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INVESTMENT COMMENTARY: SMALL CAP Q2 2022  

For Investment Professionals Only 

 

Time for  Quality Small Caps to Shine! 
 
Pessimism has flooded the streets. We don’t even need to list all the market stats for Q2. We all know it was bad. In-
stead, we would like to paint a positive picture of the future, and it begins with small caps. By future we mean the inter-
mediate term. Nobody can predict the next lock down or war, after all. And by small caps, we mean high quality small 
caps, the companies that are in tip-top shape and are poised to be tomorrow’s leaders.  
 
Good news #1: We continue to out-perform the beleaguered Russell 2000. In Q2, we outperformed by 100 basis points. 
Year to date, we are 410 basis points ahead, demonstrating how well quality can protect on the downside. And since in-
ception (6½ years now), we have delivered an 11.0% return (that’s outperformance of 2.8% per year), at 13% less risk. 
This combination has resulted in annualized Alpha of 4.0%.  
 
Good news #2: Small caps, as a category, continue to underperform large caps. The Russell is -23.4% YTD versus -20.6% 
for the S&P 500. Why is this good news? Because small caps have a long history of out-performing large caps, and each 
quarter they fall further, they get cheaper and cheaper relative to their bigger siblings. Just look at the two charts below. 
Over the past 50 years, small caps have outperformed large caps by 100 basis points per year. However, over the more 
recent past large caps have crushed the category by a whopping 610 basis points per year! We believe this temporary 
differential is likely to unwind over the coming years. 
 

 

Indexing Is Dead: It’s A Stock Pickers Market 
 
We are stock pickers. We own 30-35 stocks and rank them based on upside potential divided by downside risk. It’s no 
secret that the past decade saw the rise of the index fund. Many investors rode the markets up as the biggest players got 
bigger and bigger. This was true of the Russell as well, although less pronounced than the S&P 500. 
 
We have managed to outperform the Russell during this indexing explosion, through good old fashioned stock picking. 
And while we didn’t outperform every year (some years saw the lowest quality names explode to the upside!), our long-
term performance shows the fruits of our labor.  
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We believe this separation between high quality and low quality will continue in the coming years. And we are very well 
positioned. Let’s have a quick look at the overall profile of our portfolio versus both the Russell 2000 and the S&P 500.  
 
 
 
 
 
 
 
 
 
Our portfolio actually beats the S&P 500 as far as the highest quality factors: Cash Flow ROI, Sales Growth & Leverage. And 
although the small cap index is famous now for its “zombie” status (19% of US companies can barely make their interest 
payments, and the vast majority of those companies are small caps), we are a different breed. We have much lower 
leverage than the index, and we do not tolerate default risk. 
 
 

History Is On Our Side 
 
Last quarter we pointed out some relevant reference points from the past, and we will reiterate them here. During the 
blow-off top of the late 1990s tech bubble (1996-1999), large caps out-performed small caps by a whopping 14.5% per 
year (S&P 27.6% vs RUT 13.1%). But over the next 4 years (1999-2003), small caps outperformed by an average of 9.2% 
per year (RUT +3.9% vs S&P -5.3%). That is an incredible spread! 
 
And while large caps have typically done better than small caps during periods of economic expansion, small caps have 
done better during periods of economic distress. See below. 
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Q2 REVIEW 
 
Q2 was even worse than Q1 for markets, including small caps. For Q2, the Russell 2000 was -17.2% and the Russell 2000 
Growth index was -19.3%. Our strategy compared favorably at -16.3%. Our focus on quality growth and low relative beta 
has continued to pay off, as it has for the full 6½ year track record. 
 
Once again, we saw broad representation amongst the top winners and losers this quarter. Unlike the large caps, our tech 
names were generally not our biggest losers. We feel very strongly about our high-quality tech portfolio. We did not sell 
out of any of our holdings during Q2, but two were acquired (LHCG and MANT). We used the proceeds to add to two of 
our worst performing (but great fundamental) holdings, ETSY and UPST, plus we started a position in PDC Energy, to 
balance out our renewable energy holdings. We believe our portfolio is generally undervalued and well positioned.  
 

 
 

Past performance may not be indicative of future results. Please see the end of this article for additional information. 
 

Full Track Record 
 
Our strategy crossed the 6yr mark late last year, and it’s been a good six years. We outperformed the Russell 2000 in 4 of 
those 6 years, and on a cumulative basis we are well ahead of our benchmarks, at lower risk. Our annualized return since 
inception is 11.0%, versus 8.2% for the Russell 2000. The Russell growth index has delivered a 7.1% return with a much 
higher standard deviation. And the risk-adjusted Russell 2000 (which assumes the Russell 2000 has the same standard 
deviation as our strategy) has an annualized return of just 8.9% over this period.  
 

TOP 5 PERFORMERS

Return Description Actions/Notes

FIZZ National Beverage 12.5% Beverages

MANT Mantech 10.7% Tech solutions for US DoD Acquired in Q2

FCFS First Cash 2.3% Pawn shops

SP SP Plus 0.8% Parking & travel services

JAZZ Jazz Pharma -0.2% Pharmaceuticals

BOTTOM 5 PERFORMERS

Return Description Actions/Notes

UPST Upstart Holdings -71.8% AI-based loan svcs Added after selloff

TLRY Tilray -59.9% Cannabis

ETSY Etsy -42.2% Internet retail Added after selloff

AZEK AZEK Company -32.6% Recycled building materials

HAIN Hain Celestial -31.0% Health foods
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Top Ten Holdings 
Our median market cap is approx. $3.1 billion. As of June 30, 2022, the top 10 holdings are as follows: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Approach 
 
The strategy uses a “Growth At A Reasonable Profile” approach, which basically means we are not speculative. Just like 
you’ve come to expect from us in the large cap space, our focus is on quality first. But in the small cap space, we are just 
as open to growth and momentum stocks as we are value stocks. A “reasonable profile” means the business must be 
established and already profitable, earning returns above its cost of capital. Beyond these simple parameters, we look for 
companies that are leaders in their industries, expanding rapidly (2-3x the market), and consistently beating expectations 
for growth.  
 
Portfolio Construction 
  
Our strategy is well diversified, with a max position size of 6% and broad representation across sectors. We believe in long 
term value creation based on a disciplined capital allocation process. A handful of lucky concentrated bets is not the path 
to achieving long-term goals. We target companies with market caps between $500 million and $3 billion and have a 
below average portfolio turnover profile.  
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Fundamental Analysis  
 
Fundamentals come first. Always. But we also incorporate technical analysis into our investment process, to provide key 
downside/support levels and also to provide confirmation of buy/sell signals. Small-cap stocks can be volatile and technical 
analysis provides information into position sizing, entry and exit decisions and can trigger due diligence reviews.  
 
We’d like to highlight one of our core portfolio holdings (LITE) to demonstrate our investment approach. Lumentum (LITE) 
manufactures optical and photonic products for the communications sector, enabling the transmission of video, audio & 
text data over high-capacity fiber optic cable. It is a market leader and a very profitable business that is growing 10-12% 
per year. The company has impressive momentum in its Cash Flow ROIs and a great track record of positive earnings 
revisions. 

Van Hulzen Asset Management (VAM) is a SEC registered investment advisor located in El Dorado Hills, CA. VAM and its 

representatives are in compliance with the current registration requirements imposed upon registered investment advisors by 

those states in which VAM maintains clients. VAM may only transact business in those states in which it is registered or qualifies 

for an exemption or exclusion from registration requirements. Past performance is not a guarantee of future results. The results 

achieved by individual clients will vary and will depend on a number of factors including the particular underlying stock and its 

dividend yield, option market liquidity, interest rate levels, implied volatilities, and the client's expressed return and risk 

parameters at the time the service is initiated and during the term. This presentation is not intended for the giving of investment 

recommendation to any single investor or group of investors and no investor should rely upon or make any investment decisions 

based solely upon its contents. All returns are shown net of fees. The indices shown are for informational purposes only and are 

not reflective of any investment. As it is not possible to invest in the indices, the data shown does not reflect or compare features 

of an actual investment, such as its objectives, costs and expenses, liquidity, safety, guarantees or insurance, fluctuation of 

principal or return, or tax features.  The Russell 2000 Index is a small-cap stock market index of the bottom 2,000 stocks in the 

Russell 3000 Index. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group.  The Russell 2000 

Growth Index is a subset of the securities found in the Russell 2000.  As of this writing, there were approximately 1,150 securities 

in the Russell 2000 Growth Index.  The stocks included in the growth index are selected based on a "probability" of growth as 

measured by their Institutional Brokers' Estimate System (I/B/E/S) forecast of medium-term growth (2 year), and sales per share 

historical growth (5 year). The Strategy involves risk including the possible loss of principal. There is no assurance that the Strategy 

will achieve its investment objectives. The S&P 500 Index consists of 500 stocks chosen for market size, liquidity, and industry 

group representation. It is a market-value weighted index (stock price times number of shares outstanding), with each stock's 

weight in the Index proportionate to its market value. It is widely used as a benchmark of U.S. equity performance. Standard 

deviation is a statistical measurement of volatility risk based on historical returns. 


