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Our nuanced Mid Cap Sustainable
Growth (MCSG) strategic approach
AT KAYNE ANDERSON RUDNICK, our Mid Cap Sustainable Growth strategy (MCSG)
is firmly entrenched alongside all of our quality investment strategies.
While this piece is meant to be instructive and to shed light on the nuanced
differences of our MCSG strategy, our approach shares the same investment DNA
as all of our other strategies. They are all rooted in the same shared investment
philosophy.
First and foremost, we strive to identify companies whose products or services exhibit
differentiation that is protectable from the onslaught of competition over time. We
believe this will result in a business model that currently produces, or will produce,
over the next three to five years, exemplary financial metrics.

While this piece is
meant to be instructive
and to shed light on the
nuanced differences of
our MCSG strategy, our
approach shares the same
investment DNA as all of
our other strategies.

This is the key to any successful long term, high-quality investment at KAR.

That said, let’s explore what we identify as some
of the key differences and characteristics of this
strategy:
•

•

•

•

•

The mid-cap growth asset class has a 			
more competitive benchmark than small
caps, necessitating a slightly tailored approach
in order to identify opportunities for alpha
The acuity of the innovation and disruption 		
cycles of companies in this asset class
requires vigilance
Companies in this universe have deeper and 		
broader Wall Street sell-side coverage, making 		
estimates more important
Resultant willingness to take smaller initial 		
positions (1%-3%) in emerging businesses to 		
mitigate the elevated execution risk found during
early-stage, heavy-investment, high-growth 		
periods in a company’s lifecycle
Marked emphasis on quality companies 		
combined with upside revenue and
earnings potential

A more competitive
benchmark warrants a
tailored approach
THE RUSSELL MIDCAP GROWTH INDEX is more competitive than the
comparable small cap benchmarks, necessitating a slightly tailored
approach from our end.
Broadly speaking, the Russell Midcap Growth Index is a much higher
quality and less volatile benchmark than the Russell 2000 Growth
Index. In the Russell 2000 Growth index, 41% of the names are
unprofitable.
However, in the Russell Midcap Growth just 13% of the names
are unprofitable, which translates into a deeper pool of “good
businesses”.
Put simply, mid-cap growth is a more efficient asset class.
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Acuity of innovation and disruption cycles
ANOTHER FEATURE UNIQUE to the mid-cap growth asset class that requires vigilance is the acuity of innovation and disruption
cycles. Every industry goes through waves of innovation and disruption over time. Some are slow moving (media streaming, industrial
automation) while others are like a bolt of lightning (the smart phone) that changes everything almost overnight.
At times of heightened innovation and disruption, companies can rapidly increase in value as the market assesses the possibility
that the innovation and disruption that they have developed will turn them into a much larger company in the years to come. These
companies can skip the small-cap universe altogether and these disruption waves can lead to multi-year outperformance of certain
cohorts of stocks that can drive returns of an index and result in meaningful underperformance if missed.
Today we believe the innovation and disruption cycle is in overdrive, enabled by technology. Examples include cloud, mobility,
artificial intelligence/machine learning, financial technology, and even health-care technology where advances in understanding the
human genome enabled by genomic sequencing has kick-started development of novel drug classes like immune-oncology, cell-/
gene-therapy and gene editing.
Frequently, disruption involves a business strategy of heavy upfront investing which obscures long-term profitability. As a general
trend, many of these disruptive companies are staying private longer and by the time they have an IPO, they already have a mid
cap or larger capitalization.

Importance of Wall Street estimates
ANOTHER CRITICAL TENANT of investing up the market-cap spectrum is the importance of Wall Street estimates. Many names in our
universe have broader and deeper sell-side coverage than small-caps so those analysts’ estimates set a bar that heavily influences
stock performance. It is not uncommon that our companies are covered by 20+ analysts. Their published estimates are largely
dictated by corporate guidance and the market prices these stocks based on that information.
Therefore, we complement our typical evaluation of company quality and valuation with analysis of consensus expectations and the
likelihood financial results will exceed those expectations over time. Our goal is to identify estimates that we believe are significantly
different from what actual results will be.
That said, the sustainability of growth over time, as well as the source of that sustainability, are what constitute the majority of our
research efforts. It is our belief that sustainable business models combined with consistently exceeding Wall Street estimates leads to
significant stock outperformance over any reasonable period of time.

ESTIMATE SURPRISES

Ticker

Date
Purchased

Market Cap
at Purchase

Wall Street
3-Year Revenue
Estimate at
Purchase ($MM)

Actual 3-Year
Revenue Result
($MM)

Actual
Upside

Market Cap
Current‡

Domino's Pizza

DPZ

8/29/2013

3,419

2,045

2,473

21%

11,214

Netflix

NFLX

1/23/2015

26,429

9,749

11,693

20%

166,677

Autohome

ATHM

12/16/2015

1,714

840

935

15%

13,285

KITE

7/28/2016

2,782

1,175

1,623

159%

11,900†

Company

Kite Pharma*

Data is obtained from FactSet Research Systems and is assumed to be reliable. Past performance is no guarantee of future results.
*KITE revenue estimate and actual are for 2024, near peak revenue estimates
†KITE market cap was the acquisition price paid by GILD 8/28/2017
‡As of May 7, 2019.
±
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Characteristics of high-growth companies
WHAT’S MORE, OUR MCSG STRATEGY is distinct in its number of holdings, which is approximately 25-50 names versus the stated
25-35 range for other KAR small-cap strategies.
In keeping with that, we are willing to take smaller initial positions (1%-3%) in emerging businesses to mitigate the elevated execution
risk found during early-stage, heavy-investment, high-growth periods in a company’s lifecycle. We find the upside in the names we
get right can be markedly significant.
Due to the fact that many of our holdings are in a heavy discretionary investment mode, our portfolio characteristics may differ from
our small-cap strategies. For example, a company investing aggressively upfront will tend to have a much higher P/E ratio than a
more mature, high-margin business. Disruptive companies with shorter operating histories will also tend to have higher earnings
volatility than more mature, stable businesses with long operating histories.
As our growing companies mature, we believe their financial characteristics will become very similar to the mature businesses held
here at KAR. Once these mature financial metrics are reported, many of these disruptive companies will likely fall into the large-cap
universe. Recent examples in our MCSG portfolio include Netflix, Illumina, and Workday.

HEAVY INVESTMENT
Company

Ticker

Date
Purchased

Market Cap at
Purchase

Operating
Margin at
Purchase

Current
Operating
Margin*

Current
Market
Cap*

Monster Beverage

MNST

8/14/2012

10,370

27%

34%

31,696

CoStar Group

CSGP

2/21/2014

5,712

12%

23%

18,200

Workday

WDAY

10/24/2014

8,853

-19%

10%

32,549

Paycom Software

PAYC

5/12/2015

2,158

11%

37%

11,617

Okta

OKTA

4/7/2017

1,521

-41%

-10%

10,512

Teladoc Health

TDOC

9/19/2017

1,751

-51%

-17%

4,158

Data is obtained from FactSet Research Systems and is assumed to be reliable. Past performance is no guarantee of future results.
*As of May 7, 2019

The Story of Workday
THE STORY OF WORKDAY illustrates how we applied these concepts in the past. Workday offers cloud-based Human Capital
Management (HCM) and financial management software where it competes with well-established incumbents like Oracle (ORCL)
and SAP.
We believed Workday’s product had a litany of sustainable differences that would allow it to gain share of the $50B+ enterprise
resource planning (ERP) software market and that, at maturity it would be a very profitable business (like many other
software companies).
Workday’s single instance database is hosted in the cloud and accessible from anywhere one can get an internet connection, which
obviates the need for clunky on-premise systems which are extremely costly to install, maintain, scale, and update. When it IPO’ed in
2012 Wall Street pegged Workday’s ultimate market opportunity at roughly a 10% share as it was competing with strong incumbents
who had “sticky” customers.
Based on our understanding of the product and the value proposition, we felt Workday could take much more share. Currently (just
†
6.5 years later), Workday has already captured that 10% share, the stock is up 634% , and now Street estimates have the company
maturing at 20%-30% share of the market. Incidentally, we still believe its legacy competitors cannot re-architect their offerings to
fulfill the needs of modern IT infrastructure.
We want to own businesses with high competitive barriers that are or will be high-quality businesses. And we do, in fact, own some
of the businesses that are hallmarks of other KAR strategies, but we complement them with innovative and disruptive companies.
We own these names in relatively concentrated portfolios over long periods of time with low turnover similar to the other KAR
strategies (average turnover < 24% over the last 4 years).

†Performance is from the date of the IPO through April 30, 2019.
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Same investment DNA
AS WE DRAW TO A CLOSE, we want to re-emphasize that this strategy has the same investment DNA as all of our other offerings. In
other words, the MCSG strategy has more similarities than differences compared to our other strategies.
At KAR, we believe, and have always believed, that purchasing high-quality businesses with competitive protections at attractive
valuations will achieve excess returns over a complete market cycle.
We bring this investment philosophy to life with our MCSG strategy and in all that we do.
This report is based on the assumptions and analysis made and believed to be reasonable by Advisor. However, no assurance can be given that Advisor’s opinions or
expectations will be correct. This report is intended for informational purposes only and should not be considered a recommendation or solicitation to purchase securities.
Past performance is no guarantee of future results.

DISCLOSURE
Kayne Anderson Rudnick Investment Management, LLC claims compliance with
the Global Investment Performance Standards (GIPS®) and has prepared and
presented this report in compliance with the GIPS® standards. Kayne Anderson
Rudnick Investment Management, LLC has been independently verified for the
period from January 1, 1999 through December 31, 2018. The verification reports
are available upon request.

of composite descriptions and policies for valuing portfolios, calculating
performance and preparing compliant presentations are available upon request.

Verification assesses whether (1) the firm has complied with all the composite
construction requirements of the GIPS® standards on a firm-wide basis and
(2) the firm’s policies and procedures are designed to calculate and present
performance in compliance with the GIPS® standards. Verification does not
ensure the accuracy of any specific composite presentation.

The standard management fee schedule currently in effect is as follows: 0.75% for
the first $25 million; 0.65% on the next $25 million; 0.55% on the next $50 million;
0.50% on the balance. Actual management fees charged may vary depending
on applicable fee schedules and portfolio size, among other things. Additional
information may be found in Part 2A of Form ADV, which is available on request.
The performance information is supplied for reference. Past performance is no
guarantee of future results. Results will vary among accounts. The U.S. dollar
is the currency used to express performance. Returns are presented gross of
management fees and withholding taxes and net of transaction fees and include
the reinvestment of all income. Gross returns will be reduced by investment
management fees and other expenses that may be incurred in the management
of the account. Model net returns have been calculated by deducting 1/12th
of the highest tier of the standard management fee schedule in effect for the
respective period from the gross composite returns on a monthly basis.

Kayne Anderson Rudnick Investment Management, LLC, a wholly owned
subsidiary of Virtus Investment Partners, Inc., is a registered investment advisor
under the Investment Advisers Act of 1940. Registration of an Investment Advisor
does not imply any level of skill or training. Kayne Anderson Rudnick Investment
Management, LLC manages a variety of equity and fixed-income strategies
focusing exclusively on securities the firm defines as high quality.
The composite includes all fully discretionary institutional and pooled Mid
Cap Sustainable Growth Portfolios. Mid Cap Sustainable Growth Portfolios
are invested in equity securities with market capitalizations consistent with the
Russell Midcap® Growth Index, that have market control, rising free cash flow,
shareholder-oriented management, strong consistent profit growth and low
debt balance sheets. For comparison purposes, the composite is measured
against the Russell Midcap® Growth Index. The Russell Midcap® Growth Index
is a market capitalization-weighted index of growth-oriented stocks of the 800
smallest companies in the Russell 1000® Index, which comprises the 1,000
largest U.S. companies. The index is calculated on a total-return basis with
dividends reinvested. Benchmark returns are not covered by the report of the
independent verifiers. The composite was created in January 2012. A list

This composite contained 100% non-fee-paying portfolios as of December 31,
2012, 100% non-fee-paying portfolios as of December 31, 2013, and < 1% non-feepaying portfolios as of each annual period from 2014-2018.

Internal dispersion is calculated using the asset-weighted standard deviation
of annual gross returns for accounts in the composite for the entire year. For
those years when less than five accounts were included for the full year, no
dispersion measure is presented. The three-year annualized ex-post standard
deviation, which measures the variability of the composite (using gross returns)
and the benchmark for the 36-month period, is not presented for periods prior
to 2014 because 36 monthly composite returns are not available. The three-year
annualized ex-post standard deviation measures the variability of the composite
(using gross returns) and the benchmark for the 36-month period ended at the
following dates:

3-Yr Annualized Standard Deviation (%)
December 31

Year

Total Firm Assets
($ Millions)

Total Composite
Assets
($ Millions)

Accounts at
Year End

Composite

Benchmark

2014

11.25

11.02

2015

13.28

11.47

2016

14.38

12.35

2017

13.14

11.04

2018

14.52

13.00

Gross Annual
Return
(%)

Net Annual
Return
(%)

Russell Midcap®
Growth Index
Annual Return (%)

Internal
Dispersion

2012

6,545

82

<5

13.97

13.12

15.81

N/A

2013

7,841

93

<5

26.46

25.54

35.74

N/A

2014

7,989

90

<5

4.98

4.18

11.90

N/A

2015

8,095

88

<5

4.06

3.30

(0.20)

N/A

2016

9,989

83

<5

3.27

2.50

7.33

N/A

2017

14,609

98

<5

35.26

34.28

25.27

N/A

2018

17,840

172

7

9.04

8.23

(4.75)

N/A

The Russell Midcap® Growth Index and Russell 1000® Index are a trademarks/service marks of Frank Russell Company. Russell® is a trademark of Frank Russell Company.
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