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By Michael B. Ray
The ongoing economic recovery has been fueled by a number of factors including stimulus measures, the vaccine
rollout, and pent-up demand. Consumers accumulated a significant amount of savings over the last year with
some of this new-found wealth being unleashed on purchases of homes, vehicles, furniture, bicycles, and other
big ticket items. The easing of restrictions has enabled restaurants, gyms, and retailers to reopen. Manufacturers
have responded by raising productions levels, though remain hampered by supply chain challenges and higher
input costs. Thus far, the Federal Reserve has maintained its accommodative stance, believing these inflationary
pressures will moderate as the disruptive effects of the pandemic ease. The first quarter’s earnings season was
one of the best on record, especially for small caps, with companies beating forecasts by substantial margins. In
turn, many sell-side analysts have raised their estimates for the balance of the year.

According to analysis by BofA Merrill Lynch, the absolute performance of small capitalization equities since
1979 has been correlated tightly with macroeconomic indicators of domestic activity, consumer sentiment,
business owner sentiment, and investor risk appetite. When these measures are increasing, typically so do returns
for small cap stocks. This historical data also indicates that small capitalization companies tend to outperform
larger caps during these economic recoveries. That bodes well however fast future GDP growth may be.
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Recent returns among small caps have not been evenly distributed. One confounding issue for investors within the
small cap market, particularly those with an emphasis on quality such as TimesSquare Capital Management, is
that higher quality companies (as measured by Return on Equity) have lagged lower ROE companies, which are
currently trading at over 9x revenue and 5x book value. In contrast, the highest ROE names trade at 2x sales and
3x book value.

Lowest ROE names still trade at 9.7x revenue

Source: FTSE Russell, FactSet, Jefferies

Advantages of higher quality
A fundamental part of TimesSquare’s investment process is searching for high quality growth businesses. These
are companies run by strong management teams, with sustainable and competitive advantages, as well as higher
degrees of recurring revenues. We believe a portfolio of these businesses is well positioned to participate in the
upside and preserve capital during more challenging market conditions. With this as a framework, TimesSquare
has identified a number of compelling investment opportunities across four key areas of Small Cap Growth:
Digital Disruptors, Oligopolistic Industries, Niche Dominators, and beneficiaries of increased Mergers &
Acquisitions activity.
Digital Disruptors
These companies benefit from shifts from legacy systems—sometimes even paper-based ones—to far more
efficient digitized options. The nature of their offerings leads to high incremental margins and low marketing
costs. Often they have a large, untapped market ahead of them, which allows us to forecast stable growth several
years into the future.
BTRS Holdings, known to clients as Billtrust, offers cloud-based software and integrated payment processing
solutions that are designed to simplify and automate business commerce. Their product suite includes credit
management, cross-channel invoicing, payment solutions, and collection management. Conventional Accounts
Receivable and Accounts Payable are complicated and time-consuming for businesses. They are outdated,
manual, inefficient, and mostly paper-based. Billtrust software and services simplify these processes thereby
reducing labor costs, minimizing billing errors, lowering bad debt expenses, and improving Days Sales
Outstanding. Billtrust typically engages with a customer for purposes of transitioning to electronic invoices and
grows the relationship with additional services.
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Source: BTS Investor Presentation

There is a large growth opportunity for automating Accounts Receivable. There are approximately 280 billion
invoices generated across the globe on an annual basis. Billtrust only accounts for 240 million of that amount. As
such, there is a tremendous growth opportunity for the company. Although Billtrust currently has a small presence
in Accounts Payable, a key growth strategy is to increase payments penetration is via the Billtrust Payment
Network, facilitated through a partnership with Visa. Billtrust is working to create a standard industry format that
can be easily uploaded into enterprise resource planning systems. Approximately 75% of Billtrust’s revenue is
from software subscriptions, thereby representing recurring revenues.
Phreesia is a healthcare software company with systems to manage the patient intake process and an integrated
patient payments solution.
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Their innovative SaaS (Software-as-a-Service) platform is designed to optimize operational efficiency, improve
profitability, and enhance clinical care. Rated as the top provider for Patient Intake Management by KLA
Research, Phreesia is well positioned to land new clients with its direct sales model, grow its footprint with
existing clients, and cross-sell new applications to existing clients. This company is still in the early stages of
growth, currently serving 2,000 medical providers and facilitating over 50 million patient visits annually. In
addition to subscription revenues, Phreesia generates processing fees from patient payments.
Q2 Holdings provides digital banking solutions to regional and community financial institutions. They utilize
Application Programming Interfaces (APIs) to provide services to banks and Financial Institutions (FIs); many of
which are deployed through the cloud. The banking industry has been moving toward an open API standard, as
many FIs demanding access to additional vendors for enhanced capabilities.

Q2 provides its services through a subscription-based SaaS model with initial contract terms averaging five years.
Their software enables customers to view balances and transactions, pay bills, transfer funds, and make deposits
remotely. As banks shift to online and mobile banking, smaller banks generally lack the information technology
resources to develop in-house capabilities. With its focus on financial institutions with less than $50 billion in
assets, Q2’s products enable smaller banks stay competitive and meet customers’ changing needs. They are well
positioned for the continued digital transformation in the banking industry. Another source of future growth for
Q2 is its banking-as-a-service offering. Q2 owns the core technology that powers innovative onboarding, deposit
processing, debit card, and payment solutions for companies such as Acorns and Credit Karma.
Oligopolistic Industries
Companies with few competitors tend to act rationally with pricing. Typically, they mutually benefit from that
position of strength and maintain high levels of profitability.
Onto Innovation offers process control solutions used in the semiconductor manufacturing process. Metrology
and inspection have become critical applications due to the rising complexity of semiconductor chips and aid
manufacturers in identifying flaws and defects throughout the production line. Onto Innovation has the distinction
of serving both the front-end and back-end of the semiconductor manufacturing process. The front-end refers to
manufacturing wafers and dies, while the back-end entails the final assembly of those manufactured components
into packaged chips. There are high barriers to entry, with only a handful of players for front-end metrology and
inspection, with only two companies involved in the back-end.
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Source: Onto Investor presentation

The world is currently facing a severe semiconductor shortage that has forced automakers and electronic
manufacturers to cut back on production. There is also increased demand for semiconductors in 5G base stations
and datacenters. The world’s largest chip manufacturer, Taiwan Semiconductor (TSMC) is planning to invest
$100 billion over the next three years. Both TSMC and Intel are planning to build new production facilities in
Arizona.
AZEK is a manufacturer of premium building products that replace traditional materials and provide value
through lower maintenance. They operate through two segments: Residential and Commercial. The Residential
business includes composite decking, railings, porches, lighting, paver products, exterior trim, and molding. Its
commercial segment manufactures engineered sheet products as well as bathroom partitions and lockers.
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Approximately 90% of the composite decking market is controlled by three players. AZEK has an approximate
30% market share of the decking market behind market leader TREX at 50%. AZEDK is the national leader in the
composite trim and molding market. Roughly 95% of composite decking demand and 60% of PVC trim demand
is driven by remodeling and replacement. In 2004, the lumber industry stopped using arsenic to pressure-treat
wooden decking, which has lowered the average useful life to 10-15 years or less from the previous range of 1520 years. Composite decking is rot-proof, requires no ongoing staining or maintenance, and contains a blend of
recycled and virgin feedstocks. Currently, 80% of their capped composite and 50% of capped polymer decking
materials are made from recycled materials.
Niche Dominators
TimesSquare also appreciates smaller firms that effectively “own” their small market segment of an industry.
Larger companies often overlook these niches, enabling forward-thinking businesses to dominate in an otherwise
fragmented market.
Planet Fitness operates and franchises fitness centers. A recent premium membership program – the Black Card
– represents a key engine of growth.

The vast majority of Planet Fitness’ 2,146 centers are franchise-owned, with 14 million members as of March
2021. Their inexpensive $10 per month membership fee has resulted in a low level of cancellations compared to
the industry average. The fitness industry was severely impacted by COVID-19 and many players went out of
business. As such, it is a fragmented industry in which Planet Fitness is the niche dominator. All of the U.S-based
Planet Fitness locations are open for business, with member usage levels now at 80%. The company continues to
evolve its digital capabilities including check-ins, crowd meters, workouts, and I-Fit content. It has rolled out a
Black Card program which gives these premium members access to any Planer Fitness club worldwide,
allowances for guests, use of tanning beds and HydroMassage chairs, as well as other features.
Casella Waste Systems is a vertically integrated solid waste, recycling, and resource management services
company. They serve residential, commercial, municipal, and industrial customers. Casella operates in six states:
Vermont, New Hampshire, New York, Massachusetts, Maine, and Pennsylvania. Solid waste is a necessary
service that is recession-proof and produces solid free cash flow. The company has a dominant landfill position
and ongoing operational efficiencies offer upside improvement to margins. They currently own or manage waste
collection operations, transfer stations, recycling facilities, and landfills.

6

Disposal capacity in the Northeast remains tight and there is an expectation for a sizable reduction in the number
of available landfills over the next five years. Vertical-integration in the world of waste collection and disposal
refers to ownership of the collection (trucks) and the disposal (landfill) operations. Collection pricing is ultimately
a function of disposal costs. In markets where Casella owns the landfill, they can effectively control the collection
pricing as well. While waste collection is a highly fragmented industry, a growing level of consolidations over
the years has resulted in dominance by a small number of regional players such as Casella Waste Systems.
Mergers & Acquisition Activity
Evercore is a leading independent banking advisory firm. It operates through Investment Banking and Investment
Management business segments.

While they are well known for mergers & acquisitions, Evercore also has a restructuring practice as well as a
rapidly growing capital advisory division. The company has managed to quadruple its global M&A market share
over the last eight years and now ranks within the top ten among advisors. Technological disruption is forcing
companies to examine their business models and adjust where needed for future growth. Meanwhile, corporate
cash balances are at elevated levels, credit is abundant, and management confidence is high. These factors bode
well for increased M&A activity.
Conclusion
In our view, reaccelerating GDP growth will favor small capitalization companies, as it has in the past. In
particular, we believe that high quality growth businesses with strong fundamentals will produce sustainable
earnings over the next several years. The preceding examples illustrate several broad themes that align with our
investment approach within the context of the current environment.
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TimesSquare Capital Management LLC is a fundamental research-oriented equity investment management firm specializing
in growth equity strategies. Our strategies cover U.S., non-U.S., and global equities. We use a well-established, team
approach to growth investing that has been in place since the mid-1980s. Our goal is to build diversified portfolios of growth
stocks that generate competitive risk-adjusted returns.
To learn more about TimesSquare, please visit our website at www.TSCMLLC.com.
This material is for your private information and is provided for educational purposes only. The views expressed are the
views of TimesSquare Capital Management, LLC only through the period ended June 2021 and are subject to change based
on market and other conditions. The opinions expressed may differ from those with different investment philosophies. The
information we provide does not constitute investment advice and it should not be relied on as such. It should not be
considered an offer or solicitation to buy or an offer to sell a security. It does not take into account any investor’s particular
investment objectives, strategies, tax status or investment horizon. We encourage you to consult your tax or financial advisor.
All material has been obtained from sources believed to be reliable, but its accuracy is not guaranteed. There is no
representation or warranty as to the current accuracy of, nor liability for, decisions based on such information.
TimesSquare Capital Management, LLC
7 Times Square, 42nd Floor, New York, NY 10036
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