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COMMENTARY

“Tonight I’m going to party like it’s 1999.” - Prince

For the last 20 years, I have heard commentators try to compare any rally in stocks to the internet bubble

in 1999-2000. Almost always, these comparisons were misplaced and did little more than illustrate the

commentator’s inability to understand what was happening in the market. At some risk of being

hypocritical, this is the first time I have felt an eerie semblance to the dot.com bubble.

The déjà vu stems not from the fact that the market has had a pronounced rally. Rather, it’s that the rally

has been so narrowly focused on AI and other speculative names to the near exclusion of the rest of the

market. And it’s that the aggressive risk seeking is coming at a time with a wobbly economy. Both of

these characteristics were hallmarks of 1999-2000 and both are at the forefront right now.

This is not just applicable to large cap stocks but also to small cap stocks. I was at the Future Proof

Festival in early September and listened to Rick Rieder speak. Rick is the Chief Investment Officer of

Global Fixed Income at BlackRock. The moderator eventually asked him questions about broader asset

allocation including equities. Rick mentioned that he is dipping his toe into small cap stocks, but it would

be a short-term trade as he didn’t believe in them for the long term.

I was a little surprised by this statement, as for most of my career, small cap stocks were thought to be

an integral part of a diversified portfolio. But the refrain is becoming increasingly common in broader

circles, so I was not entirely shocked.

I restrained myself from shouting “capitalism” from the peanut gallery. It would have been a snarky

response, but if you believe in capitalism, it almost requires you to believe small cap returns will revert to

better future performance. That whole relationship between risk and returns…But snark is rarely

productive, even if accurate. As such, instead, I have been preparing a thought piece on small cap stocks

and wanted to share a snippet. 

The chart below shows the rolling three-year relative returns of small cap stocks vs. large cap stocks. So,

for the most recent three-year period ending December 31, 2024, small cap returns underperformed

large cap stocks by 20%.
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THIRD QUARTER REVIEW AND OUTLOOK

The third quarter was one of the more challenging and unusual quarters I have witnessed in my almost

30 years in the industry. Typically, during a powerful rally, a proverbial rising tide lifts all boats. Needless

to say, this was not the case. During the third quarter, the SMID strategy declined 1.1% while the Russell

2500 grew 9.0%.

Q3 25
YTD 25             

Portfolio
(Gross)
-1.1%
0.4%

Russell
 2500
9.0%
9.5%

Relative 
Returns
(Gross)
-10.1%
-9.1%

Sources: Koyfin, indexcalculator.ftserussell.com 
Note: Management fees are assumed to be 1.00% per annum.

SMID STRATEGY RELATIVE PERFORMANCE

Portfolio
(Net)
-1.3%
-0.3%

Relative 
Returns

(Net)
-10.3%
-9.8%

There are a couple of  interesting observations apparent in the chart. First, there are only three periods

that showed greater relative outperformance of  large cap stocks and all three of  those periods were

immediately leading up to huge subsequent declines in stock prices.

 

The first one shows small cap stocks lagging in the three-year period ending June 1929, right before the

crash of  1929 and the Great Depression. 

 

The second period shows small caps lagging going into 1973 and 1974. For those unaware, the preceding

years were the period of  the Nifty 50 where a group of  blue chip large cap stocks sold at extraordinary

valuations only to crash as the economy sank from the Arab Oil Embargo and uncertainty from

Watergate. 

 

The final period was the three years encompassing the dot.com bubble in the late 1990s where

companies such as Cisco, Microsoft, Dell, Intel, and Lucent were in favor. 

 

Does this mean we are headed for a crash in large cap stocks? That question is beyond the scope of  this

letter. But it does demonstrate that there have been periods of  extreme underperformance by small cap

stocks. This time is not different.

 

The second notable observation is that when small cap stocks do outperform, the difference is extreme,

much larger than the amount of  their underperformance.

 

There is much more to share on the topic. But for now, it suggests that small cap stocks still have value

in a diversified portfolio with a long time horizon.
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Source: Koyfin
Based on a representative account. Weights in client portfolios may vary.

At a high level, quality stocks significantly underperformed low quality. Stocks rated A+ grew 4.5%

during the quarter while C rated stocks grew 25%. Our performance was further hampered by our sector

weights. Consumer staples stocks declined 10% during the quarter. Unfortunately, Consumer Staples

were one of  our largest weights in the portfolio, creating a notable headwind. The sector has been

underperforming as they have been hit hard by tariffs and weak consumer spending. That said, it

continues to be the sector the portfolio has the largest variance from the Russell 2500 and consumer in

general continues to be an area where we are seeing attractive opportunities.

TOP PERFORMERS

Cavco Industries, Inc. - Cavco is a leading manufacturer and seller of  manufactured housing. For the

most recent quarter, they reported strong results driven by record volumes and better pricing.

Additionally, the company announced an acquisition that will expand their market share.

Nicolet Bancshares Inc. - Nicolet Bancshares is the parent company of  Nicolet National Bank, a

regional bank headquartered in Green Bay, WI. The bank targets small towns in northern Wisconsin,

northern Michigan, and Minnesota where the bank can occupy the niche of  “local, small-town banker.”

The bank continued to perform well, growing loans, deposits, and net interest margin while non-

performing assets declined.

AAON, Inc. - AAON is a leading provider of  semi-custom HVAC solutions principally serving

commercial real estate such as strip malls. The company is benefiting from an acquisition made a few

years ago that gives them a competitive position in the data center market, which is driving stock returns.

While we like the company, we are reviewing its position in data centers to better understand how it will

affect the business’s performance going forward.
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PURCHASES

BOTTOM PERFORMERS

FactSet Research Systems Inc. - FactSet shares sold off  after management expressed a conservative

outlook for results in 2026. Additionally, like many software companies, investors are concerned about

how AI will affect their business going forward. We continue to like FactSet as it occupies a tight

oligopoly with Bloomberg and Refinitive for financial data. We believe AI might affect their growth as

customers may eventually employ fewer users of  their data, but we do not believe it will disrupt the

competitive environment.

Prestige Consumer Healthcare, Inc. - Prestige is a leading provider of  over-the-counter healthcare

brands such as Luden’s, Monistat, and Clear Eyes. The company reported weak results in their eye care

segment largely due to supply challenges. To remedy the issue, the company subsequently announced the

acquisition of  a key supplier. Despite the issues faced during the quarter, we continue to like the

company for the long term.

Morningstar Inc. - Morningstar is a leading provider of  financial information, most notably in the

mutual fund industry where their ratings are the de facto industry standard. Like many companies in the

financial services space, the shares sold off  as investors worried about the effect of  AI on their business.

We continue to believe that the company occupies a well-defended position despite the potential threats.

BILL Holdings, Inc.

BILL Holdings Inc. is a trusted provider of  automated back-office fintech solutions for small and mid-

size businesses. The company uses AI to deliver financial services such as invoicing, payments, and

accounting integrations. We are drawn to vertical market software companies, particularly those that

focus on SMBs. The distribution challenges along with the domain expertise required typically create

sizable barriers to entry and therefore attractive economics.

BILL has struggled recently as growth has slowed due to an increase in competition and sluggish

spending by customers. These challenges have attracted the notice of  activist funds Starboard Value and

Elliott Management which have taken stakes in the company. While we typically do not like these types

of  situations, we believe this provides a put option on the stock price while the company adapts to the

current environment. We prefer this company retain its competitive position and grow the business over

a long time horizon. However, we believe the activists provide notable protection should our thesis be

wrong. 



PURCHASES (cont.)

Hagerty, Inc.

Hagerty, Inc. provides niche insurance services and unique experiences for owners of  collector cars and

enthusiast vehicles in the United States. Based in Traverse City, Michigan, the company engages in

traditional offerings such as underwriting, selling, and servicing insurance policies but they differentiate

themselves from their peers by offering membership through the premium Hagerty Drivers Club. The

HDC provides members with an array of  exclusive content, vehicle discounts, a proprietary vehicle

valuation tool, roadside service, and invitations to member-only events such as The Amelia, Motorlux,

and the Hagerty California Mille. Hagerty expanded its marketplace revenue through its acquisition of

approximately 40% equity ownership of  Broad Arrow Group in 2022, which serves as the centerpiece of

its Marketplace strategy for buying, selling, and financing collectible cars. 

We typically do not invest in insurance underwriters as these businesses tend to be driven more by assets

than by competitive advantages. In this case, we believe their focus provides niche market dominance,

providing them with superior underwriting and distribution as they understand their customers better

than larger companies.

SALES

There were no sales during the quarter.

FINAL THOUGHTS

After two consecutive quarters of  underperformance, it is fair to say that we are looking forward to the

fourth quarter. We do believe that the significant differences between the top performing stocks and the

rest are likely to alleviate, which should aid our relative performance. And given that the leading

performers were generally low quality, we are in the right place even if  in the short term it doesn’t feel

that way.

 

Thank you for being a partner. Please let us know if  you have additional questions you would like to

discuss.

Regards,

Gregory Toppe, CFA
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