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European Valuations

Although equity market valuations never became as stretched in the European markets as they
did in the States, they have shared in the pain of mean reversion as technology and telecom sector
earnings have been revised downward and investors forced to reappraise their earlier optimism.  In light
of the markets' recent volatility, we thought it might be useful to revisit valuation levels in U.K. and
Europe ex U.K. equity markets to see where they stand today.

Our dividend discount model indicates that U.K. equities are currently fairly valued whereas
continental European equities are slightly undervalued.  To be more precise, U.K. equities are 9.6%
undervalued and Europe ex U.K. equities are -26.9% undervalued.  We view any reading between +/-
20% as too low to provide meaningful indicators of over/undervaluation.

Share prices are determined by corporate earnings and the multiple investors are willing to assign
to those earnings, which, in turn depends on the level of interest rates.  Over the course of the last 12
months, a steady increase in European (including U.K.) corporate earnings has been offset by a contraction
in the multiple investors have been prepared to pay�a result of their becoming more risk-averse in
response to rising economic uncertainty.  However, it is worth noting that our valuation model takes as
given analysts' consensus earnings estimates, and although these have been steadily slashed since early
last year, they remain high by historical standards.  For example, the I/B/E/S 12-month forward consensus
earnings growth estimates are 10.3% for the FTSE All-Share Index and 14.0% for Europe ex U.K. (see
Notes on the Data), and these are used as base case assumptions for our model.

Yields on U.K. and Euro-zone government bonds have fallen 60 and 57 basis points, respectively,
over the last year, as measured by the J.P. Morgan U.K. Government Bond and J.P. Morgan German
Government Bond indexes.  Other things being equal, such a move enhances the fair value of the markets
because the present value of future cash flows rises. The equity risk premium, defined as the difference
between the return on equity and the return on risk free assets, is subject to considerable debate, given
that it varies greatly from one period to another, and from country to country over the same time period.
Here (as so often) history provides no reliable guide to the future and there seems no viable method of
predicting what the premium might be going forward.  Attempts to do so should be acknowledged as
educated guesses.  For this analysis, we have adopted the low end of a 3% to 4% guesstimate, cited in
ABN Amro's "Millenium Book II."

The net result of the negative impact of lower earnings estimates and contracting valuation
multiples and the positive impact of lower interest rates and lower share prices is a more defensible
market price, both for the United Kingdom and Europe ex U.K., relative to underlying fundamentals.
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However, since we are at the beginning of the 2001 forecast year, we would expect to see earnings
estimates trimmed in the months ahead, as systemic analyst optimism is winnowed from forecasts.  If we
assume, as an alternative case, that earnings for both the United Kingdom and Europe ex U.K. come in at
7% (which corresponds to the estimated long-term average annual growth rate1  for both markets), and
hold constant our equity risk premium assumption, then our dividend discount model would price these
two markets at 20.9% and 29.9% overvalued.  Similarly, if we were to assume an equity risk premium of
2% rather than 3%, while continuing to rely on current I/B/E/S earnings estimates, then the model would
compute that the U.K. market is 25.6% and Europe ex U.K. 40.0% undervalued.  Such dramatic shifts in
valuations highlight the model's sensitivity to different input assumptions, and is a reason why such
models should not be used as market timing indicators.  Tables A and B provide further valuation sensitivity
analysis under differing equity risk premium and earnings growth assumptions.

A dividend discount model can also be used to derive the equity risk premium implicit in the
assumption that the market is fairly valued.  Using I/B/E/S short-term estimates, the ex-ante equity risk
premium for the United Kingdom is now 3.6%, and that of Europe ex U.K., 4.8%. In other words, for
continental Europe, this suggests that equities will outperform bonds by 4.8%, as long as earnings grow
at 14.0% and bond yields are unchanged.

Although our model infers that valuation levels appear more appealing in continental Europe
than in the United Kingdom, suggesting that the U.K. market might be more susceptible to further earnings
disappointments, recent evidence suggests the gap is narrowing.  In addition, in seven out of ten sectors,
the U.K. market is trading at more attractive multiples to 12-month forward earnings.

In the last 12 months there have been significant negative earnings revisions throughout Europe,
particularly in Scandinavian markets, where tech/telecom companies constitute a significant portion of
equity markets.  In Finland and Sweden, I/B/E/S 12-month forward estimates have been slashed in half
since February 2000, from 21% in both markets to 10% and 9% respectively.  At present, the highest
earnings growth estimates are in the two continental heavyweights, France and Germany, for which
I/B/E/S 12-month forward estimates are only slightly down from earlier levels, at 18% and 17%
respectively.

Dividend Discount Models help provide an understanding as to the dynamic of the markets and,
as with most valuation tools, the worth lies in the questions they raise.  What has caused the model to
assign a fair value 30% lower than last year?  Is it because of higher interest rates or lower earnings
estimates?  How sensitive is any given model's output to changes in one input variable?  The model is
most useful when the assumptions are kept constant so that shifts in the market are made apparent.

1  1960-2000.



European Market Comment 4 February 28, 2001

 Notes on the Data

I/B/E/S does not calculate estimates for regions and therefore our short-term earnings growth
assumption for Europe ex U.K., 14.0%, has been calculated by aggregating country estimates according
to weights in the MSCI Europe ex U.K. Index.  Portugal, representing 1.2% of the index, has been
excluded because no I/B/E/S estimate was available.

I/B/E/S estimates for sector earnings growth are calculated for the FTSE UK Index and the
FTSE Europe ex U.K. Index, which, although not 100% comparable with previous estimates, highlights
the general sector trends.



European Market Comment 5 February 28, 2001

B
as

e 
C

as
e 

A
ss

um
pt

io
ns

B
as

e 
C

as
e 

R
es

ul
ts

Cu
rre

nt
 e

ar
ni

ng
s 

de
riv

ed
 fr

om
 tr

ai
lin

g 
P/

E 
ra

tio
.

D
D

M
 F

ai
r V

al
ue

 =
 3

17
3.

75
Te

n-
ye

ar
 e

ar
ni

ng
s 

gr
ow

th
 o

f 1
0.

3%
.  

I/B
/E

/S
 1

2m
 fo

rw
ar

d 
co

ns
en

su
s 

es
tim

at
es

.
In

de
x l

ev
el

 a
s 

of
 2

8 
Fe

b 
20

01
 =

 2
86

8.
00

Ri
sk

 F
re

e 
Ra

te
 o

f 4
.7

0%
, t

he
 y

ie
ld

 o
n 

J.P
. M

or
ga

n 
U

.K
. G

ov
t B

on
d 

In
de

x.
M

ar
ke

t u
nd

er
va

lu
at

io
n 

= 
-9

.6
%

Eq
ui

ty
 R

is
k 

Pr
em

iu
m

 o
f 3

.0
%

.

Eq
ui

ty
 R

is
k

M
od

el
 in

di
ca

te
s 

fa
ir

Pr
em

iu
m

Ea
rn

in
gs

 G
ro

w
th

va
lu

e 
w

ith
 e

ar
ni

ng
s

1.
0%

3.
0%

5.
0%

7.
0%

9.
0%

11
.0

%
13

.0
%

15
.0

%
17

.0
%

19
.0

%
gr

ow
th

 ra
te

 o
f

0%
25

64
.3

31
07

.5
37

61
.4

45
46

.3
54

86
.1

66
08

.1
79

44
.1

95
30

.9
11

41
0.

4
13

63
1.

1
2.

2%
11

.8
%

-7
.7

%
-2

3.
8%

-3
6.

9%
-4

7.
7%

-5
6.

6%
-6

3.
9%

-6
9.

9%
-7

4.
9%

-7
9.

0%

1%
20

29
.6

24
46

.8
29

47
.9

35
48

.3
42

66
.0

51
21

.5
61

38
.9

73
45

.8
87

73
.7

10
45

9.
2

4.
7%

41
.3

%
17

.2
%

-2
.7

%
-1

9.
2%

-3
2.

8%
-4

4.
0%

-5
3.

3%
-6

1.
0%

-6
7.

3%
-7

2.
6%

2%
16

62
.2

19
93

.4
23

90
.3

28
65

.1
34

31
.6

41
05

.8
49

06
.6

58
55

.2
69

76
.3

82
98

.3
7.

0%
72

.5
%

43
.9

%
20

.0
%

0.
1%

-1
6.

4%
-3

0.
1%

-4
1.

5%
-5

1.
0%

-5
8.

9%
-6

5.
4%

3%
13

96
.0

16
65

.5
19

87
.8

23
72

.4
28

30
.6

33
75

.0
40

20
.6

47
84

.5
56

86
.2

67
48

.3
9.

2%
10

5.
4%

72
.2

%
44

.3
%

20
.9

%
1.

3%
-1

5.
0%

-2
8.

7%
-4

0.
1%

-4
9.

6%
-5

7.
5%

4%
11

95
.6

14
19

.1
16

85
.7

20
03

.3
23

80
.9

28
28

.8
33

59
.2

39
85

.8
47

24
.7

55
93

.9
11

.2
%

13
9.

9%
10

2.
1%

70
.1

%
43

.2
%

20
.5

%
1.

4%
-1

4.
6%

-2
8.

0%
-3

9.
3%

-4
8.

7%
M

od
el

 in
di

ca
te

s 
fa

ir
va

lu
e 

w
ith

 e
qu

ity
 ri

sk
-0

.4
%

0.
3%

1.
1%

2.
0%

2.
9%

3.
9%

5.
0%

6.
1%

7.
2%

8.
4%

pr
em

iu
m

 o
f

M
ar

ke
t o

ve
rv

al
ue

d 
(F

V 
> 

20
%

)
M

ar
ke

t f
ai

rly
 v

al
ue

d 
(-2

0%
 <

 F
V 

< 
20

%
)

M
ar

ke
t u

nd
er

va
lu

ed
 (F

V 
<-

20
%

)

T
ab

le
 A

D
IV

ID
E

N
D

 D
IS

C
O

U
N

T
 M

O
D

EL
 V

A
LU

A
TI

O
N

S 
U

N
D

E
R

 V
A

R
Y

IN
G

 A
SS

U
M

PT
IO

N
S

Fa
ir 

V
al

ue
 a

nd
 O

ve
r-

 (U
nd

er
-) 

Va
lu

at
io

n 
of

 th
e 

FT
SE

 A
LL

-S
H

A
R

E
 IN

D
E

X
U

nd
er

 V
ar

yi
ng

 E
qu

ity
 R

is
k 

Pr
em

iu
m

 a
nd

 E
ar

ni
ng

s 
G

ro
w

th
 A

ss
um

pt
io

ns



European Market Comment 6 February 28, 2001

B
as

e 
C

as
e 

A
ss

um
pt

io
ns

B
as

e 
C

as
e 

R
es

ul
ts

C
ur

re
nt

 e
ar

ni
ng

s 
de

riv
ed

 fr
om

 tr
ai

lin
g 

P/
E 

ra
tio

.
D

D
M

 F
ai

r V
al

ue
 =

 1
27

7.
72

T
en

-y
ea

r e
ar

ni
ng

s 
gr

ow
th

 o
f 1

4.
0%

. A
gg

re
ga

te
 o

f I
/B

/E
/S

 1
2m

 fw
d 

co
ns

en
su

s 
co

un
tr

y 
es

tim
at

es
.

In
de

x l
ev

el
 a

s 
of

 2
8 

Fe
b 

20
01

 =
 9

33
.8

78
Ri

sk
 F

re
e 

Ra
te

 o
f 4

.8
3%

, t
he

 y
ie

ld
 o

n 
J.P

. M
or

ga
n 

Ge
rm

an
 G

ov
t B

on
d 

In
de

x.
M

ar
ke

t u
nd

er
va

lu
at

io
n 

= 
-2

6.
9%

Eq
ui

ty
 R

is
k 

Pr
em

iu
m

 o
f 3

.0
%

.

Eq
ui

ty
 R

is
k

M
od

el
 in

di
ca

te
s 

fa
ir

Pr
em

iu
m

Ea
rn

in
gs

 G
ro

w
th

va
lu

e 
w

ith
 e

ar
ni

ng
s

1.
0%

3.
0%

5.
0%

7.
0%

9.
0%

11
.0

%
13

.0
%

15
.0

%
17

.0
%

19
.0

%
gr

ow
th

 ra
te

 o
f

0%
80

6.
0

96
4.

7
11

52
.5

13
74

.2
16

35
.3

19
42

.0
23

01
.2

27
20

.9
32

10
.1

37
79

.0
2.

6%
15

.9
%

-3
.2

%
-1

9.
0%

-3
2.

0%
-4

2.
9%

-5
1.

9%
-5

9.
4%

-6
5.

7%
-7

0.
9%

-7
5.

3%

1%
63

6.
9

75
9.

4
90

4.
3

10
75

.1
12

76
.0

15
11

.6
17

87
.4

21
09

.5
24

84
.5

29
20

.3
5.

4%
46

.6
%

23
.0

%
3.

3%
-1

3.
1%

-2
6.

8%
-3

8.
2%

-4
7.

8%
-5

5.
7%

-6
2.

4%
-6

8.
0%

2%
51

9.
9

61
7.

5
73

2.
8

86
8.

6
10

28
.1

12
15

.0
14

33
.5

16
88

.4
19

85
.1

23
29

.6
7.

9%
79

.6
%

51
.2

%
27

.4
%

7.
5%

-9
.2

%
-2

3.
1%

-3
4.

9%
-4

4.
7%

-5
3.

0%
-5

9.
9%

3%
43

4.
7

51
4.

4
60

8.
4

71
8.

8
84

8.
4

10
00

.2
11

77
.4

13
83

.9
16

24
.0

19
02

.6
10

.2
%

11
4.

8%
81

.5
%

53
.5

%
29

.9
%

10
.1

%
-6

.6
%

-2
0.

7%
-3

2.
5%

-4
2.

5%
-5

0.
9%

4%
37

0.
5

43
6.

7
51

4.
6

60
6.

1
71

3.
4

83
8.

8
98

5.
0

11
55

.4
13

53
.2

15
82

.6
12

.3
%

15
2.

1%
11

3.
8%

81
.5

%
54

.1
%

30
.9

%
11

.3
%

-5
.2

%
-1

9.
2%

-3
1.

0%
-4

1.
0%

M
od

el
 in

di
ca

te
s 

fa
ir

va
lu

e 
w

ith
 e

qu
ity

 ri
sk

-0
.5

%
0.

1%
0.

9%
1.

6%
2.

5%
3.

4%
4.

3%
5.

3%
6.

3%
7.

4%
pr

em
iu

m
 o

f
M

ar
ke

t o
ve

rv
al

ue
d 

(F
V 

> 
20

%
)

M
ar

ke
t f

ai
rly

 v
al

ue
d 

(-2
0%

 <
 F

V 
< 

20
%

)
M

ar
ke

t u
nd

er
va

lu
ed

 (F
V 

<-
20

%
)

T
ab

le
 B

D
IV

ID
EN

D
 D

IS
C

O
U

N
T 

M
O

D
E

L 
VA

LU
A

TI
O

N
S 

U
N

D
ER

 V
A

R
YI

N
G

 A
SS

U
M

PT
IO

N
S

Fa
ir

 V
al

ue
 a

nd
 O

ve
r-

 (U
nd

er
-)

 V
al

ua
tio

n 
of

 th
e 

M
SC

I E
U

R
O

PE
 E

X 
U

.K
. I

N
D

EX
U

nd
er

 V
ar

yi
ng

 E
qu

ity
 R

is
k 

Pr
em

iu
m

 a
nd

 E
ar

ni
ng

s 
G

ro
w

th
 A

ss
um

pt
io

ns


