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European markets entered mid-May 2026 with STOXX Europe 50 and regional indices lagging U.S.
peers on a one- to three-month basis, reflecting softer growth momentum, energy import
dependence, and a European Central Bank that has eased more gradually than markets once
hoped. The energy shock from Middle East tensions hits Europe harder than the U.S. on a terms-
of-trade basis: higher gas and oil prices raise headline inflation, compress real incomes, and complicate
ECB messaging. Yet dispersion within STOXX Europe 600 is wide, banks benefit from steeper curves in
places; utilities and staples draw defensive flows; technology and export cyclicals remain sensitive to
China and global demand. For USD-based allocators, Europe offers diversification and value, but FX and
energy must be explicit in the thesis.

STOXX Europe 600 Sectors: 1M Return (lllustrative, May 2026)

6.0

Utilities

Key Takeaways:

» ECB policy is cautious: cuts have been gradual; energy-driven headline CPI can pause further easing
even if core cools.



» Sector leadership rotated toward energy, utilities, and banks on a one-month view; technology and
materials lagged in many snapshots.

» Europe trades at a discount to U.S. equities on several metrics, but the discount is not uniform across
countries or sectors.

» USD-based investors face EUR/USD risk; hedged vehicles isolate local equity beta.

* Portfolio takeaway: blend banks and defensives with selective exporters; size energy exposure and
monitor ECB vs Fed divergence.

I Executive Summary

Europe in 2026 is a story of policy divergence, energy vulnerability, and stock-level opportunity. The ECB
cannot ignore headline inflation when gas prices spike, even if core ex energy improves. Fiscal support
for defense and industrial policy continues in key economies, supporting orders for aerospace, industrials,
and domestic suppliers. Relative to the S&P 500, European indices offer lower starting multiples but
slower earnings revision trends. A constructive view requires either EUR stability, energy relief, or proof of
earnings upgrades outside the energy sector.



I ECB vs Fed: Divergence and Market Implications

The Fed remains on hold near 3.5 to 3.75% with a live June cut debate; the ECB has moved deposit
rates lower in steps but faces headline inflation risk from energy. A wider policy gap can support the dollar
and compress European multiples for rate-sensitive growth. Banks may still benefit if curves steepen
without credit stress. Duration in European sovereigns is sensitive to ECB purchase plans and fiscal news
from France, Italy, and Germany.

I Energy Shock and the Terms of Trade

Europe imports most of its hydrocarbons; price spikes transfer income to producers abroad and squeeze
household budgets. Governments may deploy subsidies or price caps, fiscal implications vary by country.
Energy equities within Europe rally with oil, but the macro net effect is often negative for the region's
growth outlook.

Policy Rate Midpoints: Fed vs ECB (lllustrative)
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I STOXX 600 Sector Rotation

Recent sector rankings show energy and utilities leading on commodity and defensive demand; banks
positive on curve and income; technology and materials softer on global growth worries. Defense and
industrial names remain structural beneficiaries of elevated geopolitical spending. Luxury and autos are
more China-sensitive. Stock selection matters more than regional beta.

I Valuation and Flows

European equities trade at a discount to U.S. peers on forward P/E measures, partly reflecting slower
nominal growth and energy risk. Foreign flows have been episodic; sustained inflows typically require a
weaker dollar, clearer China stimulus, or ECB confidence on disinflation. Currency-hedged ETFs remain

the cleanest expression for investors without a EUR view.

I What to Watch Next

ECB meeting statements; euro area CPI and PMIs; German fiscal announcements; oil and gas prices;
France political headlines; U.S. data driving Fed path and DXY.



I Timeline and Outlook

Near-term (3 to 6 months): Energy and ECB communication drive volatility; banks and defensives may
outperform cyclicals. Medium-term (6 to 12 months): If energy eases and the Fed cuts, Europe could
close part of the performance gap to the U.S. Long-term (12+ months): Defense, industrial policy, and
energy transition capex remain structural themes.

Timeline Overview

Energy and ECB headlines drive tape
Near-Term (3— Banks and defensives favored

months) EUR and oil key for USD investors

Energy relief could close US-EU gap
Medium-Tern'_ Fed cuts help global multiples
(6—12 months)

China matters for exporters

Defense and industrial capex structural

Long-Term (12 Energy transition investment

mo nths) Valuation discount may persist without growth



I Risk Factors

Prolonged energy shock; ECB on hold while U.S. eases; China disappointment; peripheral spread
widening; EUR weakness hurting USD returns.

I Conclusion

Europe is investable with eyes open: energy and ECB divergence are constraints, not reasons to avoid
the region entirely. Favor banks and defensives, hedge currency when needed, and add cyclicals only
when oil and global growth cooperate.

I Asset Class Impact

European banks: Overweight selective. Energy (EU listed): Tactical overweight. Utilities/staples:
Overweight defensives. Technology/export cyclicals: Neutral to underweight until global growth confirms.
EUR: Neutral; hedge for USD allocators. Sovereign bonds: Neutral, country-selective.



Asset Class Impact

- Underweight - Neutral - Overweight

Asset Commentary

European Banks Overweight selective. Curve and
income.
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EU Industrials / Defense
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Overweight tactical. Oil beta.

Overweight defensives.

Underweight  until
confirms.

global

growth

Overweight structural themes.

Neutral. Explicit FX risk for USD allocators.

Neutral. Country and fiscal dispersion.

Neutral. Discount needs catalyst.



