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TWST: Can you provide a brief overview of the Hodges 

Small Cap Fund, including the assets under management and the 
investor who you think is most interested in this type of fund?

Mr. Marshall: The Hodges Small Cap Fund has been around 
for 12 years and has a little over $400 million of assets under management. 
It is a small-cap core fund that focuses on a bottom-up process for picking 
individual stocks. We are obviously in the riskier basket of the equity 
world as we invest in companies between $500 million to $5 billion in 
market-cap size. A lot of advisers to a lot of pension plans, meaning 
institutional investors, use us as a small-cap core for a portion of their 
portfolios. On the spectrum of risk, it would be on the riskier side of the 
equity part of your portfolio.

TWST: In your process, is there any kind of check for 
volatility or variability? How do you manage the fund to position it 
away from risk? 

Mr. Marshall: The way that we think about risk is we try not 
to confuse volatility with risk. Often, within the small-cap universe, you 
can have volatility that is caused by inefficiencies in the stocks because 
of trading liquidity or because there is an information gap. There are also 
fewer sellside analysts who follow these companies. Trade volumes can 
result in some lumpy volatility in a lot of small-cap stocks.

We try to think about that volatility in the context of the entire 
portfolio. When we look at a company and develop an investment thesis, 
we look at the intrinsic value of the assets and what is the long-term 
upside potential versus the underlying risk of the fundamentals of the 
business and then try to separate that from the noise in the market. Right 
now, there is a lot of momentum that occurs in the market given there is 
volatility related to less liquidity in the market. As the market becomes 

more and more passive and less active, we have seen over the last 10 
years, value really underperformed growth.

The divergence between small caps and the broader market 
as measured by the S&P 500 is at the widest divergence in 16 years. 
We think this has created an environment where you have a lot of 
mechanical volatility within small caps, so you have to really separate 
from the underlying fundamental risk of the business. At the end of the 
day, our philosophy is that the value of each equity should be based on 
the present value of its future earnings and cash flow. We are laser-
focused on that and understand the risk surrounding the factors that 
enable companies to generate returns on shareholder capital over an 
entire business cycle.

TWST: What is your turnover rate, and what instigates a 
turnover event?

Mr. Marshall: Our turnover, if you look at the fund over the 
past decade, has been about 0.5, so about half of a turn per year. Some 
years, it could be as high as 100% turnover; while other years, it could be 
lower than that. Essentially, when we see less upside potential relative to 
downside risk, we will start to scale out of a name.

There are really two reasons that we will sell a stock. One, we 
no longer think that the upside potential outweighs the downside risk, or 
we have identified a situation where our investment thesis is no longer 
valid. That can happen for a number of reasons. It could be macro 
conditions change or competitive conditions change. It could be that we 
were wrong in our assumptions or we had some faulty analysis.

We think one of the most important attributes of portfolio 
management of small-cap companies is to be able to identify your 
mistakes. Identify them early and then have the intellectual honesty to 
take action and address those mistakes.
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TWST: I am looking at your most recent fund fact sheet 
and see that, of all the categories, consumer discretionary is the 
highest at 28%. Why is that?

Mr. Marshall: If you look at consumer discretionary, that 
includes a lot of different things, such as homebuilders, which you might 
not necessarily think of as discretionary. We do like the homebuilders 
right now. We also have a handful of 
restaurants and retailers and some 
consumer product companies that we 
think offer secular growth that is being 
overlooked in the market.

In recent years, you have 
seen a lot of brick-and-mortar retailers 
struggle because of the view that 
Amazon (NASDAQ:AMZN) is going 
to take over everything. That event has 
really caused investors, we think, to 
throw the baby out with the bathwater. 
We can find secular opportunities 
within consumer products. We own a 
company called Yeti (NYSE:YETI) 
that has recently come down over the 
last six months. It is an opportunity to 
really own a brand with long-term 
potential to generate very attractive 
secular growth that isn’t necessarily 
tied to the macro economy.

Also, those consumer stocks 
have really been hit by a lot of the 
trade worries and concerns about 
tariffs and the situation with China. 
That has caused us over the last six 
months to really go in and overweight 
that position relative to the weighting in the Russell 2000 right now.

TWST: Why specifically does your analysis show that the 
Street is really overlooking a company like Yeti?

Mr. Marshall: We think it is maybe somewhat 
underappreciated or misunderstood. If you look at our small-cap fund, 
what you would see is a very eclectic group of stocks. You will see 
things that are very deep value.

We own a company like Commercial Metals (NYSE:CMC) 
that owns and operates rebar steel mills. We are looking at what is the 
replacement value of that property, plant and equipment, and the 
underlying intrinsic value of those assets. We also look at the ability for 
those assets to earn above-average returns on capital over a cycle, and we 
come up with a very deep-value thesis.

In the case of Yeti, that would fall into the growth camp. We 

would be looking at what type of longer-term opportunities does that 
brand have to continue to grow, regardless of what is going on in terms 
of the macro side of things. What is the ability for that growth to be 
funded by internal cash flow generation? We think that is one of the most 
important things for a growth stock.

We want to find things like Yeti that generate positive cash 
flow, so they can fund growth internally 
without having to be dependent on 
going back to the capital markets. In 
the case of Yeti, they are also 
introducing new products and entering 
new channels of distribution that we 
think will enable them to generate 
above-average growth. We still see the 
company as in its infancy.

TWST: In your latest fund 
fact sheet, I see you have health care 
at 12.21%. There are a lot of great 
stocks there in the small-cap area. 
Why did you select Exact Sciences 
Corporation to be a choice among 
your top 10 holdings? Why that 
company?

Mr. Marshall: We have 
been underweight in health care, and 
that has actually hurt us over the last 
couple years. This underweight has 
been because we have not found a 
favorable risk/reward associated with 
health care. Exact Sciences 
(NASDAQ:EXAS) is a company that 
has done really well and probably has 
been a three-bagger in the portfolio. 

We saw Exact Sciences as a secular growth opportunity that was 
underappreciated by the market and not fully understood, as there were 
a lot of skeptics out there.

What they do is provide a test for colon cancer that replaces a 
colonoscopy that normally needs to be done every so many years after 
you get past the age of 45. The test costs about $500. We saw this as 
really a disruptive technology within health care as it addresses an 

underserved market because of the rate of compliance that doctors have 
with people in terms of them being compliant with colonoscopies, as 
well as the major cost savings to the system. The Street was very 
skeptical because it was so outside of the norm.

What really validated the company’s technology was when 
they partnered up with Pfizer (NYSE:PFE) in a marketing distribution 
agreement whereby Pfizer is distributing the product in a partnership 

“If you look at consumer discretionary, that includes a lot of different things, such 
as homebuilders, which you might not necessarily think of as discretionary. We do 
like the homebuilders right now. We also have a handful of restaurants and 
retailers and some consumer product companies that we think offer secular 
growth that is being overlooked in the market.”
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arrangement. The product, called Cologuard, is being shown in 
advertisements, including those shown during the football season. It 
is something that is very unique. There was uncertainty about 
reimbursement rates, how valid the technology was and how 
marketable it was. All that has played out. It has been one of our 
winners within the health care space.

When we invest in a health care company, we are not making 
a broader bet on an aging demographic or a play on reimbursement rates 
going up at the federal level or something like that for pharmaceuticals. 
What we really want to figure out is what companies within that space 
can do well regardless of what is happening on the macro side because, 
ultimately, things can change very rapidly within health care, as they can 
with cyclical, industrial or consumer stocks. We find a growth story and 
look for the secular drivers. In the case of Exact Sciences, it was a 
disruptive technology that we thought could do well regardless of what 
happens because it was saving the system money, serving an underserved 
market and potentially disruptive to the way the industry was operating.

TWST: What is another holding that you think represents 
something that is underappreciated by the market currently?

Mr. Marshall: One I mentioned earlier was Commercial 
Metals. This is a company that is now the leading rebar manufacturer in 
the United States. It is not very sexy, but it has yielded 3%. It is a play 
on infrastructure.

It gets lumped in with a lot of the other steel companies. It has 
less than a $2 billion market cap. All the steel stocks kind of trade 
together as if they are all tied to U.S. steel and flat-rolled steel that is 
used in automobiles and durable goods. But Commercial Metals is an 
integrated structural steel company, so it is more tied to what is going on 
with cement and construction markets than with manufacturing 
dishwashers or automobiles or that type of steel.

What we like about it is that they now control over 50% of 
the melt capacity for rebar in North America with an acquisition that 
they made late last year that the Street has given them very little credit 
for. They bought the North American rebar assets from a Brazilian 
company called Gerdau (NYSE:GGB), which is a major global steel 
manufacturer. They bought those assets at a very attractive valuation at 
three or four times EBITDA. They’ve become very accretive to 
Commercial Metals.

The reason that they were able to buy them so cheap is a lot of 
the other steel manufacturers were not interested in rebar. It tends to be 
a lower-margin business, but it is really Commercial Metals’ bread and 
butter. They were able to create a lot of synergies from that.

In addition, they also own their own recycling and fabrication 
business, so they are vertically integrated. They take scrap metal, put it 
through mini mill and micro mill technology to make rebar, and then they 
actually have a fabrication business whereby they distribute their steel.

The margins throughout a cycle are smoother than a company 
that was just a steel manufacturer. But steel has faced worries about the 
global slowdown and the trade concerns and so forth. We think that 
Commercial Metals is very misunderstood.

The business is much better positioned from where it was a 
few years ago when Carl Icahn was trying to take over the company 
around $15 a share. It is a much better-positioned company today that 
generates a lot of cash flow and a lot of earnings. They have great 
management that has really cleaned up the business by getting out of 
some nonoperating businesses that they’ve divested over the last few 
years. We see the potential for that stock to be $25 to $30 over the 
next year or two.

TWST: I do see you are at 13% sector weighting in 
materials, which is a similar weighting to financials and health care, 
as I already mentioned. Even information technology, you are at an 
8.89% sector weighting. I know you use a bottom-up analysis, but 
what does this showing say to you particularly on the materials. 
What makes that sector so interesting?

“When we invest in a health care company, we are not making a broader bet on an aging 
demographic or a play on reimbursement rates going up at the federal level or something 
like that for pharmaceuticals. What we really want to figure out is what companies within 
that space can do well regardless of what is happening on the macro side.”

1-Year Daily Chart of Commercial Metals Company
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Mr. Marshall: It is where we think we have the best upside 
potential relative to downside risk. If you look back in 2007 or 2008, 
we had zero weighting in financials in the portfolio, not because we 
saw the financial crisis coming but because we did not see the upside 
potential relative to the downside risks given where we were in the 
cycle and given where the valuations were for banks. Right now, if you 
look at our portfolio within materials, that has been an area that has 
been very unloved.

TWST: What about Eagle Materials, which is a top 10 
holding currently?

Mr. Marshall: Eagle Materials (NYSE:EXP) is a cement 
manufacturer that also makes wallboard. We think this is one that is very 
interesting. They are the largest domestic producer of cement. They have 
plants located throughout the central part of the country. What we like 
about that business is it typically does well late in the cycle, and there are 
very high barriers to entry. What we see right now are shortages of 
cement. Cement prices are going up.

There is something called fly ash that gets mixed in with 
cement as an additive, and it has very similar properties to cement. But 
fly ash comes from coal-fired power plants. It has characteristics that are 
very similar to that of cement, which is basically limestone that has been 
run through a kiln with certain additives in it. The process had not 
changed that much in a thousand years.

The interesting thing is it is very difficult to build a cement 
plant. It takes two or three years to build and several more years to get 
the permitting in place. It is very difficult to build one of these near any 
metropolitan areas because of the pollutants that they put out. So if the 
cement market was tight today, and you and I got together and we 
gathered up $300 million to go build one of these plants, it would take 
us at least five years. But it would be very, very difficult to do. By then, 
the cycle would already have rolled over.

What we also like about it is it is also very regional in that you 
only ship cement about 100 miles from where you produce it. Otherwise, 

you start to lose the economics because of transportation costs. It doesn’t 
have the threat of imports.

As things slow down late in the cycle and we go into a 
downturn, you typically get more infrastructure spending. There is the 
case that we need a lot of highway infrastructure spending in this 
country. For Eagle, the heavy side of its business should be valued more 
like Vulcan (NYSE:VMC) and Martin Marietta (NYSE:MLM). These 
stocks trade at 11 to 12 times.

They also have a wallboard business, which they have 
announced due to some pressure from activists that they are going to 
either sell off or spin off. We’ll probably know what that’s going to look 
like by the end of the year. We think that’s going to unlock a lot of value 
once they divest or spin off that wallboard business, which is more tied 
to the housing cycle. Once they separate the businesses, we think they’ll 
get a much higher valuation for the cement business. Eagle Materials, 
as you can imagine, is one on which we have a value thesis. We think the 
sum of the parts is well north of $100 a share.

TWST: I see too you have a 12.2% weighting in energy at 
the end of the last quarter. Is that a reflection of riding this energy 
wave in the United States and the domestic supply having reached 
certain levels? What is this investment reflective of?

Mr. Marshall: It is definitely a contrarian area that we’ve been 
focusing on. We think that’s an area the market has probably gotten 
unfairly too negative on. Today, energy is closer to a 10% weighting; 5% 
of that is a company called Texas Pacific Land Trust (NYSE:TPL). The 
company has basically been around since 1888. It is one of the oldest 
traded stocks on the New York Stock Exchange.

They basically own about 900,000 acres of land in Texas. Within 
that, they get oil and gas royalties off of the land. They don’t actually 
operate the assets; they receive royalty checks mainly in the Permian Basin 
of West Texas. Just the amount of royalties coming in is up substantially, 
about 20%, over the last year, despite the fact that oil prices are down. That 
is a situation where we see the present value of those future royalty 

payments, the underlying land value and the water rights equating to a 
stock price that is far greater than where the stock is trading today.

The other 5% of our portfolio is an area where we just have 
seen valuations come down to levels where the market has kind of 
capitulated. Energy is now only like 3.5%, 4% of the Russell 2000. It is 
less than 5% of the S&P 500. There really hasn’t been any penalty for 
not owning energy over the last few years. A lot of managers have given 
up on it. The reality is that there are some interesting opportunities within 
energy, despite the fact that we are using more alternative fuels.

It is a global market that’s been hurt by the strength of the 
dollar. While the threat of a global slowdown is definitely weighed on 
that entire sector, some of the small-cap domestic companies have pretty 
good valuations. We also invested in Matador Resources (NYSE:MTDR), 
which is a small company that’s based here in Texas. It is a very well-
positioned, low-cost producer that can generate very attractive economics 
even with oil prices down where they are today.

“There really hasn’t been any penalty for not owning energy over the last few 
years. A lot of managers have given up on it. The reality is that there are some 
interesting opportunities within energy, despite the fact that we are using more 
alternative fuels.”

1-Year Daily Chart of Texas Pacific Land Trust

Chart provided by www.BigCharts.com
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TWST: Why them specifically though? Are you looking at 
the geographic region and the fact that they are well-managed?

Mr. Marshall: Yes. We really want to focus on cost of 
production. In any business, especially one that is driven by a commodity, 
we think it is very important to be a low-cost provider because that will 
help protect you from the fluctuations that occur within the commodity 
complex. In the case of Matador, because of their geographical location 
and where the production is, we think that should allow them to be a 
lower-cost producer.

We think that their management team, which is smaller and 
more efficient, has done a very good job of allocating capital. We are 
confident that they can weather the difficulties currently facing the 
energy complex. They will be one of the companies that will emerge 
probably stronger once things do finally settle out in energy.

TWST: Before we end, I wanted to give you a chance to 
tout Hodges Small Cap Fund a little bit more. How might you 
distinguish yourself from another small-cap fund? Why should an 
investor select your fund to be his or her small-cap fund?

Mr. Marshall: We are really good at our proprietary research 
process. We don’t rely a lot on the Street research. We have an internal 
investment team of 10 people who are out meeting with management 
teams. Last year, we made over 2,600 company contacts across 1,000 
different publicly traded companies.

We are looking at companies that maybe you don’t read about 
every day in The Wall Street Journal or that a lot of research is written. 
We are really uncovering opportunities that we think have become more 
and more overlooked by the Street, as more money has gone into passive 
investing, and there are fewer and fewer sellside analysts following 
small-cap companies.

The natural efficiencies that exist in small caps are because 
liquidity constraints have become exaggerated. It has made the approach 
that we have used for 30 years more rewarding than any time since we 
started with the small-cap fund.

Another factor that really makes us different is that when we 
get into a difficult environment, we do the opposite of what a lot of other 
small-cap managers do. We actually concentrate our portfolio so that we 
own fewer holdings. We have higher concentrations in our high-
conviction ideas.

Most managers, when they get into a correction or in turbulent 
market conditions, tend to want to de-risk the portfolio by overdiversifying. 
They own more and more names in the portfolio to smooth out the 
volatility. We will do just the opposite. We really see an opportunity for 
a fund like ours to take advantage of inefficiencies in the market, and we 
feel really good with our position going forward.

TWST: In order to do your own analysis, and I’ve never 
asked this before, but do you have to, in some ways, insulate yourself 
from what others are doing and saying? I mean, over the years as a 
portfolio manager, you must have to train yourself not to pay too 
much attention to what other managers are saying or doing to do our 
job well.

Mr. Marshall: There is some truth to that. We like to be 
objective. You have to be intellectually honest with yourself and 
objective. It fights against human nature. Being headquartered in Dallas, 
as opposed to New York or Boston where you may be more exposed to 
groupthink among other managers, it allows us to work independently 
and objectively. That is one of our competitive strengths.

It may cause us, when we get into periods where you do have 
big divergence in the market, as we have over the last few years, to 
underperform. But at the end of the day, we focus on valuations and 
believe fundamentals really do matter. Sticking to our core disciplines 
creates value for investors in our fund.

TWST: Is there anything else you wanted to mention 
before we end?

Mr. Marshall: I think we have done a good job of covering 
quite a bit of ground.

TWST: Thank you. (KJL)
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