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 “One ought never turn one’s back on a threatened danger and try to run away from it. If you do that, 
you will double the danger.”   

- Winston Churchill 
 

“Times and Conditions change so rapidly that we must keep our aim constantly focused on the 
future.”     

-Walt Disney     
 

What do Amazon, Square and Salesforce.com have in common?  At one point in time, they were 
sitting in the non-earners bucket and plenty of investors complained they could not own the stock 
because they don’t buy stocks that lose money (effectively, turning their backs on them).  Why do we 
bring this up?  Frequently, we hear how today’s market compares a lot to 1999 and 2008 when non-
earners were the only stocks working and therefore the market is poised to correct meaningfully to 
the earners bucket.  The chart below is usually shown for those looking for a visual to match their 
theme.  So considering we will own non-earners, we expect to get questions around why and should 
we be worried?  Considering our use of CFROI® we understand any confusion on why we would own 
companies that are burning cash.  However, our process revolves around finding inflections and 
rates of change inside each business model.  This is why we believe you cannot just classify non-
earners as a single, homogenous bucket. Non-earners are not all created equal! In fact, stocks like 
Square or Five9 come from this bucket.  Why is that?  In the case of Square, for years they posted 
extraordinary growth at significant losses in cash-flow, but underneath they were building a 
network and product base to cross sell and scale.  Once they hit the inflection mark and their 
CFROI® crossed the discount rate, they now get credit for all that wonderful growth, and cash-flows 
can be re-invested in future projects with the potential to keep moving rates of return higher.   

This recursive cycle is the basis of our investment process. We believe in investing for the future.  
Again, our focus is on the rate of change and inflection not the importance of how much money they 
have lost in the past but instead what their CFROI® will be in the future.  Let us be clear, this does 
not mean the entire bucket of non-earners will be successful or that the segment does not have 
pockets of momentum that are being overvalued.  In fact, a shake out of market sentiment for these 
names seems to be upon us and is well overdue in our opinion.  Our growth models have a hard time 
justifying 20x revenue no matter how much cash-flow you generate in the future.  In the end, this is 
all part of what we were hired to do, find the winners and buy them right. For us, it’s about looking 
to the future not at the past.  



 

Source: FactSet Research Systems, Inc. 

Performance 

The KCM SMID Cap Growth composite was up 9.80% (gross of fees) and 9.62% (net of fees) for the 
3rd quarter of 2018 outperforming the Russell 2500™ Growth Index benchmark, up 7.17%. For the 
quarter, Health Care and Consumer Discretionary were our best performing sectors versus the 
benchmark. Our largest negative contributors were Industrials and Information Technology.   Our 
largest overweight’s were Consumer Discretionary and Industrials while Real Estate and Health Care 
were our largest relative underweights. 

Strong performance from the Russell 2500™ Growth benchmark continued to be driven by 
Information Technology and Health Care.  Digging in further, Semiconductors & Semiconductor 
Equipment, Software & Services, and Life Sciences Tools & Services were the main components for 
the upside.  This narrow market provided a considerable tailwind for growth managers who 
typically, in our opinion, make a large sector bet by overweighting Information Technology versus 
our more diversified approach.  Meanwhile, the factors driving performance remained consistent—
High P/E and Sales Growth.  High P/E names were up 16% in the quarter while the lowest P/E 
bucket fell 1% with non-earners underperforming as well.  The top 2 quintiles of sales growth were 
up 14% and 9% in the quarter, while the other buckets underperformed. Our stock selection was 
strong across the board in the quarter. Additionally, value based factors continue to underperform 
and while we struggle to identify the trigger or the timeline for a shift from growth to value factors 
we believe inflation and the mid-term elections could be the catalysts to move investors. 

Market Outlook 

As we enter the 4th quarter we can’t help but reflect on the incredible amount of economic turmoil, 
market volatility (we began in January of 2008) and even internal firm changes we have observed. 
We take satisfaction in the fact that our investment philosophy and strategy has evolved but has not 
changed through the years. We also reflected as we wrote the first paragraph of this letter that our 
current (and future) investors are not here for our past returns but for the future returns. We look 
at our investments the same way. We fully expect more of the same with many unknown unknowns 
and we will continue to evolve as we follow our investment discipline. Thank you for the trust you 
have placed in us.   

 



Sincerely, 
 
John Rackers 
Portfolio Manager 
 
Chad Hoffman 
Assistant Portfolio Manager 
 
Important Disclosures 

Although the statements of fact and data in this report have been obtained from, and are based upon, sources that the Firm believes to be reliable, we do not guarantee their accuracy, and 
any such information may be incomplete or condensed. All opinions included in this report constitute the Firm’s judgment as of the date of this report and are subject to change without 
notice. This report is for informational purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of any security. A complete list of all securities 
recommended by KCM in the preceding year, a full compliant composite disclosure presentation, and the list of composite descriptions are available upon request from KCM at 10829 Olive 
Blvd., Suite 100. St. Louis, MO, 63141.  
 
Kennedy Capital Management, Inc. (“KCM”) is a Missouri corporation registered as an investment adviser with the Securities and Exchange Commission under the Investment Advisers Act 
of 1940. Registration with the SEC does not imply any level of skill or training. Clients of the Firm include U.S. corporations, pension and profit sharing funds, colleges and universities, trusts, 
not-for-profit organizations, foundations, and individuals. KCM claims compliance with the Global Investment Performance Standards (GIPS®). 
 
The SMID Cap Growth Composite invests in growth securities of predominately small and mid cap companies that generally have a market capitalization that is reflective of the Russell 
2500™ Growth Index. The Manager generally looks for fundamentally strong companies that exhibit higher sales growth rates with lower Price/Sales-to-growth ratios than the average 
company in the Russell 2500™ Growth Index, and are more likely to experience positive earnings revisions and earnings acceleration. The weighted average market capitalization of the 
Account will generally be within 80% of the average market capitalization of the Russell 2500™ Growth Index. The U.S. Dollar is the currency used to express performance. 
 
Composite specific data provided within this presentation has been calculated from accounts that are discretionary as defined in this paragraph. The assets shown are derived only from 
discretionary accounts. Non-discretionary accounts, as defined by KCM, are accounts that are not included in the composite due to one or any combination of the following criteria: there 
were significant cash inflows or outflows within the account; the account’s asset level did not meet the minimum requirement to remain in the composite; the account assets are managed 
by others using our non-discretionary model. The temporary removal of such an account occurs at the beginning of the month and the account re-enters the composite the month after the 
criteria has been met. 
 
Performance returns presented Gross of Fees do not reflect the deduction of investment advisory fees and include the reinvestment of all income. A client’s return will be reduced by the 
advisory fees and other expenses incurred by the account as described in Form ADV Part 2A. For example, an annual advisory fee of 1% compounded quarterly over 10 years will reduce a 
gross 14.44% annual return to a net 13.24% annual return. Form ADV Part 2A is available upon request. The GIPS® are a set of standardized, industry-wide ethical principles that provide 
investment firms with guidance on calculating and reporting their investment results to prospective clients to ensure fair representation and full disclosure of an investment firm’s 
performance history. 
 
The performance figures reported herein are unaudited, may be based upon information obtained via electronic data sources (”feeds”) and may be subject to change. Data feeds from many 
of KCM clients’ selected custodians are obtained through third party, and are used to compare custodial data to KCM’s client account records as frequently as daily. Monthly, KCM reviews 
clients’ account holdings along with cash and share quantities against the custodial statements. In some instances, variances  may exist between final audited custodial information and the 
information KCM obtains via such data feeds. All variances are typically reconciled to the applicable account no later than each month-end. Past performance is not indicative of future 
results. 
 
The information provided should not be considered a recommendation to purchase or sell any particular security. Allocations among industries, sectors and securities may vary and are 
subject to change without notice. It should not be assumed that any of the securities transactions or holdings discussed were or will be profitable, or that the investment recommendations 
or decisions we make in the future will be profitable or will equal the investment performance of the securities discussed herein.  
 
Portfolio Sector Weightings are subject to change at any time.  Sector weightings are based on the Global Industry Classification Standard (“GICS”) classification scheme and are measured 
as a percentage of the total portfolio in terms of asset value as of the date indicated above.  Individual client portfolios may be different based on variations in security purchase price and 
date, and individual client restrictions.  Due to rounding, Sector Weighting’s total percentages my not equal 100%.  
 
The Global Industry Classification Standard (“GICS”) was developed by and is the exclusive property and a service mark of Morgan Stanley Capital International Inc. (“MSCI”) and Standard 
& Poor’s, a division of The McGraw-Hill Companies, Inc. (“S&P”) and is licensed for use by Kennedy Capital Management, Inc.  Neither MSCI, S&P, nor any other party involved in making or 
compiling the GICS or any GICS classifications makes any express or implied warranties or representations with respect to such standard or classification (or the results thereof), and all 
such parties hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability and fitness for a particular purpose with respect to any of such standard or 
classification.  Without limiting any of the foregoing, in no event shall MSCI, S&P, any of their affiliates or any third party involved in making or compiling the GICS or any GICS 
classifications have any liability for any direct, indirect, special, punitive, consequential or any other damages (including lost profits) even if notified of the possibility of such damages. 
 
Russell Investment Group is the source and owner of the Russell Index data contained or reflected in this material and all trademarks and copyrights related thereto.  The presentation may 
contain confidential information and unauthorized use, disclosure, copying, dissemination or redistribution is strictly prohibited.  This is a presentation of Kennedy Capital Management, 
Inc.  Russell Investment Group is not responsible for the formatting or configuration of this material or for any inaccuracy in Kennedy Capital Management’s presentation thereof.     
 
The Russell 2500™ Growth Index measures the performance of the small to mid-cap growth segment of the U.S. equity universe. It includes those Russell 2500 companies with higher price-
to-book ratios and higher forecasted growth values. The Russell 2500TM Growth Index is constructed to provide a comprehensive and unbiased barometer of the small to mid-cap growth 
market. The Index is completely reconstituted annually to ensure larger stocks do not distort the performance and characteristics of the true small to mid-cap opportunity set and that the 
represented companies continue to reflect growth characteristics. 
 
The Russell 2500™ Growth Index is used as the benchmark.  The Index is unmanaged and represents total returns including reinvestment of dividends.  The benchmark is used for 
comparative purposes only and generally reflects the comparable risk or investment style of the Firm’s strategy.  The investment portfolios underlying the Index are different from the 
investments in the portfolios managed by the Firm.  Certain accounts may also use other benchmarks not listed in the Annual Disclosure Presentation.  The Composite Disclosure 
Presentation does not cover the benchmark returns included in the Annual Disclosure Presentation. 
 
The Russell 2000® Growth Index measures the performance of the small-cap growth segment of the U.S. equity universe. It includes those Russell 2000 companies with higher price-to-book 
ratios and higher forecasted growth values.  The Russell 2000® Growth Index is constructed to provide a comprehensive and unbiased barometer for the small-cap growth segment. The 
Index is completely reconstituted annually to ensure larger stocks do not distort the performance and characteristics of the true small-cap opportunity set and that the represented 
companies continue to reflect growth characteristics. 
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