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 Small cap outperformance is not an illusion. Since the University of Chicago published Rolf W. Banz’s 
seminal work, “The Relationship Between Return and Market Value of Common Stocks” in 1981, the 
prevailing belief of the financial industry has been that investing in companies with small market 
capitalizations – generally accepted as between $300 million and $3 billion – has the potential to return 
greater performance to investors than investing in less nimble large cap stocks1. This “Small Cap Effect” has 
been analyzed, deliberated, and dissected for decades, and subsequent studies have proven that, with some 
caveats, the outperformance of small capitalization stocks on both a risk-adjusted and absolute basis is real. 

 

Capturing the Small Cap Effect 

 This phenomenon has been well-tested in the years since Banz’s work was published. Respected 
scholars and analysts including Eugene Fama and Kenneth French, Tyler Shumway, Vincent Warther, and Cliff 
Asness have all concluded that the Small Cap Effect is not an aberration. However, the stocks selected must 
meet certain criteria in order to increase the likelihood of capturing outsized returns. These criteria include 
strong balance sheets, good free cash flow and earnings, and fundamentally sound business models. 
Traditional indexing doesn’t incorporate these parameters. In fact, historically, an index like the Russell 2000 
Growth might hold up to 30% non-earnings companies. As of mid-2016, of the 757 companies included in 
that index, only 64.4% were earnings-positive.2 

 These conditions are neither surprising nor new to active managers in the small cap universe. 
Theodore H. Ashford, founder of Ashford Capital Management – an experienced and established registered 
investment advisor founded in 1979 – recognized and implemented these investment parameters several 
years before the Banz study was even published. Over the course of the last three decades, through the ups 
and downs of many economic and market cycles, Ashford Capital Management has remained firm in its 
conviction that following these criteria in our selection of small cap companies for our clients’ portfolios is the 
key to capturing the “Small Cap Effect.” 

 Theodore H. Ashford’s investing career started while he still was a student at Harvard. He explained in 
1987’s The Passionate Investors that one of his first clients was the investment club of the Harvard Business 
School. Ted was attracted to smaller companies that had interesting business models, strong management 
teams, and unique competitive advantages. He turned his focus to “small situations,” finding and purchasing 
small companies that had not yet been discovered by institutional investors. These had to be companies that 
the investor “was content to hold for long periods of time” so that management could implement its strategy 
and grow the business. 

 Capturing the Small Cap Effect 
The Case for Criteria Companies 

1 
Past performance is not indicative of future results.
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Data source: Bloomberg as of July 5, 2016.  
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 Theodore Ashford is now the Chairman of the Board of Ashford Capital Management, having passed 
the reins of CIO and CEO to his son, Ted Ashford III. Ted III, after years of experience as an analyst at Ashford, 
promotes a firm-wide culture that prioritizes discipline and goal-setting. His personal approach helps to 
“channel decision-making and analyze information, not data. It’s becoming more prevalent that data is the 
only thing a large company will provide.” 

 

Turning Challenges into Opportunities 

 Small cap investing (like all investing) has characteristics that can be classified as “double-edged.” Its 
historical volatility creates return dispersions that are much greater than the large cap market. However, that 
same increased volatility should be viewed as opportunity by the experienced and disciplined small cap 
manager. Increased volatility is generally created by low trading volumes (illiquidity), which leads to hyper-
sensitivity to company news, economic forecasts, and general market sentiment. These low trading volumes 
result from lack of Wall Street analyst coverage and lack of institutional ownership of these companies.  
Additionally, by their very nature, small cap companies tend toward smaller floats compared to larger 
companies, which compounds the illiquidity and volatility issues that a manager like Ashford Capital 
Management faces. 

 That illiquidity challenge becomes an opportunity in the hands of an experienced small cap trader like 
Daniel Dziados, a ten-year veteran of the firm. Daniel comments on the trading nuances of the small cap 
universe: “today everything is much more ‘direct to market’ with algorithms, the influx of additional 
exchanges, and dark pools. These are all different ways to minimize our ‘footprint’ in the market so we 
operate with low exposure.”  

 Over the last decade, Dziados has seen significant changes as a trader in the small cap world. The 
advent and subsequent growth of dark pools, lit pools, upstairs markets, and direct-to-market capabilities 
have proven to be advantageous when dealing with less liquid securities. However, the main tools in 
executing a successful trading strategy are discipline and patience. Dziados adds, “Building into a position can 
take just a day, or it can take as long as a few weeks. Our price discipline is a battle with market prices. That’s 
actually a positive. It really speaks to our price-versus-valuation discipline and process. The reality is that if 
the price gets away from our intended entry point, we generally get two or three more chances to execute 
due to the volatility of small caps. Having a deep understanding of the names in our portfolio is our 
trademark.” 

 

Discovering Attractive Small Companies Before Others  

 Ashford Capital’s focus is uncovering mispriced, misunderstood, and ignored companies with 
significant growth potential. Those opportunities are rare in the large cap arena. A smaller company with 
sound fundamentals and low market saturation has a better potential to grow earnings 20% or more than a 
larger company whose most aggressive growth period is likely in the past. In general, many large companies 
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experience single-digit earnings growth.3 

 The same qualities that we find attractive in a stock may draw the attention of larger companies. True 
organic growth can be challenging for a large company to achieve, so it may instead look toward acquisitions 
in order to grow. Since 2008, low interest rates and high corporate cash balances have fueled M&A activity. 
Hoarding cash or using it for stock buy backs and for acquiring other companies has become the go-to growth 
strategy for many large corporations.  

 It can seem like a bonus for a small cap investor if one of the companies he or she owns performs well 
and is acquired by a larger company for a premium. However, solely looking for the ‘buyout bait’ as a small 
cap strategy may be futile or even counterproductive. Analyst Joseph Petko, 16 year veteran of Ashford 
Capital, comments, “M&A is not one of the inputs in our company analysis process. We don’t invest for M&A. 
If it happens, it happens.  There’s no doubt that we’ve seen it many times over the years we’ve been 
managing capital, but if we own a company that is growing well enough that it is attractive for acquisition, 
we’d rather it not be bought out. Those types of companies usually have better growth than the acquiring 
firm.” 

 

A Case Study of a Criteria Company 4 

 One of our analysts found a biopharmaceutical company with a market cap of $192 million that was 
focused on acquiring, developing, and commercializing proprietary products that addressed the needs of 
patients under the care of gastroenterologists, endocrinologists, and other physicians.  

 When we discovered the stock in 2010, several factors made this a ‘criteria company’ in our view. First, 
it had a solid balance sheet, with $70 million in cash and just $10 million in debt. Second, it had strong 
leadership. Founded and headed by an executive of a much larger pharmaceutical company, its management 
team had a proven track record of vision and sound decision-making. 

 Third, the company had a strong business model. It was on the cusp of launching a new drug which we 
believed would give it a unique competitive advantage as well as leverage in its business model stemming 
from a strong pre-existing sales infrastructure. 

 We became interested in the stock after the company had experienced several setbacks during 2010, 
first when a competitor released a generic version of one of its drugs, and then after a problem surfaced at 
one of the company’s suppliers’ manufacturing facilities.  

 Those events caused the company’s price to plummet 44% from $5.62 to $3.17, a level at which our 
work on the company told us was oversold. We started buying shares at $3.17 in October 2010. Our analyst 

3
 Per Bloomberg as of 7/11/16, the S&P 500 has an estimated long-term aggregated EPS growth of 8.43%. In general, these forecasts refer to 

periods of between three to five years. 
4 

Not all small cap stocks selected by the firm have resulted in the type of gains discussed. It should not be assumed that investments in all 
securities were or will be profitable. All investments in securities involve risk and the potential for loss of capital.  
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Joseph Petko believed that, despite the negative earnings resulting from the two setbacks, the company was 
well-placed to excel in the future due to its clean balance sheet and solid product lineup. This investment is a 
great example of thorough research enabling an accurate long-term valuation based on facts.  

 

Exhibit 1: Example of Ashford Criteria Company — Small Biopharmaceutical Company 
Stock price from October 1, 2010 through January 2, 2014 
 

 

 

 

 

 

 

 

 

 

 Source: Barchart.com 

 

 Over the course of the next few months, the manufacturing facility came back online and the company 
grew, aided in part by damages won via patent infringement litigation against the company that 
manufactured the competing generic product. In January of 2014, a larger pharmaceutical firm acquired the 
criteria company for $32 cash per share, an increase of over 900% on our original investment. 

 According to Joseph Petko, “We would almost have preferred the stock not be acquired as we believe 
it would have continued to grow at a faster rate than its acquirer.” 

 

Conclusion 

 Small cap outperformance requires investing in quality companies, what we refer to internally as 
‘criteria companies.’ Joe Petko summarizes: “Our focus is to identify undiscovered growth opportunities – 
good management team, solid balance sheet, financial discipline, proprietary products, and high barriers to 
entry in their industry.” He adds, “The management has to have a clear growth strategy that can be easily 
explained. How do they plan on gaining market-share?” 
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 Uncovering a unique new idea and recognizing value that others don’t yet see requires experience, 
discipline, and patience. Assessing whether a small cap company is a quality ‘criteria company’ that can be 
held for many years means putting substantial time and resources into intensive due diligence. 

 Ted Ashford III adds, “It’s harder to find good small companies top-down, but bottom-up, fundamental 
investing allows us to tap our networks, industry relationships, and get to know the management and people 
of the companies we are researching and potentially investing in. We not only work to get to know our 
companies’ managements and personnel, we work just as hard getting to know their suppliers, buyers, and 
competition to get the most detailed view of the company and its potential. We put in the work as if we’re 
investing in a private company – many on-site visits before and after we invest, original research and 
modeling in-house, and a team approach to analyzing all of the information.” 

 He continues, “Where we’re different than most small cap investors is that we are buying a business, 
not a stock. We’re not stock pickers; we invest long-term in companies and their plans for growth. We need 
to understand a management team’s plan to create long-term value, and whether they have the experience 
to execute it. We need to dive into their balance sheet as well as understand their unique advantages and 
disadvantages.”  

 Having a verifiable, repeatable investment process that has been empirically proven to include the 
appropriate inputs to control selection for “quality” is Ashford’s competitive advantage.  
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The information provided in the case study above should not be considered a recommendation to purchase any particular 
security. There is no assurance that any securities included in Ashford Capital Management Inc. investment products will remain 
in the portfolios or that information provided herein will remain the same at the time you receive this material. Any securities 
discussed do not represent all of the securities recommended for purchase by ACM. 
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