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Investment Commentary: Small Cap Q4 2022                                                                    

For Investment Professionals Only 

 
Valuations Becoming Compelling 
 
 
Another Roller Coaster Quarter 
 
Stocks had another roller coaster experience in Q4. Small caps surged almost 14% in October and November, only to lose 
more than half of those gains by year end. When the bell rang on the new year, the Russell 2000 had returned +6.2% in 
Q4 but had logged a sizeable loss (-20.5%) for the full 12 months. Small caps underperformed large caps again in 2022, as 
they’ve done consistently over the past 5 years.  
 
The Small Cap Discount  
Small cap valuations have been declining relative to large caps for approximately 15 years. This is unusual, as the reverse 
has been true over the past 50 years, with small caps leading to the tune of about 100bp per year. But the recent large 
cap domination has resulted in a massive valuation discount for small caps. Although the timing is uncertain, there is 
clearly an opportunity here. 
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Leaders Out Of A Recession 
As we pointed out last quarter, small caps almost always lead the market out of recessions. There is much debate about 
if/when a recession will hit in 2023, but given the record discount shown above, we believe small caps could rise and 
shine on the back end of any significant downturn. Just looking at history, small caps have significantly outperformed 
large-company stocks in the first year following all of the last 9 recessions. This is compelling. 
 

 

 

 

 

 

 

 

 

 

 

 

 

Q4 Review 
Our small cap strategy delivered a +5.3% return in Q4, bringing our annual performance for 2022 to -13.9%. This 
compares very favorably to the -20.5% return of the Russell 2000. Clearly, our focus on quality has paid off.  
 
Value stocks generally did better than growth stocks in Q4, and our worst performers for the quarter were all tech stocks. 
But we saw broad representation amongst the top winners. It is certainly a stock picker’s market. CROX was our best 
performer, after turning in the second-best performance last quarter. We continue to be overweight high quality 
discretionary names, as well as materials and industrials. We are underweight financials. Overall, we believe our portfolio 
is undervalued and well positioned. Our best and worst performers for the quarter are presented below. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Past performance may not be indicative of future results. Please see the end of this article for additional information.  
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Portfolio Highlight: CROX 
 
CROX was added to the portfolio in July 2022, after the shares dropped to 75% below its 2021 high. The business has 
undergone a huge transformation in recent years and now has the highest Cash Flow ROIs in the industry. This position is 
up 78% since our original purchase. 
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2023 Outlook 
 
As we look towards the new year, financial markets and the economy are still facing numerous challenges. However, 
some of last year’s biggest headwinds (inflation, China shutdown, ongoing Fed rate hikes, and geopolitical instability) have 
turned a corner. The biggest unknown today is how bad the Fed-induced slowdown will be. Will earnings hold up? Most 
are expecting forward estimates to come down 10-15%. Is this priced in already? Possibly. But we still believe quality will 
continue to matter above all else, for the foreseeable future. Companies with sizeable debt balances have seen their 
interest costs explode and will be stretched for the foreseeable future. But while the outlook for the riskiest assets 
remains challenged, valuations on many quality companies have approached pre-pandemic levels. There are some 
compelling opportunities out there. The time to index has passed. A staggering 40% of the Russell 2000 companies are 
unprofitable, and many are significantly over-levered. Do you really want to own this index? Stock selection is back. 
We understand the risks facing the economy, and we are committed to helping you effectively navigate this challenging 
investment environment. Successful investing is a long-term endeavor. We see volatility as an asset, not a threat, as it 
creates opportunities for outperformance through stock selection. Even extended bouts of volatility like we experienced 
last year will not alter our approach. In the 7 years since inception, we have outperformed in all but two. One of those 
years was very close (+19.0% vs +19.9%) and the other (2019) was a year of runaway growth at the expense of quality. We 
don’t chase short term trends. We will continue our diligence with respect to security selection and risk management. 
 
FULL TRACK RECORD 
 
We are in our eighth year of this small cap strategy and have outperformed the Russell 2000 by an average of 2.9% per 
year, at 13% lower risk (as measured by standard deviation).  

Note: Performance is net of fees. Inception date: November 30, 2015.  
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PEER ANALYSIS 
We recently subscribed to the eVestment data analytics platform, which gives us visibility into the entire US small cap 
universe. And we’re pleased to report that, since inception, we are in the top decile of all Small Cap Core managers in the 
US. In fact, we stack up very well against the 10 largest small cap strategies in the US (ranked by AUM). The average AUM 
of these top firms is nearly $8 billion. We are just getting started. 
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 TOP TEN HOLDINGS 
As of December 31, 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. 
  
 
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.  
 
To better understand our investment approach, consider one of our holdings: Lumentum (LITE). Lumentum 
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.  



7 of 7 

 

 

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. 


