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 Higher interest rates have hampered the share price performance of 
growing smaller companies. But interest rates have not necessarily 
impacted operating performance of these companies 

 Inflation is falling, interest rates are peaking, and corporate earnings are 
growing – making small cap valuations attractive 

 This supports renewed outperformance where companies demonstrate 
quality and growth  

Interest rates and the cost of capital are key to the performance of growing smaller companies. 
Most investors buy smaller companies for growth, not for value. There are several reasons for 
this, including:  

• The risks of buying a lower growth model at a cheap valuation are higher in smaller 
companies   

• Balance sheets are more vulnerable 
• Business models are more focused and less diversified 
• Liquidity is a challenge, so investors may find selling the shares expensive or difficult to 

execute if bad news breaks  

This means it is safer to focus on quality and growth, buying reliable business models with 
sustainable and repeatable earnings, and ultimately strong growth. The trade-off is that such 
companies command higher valuations.   

These factors are always important, but become more so when interest rates are high, and 
when the economic background deteriorates. 

Growth companies are typically valued using discounted cash flow (DCF) models, where 
interest rate assumptions are an integral part of the equation. Put simply, a DCF model values 
the future stream of cash earnings, discounting the value of later earnings using interest rates. 
Higher interest rates mean future profits below those earned currently. A previously highly 
valued stream of long-term returns is worth less if discounted at a higher rate. 

http://www.columbiathreadneedle.com/
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The past two years have seen increases in interest rates, driven by inflation. As restrictions from 
the Covid-19 pandemic were relaxed and demand picked up, supply chains came under 
pressure, boosting inflationary pressures. This was exacerbated by the Ukraine war as oil and 
gas prices surged and western nations sought energy independence from Russia. The long era 
of low inflation and low rates came to an end. Supply chains have since adjusted, but in addition 
to a prolonged stand-off with Russia, new threats have appeared – the conflict in Israel and 
Gaza, spilling over into Red Sea attacks and further issues with Iran and its allies, in addition to 
tensions with China over Taiwan. We see a trend against globalisation (near/onshoring), and 
towards greater government stimulus.  

Central banks initially underestimated the inflation problem and had to quickly raise rates to 
reflect the new risks. Now, despite the geopolitical uncertainty, the trend towards higher interest 
rates may be over.   

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 1 and 2), and a peak in rates.   
 
 
Figure 1: European gas prices have peaked and inflation is now falling 
 
 

 
 
Source: Bloomberg, December 2023 
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Figure 2: European inflation is now falling 
 

 

Source: Bloomberg, December 2023 

 
Eurozone GDP stagnated over 2023. Higher inflation and interest rates were a major cause, 
impacting capital investment and consumer confidence. High inflation meant disposable income 
was more stretched, while higher interest rates pushed up mortgage and rent costs. Consumers 
and businesses therefore tightened their belts. If interest rates have peaked, while this austerity 
may not reverse quickly, we have probably reached the low point.  

Counter-intuitively, lower growth is good for growth stocks – just so long as the company can 
continue to expand, bucking the slowing trend in the wider economy. This may be tough to 
achieve, but if it is the company will price at a premium – first as its growth is rarer and second 
because weakening economic growth is likely to prompt lower interest rates, boosting DCF 
valuations. If we can find companies which are withstanding higher interest rates – i.e., where 
the impact has been on valuations alone and not the underlying business – they are good 
investments, and the setback has created an interesting buying opportunity. 

 

Smaller company performance versus large 
Over the past three years, smaller companies have underperformed large cap (Figure 3). They 
came under greater pressure owing to their growth orientation, as well as a lower representation 
in the sectors that benefited from the changed environment – oil stocks (a beneficiary of higher 
prices) and banks (greater interest margins). Weakness in markets has a greater effect on 
smaller company share prices compared with larger companies, as asset allocators moved to 
underweight a perceived riskier or more volatile asset class. If oil prices, inflation and interest 
rates have peaked, this perfect storm may well have blown over. 
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Figure 3: Cumulative returns of MSCI Large Cap and Small Cap indices 
 

 
 

Source: Bloomberg, December 2023 

 
Valuations 
Despite the weak economic backdrop and geopolitical volatility, eurozone earnings per share 
revisions were positive through 2023 (Figure 4). Europe now looks attractively valued, 
particularly compared to the US. Smaller companies will benefit from this as much as their 
larger counterparts. 
 

Figure 4: European earnings continue to see upgrades 
 

 
 
Source: Bloomberg, December 2023 
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As performance has lagged large caps, smaller companies in Europe are looking more 
interesting in relative valuation terms than at any point since the global financial crisis (Figure 
5). 

 
Figure 5: European small cap is trading at a discount for the first time since the GFC 
 
 

 
 
 
Source: Bloomberg, December 2023 

 
Columbia Threadneedle Investments performance 
Our smaller company team has an enviable long-term track record. The performance of our 
European smaller companies strategy, which celebrated its 25-year anniversary in 2022, is 
illustrated in Figure 6. 
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Figure 6: Long-term outperformance of European smaller companies strategy 

 

  
 
  
Source: Columbia Threadneedle Investments and Factset, as at 31 December 2023. >3,200% is cumulative returns 

since inception. Past performance is not a guarantee of future returns. All data is geometric and is shown in EUR. Gross 

of fee fund returns are time weighted rates of return net of commissions, transactions costs and non-reclaimable taxes 

on dividends, interest, and capital gains using pricing of investments which is either the last traded price or a bid basis. 

Cash flows are factored as of the end of the day and exclude entry and exit charges. Index returns include capital gains 

and assume reinvestment of any income. The index does not include fees or charges and you cannot invest directly in 

it. The return of your investment may change as a result of currency fluctuations if your investment is made in a 

currency other than that used in the past performance calculation. Figures are that of a representative account. For 

illustrative purposes only and should not be considered an offer or solicitation to buy or sell. Inception date: 10 

November 1997. 

 
 
As discussed, 2022 was a perfect storm – and our portfolios were not immune. While many of 
our companies registered successes operationally, valuations took a knock. Our strategy of 
playing to the strengths of smaller companies, buying companies with sustainable and 
predictable business models generating high and growing returns, was worse hit than the index.  

But our contention is that the storm is over. The macroeconomic environment may return at 
least partially to previous trends, growth may once again warrant superior valuations, and high-
quality companies regain their premium status. 

We have not been inactive in light of a changing market environment. Our process has always 
been flexible, playing to the strengths of individual members and the team. We now use extra 
rigour to reassess companies where bad news may have prompted share price falls. We work 
alongside large cap colleagues who have detailed knowledge of industries and companies in 
Continental Europe. We also work with our industry-leading UK equity team who help us identify 
the very best in that market. Increasingly, we work with an in-house team of specialists 
providing leading research on the largest sectors in the market where a global perspective is 
important. Our contact with these teams is deeper and the teams bigger than they were before, 
making these resources even more valuable in our quest to achieve the best for client portfolios. 
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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.   

 

Figure 7: Quality outperforms growth and value over the longer term 

 

 
 
 
Source: Bloomberg, December 2023. Price return of MSCI Europe style indices normalised against MSCI Europe Index.  

 
We remain cautiously optimistic; valuations are attractive in both absolute and relative terms, 
and quality is back in favour - falling inflation and peaking interest rates will benefit our small 
cap portfolios.   
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1. Columbia Threadneedle Investments EMEA APAC 'the Firm' claims compliance with the Global Investment 
Performance Standards (GIPS®) and has prepared and presented this report in compliance with the GIPS Standards.  
Columbia Threadneedle Investments EMEA APAC has been independently verified by Ernst & Young LLP for the 
periods 1st January 2000 to 31st December 2022. The verification reports are available upon request.  A firm that 
claims compliance with the GIPS standards must establish policies and procedures for complying with all the 
applicable requirements of the GIPS standards.  Verification provides assurance on whether the firm's policies and 
procedures related to composite and pooled fund maintenance, as well as the calculation, presentation, and 
distribution of performance, have been designed in compliance with the GIPS standards and have been implemented 
on a firm-wide basis.  Verification does not provide assurance on the accuracy of any specific performance report.  
GIPS® is a registered trademark of CFA Institute.  CFA Institute does not endorse or promote this organization, nor 
does it warrant the accuracy or quality of the content contained herein. 

2. The 'Firm' is defined as all portfolios managed by Columbia Threadneedle Investments EMEA APAC (prior to 1 
January 2021, the firm was known as Threadneedle Asset Management) which includes Threadneedle Asset 
Management Limited, (TAML), Threadneedle International Limited, (TINTL), Threadneedle Investments Singapore 
(Pte.) Limited, (TIS), and Threadneedle Management Luxembourg S.A. (TMLSA), excluding directly invested property 
portfolios. The firm definition was expanded in 2015 to include portfolios managed by then newly established affiliates 
of Threadneedle Asset Management in Singapore. TAML & TINTL are authorised and regulated in the UK by the 
Financial Conduct Authority (FCA). TINTL is also registered as an investment adviser with the U.S. Securities and 
Exchange Commission and as a Commodities Trading Advisor with the U.S. Commodity Futures Trading 
Commission. TIS is regulated in Singapore by the Monetary Authority of Singapore. TMLSA is authorised and 
regulated in Luxembourg by the Commission de Surveillance du Secteur Financier (CSSF). On 1 July 2020, 
Threadneedle Asset Management Malaysia Sdn. Bhd (TAMM) was removed from the firm.  Columbia Threadneedle 
Investments is the global brand name of the Columbia and Threadneedle group of companies. Beginning 30 March 
2015, the Columbia and Threadneedle group of companies, which includes multiple separate and distinct GIPS-
compliant firms, began using the global offering brand Columbia Threadneedle Investments. 

3. The strategy invests in shares of companies based in Continental Europe or that have significant operations there. 
The companies that the strategy invests in (at the time of purchase) will typically be outside the largest 300 companies 
in Europe (as measured by free market capitalisation).  Derivative instruments may be used for efficient portfolio 
management and currency management. The primary use of derivatives is not designed to create a highly leveraged 
investment position. The composite was created June 30, 2006. 

4. The gross-of-fees returns are time-weighted rates of return with cash flows at the end of the day.  Returns reflect 
the reinvestment of dividends and other earnings and are net of commissions and other transaction costs. Returns are 
calculated net of non-reclaimable withholding taxes on dividends, interest, and capital gains and are shown before 
management and custodian fees but after the deduction of trading expenses. Composite returns are calculated by 
using underlying portfolio beginning of period weights and monthly returns. Periodic returns are geometrically linked to 
produce longer period returns.  Net of fee returns are calculated by deducting the representative fee from the monthly 
gross return.  Prior to 30th Sept 2022 the gross returns were calculated using daily authorised global close valuations 
with cash flows at start of the day, and were shown before management and custodian fees but after the deduction of 
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trading expenses. Returns were gross of withholding tax.  Policies for valuing investments, calculating performance, 
and preparing GIPS Reports, as well as the list of composite descriptions, list of pooled fund descriptions for limited 
distribution pooled funds, and the list of broad distribution pooled funds are available upon request. 

5. The dispersion of annual returns is measured by the equal weighted standard deviation of portfolio returns 
represented within the composite for the full year.  Dispersion is only shown in instances where there are six or more 
portfolios throughout the entire reporting period.  The Standard Deviation will not be presented unless there is 36 
months of monthly return data available. 

6. The three-year annualised ex-post standard deviation measures the variability of the gross-of-fees composite and 
benchmark returns over the preceding 36 month period. 

7. The following fee schedule represents the current representative fee schedule for institutional clients seeking 
investment management services in the designated strategy: 0.85% on the first £50m; 0.75% on the next £100m; 
0.65% on the next £350m; 0.6% thereafter. Gross of fee performance information does not reflect the deduction of 
management fees. The following statement demonstrates, with a hypothetical example, the compound effect fees 
have on investment return: If a portfolio's annual rate of return is 10% for 5 years and the annual management fee is 
85 basis points, the gross total 5-year return would be 61.1% and the 5-year return net of fees would be 54.3%. 

8. The benchmark is the MSCI Europe ex UK Small Cap Index.  Prior to 30th July 2023 it was the EMIX Smaller 
European Companies Ex UK Index, the change being made as EMIX decommissioned its indices.  The MSCI Europe 
ex UK Small Cap Index captures small cap representation across 14 Developed Markets (DM) countries in Europe. 
With 732 constituents, the index covers approximately 14% of the free float-adjusted market capitalization across 
European Developed Markets excluding the UK. Index returns reflect the reinvestment of dividends and other 
earnings and are not covered by the report of the independent verifiers. 

9. Past performance is no guarantee of future results and there is the possibility of loss of value.  There can be no 
assurance that an investment objective will be met or that return expectations will be achieved.  Care should be used 
when comparing these results to those published by other investment advisers, other investment vehicles and 
unmanaged indices due to possible differences in calculation methods. 

  



 European equities | February 2024 
 

 

10 
 

 

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). For marketing purposes. 
 
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 2001 (Cth) and relies on Class Order 03/1102 in respect of the 
financial services it provides to wholesale clients in Australia. This document should only be 
distributed in Australia to “wholesale clients” as defined in Section 761G of the Corporations Act.  
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. 
 
Notice to Investors in Singapore: Threadneedle Investments Singapore (Pte.) Limited (“TIS”) 
holds a capital markets services licence for fund management under the Securities and Futures 
Act, Chapter 289 of Singapore (the “SFA”).  Columbia Management Investment Advisers, LLC 
(“CMIA”), Threadneedle Asset Management Limited (“TAML”) and Columbia Threadneedle 
Management Limited (“CTML”) are each a related corporation of TIS. Pursuant to an arrangement 
between TIS and CMIA/TAML/ CTML where notifications have each been provided to the 
Monetary Authority of Singapore, CMIA, TAML and CTML are exempt from the requirement to 
hold a capital markets services licence for fund management under the SFA in respect of its 
provision of fund management services to clients in Singapore in accordance with the terms of 
the notifications. This document has not been reviewed or registered by any regulatory authority 
in Singapore. Accordingly, this document may not be circulated or distributed, nor may any funds 
be offered or sold, or be made the subject of an invitation for subscription or purchase, whether 
directly or indirectly, to persons in Singapore other than (i) to an institutional investor pursuant to 
Section 304 of the SFA, or (ii) otherwise pursuant to, and in accordance with the conditions of, 
any other applicable provision of the SFA. 
 
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. 
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Notice to Investors in Hong Kong: The contents of this document have not been reviewed by 
any regulatory authority in Hong Kong (“HK”).  You are advised to exercise caution in relation to 
the information presented herein. If you are in any doubt about any of the contents of this 
document, you should obtain independent professional advice. Any funds mentioned herein have 
not been authorised by the Securities and Futures Commission pursuant to the Securities and 
Futures Ordinance of Hong Kong (the “Ordinance”).  Accordingly, the funds may only be offered 
or sold in HK to persons who are “professional investors” as defined in the Ordinance and any 
rules made under the Ordinance or in circumstances which are permitted under the Companies 
(Winding Up and Miscellaneous Provisions) Ordinance of Hong Kong and the Ordinance. In 
addition, this document may not be issued or possessed for the purposes of issue, whether in HK 
or elsewhere, and the funds may not be disposed of to any person unless such person is outside 
HK, such person is a “professional investor” as defined in the Ordinance and any rules made 
under the Ordinance or as otherwise may be permitted by the Ordinance. This document does 
not constitute investment advice and is issued without regard to specific investment objectives or 
the financial situation of any particular recipient. 
 
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 the UK: Issued by Threadneedle Asset Management Limited, No. 573204 and/or Columbia 
Threadneedle Management Limited, No. 517895, both registered in England and Wales and 
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 Sociétés (Luxembourg), No. B 110242 and/or Columbia Threadneedle 
Netherlands B.V., regulated by the Dutch Authority for the Financial Markets (AFM), registered 
No. 08068841. 
 
In Switzerland: Issued by Threadneedle Portfolio Services AG, an unregulated Swiss firm or 
Columbia Threadneedle Management (Swiss) GmbH, acting as representative office of Columbia 
Threadneedle Management Limited, authorised and regulated by the Swiss Financial Market 
Supervisory Authority (FINMA). 
 
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. 
 
This document may be made available to you by an affiliated company which is part of the 
Columbia Threadneedle Investments group of companies: Columbia Threadneedle Management 
Limited in the UK; Columbia Threadneedle Netherlands B.V., regulated by the Dutch Authority for 
the Financial Markets (AFM), registered No. 08068841. 
 
Columbia Threadneedle Investments is the global brand name of the Columbia and 
Threadneedle group of companies. 
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