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European Smaller Companies
ENDURING APPEAL DESPITE
EXTENDED BULL MARKET

KEY POINTS

= While European smaller companies have enjoyed almost a decade of strong
performance, the asset class retains its appeal.

= The European small-cap universe is broad and deep, with an enviable opportunity

set of investable company names.

B Small-caps embrace a greater breadth of industries relative to their large-cap
counterparts, alongside a greater dispersion of returns.

= Within the European small-cap universe, we believe our extensive proprietary
research represents a strong competitive advantage compared with the limited
research coverage by others in this segment.

European smaller companies have
enjoyed almost a decade of strong
performance since the post-financial
crisis troughs, both in an absolute sense
and relative to larger companies. Yet

| remain excited about the enduring
appeal of the asset class. While
aggregate valuations have moved higher,
on a day-to-day basis we continue to
discover many attractive opportunities
as the team travels across the continent
to meet with companies. | am constantly
reminded about the scale of the
inefficiencies that we can potentially
exploit and the breadth of opportunity
that we are presented with.

Our fundamental research approach
has been applied in Europe and other
markets outside the U.S. for nearly three
decades, and for appreciably longer in
the U.S. Its relevance—and the potential
rewards—remains as valid now as it

has ever been. In future articles we will
further examine key European small-
caps themes.

THE THREE CORE ATTRIBUTES OF
EUROPEAN SMALLER COMPANIES

Looking beyond the equity market’s
current extended bull-run, three key
features of the European smaller
companies asset class contribute to
a more enduring appeal for investors:

1. Abroad and deep investment universe

2. Exploitable pricing anomalies, under-
explored by other investors or sell
side research

3. A wide dispersion of returns

These features are particularly
attractive to well-resourced investment
managers and make the asset class

a fertile territory for identifying potential



opportunities. | expand on each of these
points below:

A broad and deep investment universe

The European small-cap universe

has an enviable opportunity set of
investable company names. The
universe encompasses a wide expanse
of industries, particularly those at the
cutting edge of innovation where growth
rates tend to be high.

What | find particularly compelling about
this area of the market is that smaller
companies offer real opportunity to
access potentially high growth rates that
are not easily available elsewhere.

Although both European and U.S.
markets are dominated by large-caps in
terms of market capitalization—only 12%
of the U.S. equity universe has a market
cap of less than €5 billion' compared
with 18% in Europe—the opportunity
set is relatively limited in comparison to
small-caps. The number of small-caps,
defined as companies with a market
capitalization of between €50 million
and €1 billion, account for 64% of the
European equity market compared with
52% in the U.S.2

Small-caps on both sides of the Atlantic
also embrace a greater breadth of
industries relative to their large-cap
counterparts, which are skewed toward
certain dominant industries. Figure 1
shows that European small-caps are much
more diversified than their larger-company
counterparts. Some 17% of industries

in the European small-cap index are
concentrated in 3 industries, whereas in
the large-cap index, the figure is 35%.

Exploitable pricing anomalies

Small cap markets are also typically
fragmented, poorly covered, and
inefficient. As an active investor, this

is an exciting juxtaposition—a large
opportunity set but with limited
coverage—as it tends to lead to pricing

FIGURE 1: Small-Caps Are More Widely Diversified Across Industries

As of August 31, 2018
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anomalies that well-resourced, active
managers can potentially exploit.

What's more, if anything, | see the
frequency of pricing anomalies in

this arena potentially rising over time.
Counterparties continue to reduce the
number of research analysts and the
sectors and industries they cover. This
is no short-term scenario but, rather,

a long-term industry trend reflecting
harsh industry economics. As such, the
progressive reduction in the coverage of
smaller companies is a trend that | can
only see continuing.

Within Europe, | can take advantage of
our proprietary research efforts, which
we believe give us a strong competitive
advantage when compared with the
limited research coverage typically
accorded to the small-cap arena by other
investors and sell side research.

Figure 2 shows that dramatically fewer
analysts follow smaller companies than
larger companies. This pattern can be
clearly seen in both Europe and the
U.S. Significantly, the level of sell side
research coverage in Europe has not
only been under pressure in a relative

'Source: FTSE Russell, Russell 1000 Index.
2Source: FTSE Russell, Russell 2000 Index.

Russell Investment Group is the source and owner of the trademarks, service marks, and copyrights related to the Russell indexes. Russell® is a trademark of

Russell Investment Group.
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sense compared with large-cap, but
coverage at the smaller end of the
market also appears to be declining in
an absolute sense. This chimes with
our direct experience, as we find that
many of our counterparties are devoting
fewer resources to the asset class. The
early evidence from recent regulatory
changes is that these pressures could
well become even more intense.

Wider dispersion of returns in the
small-cap universe

The small-cap universe offers a wide
dispersion of returns compared with large-
cap counterparts, which is also compelling
(see Figure 3). For active managers this
provides an opportunity to potentially
capture greater returns in the small-cap
space. Applying fundamental research we
can establish an estimate of the intrinsic
value of a security and then exploit the
greater variability around this as sentiment
and short-term non-fundamental factors
temporarily exert their influence.

FUNDAMENTAL RESEARCH IDENTIFIES
DURABLE GROWERS EARLY ON

An often overlooked or under-
acknowledged feature of the European
small-cap sector is the propensity for
innovation. | have noticed that the
market systematically underestimates
the scope for small and innovative
companies to sustain high rates of
growth and to be much larger in five to
10 years. This can be pronounced for
companies with appreciable runways
for durable growth, particularly where
innovation has generated significant
“undiscounted change.” As a result,
underlying returns can be quite
polarized, so there is a pressing need
for an active stock-picking approach.

My team aims to discover at an early stage
those small and innovative companies that
can become much larger over the longer
term and to hold them for a multi-year
period. Consequently, our investors should
benefit from powerful compounding that
arises from sustained earnings growth.
The impact of the rerating of the company
by the market, as appreciation of its

FIGURE 2: The Number Of Analysts Covering Small-Caps Has Been Declining

As of August 31, 2018
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FIGURE 3: Europe Small-Caps Can Earn Much Higher Returns vs. Large-Caps

As of August 31, 2018
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characteristics and potential take hold, can
also be significant.

At T. Rowe Price, information advantage is
at the heart of our investment approach.
Accordingly, we have invested heavily

in research personnel and resources

in keeping with this singular ambition.
Rigorous fundamental analysis—
undertaken by a dedicated European
small-cap team, backed by a well-
resourced global research platform of
130 equity analysts—is the bedrock of
my decision-making process.

At the same time, we are not short-
term investors. Unlike some small-cap
investors, | am not looking to make an
overnight profit. By taking a longer-
term investment view, | can dedicate
the time needed to research this
broad and exciting universe to identify
pricing anomalies and find quality,
durable growth opportunities. I'm not
necessarily looking for off-the-chart
growth either. It is the persistence of
the growth, compounded over time,
that is important.
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Key Risks—The following risks are materially relevant to the strategy highlighted in this material: Transactions in securities of foreign currencies may be subject to
fluctuations of exchange rates which may affect the value of an investment. Investment in small companies involves greater risk than is customarily associated with
larger companies, since small companies often have limited product lines, markets or financial resources.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

To learn more, please visit troweprice.com.
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