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Needham Aggressive Growth Fund Investment Process &
Chuck Jaffe's Money Life Podcast

On March 19, 2021 I appeared on Chuck Jaffe’s Money Life
podcast. Chuck’s mission is to improve financial literacy, and he
brings years of experience as a journalist and broadcaster to this
daily podcast. It’s one of the leading financial podcasts and I
recommend it for a listen. We had a great discussion about my
investment process, opportuni es in today’s market and “Quick
and Dirty” stock questions from his listeners. 

In this issue of The Growth Factor, I will describe my 3-part investment process. In a future issue , I will
write about opportunities and answer Chuck’s Quick and Dirty stock questions.

Needham Aggressive Growth Fund's
Three-Part Investment Process

Needham Funds’ mission is to create wealth for long-term investors. I do that by inves ng in
companies that I believe may compound returns. The Needham Aggressive Growth Fund (NEAGX/
NEAIX) has trailing 12-month turnover of 13% - I look to hold investments in companies for many
years.
 
There are three parts to my investment process:

1. Discovery of a Hidden Compounder
2. Transition Phase
3. Quality Compounders - the "hold on" phase

Part 1: Discovery of a Hidden Compounder

I'm always searching for what I refer to as "Hidden Compounders." I look for:

Companies with the potential to grow 5-10 times their current size. 

Management teams that think long-term. I have had success with management teams who
were company founders or long-tenured employees who rose to become CEO or, family run
businesses.

 
Companies in the midst of an investment phase that obscures the poten al for high return
on capital. These companies are inves ng in new products or services and may be opera ng
at a loss or breakeven. These stocks appear una rac ve to quan ta ve and other investors
unable or unwilling to look out a few years.  To a factor investor, these stocks appear as “low
quality,” as they have below-average return on capital. 

A strong balance sheet or hidden assets that provide downside protection. 

Most of these Hidden Compounders are small-cap companies where market inefficiencies are
greatest.
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Hidden Compounders will rarely have had strong stock price performance; due to the
market’s percep on of these companies as lackluster performers, they o en have flat or
declining stock prices. 

I add approximately 1-2 new Hidden Compounders to the por olio per quarter. I look to build these
posi ons over the course of about a year. They generally start as 10-50 basis point posi ons and will
grow to 50-100 basis points through addi onal purchases and market apprecia on in the first 1-2
years. 

At December 31, 2020, about 10-15% of Needham Aggressive Growth Fund’s net assets were
invested in Hidden Compounders. Individually, these holdings rarely affect the Fund’s performance in
the near- term due to their ini al small size. A successful Hidden Compounder will appreciate 20-50%
or more in 1-2 years and graduate to the Transi on phase. Some Hidden Compounders don't make it
and the Fund may take losses on these investments. The real impact from these investments comes
from growing into Quality Compounders and returning mul ples of our purchase price in the years
ahead. 

Part 2: Transition Phase

Companies begin the move to the Transi on Phase when there are improvements in profitability
and revenue. Quan ta ve investors start to no ce these improvements, but these companies are
not yet performing close to their margin poten al. The Transi on phase may last a year or so. With
market apprecia on and opportunis c purchases these investments may grow to 50-400 basis points
of the Fund’s net assets. These stocks may appreciate 200-300% or more before gradua ng to
Quality Compounders. At December 31, 2020, about 20% of the Needham Aggressive Growth Fund
was invested in companies in the Transition phase. 

Part 3: Quality Compounders - the "Hold On" Phase

The final phase in my investment process is holding on to Quality Compounders – the ”hold on”
phase. The hardest part of this phase is to resist the siren song to sell, and instead to hold on! Of
course, it is important that my long-term growth thesis remains intact. 

Quality Compounders have emerged from their investment periods and are showing revenue growth,
profitability and strong returns on capital. Quan ta ve investors no ce them. These stocks may also
experience mul ple expansion. Their high return on capital gives them a high quality factor;
generally, stocks with a high quality factor exhibit outperformance in down markets. 

These companies have matured into more predictable cash generators and are able to more safely



use leverage. Leverage improves their return on equity and is also used by these companies to
acquire complementary businesses. These companies are often able to improve margin structure and
drive revenue growth when they acquire smaller companies; success, leverage and M&A becomes a
virtuous cycle. Current Quality Compounders in the Needham Aggressive Growth Fund have
appreciated 300% to 3,500% and have been held for 4-15 years. At December 31, 2020, 60% of the
Fund was invested in these Quality Compounders, which contributes to the Fund’s high quality
factors. 

Of course, not all investments become Quality Compounders. For those investments that are
successful, circumstances can change and the Fund may lose money on investments that were
previously successful. 

Summary

I look to create wealth for long-term investors by discovering Hidden Compounders and holding
them through their transi on to Quality Compounders. I look for companies that may grow to be 5-
10x their current size and compound returns at an above-market rate for many years. While the
process starts with discovering Hidden Compounders, the hardest part of the process is to hold on
and let time work to our advantage. Chuck, thank you for the interview.
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The informa on presented in this commentary is not intended as personalized investment advice and does not

constitute a recommendation to buy or sell a particular security or other investments.

This message is not an offer of the Needham Growth Fund, the Needham Aggressive Growth Fund or the Needham Small

Cap Growth Fund. Shares are sold only through the currently effec ve prospectus. Please read the prospectus carefully

and consider the investment objec ves, risks, and charges and expenses of the Fund carefully before you invest. The

prospectus contains this and other information about the Fund.

Investment returns and principal value will fluctuate, and when redeemed, shares may be worth more or less than their

original cost. Past performance does not guarantee future results and current performance may be higher or lower than

these results. Current month-end performance and a copy of the prospectus are available at www.needhamfunds.com

or by contacting the Fund's transfer agent, U.S. Bancorp Fund Services, LLC at 1-800-625-7071.

All three of the Needham Funds have substan al exposure to small and micro capitalized companies. Funds holding

smaller capitalized companies are subject to greater price fluctua on than those of larger companies. Also, all three of

the Needham Funds are permi ed to engage in short sales, op ons, futures, and leveraged trading strategies. The

Funds' use of short sales, options, futures strategies and leverage may result in significant capital loss. 

Total return figures include reinvestment of all dividends and capital gains. Needham & Company, LLC, member

FINRA/SIPC, is the distributor of The Needham Funds, Inc.

For details regarding the Needham Funds, please
contact the Fund's Transfer Agent at

1-800-625-7071.

kmumma@needhamco.com
www.needhamfunds.com

250 Park Avenue, 10th Floor
New York, NY 10177
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