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Investing in Europe is not fashionable these days. Pessimism around the Old Con-

Insights
tinent’s prospects are commonplace. Stalling growth, high energy prices, an unattrac- > Sp(,)eglight
tive cost structure and a dearth of innovation are most frequently cited when arguing Equities
the case against investing in Europe. While the US is seemingly inventing the future, Fixed Income
Europe is thought to be living off its past. It is true that such a view would at least Multi Asset
superficially be supported by the performance track record of the European equity Systematic Solutions
market. Indeed, when looking at the past fifteen years, the headline return numbers Overlay
are not particularly awe enticing. In fact, most global markets and certainly the most ESG
considered global benchmarks outperformed the European market significantly.
While this is important, it is only part of the story. Also true is that significant subsets Spotlight offers insights into the Berenberg
of the European market performed excellently over the last two decades and deliv- product universe and highlights key opics related
ered returns that stack up much more favourably in a global comparison. What’s 1o current market developments.

more, these subsets, driven by their structural growth, are gaining ground, and are
becoming more important for the overall market. Therefore, we believe that contrary
to the public perception the European equity market is becoming more attractive, not
less.

Figure 1: Total Return Indices of different equity benchmarks
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In a new report series, we seek to address this disconnect. We will look at European
equity performance over the past couple of decades, explain what has driven the
subdued result and highlight which subsets of the market have worked well. Finally,
we will argue that although European indices cannot match other markets’ growth
credentials, a selective approach to investing in Europe would have delivered highly
attractive results. We thus make the case for focusing on Europe’s strengths. We
firmly believe, and seek to demonstrate, that across multiple global industries, Eu-
rope occupies positions of enormous comparative advantage. These are industries
with significant structural growth tailwinds at their back and thus a promising future
ahead.
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A lack of earnings growth at the heart of Europe’s woes

The main culprit for the underperformance of the European market is easily found.
A comparison of earnings trends on an index level show Europe woefully lagging
her global peers. When benchmarking today’s earnings for the MSCI Europe (meas-
ured as 12-month forward EPS consensus expectations) against the peak in 2008,
one finds that Europe after all those years still has not managed to surpass that level.
In other words, Europe has seen negative earnings growth over more than fifteen
years. This is underwhelming by itself but particularly striking when contrasted with
the significant earnings growth observed for the S&P 500. This picture holds direc-
tionally even when excluding the extensive share repurchases seen in the US over
that timeframe.

Figure 2: 12M forward consensus EPS on an index level
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A secondary effect explaining European underperformance is found in the differing
valuation that investors are willing to ascribe to the Furopean market and global
peers. When comparing Europe’s 12-month forward Price-Earnings-ratio today with
the period leading up to the Global Financial Crisis, valuations are at best on the
same level and at worst on a lower level than they were back then. This is markedly
different for the MSCI World or the S&P 500. Both have seen a valuation re-rating
over those years, providing a tailwind to the index returns.

Figure 3: 12M forward consensus PE ratio on an index level
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The wrong sector exposure — playing the wrong game with the wrong team
Europe is often said to be rich of industries which are at best mature and at worst
structurally challenged. Europe’s sluggish earnings growth over the past fifteen years
is indeed a function of the European market over indexing on sectors that experi-
enced significant structural headwinds since the Global Financial Crisis, while under
indexing on those sectors which saw the most significant tailwinds. Just before the
collapse of Lehmann shuck the world in September 2008, the European market had
a comparatively large Financials sector (c. 5pp more than the MSCI World) and thus
really bore the brunt of the crisis and its aftermath. As continuously declining interest
rates hit any bank’s bottom line, Europe’s market performance was worn down by
its extra-large Financials sector.

Figure 4: Relative sector weights of the MSCI Europe vs. MSCI World (in pp)
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Source: Berenberg, Bloomberg, 28.08.2008.

The other comparatively larger exposures in the European market, i.e., Utilities and
Materials, did not fare much better in the post-crisis lower-growth world. While, for
instance, the China-induced commodity Supercycle had still benefited Europe’s large
commodity sector in the runup to the crisis, this was no longer the case thereafter.
All three over indexing sectors delivered negative earnings growth over the course
of fifteen years, which is significantly worse than what the MSCI World delivered
merely on average. To add insult to injury, Europe under indexed exactly on the very
sector, Information Technology, which in the years after 2009 delivered a particularly
strong earnings growth.

Figure 5: EPS growth indexed to 100 in August 2008
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However, the wrong sector exposure is only part of the story. What is more, at least
on average the European corporates within both the structurally challenged and
highly attractive sectors could not match the earnings growth of their immediate
global peers. For instance, European Financials came out of the Global Financial
Crisis worse than their global peers. This is particulatly striking when considering
that the epicentre of the crisis had been the US. Over the ensuing years, European
banks had to face a different regulatory environment, greater competition, and a less
favourable interest rate environment than their peers across the Atlantic. Another
case in point is the Tech sector. While more than a handful of America’s Tech firms
emerged as global giants, no European Tech company took off in the same way. It
was again a more favourable regulatory environment, more readily accessible eatly-
stage financing and most importantly a much more cohesive market that allowed US
companies to really play out the network effects to their own advantage.

Figure 6: EPS growth indexed to 100 in August 2008
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European investment returns to write home about

Despite this unfavourable analysis, it would be unwise to ignore the fact that over
the past couple of decades it was possible to achieve highly attractive returns from
investing in Europe. A more selective investment approach, focused on sub-seg-
ments of the European market could have yielded investment returns that stack up
a lot better versus global peers. If one, for instance, considers proxies of those sub-
sets, i.e., the MSCI Europe Quality, Growth and Small Cap Index, the performance
track record looks much better and two of them can even get close to matching the
performance of the S&P 500.
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Figure 7: Total Return Indices
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Europe’s strengths and where to find them

The strong performance of these subsets of the European equity market speaks to
inherent strengths of the European continent. Of course, we cannot claim that Eu-
rope possesses tech giants of the kind one finds in the US. However, amidst areas of
weakness, the Old Continent does possess many world-leading companies that are
benefitting from strong structural tailwinds. These companies invest in the growth
opportunities provided by the market as well as the competitive positions to harness
those opportunities. Key is to focus on those few privileged companies, while weed-
ing out the rest. Sectors already provide a useful classification here. As a recent anal-
ysis from Goldman Sachs Research demonstrates, there exist stark differences be-
tween sectors’ investment levels. While Health Care and Tech companies in Europe
invest very large proportions of their cash flows into growth and R&D, Energy and
Basic Resoutrces companies invest hardly any cash. As we believe, over the longer
term, such investments are going to be key drivers of profit growth and business
success, we tend to focus on these sectors. The exception proves the rule, which in
this case is the Ultilities sector. The high investment rate in this sector is mainly driven
by renewables. However, we believe there are only few renewables businesses with
really attractive competitive positions and are thus sceptical as to how high the re-
turns will be on those investments.

Figure 8: Last 5-year growth investment ratio (Growth capex + R&D / CFO)
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Within the semiconductor industry, one encounters a different picture. Here invest-
ments will continue to yield very attractive returns. This year’s most prominent con-
versation topic, Artificial Intelligence, provides us with a case in point. While US
capabilities in this field received most of the limelight in this regard, there are many
European semiconductor companies that are inexorably tied to the rise of Al, with-
out which none of the optimistic forecasts that were recently making the rounds
would be achievable. As it happens, many of the most critical aspects of the indus-
try’s value chain are housed in Europe. Staying true to Europe’s long tradition
around equipment manufacturing excellence, it is semiconductor equipment from
Holland and Germany, which has emerged as the lynchpins of the entire industry.
The following two exhibits demonstrate that this pocket of European excellence de-
livered strong earnings growth. A significant share of that was, of course, driven by
the Dutch giant ASML, however as we can see, there are other smaller companies
that also benefit from strong structural growth.

Figure 9: EPS growth indexed to 100 in August 2008
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Source: Berenberg, Bloomberg, 20.09.2023.

Europe’s strengths go far beyond the semiconductor industry. In the Luxury industry
Europe is firmly established in the global lead with brands built over generations and
a heritage that is near impossible to surmount. However, these companies are also
innovative, think ahead and stay ahead. Similar tales can be told about European
Industrials, Health Care companies and of course Europe’s rich tapestry of Small
Cap companies. They are laden with innovative prowess and an entrepreneurial
spirit, offering investors attractive investment opportunities. These are tales that will
be told in subsequent editions. Here we merely want to emphasize that one should
not ignore these strengths, but instead we advocate an investment approach that
focuses on them.
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Final thought - Europe is getting stronger

Even as we continue to make the case for an active and selective investment ap-
proach that focuses on few pockets of strength, we want to counter the pessimists
by arguing that investing in Europe is today ore, not less attractive than it was 15
years ago. The compounding effect of Europe’s strength has done its work, and will
continue to do so, increasing the importance and index weights of those structurally
attractive sectors, while more challenged industries have shrunk in size. Europe to-
day has its largest overweight in Staples, Industrials and Healthcare. These are sec-
tors, where European corporates do possess strong competitive positions and that
benefit from the structural tailwinds. The Financials sector overweight versus the
global benchmark has also been reduced in size. Only Europe’s Tech underweight
has actually been increased by the significant growth seen in the US. However, this
also means that Europe today is also a lot less concentrated than other markets,
which comes with its own advantages.

Figure 10: Sector exposures MSCI Europe vs. MSCI World (in pp)
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Source: Berenberg, Bloomberg, 20.09.2023.
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IMPORTANT NOTES

This information is a marketing communication. This information and references to issuers, financial instruments or financial products do not
constitute an investment strategy recommendation pursuant to Article 3 (1) No. 34 Regulation (EU) No 596/2014 on market abuse (market
abuse regulation) nor an investment recommendations pursuant to Article 3 (1) No. 35 Regulation (EU) No 596/2014, both provisions in
connection with section 85 (1) of the German Securities Trading Act (WpHG). As a marketing communication this document does not meet all
legal requirements to warrant the objectivity of investment recommendations and investment strategy recommendations and is not subject to the
ban on trading prior to the publication of investment recommendations and investment strategy recommendations. This document is intended
to give you an opportunity to form your own view of an investment. However, it does not replace a legal, tax or individual financial advice. Your
investment objectives and your personal and financial circumstances were not taken into account. We therefore expressly point out that this
information does not constitute individual investment advice. Any products or securities described may not be available for purchase in all
countries or only in certain investor categories. This information may only be distributed within the framework of applicable law and in particular
not to citizens of the USA or persons resident in the USA. The statements made herein have not been audited by any external party, particularly
not by an independent auditing firm. Any future returns on fund investments may be subject to taxation, which depends on the personal situation
of the investor and may change in the future. Returns on investments in foreign currencies may increase or decrease due to currency fluctuations.
The purchase, holding, conversion or sale of a financial instrument, as well as the use or termination of an investment service, may give rise to
costs that affect the expected income. In the case of investment funds, you should always make an investment decision on the basis of the sales
documents (key investor document, presentation of past performance, sales prospectus, current annual, if applicable, semi- annual report), which
contain detailed information on the opportunities and risks of the relevant fund. In the case of securities for which a securities prospectus is
available, investment decisions should always be made on the basis of the securities prospectus, which contains detailed information on the
opportunities and risks of this financial instrument, otherwise at least on the basis of the product information document. An investment decision
should be based on all characteristics of the fund and not just on the sustainability-related aspects. All the aforementioned documents can be
obtained from Joh. Berenberg, Gossler & Co. KG (Berenberg), Neuer Jungfernstieg 20, 20354 Hamburg, Germany, free of charge. The fund
sales documents and the product information sheets for other securities are available via a download portal using the password »berenberg« at
the Internet address https://docman.vwd.com/portal/berenberg/index.html. The sales documents of the funds can also be requested from the
respective investment management company. We will be pleased to provide you with the specific address details upon request. A fund investment
involves the purchase of shares in an investment fund, but not a specific underlying asset (e.g. shares in a company) held by that fund. The
statements contained in this document are based either on own company sources or on publicly accessible third-party sources, and reflect the
status of information as of the date of preparation of the presentation stated below. Subsequent changes cannot be taken into account in this
document. The information given can become incorrect due to the passage of time and/or as a result of legal, political, economic or other
changes. We do not assume responsibility to indicate such changes and/or to publish an updated document. For important disclosures and
information on index- and market data, see https://www.berenberg.de/en/legal-notice/license-notice/. Past performance, simulations and fore-
casts are not a reliable indicator of future performance. Please refer to the online glossary at www.berenberg.de/glossar for definitions of the
technical terms used in this document. For investors in Switzerland: The fund‘s domicile is Luxembourg. The fund is qualified for distribution
to non-qualified investors in Switzerland. The paying agent in Switzerland is Tellco AG, Bahnhofstrasse 4, CH-6430 Schwyz and the representa-
tive is 1741 Fund Solutions AG, Burggraben 16, 9000 St. Gallen, Switzerland. The prospectus including the general and specific terms, the key
investor information document (KIID) as well as the annual and semi-annual report of the fund may be obtained free of charge and in German
language from the aforementioned representative (Phone +41 58 458 48 00). For shares distributed in or from Switzerland place of execution

and jurisdiction is at the representative’s registered office.
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