International Small Cap Equity – July 2011
Equity markets continued to retreat in July as news flows continued to paint a deteriorating short-term picture for equities. The month began on a positive note as Europe resolved the Greek sovereign debt issue, at least for the near term. The positive momentum quickly faded as investors turned their focus toward the release of mixed macroeconomic data and the impending deadline in the United States for the debt ceiling limit to be raised, threatening a potentially catastrophic default by the world’s biggest borrower. Given this backdrop, it was no surprise that fund flows into equities remained negative throughout the period. Despite investors’ decreased appetite for risk, small cap defended better for the month than larger capitalized companies.
The Lazard International Small Cap Equity strategy underperformed the MSCI EAFE Small Cap Index in July. Underperformance was primarily driven by stock selection in Asia. Conversely, stock selection in Continental Europe was strong, particularly in Belgium and Germany. Stock selection in the telecom services sector helped performance while stock selection in the industrials sector hurt performance. An overweight to the information technology sector also had a negative impact on performance underperforming the overall index. 
Telenet Group Holding was a top performer for the month and contributed to the strategy’s outperformance in Belgium and in the telecom services sector. Telenet, a Belgian telephone, cable and internet service provider, continues to gain market share in both fixed telephony and broadband services subscribers. Recent news suggests the competitive environment in Belgium may become more benign. The incumbent telecom services provider announced that it will attempt to regain market share through improved products, rather than through more aggressive pricing. Telenet's recent win of the television rights for domestic football should help fuel subscriber growth, and additional planned price increases for cable services later this year are expected to accelerate revenue growth. The company is demonstrating its ability to upsell higher-margin services, thus increasing revenue per customer, as well as to make astute investments in mobile telephony to underpin long-term growth. We believe the company will continue to generate strong free cash-flow and pay a very high dividend yield. 

Another positive contributor to performance in the telecom sector was Telecom New Zealand. Subsequent to its agreement with the government, the company split into two entities:  Chorus, the existing network asset which will build the new fibre project subsidized by the government, and Tel NZ which will contain the retail, corporate and mobile business lines. The shares have performed well since the new structure was announced and we believe that it will unlock share value along with a lower capital expenditure profile. We believe that Telecom NZ will generate positive free cash flows over the next few years. 
Within the industrials sector Dutch-listed Aalberts Industries underperformed in July. Aalberts comprises a broad range of industrial services—automotive, semiconductor, precision engineering and medical technology—as well as flow control operations. Despite the absence of any company-specific news on the company or the release of earnings results during the period, the stock gave back the strong performance it had generated earlier in the year on the back of negative investor sentiment toward capital goods companies and announcements of lower order intake for various semiconductor firms. However, we maintain our position in Aalberts, since its semiconductor exposure is relatively small and we believe that the overall impact to group profits of weakened semiconductor clients would be relatively modest. A marked deterioration in the global macro situation may generate headwinds for some activities within Aalberts, but we believe the company would still outperform its underlying business markets even in such a pessimistic macro scenario.
A negative contributor in the technology sector was NPC in Japan. NPC develops, manufactures and sells solar cell manufacturing equipment and vacuum packaging machines. The company’s new production system is showing progress with gross margins improving in recently reported third quarter results. Demand for solar panels, however, has weakened as governments in key markets such as Italy and Germany adjust their subsidies. In July NPC revised down its earnings forecast for the second time this year after several customers postponed the delivery date of their orders in response to market weakness. Profitability will also be impacted by restructuring at the company’s recently acquired German subsidiary
Portfolio Drivers

Helped

+ Stock selection in Belgium and in Germany
+ Stock selection in the telecom services sector
Hurt

- Stock selection in Asia 
- Stock selection in the industrials sector 
- An overweight position in the information technology sector
