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Process – why is it important

We all know that much of investment success can be random. Many investors have mistaken the 
rising tide of a bull market for their own trading acumen. However, decades of evidence shows 
that over the long term there really is such a thing as investment skill – but the key way to assess 
it is not (just) by looking at returns, but rather at the process which underlies those returns.

It is critical that such a process is both consistent and repeatable. There will be times when one’s 
process is less or more fruitful given the vagaries and randomness of investment trends, and 
experience has shown us that it is precisely at times like this that one must adhere ever more 
closely to it. 

The importance of repeatability is obvious. Everyone can get lucky sometimes, but if we know 
why we were successful or not, we can learn and evolve. 

Our investment philosophy defines our process

We believe that a stock picker’s process should be a reflection of their investment philosophy and 
should aim to exploit the opportunity they have identified. Our process is defined by two pillars;

1. Our core investment philosophy
We believe it is possible to understand the prospects for and value of individual companies, 
particularly at the smaller end of the market, where it can be easier to “get one’s arms around” 
the whole business. One can gain a clear understanding of all the variables affecting these 
companies (competition, demand, supply chains, management, financing etc.). 

For this reason companies themselves lie at the heart of what we do. 

Then, the question is how we generate returns through understanding these companies. 
We believe it is possible to identify and exploit situations where there is a significant mismatch 
between corporate reality and market perception. It is all well and good uncovering a 
company that is growing its sales from an innovative new product, or which leverages a strong 
market position to earn high returns on capital; but if those fundamentals are thoroughly 
understood by market participants, and priced into the company’s equity, then there will be no 
excess return to be earned by owning the company’s shares.

Later in this piece we will explore in depth the types of investments where we believe there is 
the greatest opportunity to exploit these mis-pricings. For now, the key point is that we believe 
that excess returns come from both understanding and valuing the companies we meet, 
and identifying and exploiting differences between our understanding and the market’s 
perception and expectations. Over time this will deliver returns which are idiosyncratic and 
not linked to the market’s – or “alpha” in other words.

2. The unique opportunity set offered by European Small Caps
The key pre-requisite to achieving the above is knowing your companies better than anyone 
else. This is extremely difficult in over-researched areas of the market: what value can one really 
add when analysing Apple, for example? In fact, one can often make mistakes by looking too 
hard for an “edge” that may not actually exist. 

On the other hand, an edge is far easier to achieve if fewer people are doing what you are doing. 
When we launched this strategy 11 years ago, the typical European Small Cap equity was covered 
by nine sell-side analysts1. This number has dwindled to two in 2019 and contrasts dramatically 
with that for similar-sized companies in the US, typically covered by eight analysts. By contrast 
the average large cap stock in Europe is currently followed by a whopping 14 analysts. 

This lack of research, quite simply, leads to opportunities to gain a competitive advantage over 
the market in our knowledge and understanding of these companies.
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1. We define “Small Cap” here as a company having a market capitalisation between €150 million and €1.5 billion.
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Our 3-stage process 

Our process has three elements: Meeting company management, analysing and assessing 
company cash flows, and identifying and understanding catalysts for mis-pricings to be 
corrected. We simplify this to the shorthand of: Management, Cash, Catalysts, or the MCC of 
Small Cap investing. 

Meeting management
This is the core of what we do. Meeting with company management teams provides us with a 
fertile source of new ideas to work on, as well as being the first step in analysing companies 
which may make it into our portfolio. 

Many investors regularly meet companies, and yet we are often asked what value this really 
delivers above and beyond a quarterly results conference call.

We believe that the need for these meetings is particularly vital in Small Cap investing where 
the team running the company has a disproportionate effect on the company’s fortunes for 
better or worse. A maritime analogy serves well here: in large cap investing the CEO is akin to 
the captain of a supertanker…they can change direction but it takes a long time to achieve and 
perceive. Small caps, on the contrary, are more like racing yachts – and their skippers can make 
a much more immediate impact…either to exploit the winds to surge ahead of competitors, or 
(not infrequently) to capsize.

 

In addition, we find that access to smaller companies is far better than we would find with their 
behemothic peers. We have a chance to spend considerable time with a CEO or founder of these 
businesses, rather than with one of a team of investor relations.

Our meeting skill is threefold; a) in identifying key issues for discussion, b) in asking incisive 
questions, and c) in our dedication to intense preparation for meetings.

The following are amongst the questions we typically ask in these meetings. One, how do 
management view their company’s positioning in their industry? Two, can we explore their 
longer term ambitions for the company? Three, what steps will the company need to make to 
achieve those? Four, what challenges will they face along that journey? Finally, what reaction 
do they anticipate from customers and competitors?

This broad open-ended questioning gives a very clear insight into their strategic thinking, 
attention to detail, industry knowledge and also, critically, their motivation. We are trying to 
ascertain what makes these companies and their managers “tick”, and where their long term 
competitive advantages (if they have any) lie. This cannot necessarily be gleaned from a stock 
exchange announcement or a quarterly webcast.2 

Smaller companies are also more often family owned or controlled. In these cases understanding 
the motives and aspirations of the controlling shareholders is all the more important, as these 
companies can often present the very best, or very worst, opportunities for external shareholders 
(the latter often occurs when later generations, who may be less engaged in the business, take 
over).
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2.  Oftentimes these smaller companies do not even host public webcasts or conference calls. While they are 
obviously obliged to produce result releases, in contrast to large caps, our meetings are often the only 
opportunity to hear management’s views “from the horse’s mouth”.
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Over time we endeavour to meet with many different people within a company, especially at their 
own premises: I always remember the sound advice to assess the cars in a company’s parking lot! 
We aim to catch up with all holdings quarterly. Each year we hold around 800 meetings with 600 
different companies, covering 50% of our investable universe. 

Our thirst for insight does not stop there: we also visit the customers, competitors and companies 
in tangential areas to that customer. Not only does this help to improve our knowledge but is 
often also a great source of further new investment ideas or lines of questioning.

Cash fl ows
All companies, but especially smaller ones, live and die by the cash that they do or don’t generate. 

Good companies generate cash above and beyond what is required to keep the business standing 
still, the great ones then can reinvest that wisely to deliver growth and generate even more cash 
for their owners. They may be able to achieve these returns for various reasons – perhaps they 
have a unique product that cannot be easily replicated, or they may deliver scale benefits within 
an industry niche, or they may just run a “tighter” operational ship efficiently delivering more 
sales and profit per unit of capital employed in the business.

In contrast, but just as importantly, if a company is undergoing some sort of transformation 
which will ultimately deliver shareholder value (but which, perhaps, investors are not yet giving 
them credit for), generating cash along the way buys them the time to effect that change and see 
it reflected in their share price down the road. 

Companies can “massage” their P&Ls through clever accounting in order to deliver the 
appearance of earnings growth, but the cash flow statement does not lie. We recognise this 
and devote most of our financial analysis to assessing cash returns on invested capital, cash 
conversion (free cash flow relative to earnings) and uses of cash within companies. 

Our valuation method for companies can vary by business and industry. However, generally, 
our preference is for underlying free cash flow yields (both pre- and post- growth investments). 
In addition, we like to assess the company’s market value compared with the capital employed 
in the business – and judge potential mis-pricings relative to the company’s returns on capital. 
(Note; we tend to avoid formal discounted cash flow analyses as they are very dependent on the 
subjective nature of many assumptions which drive the terminal value as well as on the discount 
rate applied). 

Catalysts
The final stage is perhaps the most subjective of our three-stage process, but in the world of 
small caps it can also be the most important.

We discussed above the staggering lack of attention, focus and research on European Small Cap 
stocks. This throws up a challenge that we aim to address in this step. It is great to find a long 
idea where we believe the company is worth 50% more than the current share price (or a short 
worth 50% less) but with fewer eyeballs looking at these names the price discovery can often 
take longer. 
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Identifying when and how these gaps will close also serves as an effective safety net. We 
believe it is dangerous in small cap investing to stubbornly stick by investments that are simply 
not working. The danger is that the rate of change in smaller companies is so high that while 
patiently waiting for the initial thesis to be recognised, the thesis becomes invalid.

Our company’s catalysts cover a myriad of elements; hard catalysts can include earnings 
reports, corporate activity (takeovers, disposals, relisting) and changes of management, softer 
ones might be investor relations efforts and broader investor sentiment shifts. We meticulously 
detail and monitor these.

Benjamin Graham famously contrasted the short and long term natures of the stock market as 
being the difference between a “voting machine” (in the short run) and a “weighing machine” 
(in the long run). The first two elements of our process are very much geared toward “weighing” 
companies. By keeping a disciplined eye out for catalysts we are trying to increase the chances 
that we own companies at the time when the “voting” and “weighing” machines begin to agree.

The types of opportunities we find 

We are prepared and willing to look for opportunities in stocks across a breadth of industries and 
countries (although, in general, we do avoid more “binary” areas like biotech and oil exploration 
which we feel tend to be outside our circle of competence). We are proudly generalists, and 
believe that this broad perspective is crucial to “seeing the wood for the trees” when it comes to 
spotting opportunities to generate alpha. 

The stocks we find tend to fall broadly into two categories; compounders and misunderstood 
stocks. In the most ideal scenarios, opportunities might actually fit into both categories. 

We believe that these designations also work on the short side. One of the key things we have 
found over 12 years exploring European small cap markets is that frequently we see a mismatch 
between expectations and reality in both directions. The breadth of companies in the small cap 
arena means there is no shortage both of great companies and shockingly bad companies. 

Compounders are the companies that take the cash they generate and reinvest it at high 
returns into growth opportunities. While the market may recognise some of this growth it often 
underestimates its size and sustainability. These companies generate excess returns for us as they 
consistently surprise versus market expectations in their ability to grow their cash generating 
business. On the short side, we are looking for compounders that have “gone wrong”. In other 
words companies that have generated consistent and growing cash returns in the past, but won’t 
be able to do so to the same extent to which their shareholders have become accustomed. Note 
that we do not simply short a compounder on valuation grounds alone. 

Misunderstood companies cover a range of experiences. These can be companies that have 
been written off by other investors, or placed in the bucket of “too difficult” to analyse. This may 
be because they have made past management mistakes, or have been through an industry 
downturn, either of which may obscure the intrinsic advantages within their businesses. These 
companies often still possess strong business models, and inherently cash generative operations 
– and if other investors have given up on them there will often be a good opportunity as, over 
time, sentiment turns positive once more. The misunderstood shorts, likewise, cover a range of 
experiences, but the salient point is that equity investors have misunderstood the fundamentals 
of the businesses. So, this may include stocks that other investors think are “cheap” but which we 
believe to be value traps with little or no long term equity value. Or they may be companies that 
present themselves as high growth/technology driven, but which actually provide little added 
value and generate low underlying returns.

The best way to illustrate all of these types of stocks is via examples.
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Examples of compounders and misunderstood companies
A Long Compounder – Biogaia

 
Biogaia is a Swedish developer of probiotic products. When we first invested in the company 
it was clear from meeting with management (we met them five times within 12 months over 
2009-2010) that the growth opportunities were both larger and more sustainable than we first 
realised (and, to our mind, than other investors gave them credit for, particularly in the midst 
of the financial crisis). Meeting the company’s Founder/Chairman Peter Rothschild was also 
invaluable in understanding the aspirations and motivations within the business – this really 
was “his baby”.

The company was quite small at the time (€150 million market cap) and we believed that 
other investors were unprepared to value more than one or two years of sales growth. Sell-side 
understanding of the story was even more limited. In fact, when we first invested there was only 
a single analyst covering the name – the traditional banks that might have looked at the company 
saw little prospect of significant equity trading volumes or corporate deal flow, meaning little 
incentive to bring on coverage.

In fact, over the period we owned the company (2008 to 2011) the company grew its sales at 
an average of 15% per annum as it continued to invest the cash it generated into new market 
opportunities for its products, which were highly differentiated and in high demand.

A Misunderstood Long – Grafton Group

 

Grafton is a UK and Irish supplier of building materials to trade and retail. During the early 
2010s we believed that its prospects and fundamental attractions were being misunderstood by 
other equity investors. 

First, although three quarters of the company’s sales were in the UK (and more than that of 
profit), because the company’s stock was listed in Ireland we believe it was neglected by most 
UK focused investors.

Second, the UK domestic building merchants’ market was growing at a low level at this time, but 
this masked the dynamic opportunity within Grafton’s business as they rolled out the disruptive 
Selco format. This warehouse format, focused on small scale tradesmen, was significantly higher 
margin (circa double) Grafton’s other UK merchanting businesses. Rolling these out aggressively 
represented a fantastic investment opportunity for the cash the rest of their business generated.
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Finally, even as more UK investors “woke up” to Grafton’s UK profit growth (driven by Selco), we 
believed they were neglecting the “ugly sister” of the company’s Irish operations – which went 
from being roughly breakeven to representing close to 20% of profits during this period.

A Compounder gone wrong – Tod’s

Tod’s is an Italian luxury shoewear designer and manufacturer. For many years the company 
delivered consistent revenue growth thanks to the company’s iconic “driving shoe”, and as we 
were meeting with them in 2013 it was clear that investors expected this to continue for the 
foreseeable future, and priced the equity accordingly. 

However, our meetings suggested to us that although there were no disastrous problems on 
the horizon, future revenue and cash flow growth might well disappoint relative to ambitious 
expectations. Part of the reason for this is that European sales had already turned quite weak 
and the company was offsetting this with stronger Asian sales – we were unsure whether this 
growth could be relied upon to be sustained indefinitely.

Part of the reason European sales were weakening was because of Tod’s inability to diversify 
beyond the core products which had made its success previously. Additional brands Hogan and 
Fay were too “Italian” to appeal to a broader audience, and it seemed (based on our management 
meetings) that Chairman Della Valle remained a little too wedded to the company’s history.

These concerns were further compounded by the change in creative director at the time which 
we believed represented a significant threat to the strength of the brand.

In combination, this petering out of brand momentum (and softer top line performance) 
resulted in significant share price falls as a lack of expected growth led to a substantial valuation 
de-rating.

A Misunderstood short – Telit Communications
 

Telit Communications is a UK-listed provider of hardware for machine-to-machine 
communications. When we began looking at the business in early 2016 it was being presented 
by its sell-side advocates as a very cheap, high growth technology business playing on the 
“megatrend” of the “internet of things”.

Following our analysis we became concerned that the company’s products had far less technology 
in them than we had been led to believe. Furthermore we were concerned that management 
appeared obsessed with their own share price and in attacking the short-sellers of their stock. 
Finally, our analysis of the company’s financials showed that cash flows were negligible relative 
to reported earnings – the shares may have looked cheap relative to reported EPS, but they were 
exceptionally expensive relative to the company’s cash generation abilities.

Such a mis-match between purported earnings and underlying cash flow cannot be sustained 
indefinitely, and sure enough the company was forced to significantly downgrade expectations 
during 2017.

Telit Communications

Telit Communications is a UK-listed provider of hardware for machine-to-machine 
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The “icing on the cake” in this story was when the aggressive CEO Oozi Cats, who had seemed 
so obsessed with his share price, was revealed to be the same person as one “Uzi Katz” who had 
previously been indicted for fraud in the United States and had, in effect, been a fugitive from 
the US Department of Justice for some 17 years. Not all unsettling meetings with management 
end up with such a spectacular denouement, but this story does remind us that personalities 
really do matter when it comes to smaller companies!

The common denominator: process in action

Hopefully the above examples will have given some flavour to the types of investments our 
process throws up. It is important to bear in mind that although we have highlighted four 
different categories of company, the way we unearthed them was consistent:

1. We met with the companies numerous times both before initiating positions, and then whilst 
we held positions. This allowed us to understand what made their management teams “tick” 
and whether the market was too optimistic or too pessimistic about their leadership abilities.

2. We rigorously assessed the companies’ financial prospects with a particular eye on cash 
generative ability. 

 Where appropriate, we were more than happy for the better among these names to reinvest 
that cash within their own businesses at a high rate of return (e.g. Grafton’s Selco roll-out or 
Biogaia’s new market and product opportunities).

 Where there was a dearth of cash generation (Telit) red flags went up very quickly for us, 
particularly when combined with overly promotional management.

3. Before initiating any positions we forced ourselves to ask “what will drive the market to 
realise this mis-pricing”?

a.) For Biogaia this was the continued delivery of above average growth, year by year, leading 
to the company’s increase in size and therefore further coverage by analysts and investors

b.) For Grafton this was the potential for a move from the Irish to the UK stock market, and 
the resultant additional attention on the improving returns within the business

c.) For Tod’s this was the prospect of slowing growth outside Europe leading investors to see 
that the core of the business had already started to struggle

d.) For Telit this was further deteriorations in cash generation, combined with an equity 
sell-down by management, leading to their having a lessened incentive to “keep the plates 
spinning”

As you can see, the same disciplined process can lead to very different types of opportunities to 
generate alpha within the amazingly broad opportunity set of small cap European stocks.

Most importantly, the process is the same for both the long and the short names, something 
which we believe has been the key to our success (in both absolute returns and alpha generation) 
achieved in both books since we started. 

Management, Cash, Catalysts | The SWMC Small Cap Process | May 2019 8
Please see full disclaimer on page 10



Long Short Net long 
(short)

Industrials 0.0 0.0 0.0

Technology 0.0 0.0 0.0

Consumer goods 0.0 0.0 0.0

Financials 0.0 0.0 0.0

Consumer services 0.0 0.0 0.0

Oil & gas 0.0 0.0 0.0

Healthcare 0.0 0.0 0.0

Management, Cash, Catalysts
The SWMC Small Cap Process
Management, Cash, Catalysts
The SWMC Small Cap Process

A concluding note on how we judge ourselves

Inevitably, there will be periods when our style of stock-picking delivers particularly strong 
returns relative to equity markets as well as periods when short term returns disappoint.

History has shown us that when we have endured a difficult period, we must do one thing, namely 
stick to our process. Doing this meant that we recovered strongly after the Great Financial Crisis 
in 2008, after the Eurozone crisis in the summer of 2011 and after the Brexit vote in June 2016. 
This faith in our process enables us to stay calm and rational during difficult periods, for we have 
a framework to rely on. 

Our process has remained stable but that does not mean it is rigid. We continually incorporate 
new elements and (hopefully) improvements, invariably learnt from mistakes we have made 
along the way. 

We believe that over the long term our way of investing has and will continue to generate strong 
financial returns for our investors – and it is over the long term that we judge these returns. 
When it comes to the shorter term, we believe looking at returns (both positive and negative) 
is less instructive. But surely there must be some metric we can look to, to help us figure out 
whether we are getting things right or wrong? 

We believe there is. The key question we ask ourselves every day is whether, for every stock 
in the portfolio, we are sticking to the simple MCC process which has served us well for over a 
decade. If we maintain that discipline of process, day in and day out, then over longer periods 
the returns will follow. This is what they have done historically, and we are highly confident that 
they will continue to do so.

The above picture represents Lord’s cricket ground, the home of the game of cricket and 
of the Marylebone Cricket Club, the “Other MCC”. 

Jamie Carter Brian Cullen
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