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This paper outlines the key themes and common questions raised by investors at recent meetings across Australia 
and New Zealand with Chris Cuesta, CEO and Portfolio Manager of THB, a dedicated micro cap specialist manager 
celebrating 20 years of US micro cap investing this month. Chris reiterated that US tax reform, deregulation and the 
valuation gap vs large cap stocks combine to make a very compelling and timely investment thesis for US micro caps.

Introduction
The US is the world’s largest source of micro cap stocks. Over a full market cycle, a well-diversified portfolio of high quality 
US micro cap companies run by top calibre management teams should significantly outperform larger cap portfolios. 

To capitalise on that opportunity, Brookvine and THB launched the THB US Micro Cap Fund in Australia in 2014. The Fund 
currently has A$265 million under management and has returned 16.8% p.a. since inception to 31 May 2018.

1. What is the definition by market cap of micro cap stocks in the US?

In the US, micro cap stocks range from $50 million to $1.5 billion market cap. The weighted average market cap of 
companies in the THB US Micro Cap Fund is $550 million.

2. What does THB expect will close the valuation gap between large US stocks and micro caps?

The valuation gap between large and micro cap US stocks is at its highest level in 20 years1. The gap tends to be cyclical. 
Nonetheless, some very powerful forces are expected to disproportionately benefit micro cap companies:

 ͵ Tax reform: THB’s micro cap companies are currently paying an average of 34% tax, this will drop to 21%.
 ͵ Deregulation: The number of pages of new regulation being published has dropped to lowest levels since the 1980’s. 

With less resources tied up dealing with the regulatory burden in running their business, owners can refocus on 
growth and efficiency.

 ͵ Optimism: Significant recent improvements in consumer sentiment, small business confidence and CEO confidence 
also augur well for the performance of the general economy and its flow on to micro cap stocks.

 ͵ US economy: Small businesses (micro cap sized companies) form the ‘base of the pyramid’, generating 60% of GDP. 
These businesses are now feeling optimistic and are confident they are in the early stages of the business cycle. 
Micro cap stocks are also domestic focused and largely driven by the US economy and thus more immune to global 
trade-related issues.

 ͵ Interest in micro caps: There is growing recognition of the merits of micro cap investment by US institutional 
investors and consultants.

3. Why might investors view US micro cap as an alternative to private equity (PE)?

About 40% of THB’s client base view micro caps as a complement or alternative to PE.

The drivers of return are similar:

 ͵ PE managers often target small, niche companies similar to those found in the micro cap segment.
 ͵ Both strategies can provide direct and meaningful exposure to ‘mega trends’ in infrastructure, e-commerce, green 

1. As measured by price/sales of large cap stocks (S&P 500) and micro cap stocks (bottom 1000 stocks in Russell 2000)
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energy, health and activity, connectivity, cyber security and data analytics.
 ͵ Like PE, THB favours companies with strong cash generation and stable business fundamentals. It also favours 

companies with aligned and entrepreneurial management teams. 
 ͵ THB engages valuation disciplines akin to PE managers; a keen interest in metrics such as EV/EBITDA and a private 

markets valuation approach based on recent trade sales. 

THB’s US Micro Cap strategy has:

 ͵ Shown stronger performance, with the THB US Micro Cap Composite outperforming widely available PE indices 
(since the Strategy’s inception date of 30 June 1998);

 ͵ Provided daily liquidity, and allowed investors the opportunity to allocate their full investment at once;
 ͵ Lower fees, and no performance fee, commitment fee or carried interest; and
 ͵ High levels of transparency.

Interestingly, THB’s microcap stocks are often a target of PE investment and about 30% of acquisitions of THB’s portfolio 
companies have been by PE. Once invested, underlying PE companies typically also carry far more leverage.

It should be noted that PE (being illiquid) does display less variability in returns than the THB US Micro Cap Fund, where 
the price is daily marked to market. 

4. Chris has spoken of the resilience of the US Micro Cap strategy. What makes it resilient?

THB utilises a proprietary Quality Assessment and Risk Grading methodology: 

 ͵ Multi-factor Quality Assessment skews the Fund towards companies with stronger balance sheets, little debt, high 
tangible assets ratios, stable profitability and strong corporate governance. 

 ͵ Risk Grading focuses the Fund on less risky stocks (from a price and earnings standpoint) and ensures an adequate 
premium is captured if and when the Fund accepts heightened price and earnings risk. 

The best example of resilience was the peak to trough experienced during the internet-led era. Between 3 March 2000 
and 30 September 2002, the S&P and Russell Microcap® annualised returns were  -20.5% and -13.9% respectively, while 
THB Micro Cap held steady over the same period at 1.5%.

5. What is the biggest risk to the strategy at present?

Everyone is looking for the ‘new monster in the closet’, for triggers that might lead to a widespread collapse of equity 
market valuations. Interestingly, there isn’t much THB hasn’t seen before; it has managed money through many business 
cycles and recognises that investors will always have something to worry about. 

A 100bp sharp lift in rates could affect micro caps. There is talk about ‘wage inflation’ which would have a lesser impact 
on micro caps that don’t typically have large populations of low paid employees. In terms of a risk to the tax and 
regulatory reform tail winds, impeachment of the current President wouldn’t affect tax reform (already passed through 
US Congress) or deregulation (managed by individual agencies and doesn’t required Congress).

6. Is there a shift of interest to micro caps and what is the driver of that?

There is growing recognition by investors of the benefits of an allocation to micro caps in their portfolios. This reflects 
their concern with large cap stock valuations, the impact of ETF trading volume on large cap stock prices and a search for 
opportunities to capture higher returns. 

Small to mid-sized private wealth groups and institutions are best placed to exploit this opportunity given capacity 
limitations, however mainstream US pension funds have begun to explore the opportunity.
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7. What is the impact of ETFs on US micro cap?

Passive trading flows have really snowballed. On any given day, approximately 20-30% of trading volume in large cap 
stocks is driven by ETFs, compared to less than 0.1% for micro caps.

8. Why do you hold 100 stocks? Why not be more concentrated?

Micro cap stocks are typically single line businesses, and may have a geographic focus, whereas large cap companies 
often have multiple divisions and a broad geographic focus. There is too much event specific risk in micro caps to 
run a highly concentrated portfolio. A single factory fire, for example, would likely have a much greater impact on 
the stock price. THB believes a 100-120 stock micro cap portfolio equates to a 30-40 stock large cap portfolio.

9. How does THB factor ESG considerations into its process?

ESG analysis is integrated into fundamental analysis. The research team assesses the ESG related factors using 
various datasets, best in class third party providers as well as company filings and presentations. A rating is assigned 
to each company through an internally developed rating system. The ESG rating is then blended into fundamental 
analysis through THB’s proprietary Quality Assessment which adjusts the price target of the stock and its expected 
return. To remain current and improve their knowledge, THB analysts frequently engage in training opportunities in 
ESG.

For more information about US micro caps or the THB US Micro Cap Fund please contact:

Natalie Hall
Director, Head of Client Service & Product
Brookvine Pty Limited
+612 9328 6445
clientservice@brookvine.com.au

This document has been prepared and issued by Thomson Horstmann & Bryant, Inc. (THB) and is intended for the general information of ‘wholesale clients’ (as 
defined in the Corporations Act 2001) only. THB is exempt from holding an Australian Financial Services Licence pursuant to ASIC Class Order 03/1100 ‘Relief for 
US SEC regulated financial service providers’ in respect of the financial services it provides to Wholesale Clients, and is not licensed to provide financial services 
to retail clients, in Australia. THB is regulated by the Securities and Exchange Commission of the United States of America under US laws, which differ from 
Australian laws. Equity Trustees Limited (Equity Trustees) (ABN 46 004 031 298, AFSL 240975) is a subsidiary of EQT Holdings Limited (ABN 22607 797 615), a 
publicly listed company on the Australian Securities Exchange (ASX:EQT). Equity Trustees is the Responsible Entity of the THB US Micro Cap Fund (ARSN 600 158 
450). This document is neither an offer to sell or a solicitation of any offer to acquire interests in any investment. The information contained in this document 
is of a general nature only. Accordingly, reliance should not be placed on this information as the basis for making an investment, financial or other decision. In 
preparing this document, THB has not taken into account the investment objectives, financial situation and needs of any particular person. Before making any 
investment decision, you should consider whether the investment is appropriate in light of those matters. Whilst every effort is taken to ensure the information 
in this document is accurate, THB provides no warranty as to the accuracy, reliability and completeness of the information in this document and you rely on 
this information at your own risk. To the extent permitted by law, THB disclaims all liability to any person relying on the information contained in this document 
in respect of any loss or damage (including consequential loss or damage) however caused, which may be suffered or arise directly or indirectly in respect of 
such information. Past performance is not a reliable indicator of future performance. The return of capital or any particular rate of return from the Fund is not 
guaranteed. You should obtain and consider the Fund’s Product Disclosure Statement (PDS) before deciding whether to acquire, or continue to hold, an interest in 
the Fund. Applications can only be accepted on an application form attached to a current Product Disclosure Statement.


