March 2024 BRANDES

Investment Team Corner

In conversation with Mark Costa, CFA, member of
Brandes’ Small-Cap Investment Committee and an
analyst on the Industrials Research Team.

Given the recent outperformance of U.S. large cap stocks compared to small caps, we spoke with Mark Costa, CFA, to
understand challenges and prospects in the small cap market. He delves into performance trends of small caps versus large
caps and the nuances of investing across global markets. The conversation offers insights into Brandes’ approach to finding
value in both U.S. and international small caps. Mark has 24 years of experience and has been with Brandes since 2000.

While small caps posted double-digit returns in 2023, large caps continued their multi-
year outperformance. Is this an aberration or are large caps outperforming small caps
the new normal?

As a student of investment history who has been investing for nearly 25 years, it always catches my attention when phrases
like “the new normal” are being thrown out. It has been an amazing run for large caps, particularly in the U.S., but when you
break down the performance of the S&P 500, performance has been driven by the top seven companies (i.e., the so-called
“Magnificent Seven”). And while it is impossible to predict how the future may unfold, the past decade of large cap
outperformance reminds us of historical patterns, such as during the Nifty-Fifty era and pre dot-com bubble times, where
similar trends were observed before a shift back to small caps. When we consider the risk-return profile, small caps, by their
nature, tend to carry more risk and in theory should yield higher returns compared to large caps. This is reflected in historical
data, which shows small caps outperforming large caps over extended periods.’

Current market dynamics reinforce this view. The relative valuation gap between large and small caps, based on metrics such
as enterprise value to sales, price to earnings, price to book, and price to cash flow, is near historical extremes. On an absolute
basis, if we look at the Russell 2000 Index, its price to earnings and price to sales metrics are near thirty-year lows, suggesting a
significant undervaluation of small caps.

There is also a behavioral aspect to consider. Markets often exhibit phases of high investor enthusiasm for certain asset
classes, leading to their outperformance. This enthusiasm, while possibly justified, tends to drive valuations to levels where
future returns are pulled forward. As a result, prolonged investment in such asset classes can lead to periods of
underperformance as markets adjust back to equilibrium.

Conversely, when an asset class is out of favor, like small caps currently, it presents opportunities. When companies
continue to generate revenue, earnings, and cash flow, and if they grow at a rate that is faster than the rate at which the
stock price appreciates, it can lead to value dislocations that long-term investors can seek to exploit. Moreover, the longer
that sentiment period lasts, the greater that valuation gap can become. This dynamic seems to be expressing itself in the
small cap universe, where we are seeing a rich environment for value investing, characterized by an abundance of what we
would consider undervalued opportunities.

Our focus is firmly on the absolute attractiveness of small caps—identifying companies
that our analysis indicates are mispriced, with robust business models and strong €€ ourfocusis firmly on the
balance sheets that can weather economic uncertainties, so the long-term return absolute attractiveness of

potential can express itself. small caps-identifying

Brandes’' Small-Cap Investment Committee manages global, companies that our analysis
international, and U.S. small cap portfolios. What are some indicates are mispriced.

of the similarities and differences that you are observing

across geographies?
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The small cap landscape varies significantly across different geographies and industries, but there are underlying
commonalities due to prevailing market sentiments (i.e., surrounding large cap vs. small cap, value vs. growth). Both in the
U.S. and internationally, we're finding a wealth of potential opportunities in small caps. These include companies trading at
attractive valuations, with solid balance sheets and durable business models.

In terms of where Brandes is finding the best value potential, we are finding a richer opportunity set internationally, in part
because of how large the asset class is. There are about 10,000 small cap companies in the global small cap opportunity
set, and roughly 7,000 are outside of the U.S. Additionally, there are few analysts covering these markets. Therefore, you can
look at international small cap as a very large pond with few fishermen, which can result in inefficiencies and larger margins
of safety (the margin of safety for any security is the discount of its market price to what the firm believes is the intrinsic
value of that security).

Another difference with the international small cap universe is that we find a larger number of primary businesses—leaders in
important industries. This is particularly true in countries with smaller populations, where a company can be a market leader
yet still classify as a small cap due to the overall market size.

In the U.S., the small cap opportunity set is smaller (about 3,000 companies), due to the country’s size relative to global
gross domestic product. It also has a greater number of secondary type businesses. This means that we have to be very
selective with U.S. small cap investing, because there are many companies with weaker business models (e.g., they are a
supplier to a large customer, in the entrepreneurial phase, or have a lot of leverage on their balance sheet). While the
investment universe is not as attractive as it is internationally, we are still able to construct a robust portfolio because we are
highly selective. Our U.S. small cap portfolio focuses on companies with durable business models and strong balance
sheets—an essential factor in a market where many Russell 2000 companies have taken on increased leverage and a
significant portion are not generating positive earnings. In fact, the Russell 2000 has a 90% debt to equity ratio, and 46% of
companies in the index do not generate positive earnings.2 Our portfolio is 40% net cash, which means there is more cash on
the balance sheet than debt. It has an 8% debt to equity ratio on an aggregate basis (excluding financials), and 90% of the
portfolio is generating positive cash flow.

In summary, while the international small cap market offers a richer opportunity set due to its larger size and inherent
inefficiencies, the U.S. market, despite its risks, presents valuable prospects for an active, discerning investor, especially
given the poor sentiment around small caps. One thing is consistent across our small cap portfolios—our approach to
uncovering potentially undervalued companies with solid fundamentals.
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TMSClI via FactSet. Annualized performance for the period 1/1/2001 to 12/31/2023 (the common history of the indices): MSCI World Index: 6.74%. MSCI World Small Cap
Index: 8.95%. This hypothetical example does not represent any specific investment. Actual results will vary. Small caps have underperformed large caps over shorter periods.
Past performance is not a guarantee of future results. One cannot invest directly in an index.

2J.P. Morgan Asset Management, Guide to the Markets, June 30, 2023. Profitability in first quarter 2023.

Cash Flow: Amount of cash generated minus the amount of cash used by a company in a given period.

Debt/Equity: Total liabilities divided by shareholder equity.

Enterprise Value/Sales: Market capitalization plus debt, minority interest, and preferred shares, minus total cash and cash equivalents, divided by annual sales.
Nifty Fifty: A popular name in the 1960s and 70s for a group of the largest U.S. companies.

Price/Earnings: Price per share divided by earnings per share.

Price/Book: Price per share divided by book value per share.

Price/Cash Flow: Price per share divided by cash flow per share.

Price/Sales: Price per share divided by annual sales per share.

The MSCI World Index captures large and mid cap representation of developed markets.

The MSCI World Small Cap Index captures small cap representation of developed markets.

The Russell 2000 Index measures the performance of the small cap segment of the U.S. equity universe.

The S&P 500 Index with gross dividends measures equity performance of 500 of the top companies in leading industries of the U.S. economy.

MSCI has not approved, reviewed, or produced this report, makes no express or implied warranties or representations, and is not liable whatsoever for any data in the report.
You may not redistribute the MSCI data or use it as a basis for other indices or investment products.

The portfolio characteristics discussed relate to a single account deemed by Brandes to be generally representative of the strategy as of date noted. Not every account will
have these exact characteristics. The actual characteristics with respect to any particular account will vary based on a number of factors including but not limited to: (i) the
size of the account; (ii) investment restrictions applicable to the account, if any; and (iii) market exigencies at the time of investment. Data is updated on a quarterly basis.

The information provided in this material should not be considered a recommendation to purchase or sell any particular security. It should not be assumed that any security
transactions, holdings, or sectors discussed were or will be profitable, or that the investment recommendations or decisions we make in the future will be profitable or will
equal the investment performance discussed herein. Strategies discussed are subject to change at any time by the investment manager in its discretion due to market
conditions or opportunities. The Brandes investment approach tends to result in portfolios that are materially different than their benchmarks with regard to characteristics
such as risk, volatility, diversification, and concentration. International and emerging markets investing is subject to certain risks such as currency fluctuation and social and
political changes; such risks may result in greater share price volatility.

The foregoing reflects the thoughts and opinions of Brandes Investment Partners® exclusively and is subject to change without notice.
Brandes Investment Partners® is a registered trademark of Brandes Investment Partners, L.P. in the United States and Canada.
United States: Issued by Brandes Investment Partners, L.P., 4275 Executive Square, 5th Floor, La Jolla, CA 92037.

Singapore/Asia: FOR INSTITUTIONAL/ACCREDITED INVESTOR USE ONLY. Issued by Brandes Investment Partners (Asia) Pte. Ltd., The Gateway West, 150 Beach Road #35-51,
Singapore 189720. Company Registration Number 201212812M. ARBN: 164 952 710. This document is for “institutional investors” or “accredited investors” as defined under
the Securities and Futures Act, Chapter 289 of Singapore and may not be distributed to any other person. This document is being provided for information purposes only.
Incorporated in Singapore in 2012, Brandes Investment Partners (Asia) Pte. Ltd. (Brandes Asia) provides portfolio management services to clients in Asia (as permitted under
local law). Brandes Investment Partners, L.P., a U.S. registered investment adviser and a sister entity to Brandes Asia, provides research, portfolio construction and other
support to Brandes Asia.

Ireland/Europe: FOR PROFESSIONAL INVESTOR USE ONLY. Issued by Brandes Investment Partners (Europe) Limited, Alexandra House, The Sweepstakes, Ballsbridge, Dublin
D04 C7H2, Ireland. Registered in Ireland Number 510203. Authorised and regulated by the Central Bank of Ireland .

Canada: Distributed by Brandes Investment Partners & Co., 6 Adelaide Street East, Suite 900, Toronto, ON, M5C TH6. This communication is for information purposes only and
should not be regarded as a sales communication or as advice regarding any financial product or service.
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