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Like 2016, small-caps have really been 

outperforming their large-cap peers 

this year. What’s been driving this 

move do you think? 

There are a couple of things.  First, I 

think President Trump’s policies are 

far more favourable for US small-caps. 

So, policies such as deregulation and 

tax reform, coupled with a generally 

better economic outlook, have really 

powered the move. It’s true that a lot 

has been made of the tax repatriation 

moves of big companies like Apple and 

Facebook, and that has certainly helped 

these big names in the first half of 2018 

– especially those engaged in large 

share buybacks. 

But smaller companies stand to gain 

even more over the long-term. The 

biggest corporate tax payers in America 

are still smaller companies; the average 

company in the Russell 2000, for 

instance, paid about 32% tax in 2016, 

compared to 26% for the S&P 500. 

Slashing the corporate tax rate from 

35% to 21% should significantly boost 

the earnings of smaller companies. At 

the same time, fewer regulations and 

rising rates will assist financials, which 

account for 25% of the Russell 2000 

and have been the main contributor 

to the index’s earnings in the past few 

years. We expect that to continue. 

Lastly, small-caps usually beat 

out their larger cap peers when the 

economy is in the midst of a nascent 

recovery. Growth in the US has been 

accelerating, especially compared to 

the rest of the world, and consumer 

confidence has been at multi-decade 

highs. At the same time, US smaller 

caps are much more insulated against 

the threat of a looming trade war, and 

they’re one way people are playing the 

strong economy of the US vs the rest of 

the world without being overly exposed 

to trade tensions. 

Do you think this outperformance has 

room to run? 

We think so, although it depends on 

a number of factors. Some of those 

tailwinds such as tax reform are one-off 

measures that can’t be repeated. But 

the US is by far the strongest major 

developed market in the world, and we 

expect that to continue into 2018 and 

2019, which should provide a decent 

backdrop for US smaller companies in 

the coming months. 

And even if Donald Trump loses 

control over Senate and Congress in 

the mid-terms later this year, we still 

think there is some more fiscal stimulus 

in the pipeline. Both parties are on 

board with making major investments 

in airports, rail, highways, and bridges. 

Although the devil will obviously be 

in the details, a bipartisan deal on 

infrastructure certainly seems doable 

early next year – after the election has 

passed. If that happens, then I think 

there can be another jolt for the US 

economy and for smaller domestic 

names in particular. 

In the background to all of this, 

we’ve seen a lot less sell side 

coverage of small cap stocks. 40% 

of the stocks in the Russell 2000 

have three or fewer analysts, and 

nearly 20% have no analysts at all. 

Institutional ownership remains 

low, and with investment banks 

cutting back on analysts because of 

regulations or cost cutting, the market 

seems even less efficient, presenting 

even more opportunities. Unlike 

large-cap stocks, there appear to be 

enormous amounts of informational 

inefficiencies for us to exploit.

How do you guys approach small-cap 

investing? How are you different from 

your peers?

We are focussed on undervalued stocks 

with extremely strong balance sheets. 

We are allergic to levered balance 

sheets. We try to think like credit 

analysts and focus on companies with 

low net debt-to-EBITDA ratios when 

evaluating financial soundness. Beyond 

low levels of debt, a prospective 

company will have to have an attractive 

valuation, solid free cash flow, an 

excellent management team, real 

pricing power – especially with inflation 

returning – and finally, hopefully pay out 

a dividend too. 

Having said that, we take a holistic 

approach to value – particularly with 

so many assets looking rich on some 

traditional metrics as a result of QE and 

central bankers. We don’t pigeonhole 

ourselves into one valuation metric such 

as price-to-earnings or price-to-book. 

However, in looking for intrinsically 

undervalued assets that we believe 

are inherently mispriced, we do often 

focus on enterprise value-to-EBITDA. 

In this regard, we take a private equity 

approach to the public markets. We 

believe that thinking more like a credit 

or private equity analyst pays off in the 

long run. 

We’re already seeing that valuations 

matter again now that the Federal 

Reserve is winding back its stimulus. 

So being extremely diligent and not 

overpaying for growth is becoming 

crucial this late in the cycle.  

Do cheaper valuations give you a 

“margin of safety” or buffer against 

any downturns?

We would categorically say yes over 

time. What we’ve realized is that, over 

the course of a cycle, a combination of 

valuation safety nets—so that’s price-to-

earnings, price-to cash-flow, enterprise 

value to EBITDA, price-to-book, price-to-

sales - all those valuation safety nets will 

help over time. 

We also want to invest in 

companies with little to no leverage: 

non-financial corporate leverage is 

now close to where it was just before 

the Global Financial Crisis in 2008, 

while the spread of returns between 

the least and most indebted stocks 

last year was pretty substantial. As 

rates have climbed higher, debt has 

been a key differentiating factor, and 

one reason why stock correlations 

have broken down to multi-year lows 

– which is great for active investors 

like ourselves.

So you can certainly see how 

concerns over leverage are starting to 

creep through to valuations. If rates do 

continue to march higher, which looks 

likely given Trump’s huge stimulus 

program and Treasury issuance to fund 

it, those highly levered companies are 

really going to get pressured. 

And finally, we also like to invest in 

companies that pay dividends. Over 

time, we’ve found that this can mitigate 

downside risk and volatility. Dividends 

also serve as a governor on capital 

allocation. 

Explain your portfolio? How is it 

positioned for the future? 

We are finding a lot of value in our 

individual names compared to the 

index in general. We agree that, at 

least across the entire index, valuations 

look a little stretched, especially if you 

include those names with negative 

earnings. But because we’re able to 

focus on a portfolio of best-in-class 

names, we can still find value across 

different sectors.

I really don’t think investors know 

the risks they’re taking today by buying 

baskets of securities either in ETFs or 

index funds. That approach has worked 

when liquidity remained plentifully, 

central banks were on your side, and 

volatility plumbed record lows – the Vix 

got down to an 8 handle last year. But 

all of those things seem to be changing. 

Add the fact that we’re at the end of 

a multi-decade debt super-cycle, with 

millions of baby boomers beginning to 

retire, and the outlook for passive looks 

pretty grim. 

As the tide goes out, we believe 

those companies with weak balance 

sheets are going to face a lot of stress. 

This is something that we’re acutely 

aware of when constructing our 

portfolios. We know all the companies 

very, very well, and so we don’t have 

to worry too much about larger macro 

events. We know that the companies 

we select should do well in the long run. 
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Disclosures: 

Past performance does not guarantee future results. 
 
Investing involves risk, including the potential loss of principal. There is no guarantee that a particular investment strategy 
will be successful. Value investments are subject to the risk their intrinsic value may not be recognized by the 
broad market. 
 
The statements and opinions expressed in this article are those of the author. Any discussion of investments and investment strategies 
represents the portfolio manager’s views when presented, and are subject to change without notice. The opinions expressed are for 
general information only and are not intended to provide specific advice or recommendations for any individual. Any forecasts may not 
prove to be true. Economic predictions are based on estimates and are subject to change. 
 
As of 12/31/2018, Heartland Advisors on behalf of its clients did not hold Apple Inc., Facebook, Inc. Statements regarding securities are 
not recommendations to buy or sell. Portfolio holdings are subject to change. Current and future holdings are subject to risk. 
 
Heartland Advisors defines market cap ranges by the following indices: micro-cap by the Russell Microcap®, small-cap by the Russell 
2000®, mid-cap by the Russell Midcap®, large-cap by the Russell Top 200®.  
 
Sector and Industry classifications are sourced from GICS®.  The Global Industry Classification Standard (GICS®) is the exclusive intellectual 
property of MSCI Inc. (“MSCI”) and S&P Global Market Intelligence (“S&P”).  Neither MSCI, S&P, their affiliates, nor any of their third party 
providers (“GICS Parties”) makes any representations or warranties, express or implied, with respect to GICS or the results to be obtained by 
the use thereof, and expressly disclaim all warranties, including warranties of accuracy, completeness, merchantability and f itness for a 
particular purpose.  The GICS Parties shall not have any liability for any direct, indirect, special, punitive, consequential or any other damages 
(including lost profits) even if notified of such damages. 

 
Small-cap and large-cap investment strategies each have their own unique risks and potential for rewards and may not be suitable for 
all investors. Small-cap investment strategies emphasize the significant growth potential of small companies, however, small-cap 
securities, are generally more volatile and less liquid than those of larger companies. Large-Cap investment strategies emphasize the 
stability of large companies, however, large-cap securities are more susceptible to momentum investments and may quickly become 
overpriced or suffer losses. 
 
Dividend-paying stocks cannot eliminate the risk of investment losses. 
 
Definitions: Buyback: the repurchase of outstanding shares (repurchase) by a company in order to reduce the number of shares on the 
market. Developed Markets: typically refer to countries with relatively high levels of economic growth and security. Some of the most common 
criteria for evaluating a country's degree of development are per capita income or gross domestic product (GDP), level of industrialization, 
general standard of living and the amount of widespread infrastructure. Earnings Before Interest, Taxes, Depreciation and Amortization 
(EBITDA): measures a company’s financial performance. It is used to analyze and compare profitability between companies and industries 
because it eliminates the effects of financing and accounting decisions. Enterprise Value (EV): is the entire economic value of a company. 
Enterprise Value/Earnings Before Interest, Taxes, Depreciation, and Amortization (EV/EBITDA) Ratio: is a financial indicator used to determine 
the value of a company and is calculated by dividing the entire economic value of the company (enterprise value) by its earnings before 
interest, taxes, depreciation, and amortization (EBITDA). Exchange Traded Fund (ETF): is a security that tracks an index, a commodity or a 
basket of assets like an index fund, but trades like a stock on an exchange. ETFs experience price changes throughout the day as they are 
bought and sold. Free Cash Flow: is the amount of cash a company has after expenses, debt service, capital expenditures, and dividends. The 
higher the free cash flow, the stronger the company’s balance sheet. Leverage is the amount of debt used to finance a firm's assets. A firm with 
significantly more debt than equity is considered to be highly leveraged. Net Debt/EBITDA Ratio: is calculated as a company's interest-bearing 
liabilities minus cash or cash equivalents, divided by its EBITDA, and is a leverage measurement that shows how many years it would take for 
a company to pay back its debt if net debt and EBITDA are held constant. If a company has more cash than debt, the ratio can be negative. 
Passive Investing: is an investment strategy involving limited ongoing buying and selling actions. Passive investors will purchase investments 
with the intention of long-term appreciation and limited maintenance. Price/Book Ratio: of a company is calculated by dividing the market price 
of its stock by the company's per-share book value. Price/Cash Flow: represents the amount an investor is willing to pay for a dollar generated 
from a particular company's operations, shows the ability of a business to generate cash, and acts as a gauge of liquidity and solvency. 
Price/Earnings Ratio: of a stock is calculated by dividing the current price of the stock by its trailing or its forward 12 months’ earnings per 
share. Price/Sales Ratio: is calculated by dividing a stock's current price by its revenue per share for the trailing 12 months. Quantitative Easing 
(QE): is a government monetary policy occasionally used to increase the money supply by buying government securities or other securities 
from the market. Chicago Board Options Exchange Market Volatility Index (CBOE VIX): is a popular measure of the implied volatility of S&P 
500 index options. Often referred to as the fear index or the fear gauge, it represents one measure of the market's expectation of stock market 
volatility over the next 30 day period. Russell 2000® Index: includes the 2000 firms from the Russell 3000® Index with the smallest market 
capitalizations. S&P 500 Index: is an index of 500 U.S. stocks chosen for market size, liquidity and industry group representation and is a 
widely used U.S. equity benchmark. All indices are unmanaged. It is not possible to invest directly in an index. 
 
Russell Investment Group is the source and owner of the trademarks, service marks and copyrights related to the Russell Indices. Russell®  
is a trademark of the Russell Investment Group. 
 

CFA® is a registered trademark owned by the CFA Institute.   
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