
Executive Summary

In this paper, we draw asset allocators’ attention to what we believe to be a rare opportunity to capitalise on an 
unusual set of circumstances leading to a material mis-valuation of European small caps. 

Our intention is twofold: firstly, to attempt to explain why this opportunity exists; and secondly, to outline why 
we think the factors leading to this situation are likely to reverse and, hence, unlock potential opportunities for 
financial gains.

We believe the opportunity in European small caps could be the most attractive in 20 years, especially for a 
constructive activist investor, for several reasons:

1. European equities look attractively valued both in absolute terms and relative to their 20-year history; 
the UK market looks even cheaper;

2. European equities (STOXX 600) are trading at a forward P/E discount over two standard deviations below 
their long-term average vs. MSCI World, even when excluding the Magnificent 71;

3. Furthermore, European small caps are trading at a forward P/E discount two standard deviations below 
the long-term average vs. European large caps (not seen in 20 years);

4. The long-term positive “Small Cap effect”, that European equities have historically witnessed, has seen a 
material reversal over the last two years, and we believe it will again turn positive as inflation abates and 
interest rates are cut;

5. In previous cycles, at similar valuation points, small caps have generated strong returns over the 
subsequent 12 and 24 months;

6. Record high private equity dry powder and attractive valuations provide further optionality for active 
owners to benefit from M&A; and

7. We see no structural reasons justifying the extreme discount of European small caps.

As constructive activist investors, we seek to create lasting shareholder value by making companies better. Not 
only do we believe European small caps offer a rare opportunity for financial gains, but with a portfolio typically 
comprising 15-20 high conviction positions, we can focus on what we see as the most attractive opportunities.

Constructive Activist Investing in Europe: 
Opportunities in Small Caps Could Be Most Attractive in 20 Years

For professional investors and advisers only

The European Active Ownership team believes the investment opportunity in European small caps is possibly

the most attractive it has been for 20 years due to:

• Attractive absolute valuation levels

• Discounts vs. global and US indices

• Discounts to European large caps

• Historical precedents

• Record level private equity dry powder 

• Reversal of flows

1 Magnificent 7 refers to a group of US stocks comprising Alphabet, Amazon, Apple, Meta, Microsoft, Nvidia and Tesla. 

2 April 2024
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1. European equities look attractively valued both in absolute terms and relative to their 20-year 
history. The UK market looks even cheaper. 

In contrast to US equities, absolute equity valuations in Europe do not look particularly elevated. The 
headline valuation is in line with the 20-year average and, when excluding Granolas1, European equities are 
trading at a discount to that average. The UK looks even cheaper with valuation at the bottom quartile of the 
20-year history.

2. European equity valuations are now at extreme discounts vs. global and US indices.

The chart below illustrates the valuation dislocation on a forward P/E basis, showing that the broader 
European index, Stoxx 600, is trading at a discount over two standard deviations below the long-term 
average vs. the MSCI World Index. 

Note: US Ex-Big Tech comprises MSCI US excluding Apple, Amazon, Alphabet, Meta, Microsoft, Nvidia.
1 Granolas refers to GSK, Roche, ASML, AstraZeneca, Novo Nordisk, Nestlé, Novartis, L’Oréal, LVMH, Sanofi, SAP
Source: Bloomberg; FactSet; Redwheel analysis, 2 April 2024. 

The information shown above is for illustrative purposes. Past performance is not a guide to the future. 
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Stoxx 600 Index vs. MSCI World Index

(12m fwd P/E - Smoothed)

Mean +1 Std Deviation +2 Std Deviation -1 Std Deviation -2 Std Deviation

Source: Bloomberg; FactSet; Redwheel analysis, 2 April 2024. 
Note: “Smoothed” - Analysis takes the rolling average 12-month forward P/E to smooth spikes in data. 

The information shown above is for illustrative purpose. Past performance is not a guide to future results. 

12-month fwd P/E multiples in the past 20 years 
P/E FY1

Stoxx 600 P/E FY1 divided by  
MSCI World P/E FY1
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Stoxx 600 index vs. MSCI World Index ex Magnificent 7

(12m fwd P/E - Smoothed)

Mean +1 Std Deviation +2 Std Deviation -1 Std Deviation -2 Std Deviation

3. European small caps are now even cheaper than European large caps. 

As depicted in the chart below, on a forward P/E basis, European small caps are trading at a discount two 
standard deviations below their long-term average against the broader European market, a level not seen for 
close to 20 years.
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Even when we adjust the MSCI World Index for the impact of the US Magnificent 7 stocks, the Stoxx 600 index 
is still trading at a discount of two standard deviations below the long-term average, as shown in the chart 
below.

Source: Bloomberg; FactSet; Redwheel analysis, 2 April 2024. 

The information shown above is for illustrative purposes. Past performance is not a guide to future results. 

Source: Bloomberg; FactSet; Redwheel analysis, 2 April 2024. 

The information shown above is for illustrative purposes. Past performance is not a guide to future results.



We believe that on average smaller firms can find more growth opportunities than larger companies. 
Furthermore, we see that in relative terms it is generally easier for companies to grow faster when they are 
smaller and at an earlier stage of development than when they have grown large and matured. 

Smaller companies can find growth opportunities in niche markets and industries, which are too small or 
otherwise uninteresting for larger companies. Smaller companies can experience rapid growth rates as they 
capitalise on such opportunities and can scale their operations faster than larger companies. Notably, the one 
area where several (very) large companies have been growing very fast is the US technology sector, where 
companies such as the FAANGS (Meta (formerly Facebook), Apple, Amazon, Netflix, and Alphabet (formerly 
known as Google) and, more recently, the Magnificent 7 have shown strong growth.

Due to their size and potential for higher growth, small cap companies tend to be more sensitive than large cap 
companies to changes in macro-economic conditions, e.g., inflation and interest rates. Small cap companies 
are often perceived as more risky than large cap companies. For example, small cap companies may face 
challenges in accessing capital compared to large caps, especially when interest rates rise rapidly. 

Due to their size, small cap companies may also find it more difficult to deal with rapid rise in inflation, as their 
ability to negotiate input prices and pass through price increases may be more limited than that of large cap 
companies with more pricing power. By the same token, small cap companies should see the benefits of lower 
inflation and interest rates faster than large cap companies.

Finally, European small caps have experienced an extended period of outflows as investors have generally 
shifted capital elsewhere (including private assets). This has led to lower and lower valuations, and it has dried 
up liquidity compounding the issue. This also works in reverse, and we would think that the attractive valuation 
levels of European small caps should start to attract investors’ attention again, eventually leading to the flows 
reversing. This should be supportive for the re-emergence of the “Small Cap Effect”.

Source: Bloomberg; FactSet; Redwheel analysis, 2 April 2024. 
Note: Data until the end of December 2023.

Past performance is not a guide to future results.

4. The long-term positive “Small Cap Effect”, that European equities have historically witnessed, has 
seen a material reversal over the last two years, and we believe it will again turn positive as 
inflation abates and interest rates are cut.

As shown in the chart below, European (ex-UK) small caps have outperformed European (ex-UK) large caps by 
2.4% per annum over the last 20 years but, in the last two years, small caps have underperformed large caps 
by 8.0% per annum. 

In the UK, the reversal of the historically positive “Small Cap Effect” has been even more evident, with small 
caps underperforming large caps by 9.5% per annum over the last two years.
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5. In previous cycles, at similar valuation points, small caps have generated strong returns over the 
subsequent 12- and 24-month periods.

Historically, extreme valuation dislocations of European small caps have turned out to be very attractive buying 
opportunities. We have studied four points in the last 20 years when the small cap valuation deviation against 
large caps has pivoted (May 2004, March 2009, May 2015 and April 2020). As shown in the table below, small 
caps have generated strong absolute returns (apart from 2015) in the 12- and 24-month periods following 
these pivot points, and they have outperformed large caps by a significant margin in all periods.

Source: Bloomberg; FactSet; Redwheel analysis, 2 April 2024. 

Past performance is not a guide to future results.

6. Record high private equity dry powder and attractive valuations can provide further optionality for 

active owners to benefit from M&A.

As shown in the chart below, private equity dry powder has rapidly increased in the last ten years and is today 
at a record high of $3.9T. 

Source: Global Private Equity Report 2024, Bain & Company, 11 March 2024.
Note: Buyout category includes buyout, balanced, co-investment, and co-investment multimanager funds; other category includes 
fund-of-funds, mezzanine, and hybrid; discrepancies in bar heights displaying the same value are due to rounding differences.

The information shown above is for illustrative purpose. 
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The historical buyout deal value by region, as depicted in the chart below, gives us a good indication of buyout 
capital targeting European opportunities. In the last years, Europe has represented roughly 1/3 of the global 
buyout activity by deal value, whilst the US share has been somewhat larger. Furthermore, both the deal value 
and number of deals had been trending upwards until last year. 

Source: Global Private Equity Report 2024, Bain & Company, 11 March 2024.

The information shown above is for illustrative purposes.

Buyout dry powder ($T)

Global buyout dry powder, by years since capital raised

Buyout deal value ($B)

Global buyout deal value, by region
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Buyouts, representing the largest portion of private equity dry powder, is also at a record high of $1.2T. 
Furthermore, as shown in the chart below, the global buyout dry powder is getting older increasing the 
pressure to put the capital to work.

Source: Global Private Equity Report 2024, Bain & Company, 11 March 2024.

The information shown above is for illustrative purposes.



The low valuations of fundamentally attractive European companies have attracted steady interest from 
strategic and private equity buyers. This is illustrated in the chart below, which shows M&A in UK public 
companies in 2023. With private equity buyout dry powder at all time high levels and the capital getting older, 
we would expect that there is potentially more M&A to come across Europe, as well as in the UK. 

M&A in the UK public equity markets in 2023

Source: Peel Hunt; Company announcements; Redwheel analysis, 2 April 2024. 

The information shown above is for illustrative purposes.

7. After two years of outflows, European equites seem to be making a comeback. 

European equity flows have turned positive, with December 2023 and January 2024 seeing the second- and 
third-best monthly inflows on record according to the Calastone Fund Flow Index, with inflows of £476m and 
£471m, respectively. The record European equity inflow was £509m in December 2020.
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Are there are any structural reasons justifying European small caps’ extreme discount?

In our view, there are no structural reasons as to why European small caps should trade at the discount levels 
we are currently seeing. European small caps often have international/global revenue bases, attractive growth 
opportunities and solid balance sheets. 

Using the MSCI Europe Small Cap Index and the Russell 2000 Index as proxies for European and US small caps, 
respectively, we make three observations:

1. The 10-year average Sales and EPS growth of European small caps is 4.7% and 7.5%, respectively, slightly 
below US small caps at 6% and 9.3%;

2. The FY1 leverage of European small caps at 3x Net Debt/EBITDA is well below the 4.5x level of US small 
caps (with similar difference over the last 10 years); and

3. The 10-year average ROE of European small caps of 6.3% is significantly above the 3.8% level of US small 
caps, in part due to the higher proportion of lossmaking companies in the Russell 2000.

Source: Bloomberg; Redwheel analysis, 2 April 2024. 

The information shown above is for illustrative purposes. 
Past performance is not a guide to future results. 
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What about the risks?

While we are excited by the opportunity that the above dynamics represent, we should add for balance, that 
this is not without its risks. While inflation is coming down, it does remain elevated, resulting in elevated 
interest rates at both the short and long end of the curve with a risk of rates remaining “higher for longer”; the 
macroeconomic environment could further deteriorate with further knock-on effects to consumer and 
industrial demand; the political and geopolitical environment remains uncertain with significant conflicts in 
Ukraine and the Middle East as well as important elections being held over this year. 

Furthermore, the world is undergoing significant technological transformation, with the rapid development of 
AI. The impact of this, positive and negative, on the broader corporate universe remains unclear. All these 
macro factors could continue to weigh on equity markets, including European small caps, for longer than 
expected. Finally, it is possible for cheap assets to remain cheap, with more protracted delay to any expected 
rerating, somewhat offset by the more attractive earnings yields on offer. 

Acknowledging these risks, we remain excited by the investment opportunity that is represented by the 
dynamics explained in this paper.



For professional investors and advisers only

About The Redwheel European Focus Strategy

The European Active Ownership team acts as a constructive public market activist investor seeking to create 
lasting shareholder value by making companies better. 

The team manages the Redwheel European Focus Strategy which takes a high conviction, concentrated and 
long-term approach, with proactive ownership. The approach has been an alpha generator over 15 years. The 
Strategy has invested in over 50 European companies spanning large, mid, and small caps. We currently find 
the most attractive opportunities in small caps, which we believe haven’t been this cheap for 20 years.

How the Redwheel European Focus Strategy is differentiated

Information advantage: Through deep, private equity like research to identify high conviction 
opportunities;

Transformation arbitrage: By finding company-specific value creation opportunities not priced in by the 
markets and actively working with companies to unlock them; and

Holding period arbitrage: Given the Strategy can stay invested in and engage with companies over longer 
periods of time (typically 4-5 years).

Why invest in The Redwheel European Focus Strategy

• One of the longest standing constructive activist investment strategies in Europe tracing its roots to the 
Hermes Focus Funds launched in 19981. 

• A concentrated, fundamental and bottom-up portfolio invested in European publicly listed companies 
that we believe have attractive core businesses and limited downside risk (margin of safety). The 
portfolio typically consists of 15-20 high-conviction and long-term (~4-5 years) positions.

• We seek to create lasting shareholder value by making companies better. The companies we invest in 
have significant opportunities to create additional value by improving a number of company-specific 
issues, and we can act as a catalyst for value to create change by constructively working together with 
our portfolio companies and other shareholders. 

• Long track record: 15th anniversary in February 2024, involved in 50+ investments across various sectors 
in 14 European countries, bringing tangible change and improvements. 

• Experienced Team: The Team has served on five Corporate Boards, including Chair in one, acted as a 
catalyst for Board renewal and CEO changes in 20+ cases, been involved in 30+ transactional 
transformations and M&A exits, and consulted many companies on strategic and operational 
transformation, capital allocation, capital structure, capital market relations and ESG. 

1 Hermes Focus Funds was founded in 1998 focusing on the UK public equity market. The European Fund (ex-UK) was launched in 
2002 following the same approach but focusing on continental European public equity markets.

2 AMG Advanced Metallurgical Group N.V.
3 EMGS Electromagnetic Geoservices ASA

Petteri Soininen
European Active Ownership Strategy 
since 2009

Previously, The Boston Consulting Group, 
Board member of AMG2, 2015-2017 and 
EMGS3, 2014-2023 (Chair Feb-Jun 2020)

Jimmy Tillotson
European Active Ownership Strategy 
since 2009

Previously, JM Finn & Co, Board 
member of Opus Group AB, 2018-2020

David Stewart
European Active Ownership Strategy 
since 2009

Previously, finance-related projects at 
Lloyds Bank, Barclays, Bank of New York

Antonio Salerno
European Active Ownership Strategy 
since 2009

Previously, Deminor (today ISS), 
Board member of Italmobiliare
S.p.a., 2017-2021
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Key Information
No investment strategy or risk management technique can guarantee returns or eliminate risks in any market environment. 
Past performance is not a guide to future results. The prices of investments and income from them may fall as well as rise 
and an investor’s investment is subject to potential loss, in whole or in part. Forecasts and estimates are based upon subjective 
assumptions about circumstances and events that may not yet have taken place and may never do so. The statements and 
opinions expressed in this article are those of the author as of the date of publication, and do not necessarily represent the view 
of Redwheel. This article does not constitute investment advice and the information shown is for illustrative purposes only. Whilst 
updated figures are not available for all sources, we have performed further analysis and believe that this data has not significantly 
changed and is reflective for 2024.

Disclaimer
Redwheel ® is a registered trademark of RWC Partners Limited (“RWC”). The term “Redwheel” may include any one or more
Redwheel branded entities including RWC and RWC Asset Management LLP, each of which is authorised and regulated by the UK
Financial Conduct Authority and, in the case of RWC Asset Management LLP, the US Securities and Exchange Commission (“SEC”);
RWC Asset Advisors (US) LLC, which is registered with the SEC; RWC Singapore (Pte) Limited, which is licensed as a Licensed Fund
Management Company by the Monetary Authority of Singapore; Redwheel Australia Pty Ltd is an Australian Financial Services
Licensee with the Australian Securities and Investment Commission; and Redwheel Europe Fondsmæglerselskab A/S which is
regulated by the Danish Financial Supervisory Authority.

Redwheel may act as investment manager or adviser, or otherwise provide services, to more than one product pursuing a similar
investment strategy or focus to the product detailed in this document. Redwheel seeks to minimise any conflicts of interest, and
endeavours to act at all times in accordance with its legal and regulatory obligations as well as its own policies and codes of
conduct.
This document is directed only at professional, institutional, wholesale or qualified investors. The services provided by Redwheel are
available only to such persons. It is not intended for distribution to and should not be relied on by any person who would qualify as
a retail or individual investor in any jurisdiction or for distribution to, or use by, any person or entity in any jurisdiction where such
distribution or use would be contrary to local law or regulation.

This document has been prepared for general information purposes only and has not been delivered for registration in any
jurisdiction nor has its content been reviewed or approved by any regulatory authority in any jurisdiction.
The information contained herein does not constitute: (i) a binding legal agreement; (ii) legal, regulatory, tax, accounting or other
advice; (iii) an offer, recommendation or solicitation to buy or sell shares in any fund, security, commodity, financial instrument or
derivative linked to, or otherwise included in a portfolio managed or advised by Redwheel; or (iv) an offer to enter into any other
transaction whatsoever (each a “Transaction”). Redwheel bears no responsibility for your investment research and/or investment
decisions and you should consult your own lawyer, accountant, tax adviser or other professional adviser before entering into any
Transaction. No representations and/or warranties are made that the information contained herein is either up to date and/or
accurate and is not intended to be used or relied upon by any counterparty, investor or any other third party.

Redwheel uses information from third party vendors, such as statistical and other data, that it believes to be reliable. However, the
accuracy of this data, which may be used to calculate results or otherwise compile data that finds its way over time into Redwheel
research data stored on its systems, is not guaranteed. If such information is not accurate, some of the conclusions reached or
statements made may be adversely affected. Any opinion expressed herein, which may be subjective in nature, may not be shared
by all directors, officers, employees, or representatives of Redwheel and may be subject to change without notice. Redwheel is not
liable for any decisions made or actions or inactions taken by you or others based on the contents of this document and neither
Redwheel nor any of its directors, officers, employees, or representatives (including affiliates) accepts any liability whatsoever for
any errors and/or omissions or for any direct, indirect, special, incidental, or consequential loss, damages, or expenses of any kind
howsoever arising from the use of, or reliance on, any information contained herein.

Information contained in this document should not be viewed as indicative of future results. Past performance of any Transaction is
not indicative of future results. The value of investments can go down as well as up. Certain assumptions and forward looking
statements may have been made either for modelling purposes, to simplify the presentation and/or calculation of any projections
or estimates contained herein and Redwheel does not represent that that any such assumptions or statements will reflect actual
future events or that all assumptions have been considered or stated. There can be no assurance that estimated returns or
projections will be realised or that actual returns or performance results will not materially differ from those estimated herein.
Some of the information contained in this document may be aggregated data of Transactions executed by Redwheel that has been
compiled so as not to identify the underlying Transactions of any particular customer.

No representations or warranties of any kind are intended or should be inferred with respect to the economic return from, or the
tax consequences of, an investment in a Redwheel-managed fund.

This document expresses no views as to the suitability or appropriateness of the fund or any other investments described herein to
the individual circumstances of any recipient.

The information transmitted is intended only for the person or entity to which it has been given and may contain confidential
and/or privileged material. In accepting receipt of the information transmitted you agree that you and/or your affiliates, partners,
directors, officers and employees, as applicable, will keep all information strictly confidential. Any review, retransmission,
dissemination or other use of, or taking of any action in reliance upon, this information is prohibited. Any distribution or
reproduction of this document is not authorised and is prohibited without the express written consent of Redwheel.

Funds managed by Redwheel are not, and will not be, registered under the Securities Act of 1933 (the “Securities Act”) and are not
available for purchase by US persons (as defined in Regulation S under the Securities Act) except to persons who are “qualified
purchasers” (as defined in the Investment Company Act of 1940) and “accredited investors” (as defined in Rule 501(a) under the
Securities Act).
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Redwheel London
Verde
10 Bressenden Place 
London SW1E 5DH
+4420 7227 6000

Redwheel Miami
2640 South Bayshore Drive 
Suite 201
Miami
Florida 33133
+1 305 6029501

Redwheel Europe 
Fondsmæglerselskab A/S, 
Havnegade 39, 1058 
København K, Denmark

Redwheel Singapore
80 Raffles Place
#22-23
UOB Plaza 2
Singapore 048624
+65 68129540

CONTACT US
Please contact us if you have any questions or 
would like to discuss any of our strategies.
invest@redwheel.com | www.redwheel.com

This document does not constitute an offer to sell, purchase, subscribe for or otherwise invest in units or shares of
any fund managed by Redwheel. Any offering is made only pursuant to the relevant offering document and the
relevant subscription application. Prospective investors should review the offering memorandum in its entirety,
including the risk factors in the offering memorandum, before making a decision to invest.
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