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European Sovereign Crisis:
Revenge of the Mummy

With daily volatility in the MSCI World Index in September 2011 

twice the level of a year ago, investors may soon succumb to 

exhaustion. Who wants to invest in an asset class where the floor falls 

out beneath your feet? Not even Universal Studios could invent such 

horrors. As we have commented before, equities may have some 

disconcerting bouts of risk-off, but where else can we go for inflation-

protected returns, especially with developed bond markets yields at 

historically low levels? Gold and other precious metals do not generate 

earnings and cannot pay dividends. Only equities, no matter how they 

twist and turn, can fill that role. 

As of the end of the third quarter 2011, investors discarded Europe, as 

evidenced by the gap in valuation between the S&P 500 Index and the 

Europe-heavy MSCI EAFE Index: 

Our job is to gain in-depth 

knowledge of the European 

situation, understand 

the options available 

to policymakers and to 

companies, then form our 

base, best, and worst case 

estimates of valuation.

S&P 500 MSCI EAFE

P/BV 2.4x 1.2x

DIV YIELD 2.6% 3.9%

F Y2 P/E 10.2x 9.0x

Facing the nightmare scenario head-on, we adhere to our long-

standing premise that the euro zone will remain intact, primarily 

because the costs of a breakup would greatly exceed the costs of 

funding peripheral sovereign debt. Breakup costs for both strong and 

weak countries consist of: 1) sovereign default, 2) corporate default, 

3) collapse of international trade, and – for the weak countries – 4) 

collapse of the banking system. Economist Stephane Deo at UBS 

recently estimated that the cost of a weak country leaving the euro 

area would be €9,500-11,500 per person in the exiting country in 

the first year, with an estimated €3,000-4,000 per capita cost in 

Source: FactSetAs of September 30, 2011
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European Sovereign Crisis:
Revenge of the Mummy

subsequent years. A stronger country (such as Germany) leaving the 

euro area might incur a cost for every German adult and child of 

€6,000-8,000 and approximately €4,000 per person thereafter. In 

contrast, the cost for Germany to fund a defaulted Greece, Ireland, 

and Portugal entirely would amount to a one-time per person 

charge of €1,000. Andrew Garthwaite, macro strategist for Credit 

Suisse, recently noted that a euro area break up would likely lead to 

a depreciation of the new peripheral currencies (in past sovereign 

crises, the real effective exchange rate typically has fallen about 

50%). This massive devaluation would make net foreign liabilities 

of peripheral Europe balloon from around 100% of gross domestic 

product (GDP) to 200-250%, assuming these governments cannot 

re-denominate their public debt in the devaluing currency (Greek 

drachmas, Portuguese escudos, etc.). Economists have also mentioned 

the political cost for a newly fragmented Europe, whose power and 

influence would diminish considerably. The economic shock from 

Even the best-in-class, 

higher-priced companies 

fall into our value net 

when selling becomes 

indiscriminate. 

Historic 60-Day Volatility, MSCI World Index

Source: Bloomberg
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a disintegration of the euro zone would also, according to UBS, lead 

to a freezing of deposits for as much as a year (see Argentina, 2001). 

Legal contracts would become uncertain (in what currency would 

they settle?), and the stronger countries (with relatively stronger 

currencies) would likely revert to protectionism, causing a trade 

war. Germany’s economy could suffer incalculable damage as the 

deutsche mark appreciates 40% against the currency of the remaining 

EQUIT Y VOL ATILIT Y HAS DOUBLED OVER THE PAST YEAR
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euro member states, while peripheral currencies depreciate 35-50%. 

Overall, UBS concludes that a break-up of the euro zone would cause 

a 5% plunge in euro zone GDP, as well as a 4% decline in US GDP. 

According to International Monetary Fund data, in the year following 

sovereign defaults, the average fall in GDP was 6% with a 48% increase 

in inflation (Argentina’s GDP declined 11% post-12/01, Russia’s GDP  

declined 5% post-8/98, Mexico’s GDP declined 3% post-8/82 and 

following Mexico’s near-default of 12/94, the economy shrank by 6%).

As value investors, we believe that there is a price that discounts the 

most likely negative scenario. For the financials, the epicenter of the 

European sovereign crisis, as well as for cyclical companies caught 

in the contagion, we believe we have found that price. We spoke to 

Causeway portfolio managers, Harry Hartford, Conor Muldoon, Kevin 

Durkin, and Jamie Doyle on the extraordinary valuations of some of 

the world’s most enviable franchises. 

How much emphasis has Causeway placed on European 
financials?

HH: Given the volatility that these stocks add to client portfolios,  

we closely monitor the European financials weight, which represents 

about 14% of our international portfolios and 5% of our global 

portfolios. Euro zone banks and insurers currently represent about  

5% of international portfolios, with other European (United Kingdom, 

Switzerland etc.) financials amounting to 9%. Globally, we have 

an even lower allocation in this area because we have double the 

investable universe. To put this in perspective, these aren’t far from 

benchmark weights; we certainly are not staking the future of the 

portfolios on a rapid improvement in the European credit crisis. 

Our job is to gain in-depth knowledge of the European situation, 

understand the options available to policymakers and to companies, 

then form our base, best, and worst case estimates of valuation. 

Give me an example of a euro zone bank holding that you 
have modeled.

HH: Of the euro zone trouble spots in the international portfolios, 

one of the most newsworthy is located in France. We have a stake 

in the best capitalized of the big three French banks, which is AA-

rated by S&P and has seen extraordinary share price volatility this 

year. The bank’s shares plunged 47% in local terms year-to-date 

through September 23, only to recover 23% by the time of this 
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interview. At recent lows, the share price touched its 2008/9 troughs, 

reflecting concerns over funding, sovereign debt haircuts, and possible 

recapitalization. Although the bank can obtain funding – albeit at a 

higher cost than a year ago – the credit default swap spreads indicate a 

worsening condition (in other words, the CDS market implies a higher 

risk profile than that of the cash market). Trading at half of tangible 

book (book value minus goodwill), the bank’s valuation discounts 

considerable shareholder dilution and a permanently higher cost 

of funding. Admittedly, the bank has €4 billion of Greek sovereign 

exposure in its banking assets, but this represents a mere 7% of 

tangible equity. In our financials research, we sat around the table and 

listed the hurdles we would have this company jump.

CM: And those hurdles were very high. Our banks team assumed 

defaults across the distressed European sovereign bond markets, with 

the French bank suffering large haircuts on its holdings. We also made 

the bank achieve the highest required equity standard immediately 

– with no time to pad equity with earnings. We embedded in 

our assumptions a dilutive capital raise, implying that the French 

government takes an equity stake, shutting out current shareholders. 

Assuming the euro zone does not unravel, this seemed to us like the 

ultimate stress case. According to Causeway research, this stock has a 

roughly 20% downside under the stress scenario, 50% potential upside 

Source: Bloomberg

CDS SPREADS HAVE SPIKED, BUT BANK FUNDING COSTS ARE NOT PROHIBITIVE

3.5% March 2016 (spread versus mid-swap), French Bank 5 Yr CDS Spread, French Bank
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in a partial recovery, and could appreciate further if confidence is 

restored to Europe and its banks. 

That sounds reassuring. So why aren’t you buying more 
euro zone banks today?

HH: We already have exposure, and our clients will benefit from 

rallies. We are prepared to add exposure as the probabilities we 

assigned to the more negative scenarios shrink. We had to convince 

ourselves that we should even hold these volatile stocks – much less 

buy them. Europe faces a de-leveraging headwind, and we will have 

many opportunities to buy more European financials. Keep in mind, 

the axe has fallen equally as hard on deeply cyclical, non-finance 

sector companies. They, too, are candidates for purchase as prices 

swoon. Any effective policy coordination in Europe will lift the 

cyclical stocks globally.

In industrial land, where are the best opportunities?

KD: Investors have run from stocks in transportation, energy, 

shipping, and other highly cyclical areas, abandoning even those 

companies with superior financial strength. The euro zone’s mid-

to-small cap companies have taken a beating. One of the greatest 

mispricings I have seen in this European crisis is in transportation, 

specifically the mail business in the Netherlands. We bought the 

dominant Dutch mail and parcel delivery business at a very low price. 

Investors don’t seem to recognize that the company’s stake in both real 

estate and the recently spun-off express delivery business exceeds the 

company’s market capitalization. In other words, the mail delivery, 

albeit on the wane, generates plenty of cash, yet none of the cash flow 

is in the price. The parcel delivery business (made more popular with 

the rise of internet shopping) has growth potential well in excess of 

local GDP, yet the valuation is zero. If I had €1.3 billion, I’d buy the 

entire company myself.

Our stake in a $19 billion market capitalization South Korean 

shipbuilding and engineering firm is a good example of how we 

actively manage our industrial stock exposures amid price volatility. 

Many of these cyclical stocks have high expected returns, but also add 

volatility to the portfolio. We bought this company in mid-2008 and 

used share price weakness later in the year to add to our position. We 

sold nearly 40% of the position in early 2011, when outperformance 

and the stock’s volatility made the risk/return profile less attractive. 

Since June, the share price has fallen 45%, and is now at a similar 
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As a team, we have the 

discipline to weather 

bear markets, and we 

use price weakness to 

upgrade client portfolios 

to the companies we’ve 

always wanted to own.

valuation to 2008, but with a much larger order book, a strong balance 

sheet, returns on capital well ahead of peers, a 3% dividend yield, 

and impressive management. Unlike other Korean shipbuilders, this 

company is diversified across business segments, with the bulk of its 

businesses in industrial plants, engines and machinery, and power 

infrastructure. The engines business is particularly attractive, providing 

essential technology to energy firms at high margins. The South 

Korean shipbuilders have considerable experience and use it to their 

competitive advantage. Of course, the health of the global economy 

weighs heavily in the demand for containerships. Overall, the fortunes 

of these companies depend on the continuing economic expansion of 

the emerging economies such as China, India, and Brazil. The company 

has proven its ability to perform through economic cycles, having 

grown sales organically at a double-digit compound annual growth 

rate for the past 15 years. We continue to monitor our exposure to this 

stock, evaluating not only the expected return from our fundamental 

price target, but also the marginal contribution to portfolio risk. As the 

stock’s ranking improves on a risk-adjusted basis, we will add to the 

position accordingly.

Source: FactSet

DESPITE STRONG RETURNS ON EQUIT Y, SHARE PRICES OF SOUTH KOREAN  
SHIPBUILDERS HAVE FALLEN
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We have talked about the roller coaster stocks, but have 
you found any candidates in the lower risk category?

JD: Even the best-in-class, higher-priced companies fall into our value 

net when selling becomes indiscriminate. In 2010, we bought a US-

listed, dominant global provider of corporate information technology 

in our global portfolios, but had no chance – until recently – to own 

the international equivalent. This past August, we accumulated shares 

in one of the world leaders in application software, then trading at 

the lowest price-to-earnings ratio on record relative to its peers. This 

German-listed, $50 billion market capitalization company has 170,000 

customers across 120 countries, with very broad and diverse exposure 

to enterprise information technology spending. Enterprises have 

become more data dependent, and software expenditures have grown 

consistently as a percentage of GDP. The growth in software has come 

at the expense of hardware. We like the demand characteristics of the 

industry, and will wait patiently for a lower entry price to add to our 

existing position in this well-managed company.

With such turbulent markets, patience becomes even more critical. 

As a team, we have the discipline to weather bear markets, and we 

use price weakness to upgrade client portfolios to the companies 

we’ve always wanted to own. We believe these world-class franchises 

should perform well versus peers over the next market cycle. Portfolio 

“upgrading” is the silver lining to extreme stock market volatility – 

and we make the best of it. 

SOFT WARE INVESTMENT AS % OF GDP HAS GROWN STEADILY

Real Software Invetment as % of Real GDP, 2005 Basis

Source: US Bureau of Economic Analysis
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Market Commentary
The market commentary expresses the portfolio managers’ views as of 09/30/11 and should not be relied on as research or investment advice regarding any 
stock. These views and portfolio holdings and characteristics are subject to change. There is no guarantee that any forecasts made will come to pass. Any 
portfolio securities identified and described do not represent all of the securities purchased, sold, or recommended for client accounts. The reader should 
not assume that an investment in the securities identified was or will be profitable.


