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 Higher oil prices, inflation and interest rate pressures are unhelpful to the 
performance of small cap and growth stocks. However, interest rates are 
peaking and inflation is beginning to fall 

 Earnings per share are growing and therefore small cap valuations are 
increasingly attractive 

 This supports the case for renewed outperformance from small cap 
stocks, particularly those with high-quality and growth characteristics 

The news over the past two years has been dominated by inflation and interest rate forecasting, 
as the long period of low inflation and low rates ended abruptly. As Covid-19 restrictions 
reduced and demand picked up, supply chains came under pressure and inflation rose 
dramatically. While some of the drivers of this were temporary and supply chains have adjusted, 
inflation in the west has not yet returned to pre-Covid levels. This is due to less globalisation, 
greater government stimulus and higher energy prices.  

Central banks underestimated the inflation problem and had to raise interest rates at a faster-
than-usual pace to levels with which they could be more comfortable. There may be just one 
more rate rise to come in the US, though this is less likely following events in Israel and Gaza. 
Further rises in the UK and the eurozone are even less likely.  

As inflation falls, so real interest rates have risen in the US and are now positive after years of 
being sub-zero (Figure 1). 
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Figure 1: real interest rates in the US are rising  

 
Source: BCA Research, October 2023 
 
 
The situation in Europe is similar, though lags the US (Figure 2).  
 
 
Figure 2: real interest rates in the eurozone are rising 
 

 
 
Source: BCA Research, October 2023. *Bundesbank discount rate from 1950-1999. European Central Bank facility rate 
from 1999 to present. ** Deflated using German headline CPI. Note: shaded area denotes period of ECB existence from 
1 June 1998 to present. 
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Also, in Europe natural gas prices drove inflation higher than in the US. The recent fall in the 
gas price should bring lower inflation in Europe (Figures 3 and 4), and so mean a peak in rates.   
 
 
Figure 3: inflation is likely to fall in the Eurozone 
 
 

 
 
Source: BNP Paribas Exane, October 2023 
 
 
Figure 4: eurozone core inflation is starting to ebb 
 
 

 
 
Source: BNP Paribas Exane, October 2023 
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This should also be the case in the UK (Figure 5). 
 
 
Figure 5: UK core inflation is turning too 
 
 

 
 
Source: BNP Paribas Exane, October 2023 
 
 
Both are behind the US to some extent (Figure 6). 
 
 
Figure 6: European inflation trends have been lagging the US 
 

 
 
Source: Bloomberg, October 2023 
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Chinese growth, meanwhile, disappointed as the country’s exit from Covid restrictions faltered, 
with consumer spending not picking up to the expected extent. This has hurt European 
manufacturing (Figure 7), which is export driven, and European PMIs are now below 50. 
 
 
Figure 7: weak manufacturing and services PMIs in Europe 
 

 
 
Source: BCA Research, October 2023 * source: HCOB, S&P Global PMI. Note: series truncated at 42 for presentation 
purposes. 
 
 
European GDP has been stagnant this year and the eurozone has recently underperformed the 
US, after outperforming over the six months to September 2022 (Figure 8).  
 
 
Figure 8: relative performance of MSCI Eurozone Index vs S&P500 Index 
 

 
 
Source: Datastream, October 2023 
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Just as we expect a soft landing or mild recession in the US, the tide could be turning in Europe 
(Figures 9 and 10).  
 
 
Figure 9: real wage growth to turn positive 
 

 
 
Source: BNP Paribas Exane, October 2023 
 
 
Figure 10: job openings have stopped falling 
 

 
 
Source: BNP Paribas Exane, October 2023 
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In the UK consumer confidence is rising (Figure 11). 
 
Figure 11: UK consumer confidence is on the up 
 
 

 
Source: BNP Paribas Exane, October 2023 
 
 
This should help support services PMI (Figure 12). 
 
 
Figure 12: these factors should support services PMIs 
 

 
 
Source: BNP Paribas Exane, October 2023 
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Small-cap performance versus large 
Smaller companies have underperformed large cap since January 2020, (Figure 13): 
 
 
Figure 13: cumulative returns of MSCI Large Cap and Small Cap indices 
 

 
 
Source: Bloomberg, October 2023 
 
 
Equity valuations have been impacted by the rising discount rate. As small cap shares tend to 
be more growth oriented, the pressure on valuations is greater. This is due to the share of value 
in the later years of a discounted cash flow valuation model.  
 
2022 saw a dramatic reset in growth valuations compared with those of value stocks. There has 
been a similar though smaller effect this summer, due to changing expectations for interest 
rates.  
 
Weakness in markets has a greater effect on small cap share prices (compared to larger 
companies) if asset allocators move away from a perceived riskier or more volatile asset class.  
 
 
Valuations 
Despite the weak economic backdrop and geopolitical volatility, eurozone earnings-per-share 
revisions have been positive through 2023 to-date. This means Europe now looks attractively 
valued, particularly compared to the US. Even excluding the largest technology stocks in the 
US, the discount is interesting for long-term investors.  
 
 
Figure 14: index valuations across markets – Europe is attractive 
 

Valuation levels 2023 P/E 2024 P/E 2023 P/CF 2023 DY 

Europe 12.6 12.0 11.2 3.5% 
US 19.6 17.4 15.1 1.6% 
Japan 14.7 14.0 9.9 2.2% 
Asia ex Japan 14.4 11.7 9.2 2.6% 

 
Source: Bloomberg, October 2023 
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Figure 15: earnings, especially in Europe, continue to see upgrades 
 

 
 
Source: BNP Paribas Exane, October 2023 
 
 
Figure 16: Small cap 12-month forward P/E 
 

 
Source: Bloomberg, October 2023 
 
 
As performance has lagged large caps, smaller companies in Europe are looking more 
interesting in valuation terms than for some time (Figure 17). 
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Figure 17: Relative P/E ratios show that small cap is cheap 
 

 
 
Source: Bloomberg, October 2023 
 
 
Outlook 
We continue to focus on higher quality, growing businesses which can thrive whatever the 
macroeconomic backdrop. Higher interest rates – and thus discount rates – mean we must be 
ever more critical of valuations of such stocks.  
 
The work we have done over the year-to-date puts us in a good position to outperform going 
forward, investing in a small cap universe which is well positioned compared to large cap in 
Europe and compared to the US. 
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Important Information 
For use by professional clients and/or equivalent investor types in your jurisdiction (not to 
be used with or passed on to retail clients). This is a marketing communication. The mention 
of stocks is not a recommendation to deal. 
 
This document is intended for informational purposes only and should not be considered 
representative of any particular investment. This should not be considered an offer or 
solicitation to buy or sell any securities or other financial instruments, or to provide investment 
advice or services. Investing involves risk including the risk of loss of principal. Your capital is 
at risk. Market risk may affect a single issuer, sector of the economy, industry or the market as 
a whole. The value of investments is not guaranteed, and therefore an investor may not get back 
the amount invested. International investing involves certain risks and volatility due to potential 
political, economic or currency fluctuations and different financial and accounting 
standards. The securities included herein are for illustrative purposes only, subject to change 
and should not be construed as a recommendation to buy or sell. Securities discussed may or 
may not prove profitable. The views expressed are as of the date given, may change as market 
or other conditions change and may differ from views expressed by other Columbia 
Threadneedle Investments (Columbia Threadneedle) associates or affiliates. Actual investments 
or investment decisions made by Columbia Threadneedle and its affiliates, whether for its own 
account or on behalf of clients, may not necessarily reflect the views expressed. This information 
is not intended to provide investment advice and does not take into consideration individual 
investor circumstances. Investment decisions should always be made based on an investor’s 
specific financial needs, objectives, goals, time horizon and risk tolerance. Asset classes 
described may not be suitable for all investors. Past performance does not guarantee future 
results, and no forecast should be considered a guarantee either. Information and opinions 
provided by third parties have been obtained from sources believed to be reliable, but accuracy 
and completeness cannot be guaranteed. This document and its contents have not been 
reviewed by any regulatory authority. 
 
In Australia: Issued by Threadneedle Investments Singapore (Pte.) Limited [“TIS”], ARBN 600 
027 414. TIS is exempt from the requirement to hold an Australian financial services licence 
under the Corporations Act and relies on Class Order 03/1102 in marketing and providing 
financial services to Australian wholesale clients as defined in Section 761G of the Corporations 
Act 2001. TIS is regulated in Singapore (Registration number: 201101559W) by the Monetary 
Authority of Singapore under the Securities and Futures Act (Chapter 289), which differ from 
Australian laws. 
In Singapore: Issued by Threadneedle Investments Singapore (Pte.) Limited, 3 Killiney Road, #07-
07, Winsland House 1, Singapore 239519, which is regulated in Singapore by the Monetary 
Authority of Singapore under the Securities and Futures Act (Chapter 289). Registration number: 
201101559W. This advertisement has not been reviewed by the Monetary Authority of 
Singapore. 
In Hong Kong: Issued by Threadneedle Portfolio Services Hong Kong Limited 天利投資管理香

港有限公司. Unit 3004, Two Exchange Square, 8 Connaught Place, Hong Kong, which is licensed 
by the Securities and Futures Commission (“SFC”) to conduct Type 1 regulated activities 
(CE:AQA779). Registered in Hong Kong under the Companies Ordinance (Chapter 622), No. 
1173058. 
In Japan: Issued by Columbia Threadneedle Investments Japan Co., Ltd. Financial Instruments 
Business Operator, The Director-General of Kanto Local Finance Bureau (FIBO) No.3281, and a 
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member of Japan Investment Advisers Association and Type II Financial Instruments Firms 
Association. 

In the UK: Issued by Threadneedle Asset Management Limited. Registered in England and Wales, 
Registered No. 573204, Cannon Place, 78 Cannon Street, London EC4N 6AG, United Kingdom. 
Authorised and regulated in the UK by the Financial Conduct Authority. 
In the EEA: Issued by Threadneedle Management Luxembourg S.A. Registered with the Registre 
de Commerce et des Societes (Luxembourg), Registered No. B 110242, 44, rue de la Vallée, L-
2661 Luxembourg, Grand Duchy of Luxembourg. 
In Switzerland: Issued by Threadneedle Portfolio Services AG, Registered address: 
Claridenstrasse 41, 8002 Zurich, Switzerland 
In the Middle East: This document is distributed by Columbia Threadneedle Investments (ME) 
Limited, which is regulated by the Dubai Financial Services Authority (DFSA). For Distributors: 
This document is intended to provide distributors’ with information about Group products and 
services and is not for further distribution. For Institutional Clients: The information in this 
document is not intended as financial advice and is only intended for persons with appropriate 
investment knowledge and who meet the regulatory criteria to be classified as a Professional 
Client or Market Counterparties and no other Person should act upon it. 
Columbia Threadneedle Investments is the global brand name of the Columbia and 
Threadneedle group of companies. 
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