
INVESTMENT INSIGHTS

The secrets of European 
small caps’ success
Global equity investors seem tired of Europe and all its 
political risk. But small caps are a different story. 

The global equity investor base seems to have lost 
faith in Europe amid a procession of political risks. 
First Grexit. Then Brexit.  

Will EU-skepticism engulf more countries in the 
years to come, dampening investor sentiment? 
Not likely, if investors pay attention to how well the 
euro area’s small- and mid-cap equities are doing. 
Despite the European equity index’s lackluster 
performance, small caps, as well as private equity, 
are having often overlooked success. 

WHY BOTHER OWNING 
EUROPE?
In terms of price action in the broad market,  
the aversion to European equities has merit.  
Over the last 10 years, Europe has persistently 
lagged its counterpart across the pond (Figure 1).  
Owning European stocks hasn’t made for a less 
volatile ride, either. Realized annual volatility in 
European equities has averaged 17% versus 15% 
in the United States. 

FIGURE 1: FOR A DECADE, EQUITIES IN EUROPE HAVE LAGGED THOSE 
IN THE UNITED STATES, IN RETURNS AND EARNINGS
Cumulative total returns (Sep. 2009–Oct. 2019)
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Source: Bloomberg. Data as of October 2019. Returns are in local currency terms. 
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To be clear, it is not the case that after lagging the United States 
for so many years, European stocks now look cheap and therefore 
attractive. The gap in earnings practically mirrors the gap in 
returns (Figure 2). 

Lower absolute returns and higher volatility add up to a portfolio 
construction nightmare. Why bother owning Europe at this point?

Our analysis here attempts to answer this question. It shows that, 
although U.S. and European market returns have followed different 
trajectories, their economies really haven’t. The key insight is 
that market returns in Europe vary significantly depending on the 
implementation vehicle. Our conclusion—we recommend small- 
and mid-cap stocks, and private equity exposure, rather than large 
caps, as the latter are more reflective of global and emerging 
market (EM) risk, and are likely to remain so. 

FIGURE 2: FOR A DECADE, EQUITIES IN EUROPE HAVE 
LAGGED THOSE IN THE UNITED STATES, IN RETURNS 
AND EARNINGS
Cumulative earnings per share (EPS) returns (Sep. 2009–Sep. 2019)
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FIGURE 3: U.S. AND EURO AREA GROWTH AND 
PRODUCTIVITY: NEARLY IDENTICAL
Cumulative percentage gap between the United States and euro area 
(last 10 years)
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MIND THE GAP:  
EUROPEAN MARKETS VS. THE ECONOMY

Public equity performance in Europe poses a conundrum. How 
can it be that the stock markets in Europe and the United States 
have gone on such starkly different paths when their economies 
haven’t? After all, the two regions have experienced similar real 
GDP growth dynamics over the last 10 years, with the United States 
outpacing by only nine percentage points cumulatively. Moreover, 
that GDP gap can be almost entirely traced to demographics; from 
the standpoint of economic productivity, the experiences of the 
United States and Europe have been almost identical. (See Figure 3 
on U.S. and euro area growth and productivity.)

Shouldn’t the performance of a country’s stock market reflect 
economic activity on the ground? How can it be that the earnings 
gap between the United States and Europe is so much bigger than 
the GDP/productivity gap?
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To understand the large and growing gap between 
U.S. and European equity markets, we need to 
examine the dynamics of small-cap companies.  
In fact, small-cap stocks in Europe have, by and  
large, kept up with the U.S. market (Figure 4).  
The small-cap experience tells us that whatever  
is driving the broad market gap is specific to,  
and is inhibiting, Europe’s larger companies.  
Indeed, over the last 10 years, if you make the 
apples-to-apples comparison of small-cap-to- 
small-cap, European stocks have actually performed 
better—on a volatility-adjusted basis—than their  
U.S. counterparts. (This conclusion is based on  
a comparison of 10-year small-cap Sharpe ratios  
0.90 for Europe versus 0.85 for the United States.)

When we zoom in to examine performance at the 
sector level, we find three key takeaways that help 
explain the difference between the performances  
of Europe’s small- and large-cap stocks:

1.	Cyclical sectors have generated far  
superior returns for small-cap stocks.

2.	Small caps have a much greater exposure  
(13.5x) to real estate, which has been  
booming in Northern Europe—especially  
in Germany, where real home prices have  
been appreciating an average of 5% per  
annum in recent years.

3.	Smalls caps have a slightly greater exposure  
to the technology sector, which continues  
to benefit from a strong secular tailwind— 
again especially in Germany, where Berlin,  
in particular, is emerging as the Silicon  
Valley of Europe.

The cumulative outperformance chart (Figure 5) 
summarizes these three focal points, quantifying  
how each contributed to European small caps’ 
relative outperformance over large.

FIGURE 4: EUROPEAN SMALL CAPS HAVE FAR OUTPERFORMED 
THE INDEX
Cumulative total return, % (Sep. 2009–Sep. 2019)
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FIGURE 5: CUMULATIVE OUTPERFORMANCE OF EUROPEAN SMALL 
CAP OVER LARGE CAP
(Sep. 2009–Sep. 2019)
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FIGURE 6: CREDIT GROWTH IN NORTHERN EUROPE HAS OUTPACED 
THAT OF THE UNITED STATES
Credit to private non-financial sector, 2009 = 100
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FIGURE 7: THE SMALLER AND MORE DOMESTIC, THE BETTER THE 
PERFORMANCE
Total returns, Index 1999 = 100
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1 �“Insights: Global Macro Trends—Hot Spots,” KKR Global Institute (August 2019), https://www.kkr.com/sites/default/files/KKR_Whitepaper_54_1908.pdf?utm_source=Public+Affairs&utm_
medium=Press+Release&utm_campaign=Hot+Spots&utm_term=Hot+Spots&utm_content=Insights+Paper+PDF.  

It’s noteworthy that the financial sector hasn’t been 
a big swing factor. This fact contradicts the popular 
belief that negative interest rates in Europe have held 
back a recovery by hurting bank profitability. The 
drag on the banks may have had some effect, but it 
hasn’t had a material impact on overall credit growth 
in Europe, especially not in the North. Over the last 
10 years, credit growth has actually been stronger in 
Northern Europe than in the United States (Figure 6).

SMALL, DOMESTIC-FOCUSED 
EQUITIES HAVE PERFORMED 
BETTER HISTORICALLY
The reality is that large-cap stocks in Europe just 
aren’t a good reflection of domestic economic activity 
on the ground. They are more reflective of global 
and emerging market dynamics, which have been 
persistently weak since 2010. 

One way to drive this point home is to look at where 
companies geographically source their revenue. 
According to FactSet, small-cap companies in Europe 
source only a quarter of their revenues from outside 
Europe; for large-cap companies this number jumps  
to more than half.

To take the thesis further: If small caps are close to 
the domestic economy in Europe, then private equity 
is likely even closer. Admittedly, we do not have data 
on European private companies’ revenue sources. 
But performance suggests it is within the region 
(Figure 7).

According to KKR, the stellar performance of European 
private equity in recent years has been driven 
by exposure to companies focused on enhancing 
consumer experiences and generating technological 
upgrades. In addition, KKR sees a strong tailwind for 
private real estate opportunities in Europe, particularly 
in the multifamily and student housing sectors.1

These are exactly the types of risk an equity investor 
should want to own in Europe: small, domestic and 
intertwined with the sectors that have the greatest 
earnings potential.

https://www.kkr.com/sites/default/files/KKR_Whitepaper_54_1908.pdf?utm_source=Public+Affairs&utm_medium=Press+Release&utm_campaign=Hot+Spots&utm_term=Hot+Spots&utm_content=Insights+Paper+PDF
https://www.kkr.com/sites/default/files/KKR_Whitepaper_54_1908.pdf?utm_source=Public+Affairs&utm_medium=Press+Release&utm_campaign=Hot+Spots&utm_term=Hot+Spots&utm_content=Insights+Paper+PDF
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A key reason for the sustained expansion in Europe’s domestic 
economy is the accommodative monetary policy stance 
engineered by the European Central Bank (ECB). Through a 
combination of negative policy rates and quantitative easing, 
the ECB has been able to push longer-term borrowing costs in 
Europe well below expected broad-economy returns, generating 
a sustained releveraging of the domestic economy (Figure 9). 
Meanwhile, inflation dynamics in Europe remain generally muted, 
as slack is still very apparent in product and labor markets.

FIGURE 8: EUROPE’S LABOR MARKET IS SOLID, 
SUPPORTING DOMESTIC DEMAND  
% YoY
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FIGURE 9: THE ECB HAS SUCCESSFULLY PUSHED 
BORROWING COSTS FAR BELOW GROWTH EXPECTATIONS  
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These conditions make a healthy macroeconomic backdrop for 
equity investing. European small caps continue to exhibit a much 
wider equity risk premium (which acts as a buffer) than their U.S. 
counterparts (Figure 10). Furthermore, the ECB is likely to keep 
monetary policy very accommodative for years into the future. At 
current pricing, the rates market doesn’t see the ECB achieving a 
positive policy rate until 2026.

CAN IT CONTINUE?
At first, you might be scared away by headline GDP growth in 
Europe, which has declined from more than 2.5% in 2017 to 
around 1% today. However, the headline numbers have been 
heavily influenced by external sectors that were propelled by 
strength in global trade in 2017 (as China’s economy accelerated) 
and then, more recently, caught up in its weakness (due, in part, 
to the U.S.-China tariff war). Yet, all the while, Europe’s domestic 
economy has exhibited stable growth: Domestic demand keeps 
chugging along at around a 2% pace, driven by a solid labor 
market and improving consumer fundamentals. Figure 8 illustrates 
that labor income and consumption have held remarkably steady 
over the past five years.

FIGURE 10: AS A BUFFER, EUROPE HAS A MORE 
ATTRACTIVE EQUITY RISK PREMIUM  
Small-cap equity risk premium, %
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Lastly and more fundamentally, trends in industry 
concentration may even favor European small  
caps over their U.S. counterparts. Over the last  
20 years, industry concentration has been rising  
in the United States, due to a combination of lax  
anti-trust regulation and the structure of the  
U.S. capital markets. Europe hasn’t experienced  
a similar rise in concentration2—which matters, 
because in a concentrated market, large companies’ 
success often comes at smaller companies’ expense. 

In this vein, an effective barbell strategy that 
has been fruitful over the last five years involves 
maintaining U.S. large-cap exposure but replacing 
U.S. small- and mid-cap exposure with European 
equivalents. From a volatility-adjusted standpoint, 
this barbell has been superior to U.S.-only  
positioning (Figure 11).

In the end, this result should not be very surprising, 
given that geographic diversification offers 
investment portfolios well-known, well-established 
benefits. The enhancement comes from combining 
performing assets that are relatively uncorrelated. 
It’s a trivial point, but an important one: Figure 12 
illustrates how much less correlated European  
small- and mid-cap stocks are to U.S. large caps, 
when compared with U.S.-only positioning.

Speak with your J.P. Morgan representative about 
these and other investment insights.

FIGURE 11: A BARBELL INCORPORATING SMALL- AND MID-CAP  
EUROPEAN EXPOSURE HAS BEEN SUPERIOR TO U.S.-ONLY EXPOSURE  
Average monthly Sharpe ratio (2014–2109)
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FIGURE 12: PORTFOLIOS CAN GAIN A DIVERSIFICATION BENEFIT 
BECAUSE EUROPEAN SMALL AND MID CAPS ARE RELATIVELY 
UNCORRELATED TO U.S. LARGE CAPS  
Monthly correlations of returns, each bar is relative to U.S. large cap
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2 �Germán Gutiérrez and Thomas Philippon, “How EU Markets Became More Competitive Than U.S. Markets: A Study of Institutional Drift,” NBER Working Paper No. 24700  
(June 2019), https://www.weforum.org/agenda/2018/10/are-eu-markets-more-competitive-than-those-in-the-u-s.
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