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The Case for actively managed US Small Caps

Alignment of Small Cap Indices with Active Management

US Small Caps exhibit various characteristics that directly align with the strengths of active managers.
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Firstly, Small Cap indices offer a higher level of
diversification. Not only do they encompass a
larger number of stocks, but their weight
compositions are structured in a manner that
minimizes the impact of individual stock
performance while expanding the range of
investment opportunities available to investors.

For instance, as of the end of May 2023, the S&P
500 consisted of 503 stocks. However, due to the

presence of a few exceptionally large stocks (with the largest five stocks accounting for 22.3% of the index), holding the
index alone did not provide substantial diversification benefits. From a diversification standpoint, holding the S&P 500

was comparable to maintaining an equally weighted portfolio comprising approximately 60 stocks.
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Source: PanAgora Asset Management, Russell, S&P. Dispersion measure as the value

weighted annualized cross-sectional volatility of returns over the previous 3 months.

In contrast, the Russell 2000 Index, with its 1902
constituent  stocks, displayed a less
concentrated weight distribution, equivalent to
an equal-weighted universe composed of
approximately 900 stocks.

The broader scope of Small Cap indices not only
allows for greater diversification, but also
presents abundant investment opportunities
on which active managers are able to
capitalize.

Secondly, the potential rewards of picking the
right stocks have been notably large within the

Small Cap segment.

This is evident when examining the dispersion in returns among individual stocks in the Russell 2000 and Russell 1000

indices. Since 1995, the average return difference within the smaller index was 20%, surpassing the 14% average return

difference within the Russell 1000 Index.
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In short, active managers who successfully navigate the Small Cap universe have a greater opportunity to generate

substantial alpha.?

Finally, the scarcity of competition in the Small Cap space represents an additional advantage for active managers.
To illustrate this point, as of May 2023, the average stock within

Analyst Coverage S&P 500 Russell Russel

Count 1000 2000 the S&P 500 had earnings forecasts provided by more than 20
Bottom Decile 9 10 2 analysts, whereas the comparable figure for the Russell 2000
Average 20 16 6 Index was merely six analysts
Median 21 19 7 y ysts.
Top Decile 33 35 12 L . e .
Source: PanAgora Asset Management. FactSet Nurrber of analysts This significant disparity indicates that active managers
providing EPS estimates. Data as of May 31, 2023 focusing on Small Caps face less crowded, and potentially less

efficient, markets, allowing them to potentially uncover undervalued or overlooked investment prospects that may

offer superior returns.

Evidence from Institutional Investors

Active managers' potential to outperform is borne out by an analysis of the performance achieved by institutional
investors. An examination of the performance of institutional investors reveals a significantly high degree of success

amongst active managers operating within the US Small Cap segment.

Leveraging data compiled by eVestment, we calculated the average excess return, information ratio, and proportion of
managers outperforming their benchmark within the Small Cap Universes from March 2003 to March 2023. The study
is conducted on returns that are net of stated fees, and all statistics pertain to 12-month holding periods. Our analysis

of this data attempts to mitigate any distortions that may result from survivorship bias.

Key Statistics in the US Small Caps Segment
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The results reveal that, on average, 53% of managers within the US Small Cap Universe have exceeded their benchmark
annually. Furthermore, these managers have generated an average outperformance of 87 basis points, a notable
accomplishment. This outperformance, adjusted for risk, yields an average information ratio of 0.14, underscoring the

value of active management in the Small Cap sector.

" Return dispersions are calculated by taking the annualized cross-sectional standard deviation of the returns of the individual
components within the index. These dispersions are computed daily, using a look-back window of 3 months starting in 1995.
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Conclusion

Active managers have a strong case for investing in US Small Caps. Despite the challenges and risks associated with this
segment, active management techniques, including thorough portfolio construction and risk management, can
effectively mitigate risk. Our analysis demonstrates that Small Caps offer greater diversification, the potential for higher
rewards, and a less competitive environment, making them an attractive investment opportunity for active managers
aiming to generate alpha and achieve superior returns. Empirical evidence derived from institutional investors
described here substantiates the advantages and potential for outperformance within this asset class.




Disclosures

This report was prepared by PanAgora's Equity Strategy Research Team, which produces research and academic
content and operates independently from the firm's portfolio management teams. PanAgora’s portfolio management
teams may have views and opinions that differ from those contained in this report.

This material is solely for informational purposes and shall not constitute an offer to sell or the solicitation to buy
securities. The opinions herein represent the current, good faith views of the author(s) at the time of publication and
are provided for limited purposes, are not definitive investment advice, and should not be relied on as such. The
information presented in this article has been developed internally and/or obtained from sources believed to be
reliable; however, PanAgora Asset Management, Inc. ("PanAgora") does not guarantee the accuracy, adequacy, or
completeness of such information.

Predictions, opinions, and other information contained in this article are subject to change continually and without
notice of any kind and may no longer be true after the date indicated. Any forward-looking statements speak only as of
the date they are made, and PanAgora assumes no duty to and does not undertake to update forward-looking
statements. Forward-looking statements are subject to numerous assumptions, risks, and uncertainties, which change
over time. Actual results could differ materially from those anticipated in forward-looking statements. Equities may
decline in value due to both real and perceived general market, economic, and industry conditions. There is no
guarantee that any investment strategy will achieve its investment objective or avoid incurring substantial losses.

This material has been prepared for informational purposes only and is not intended to provide, and should not be
relied on for, accounting, legal, or tax advice. You should consult your tax or legal adviser regarding such matters.

Index Disclosures

The Russell 1000® Index measures the performance of the large-cap segment of the US equity universe. It is a subset
of the Russell 3000® Index and includes approximately 1,000 of the largest securities based on a combination of their
market cap and current index membership. The Russell 1000 represents approximately 93% of the US market.

The Russell 2000® Index is an unmanaged list of common stocks that is frequently used as a general performance
measure of U.S. stocks of small to midsize companies. The smallest 2,000 securities in the Russell 3000® Index are
included in this index.

Russell: London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2023.
FTSE Russell is a trading name of certain of the LSE Group companies. “FTSE” “Russell®”, “FTSE Russell” are a
trademark(s) of the relevant LSE Group companies and is/are used by any other LSE Group company under license. All
rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns the index or the data.
Neither LSE Group nor its licensors accept any liability for any errors or omissions in the indexes or data and no party
may rely on any indexes or data contained in this communication. No further distribution of data from the LSE Group
is permitted without the relevant LSE Group company’s express written consent. The LSE Group does not promote,
sponsor or endorse the content of this communication.
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S&P: The "S&P 500 Index" is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI”)
and has been licensed for use by PanAgora Asset Management, Inc. ("PanAgora"). Standard & Poor’s® and S&P® are
registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P”); Dow Jones® is a
registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”); PanAgora's products and services are not
sponsored, endorsed, sold or promoted by SPDJI, Dow Jones, S&P, their respective affiliates, and none of such parties
make any representation regarding the advisability of investing in such product(s) nor do they have any liability for any
errors, omissions, or interruptions of the S&P 500 Index.

eVestment: eVestment collects information directly from investment management firms and other sources believed to
be reliable. eVestment does not guarantee or warrant the accuracy, timeliness, or completeness of the information
provided and are not responsible for any errors or omissions. Performance results may be provided with additional
disclosures available on our systems and other important considerations such as fees may be applicable. Not for general
distribution.
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