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US Small Caps:
Tackling the
Small Cap
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= Thelack of information flow in US small
caps and limited research coverage provides
investors with opportunities to exploit an
inefficient market.
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® The typical US small cap strategy is fairly
concentrated with around 75 stocks.
This can lead to high idiosyncratic risks

; ' and volatility, while also leaving many

e F — ey, | undervalued companies undiscovered.

m Sitting between traditional fundamental
and quantitative approaches, Lazard US
Systematic Small Cap Equity offers an
automated, style-agnostic solution that has
historically proven successful in capturing
the inefficiencies provided by a diverse
market.
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The US small cap market is defined by its inefficiency. In our
view, inefficiency walks arm in arm with opportunity, making
this asset class particularly suited to active management: active
US small cap managers have a better record of outperforming
than their active large cap counterparts, who can struggle to find
an enduring edge in a highly efficient asset class.

The 2,000 stocks that make up the Russell 2000 index, the
most widely used representation of the US small cap universe,
comprise a diverse set of companies. They offer exposure to all
corners of the dynamic US economy, with a greater domestic
slant to their earnings than the S&P 500’s constituents.
Crucially, though, they receive much less focus and research
coverage than their big-cap brethren (Exhibit 1).

Exhibit 1
The Lack of Information Flow in US Small Caps

Average Number of Analysts
20

10 —

Small Cap (Russell 2000)

Large Cap (S&P 500)

Small Caps Large Caps
Number of Analysts (Russell 2000 Index, %) (S&P 500 Index, %)
0 6 0
1-2 17 0
&6 34 1
6-10 33 12
11+ 10 86

As of 10 July 2024
Based on EPS data. For illustrative purposes only.
Source: FactSet

The Coverage Conundrum

Yet small cap stocks require even closer attention than large

caps. Smaller companies typically exhibit a higher velocity of
change, meaning their operating results tend to have a more
immediate and material impact on their share price than large
cap stocks. We believe they have far greater potential for outsized
growth than larger stocks—after all, to quote legendary small
cap investor Jim Slater, elephants don’t gallop. Finally, although

home to many high-quality companies, the US small cap
universe features many speculative and expensive companies, as
well as a high percentage of unprofitable names: around 40% of
Russell 2000 index constituents were loss-making, as of 30 June
2024." Wheat needs to be separated from chaff.

In our view, the constantly recurring inefficiencies in the US
small cap market are fundamental in nature, making stock-
specific, bottom-up research crucial. However, the size and
diversity of the universe pose a challenge for the traditional
investment manager. They would require a firm to employ
more analysts than is economically feasible under the capacity
constraints of the small cap market opportunity. The result is
that a typical US small cap strategy is fairly concentrated, with
around 75 stocks. This can lead to high idiosyncratic risks and
volatility, while potentially leaving many undervalued companies
undiscovered and alpha on the table.

To solve this problem of scale while fully exploiting the
opportunities provided by the myriad individual inefficiencies
found in the asset class, we developed a fully automated
approach rooted in fundamental analysis. We believe the analysis
of company operating results and corporate news flow should

be unbiased, rational, consistent, and based on sound economic
principles—all properties that lend themselves to automation.

Automated Fundamental Analysts: Our Al
Expert System

Our team has spent over a decade building a unique framework
of 25 diversified and uncorrelated concepts that each exploit a
specific fundamental inefliciency. These concepts, which we call
Automated Fundamental Analysts, are easy to understand, yet
complex to implement. Two examples of our many concepts
include “Competitive Advantage”—identifying companies
exhibiting sustained margin improvement—and “Accelerating
Growth”—companies showing a meaningful inflection in their
operating results. These Automated Fundamental Analysts
continuously re-evaluate the entire market in real time, making
buy and sell recommendations based on whether a company

is currently mis-priced. Our investment process is designed

to take advantage of slow and deliberate thinking yet acts
quickly and decisively. To learn more about our Automated
Fundamental Analysts approach, please see “Lazard US
Systematic Equity: Automated Fundamental Analysts”.

Our approach has resulted in a diversified portfolio of around 400
names historically driven mainly by idiosyncratic alpha focused
on operating fundamentals and valuation. And we believe our
approach has worked. From its launch in August 2015 to 30 June
2024, our strategy has exceeded the Russell 2000 index by 488
basis points, annualized gross of fees (380 basis points net of fees,
annualized), and produced a first percentile-ranked information
ratio among US small cap core strategies.”


https://www.lazardassetmanagement.com/gl/docs-page/product/-s261-/114117/LazardUSSystematicEquity-AutomatedFundamental_LazardInvestmentFocus
https://www.lazardassetmanagement.com/gl/docs-page/product/-s261-/114117/LazardUSSystematicEquity-AutomatedFundamental_LazardInvestmentFocus

Looking ahead, we are excited by the current market opportunity
in US small cap stocks, especially given signs in mid-July of a
potential turning point for the asset class on the back of lower-
than-expected inflation numbers and hopes of rate cuts. Despite
significantly higher revenue and earnings growth forecasts,
valuations relative to large cap stocks are at their most attractive
in a generation: the Russell 2000 index sits at close to a two
standard deviations discount to the S&P 500 index, the largest
valuation gap since the turn of the century (Exhibit 2).

Exhibit 2
US Small Caps Trade at a Historical Discount to US Large Caps

P/E (excluding negatives)
30 1

S&P 500 Index

Russell 2000 Index
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As of 30 June 2024
For illustrative purposes only.
Source: Lazard, FactSet

Meanwhile, we believe our portfolio compares highly favorably
versus the Russell 2000 (Exhibit 3), offering compelling
valuation support, with historically higher returns on equity and
cash generation.

Exhibit 3
Lazard US Systematic Small Cap Equity Strategy Investment
Characteristics vs. Russell 2000 Index

Lazard Russell 2000 Index
Price/Earnings 21.3 48.3
Free Cash Flow (%) 7.6 2.9
Return on Equity (%) 10.2 43
Price/Cash Flow 9.4 12.2

As of 30 June 2024
Source: Lazard, FactSet

We currently see a clear split within the small cap universe
between high-quality and speculative companies. Many of the
former are trading at attractive discounts, meaning investors are
not being forced into a trade-off between quality and valuation.
This is fertile ground for active management, and we believe
our process of systematically combining multiple fundamental
sources of potential alpha is well positioned for this clear market

opportunity.
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Notes
1 Source: Lazard, FactSet.
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