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SMALL COMPANY INVESTING
S T R A T E G Y  P R O F I L E 

OUR OBJECTIVES

Our approach to small company investing has evolved over three decades and is designed to provide 
the highest probability of generating both attractive real returns and superior relative returns over 
market cycles. We focus on small company stocks, not because of the theoretical small company 
premium, or a desire to fit in a particular “style box,” but because this universe of stocks allows us 
to find and exploit valuation inefficiencies and earnings growth opportunities that are “under the 
radar” of most investors.

Our ultimate goal is to purchase durable businesses at a discount, which can further compound 
their intrinsic value to generate client returns that exceed large and small cap benchmark returns 
with less statistical and conceptual risk.

PHILOSOPHY AND STYLE

We do not subscribe to the principle that high risk stocks correlate to high returns. Instead, we believe 
that an emphasis on owning higher quality businesses with above average stability in revenues and 
profitability will generate attractive absolute and relative returns over time with a much smoother 
trajectory. 

Our approach is based on the following beliefs:

■■ We invest in businesses not stocks, and our investment time horizon reflects this approach — 
three years to perpetuity.

■■ We prefer to avoid the rigid “style box” constraints of growth or value because we do not consider 
these objectives to be mutually exclusive. We do not buy stocks based on cheapness alone 
(reversion to the mean is not a basis for our investment), rather the majority of the companies 
we own have attractive growth prospects. We do avoid troubled or “turnaround” businesses, 
and have a natural sense of skepticism and risk aversion that prevents us from owning the most 
visible companies with the highest growth forecasts and multiples. 

■■ We assess the quality of a business on proprietary terms — focusing on the durability of the 
profitability and financials. 

■■ Our primary research emphasis is bottom-up stock analysis and selection, however, we recognize 
that our knowledge of how a company operates within its industry is integral information and 
we also incorporate the company’s vulnerability to macro variables.  At economic extremes, 
we will use macro projections in our decision-making process; examples would include sector 
allocations to some of the more homogeneous sectors, such as energy and financial services.
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■■ We want to concentrate our holdings enough that our best ideas have a meaningful impact 
on performance, while consciously diversifying our macro and micro exposures to control the 
impact of individual mistakes. We invest in our best 30 to 40 stock ideas.

■■ Our primary focus on risk are the relationships between stock price, our assessment of value, 
and on the prospective volatility of the operating results of the companies we own. Active risk 
relative to the benchmark is monitored, but is not an important aspect in portfolio construction. 

INVESTMENT PROCESS 

Idea Generation — Our initial universe is 7,000 stocks. We have two primary sources for new ideas 
along with an additional source that is less commonly used.  Informally, ideas come from a variety 
of external activities, such as research reports and general reading. More systematically, we generate 
ideas from our stock screening process which is prepared quarterly.  We screen our universe of 
stocks on four criteria:

1. Cap Size: current market capitalizations between $200 million and $2.0 billion. 
2. Financial Quality: Balance sheet leverage, the level and trend of cash flow, profits, and 

Return on Equity (ROE), along with cash and corporate size. Companies are deciled and the 
bottom three deciles (30%) are excluded.

3. Profitability: Positive Earnings per Share (EPS) over the past 12 months.
4. Valuation: We look at yield plus earnings growth for individual stocks and the Russell 2000

Index over the past two quarters plus the next two quarters. Companies that score above this
valuation rating for the index are emphasized.

Our multi-factor screen narrows the universe down to a much more manageable list of 150 to 200 
stocks that we consider for more intensive qualitative analysis.

A third source for new ideas, which is used periodically, is to begin with the identification of high 
conviction thematic catalysts that we suspect could have long term impact, and then construct 
customized screens to identify stocks that could be meaningful beneficiaries of these themes. 

It is important to note that there is nothing automated about our decision-making process. All new 
idea generation is simply a step to identify stocks for the next level of research.

Insight — In our efforts to find businesses with excellent prospects for stability/sustainability, we 
focus on identifying businesses that meet one of three specific characteristics:

1. They offer unique or well branded products and services — strong franchises. These types of
companies generally comprise 40% to 60% of the portfolio.

2. They operate in smaller markets, making them less vulnerable to competitors and pricing
pressure. Companies in this category are also a meaningful part of our portfolio, typically with
a weighting of 30% to 50%.

3. Less frequently, and with a typical weighting of 0% to 20%, are companies that provide compelling 
exposure to a positive long term theme or macro economic factor that we have identified with
high conviction.
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Candidate companies are assessed on five criteria to determine if they have what we refer to as 
“Wealth Builder” characteristics.

1. Financial durability through balance sheet quality, conservative accounting, and attractive
ROE/ROC.

2. Skilled management that we deem to be honest and aligned with shareholder interests.
3. Current valuations that are discounted from historic and current market perspectives.
4. Demonstrated growth potential based on a favorable view of the industry, attractive market

share, margin growth potential, and projected catalysts.
5. Sustainability of growth based primarily on our assessment of barriers to entry and pricing

power.

There are no arbitrary rules that dictate sales except that we trim back individual holdings above 
a maximum level of 8%.  As long as valuations are fair, we tend to hold onto companies that are 
performing well from a fundamental and stock price perspective, allowing their position size to 
increase.  Companies whose fundamentals begin to deteriorate are sold and stocks that underperform 
for a period of time are subject to more critical review (e.g. would we buy them today?) as are 
all stocks that exceed a 5% weighting in the portfolio. Buy and sell decisions are subject to 
vote amongst the investment committee.

Time Horizon — Our analysis of a company centers on the next two to four years. This is generally 
the period when the fundamentals are sufficiently visible, and we need this time horizon for the 
market to close the valuation gap and for our stocks to compound intrinsic value. Though we 
emphasize selling mistakes quickly, and our valuation discipline overrides target time horizons, it is 
not uncommon for stocks to be held for five years and longer. Our annual turnover varies over time 
but averages approximately 30%.

PORTFOLIO CONSTRUCTION

Initial purchases are limited to companies in the cap size range from $200 million to $5 
billion, however, we emphasize new ideas with a cap size between $200 million and $2 billion. 
Portfolios are relatively concentrated and will own 30 to 40 stocks. Initial purchases range in 
weighting from 1% to 2% depending on conviction and our assessment of risk. We typically trim 
back positions as they exceed 5% and, with few exceptions, our maximum position size is 8%. The 
largest ten positions will typically be about 35% of the portfolio.

Cash exposure will range between 0% and 10%. Cash can build because in some environments 
we prefer to have dry powder for potential opportunities, or at times we raise cash to control 
the volatility based on portfolio volatility levels. Though there are no hard rules regarding sector 
exposure, we do always want to have some exposure to every sector, and our weights relative to the 
benchmark are typically between .5X and 2X. It is important to point out that because we have a 
relatively concentrated portfolio, and the fact that some of the companies we own are arbitrarily 
categorized by sector, traditional attribution results can be less precise and reliable. Because of 
our strict purchase criteria and our desire to be less risky than the indices, we are more concerned 
about errors of commission than omission. In that regard, though this is dependent on market 
conditions, relative to small cap indices, we tend to be underweight in the retail and financial 
sectors, and are frequently overweight in the producer durable and health care sectors. 
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RISK MANAGEMENT

Risk management is an integral part of the process. However, our definition of risk has a distinct 
focus on preservation of capital and reducing volatility, with little emphasis on tracking error or risk 
relative to a benchmark. Our efforts in risk control emphasize the following:

Company Level

1. Criteria that emphasize durable financials, and businesses with stable earnings and profitability.
2. Being correct in our fundamental assessments of the business, and the sustainability of the

business model.
3. Attractive valuations.

Portfolio Level

1. Pro-active use of cash. When our returns are exhibiting higher volatility (standard deviation)
relative to the Russell 2000 Index over moving six and 12 month periods, we will raise cash to
lower risk. Historically, this has been an effective signal that something is out of whack either
with the portfolio or with the market.

2. Adjustments of the growth versus value exposure within the portfolio.
3. Effective diversification which is less tied to relative benchmark exposure and more focused on

diversification of macro and micro return drivers.
4. Periodic macro overlay.

Because we are less sensitive to benchmark considerations and “active risk,” we will never hold 
neutral conviction stocks solely for diversification reasons. We may however determine that a 
particular sector is attractive and gain exposure through an ETF.

BENCHMARK

We consider this to be a small cap strategy, and because our emphasis equally balances valuation and 
attractive growth potential, we believe our approach fits best under a core style category. Therefore, 
our primary benchmark of choice is the Russell 2000 Index. Because we allow stocks to rise in cap 
size above traditional small cap boundaries, some clients may wish to use the Russell 2500 Index as 
a comparative index. However, using holdings based and correlation analysis, the Russell 2000 Index 
has been the best fit for our portfolio. 

INVESTMENT TEAM

Chatham has an internal investment team that serves both analyst and portfolio manager roles. 
They meet formally weekly, and individuals meet informally on a daily basis as needed. All 
members contribute new ideas and are part of all buy and sell decisions. Frederick R. Muller 
and Philip B. Palmer coordinate the research activity for this strategy.
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SAVANNAH OFFICE
6602 Abercorn Street, Suite 100

Savannah, GA 31405
(912) 691–2320           

INVESTMENT VEHICLES

We manage separate accounts with a standard minimum account size of $1 million. 

KEY SOURCES OF VALUE ADDED

The dominant investment focus for this strategy is stock selection and it is our primary source of 
excess return. Attribution analysis will also show there is an impact to return from sector 
allocation as our exposures will differ from the indices primarily as a residual of bottom-up stock 
selection, and from exposure to cash which accumulates proactively in an effort to reduce 
portfolio volatility and as a function of occasionally not finding stock ideas at attractive valuations. 

Although the dominant focus is stock selection, we do periodically utilize the following types of top 
down insights in portfolio construction:

1. Our bottom-up work will occasionally generate specific sector or thematic insights which will
lead to pro-active under and over-weights. Additionally, we monitor exposure to the more
homogeneous sectors such as energy and financials to make sure that our exposures are in line
with any macro insights that we have. We may use ETFs to gain exposure to these sectors.

2. When market multiples are at extremes, we will overtly take a defensive posture with a greater
emphasis on valuations.

3. Our core approach does seek to be aware at any point in time whether the portfolio has a growth
or value bias. With an emphasis on being contrarian, we occasionally adjust the style bias using
individual stocks or ETFs.

HILTON HEAD OFFICE
90 Main Street, Suite A

Hilton Head Island, SC 29926
(843) 785–2233

www.chathamcapitalgroup.com




