EBITDA P/BV 
Europe 15.4 tn 20.1 tn 2.8 tn 0.77x 7.9x 1.48x 
US 21.4 tn 20.9 tn 2.7 tn 1.03x 11.1x 2.18x 

Source: S&P Capital IQ 
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#10: from a micro standpoint, there are plenty of European companies that are gems 

Although we won’t get into investment ideas in communications like these, what we can say is that 
from a stock-picking perspective, where we do most of our daily work, there are plenty of excellent 
European companies that meet the kind of high-quality, global standards we are after. 

As a general statement, the most interesting are not the biggest and best known ones but rather 
companies with revenues in the $1–5 billion range. And for people like us who are interested in “under-
researched, under-appreciated or misunderstood” companies, which are nonetheless leaders in an 
industry or in a region, this makes for good investment fishing. 

Conclusion: opportunity for the careful, the patient, and the insightful 

Europe is not yet a place where you can shoot fish in a barrel from an investment standpoint. But it is 
a place where you can fish effectively if you know where the fishing holes are, what flies to use, and 
when to cast.  

Yes, it’s got all these problems that have got people focused on the VORTEX OF NEGATIVITY we referred 
to at the outset. These are non-trivial execution-risk problems, which we treat with great respect. 

Notwithstanding these problems, Europe is in much better condition than it was before the 2007–09 
crisis.  

Its renewal has been generally underappreciated. And, in our view, it is a matter of time before these 
changes are reflected in positive growth and employment data.  

With so much slack in the economy it can be argued that any upswing will be longer and faster. At this 
point more negative news out of Europe would surprise no one. But everyone would be surprised by 
positive news.  

All we’re saying is that the foundation for positive news has been laid and it is being built upon with 
every passing day. — UNIO RESEARCH
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Nothing set forth herein shall constitute an offer to sell any securities or constitute a solicitation of an offer to 
purchase any securities.  Any such offer to sell or solicitation of an offer to purchase shall be made only by formal 
offering documents, which include, among others, a confidential offering memorandum, operating agreement, 
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risks of investing which are material to any decision to invest in the UNIO ALL-SEASONS FUND. 

No information is warranted by UNIO CAPITAL or its affiliates or subsidiaries as to completeness or accuracy, express 
or implied, and is subject to change without notice.  This document contains forward-looking statements, including 
observations about markets and industry and regulatory trends as of the original date of this document. 
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are cautioned not to place undue reliance on such statements. No party has an obligation to update any of the 
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These materials should only be considered current as of the date of publication without regard to the date on which 
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without prior notice. 
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