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Important Disclosure

• This report is solely for informational purposes and shall not constitute an offer to sell or the solicitation to buy securities.  The opinions expressed 
herein represent the current views of the author(s) at the time of publication and are provided for limited purposes, are not definitive investment 
advice, and should not be relied on as such. The information presented in this report has been developed internally and/or obtained from sources 
believed to be reliable; however, Headwaters Capital Management, LLC (“Headwaters Capital”) does not guarantee the accuracy, adequacy or 
completeness of such information.  Predictions, opinions, and other information contained in this report are subject to change continually and 
without notice of any kind and may no longer be true after the date indicated. Any forward-looking statements speak only as of the date they are 
made, and Headwaters Capital assumes no duty to and does not undertake to update forward-looking statements. Forward-looking statements are 
subject to numerous assumptions, risks and uncertainties, which change over time. Actual results could differ materially from those anticipated in 
forward-looking statements.  In particular, target returns are based on Headwaters Capital’s historical data regarding asset class and strategy.  There is 
no guarantee that targeted returns will be realized or achieved or that an investment strategy will be successful.  Investors should keep in mind that 
the securities markets are volatile and unpredictable.  There are no guarantees that the historical performance of an investment, portfolio, or asset 
class will have a direct correlation with its future performance.

• Investing in small- and mid-size companies can involve risks such as less publicly available information than larger companies, volatility, and less 
liquidity. Investing in a more limited number of issuers and sectors can be subject to greater market fluctuation. Portfolios that concentrate 
investments in a certain sector may be subject to greater risk than portfolios that invest more broadly, as companies in that sector may share common 
characteristics and may react similarly to market developments or other factors affecting their values. 

• The indices shown are broad securities market indices.  They are not subject to management fees, transaction costs and expenses to which a 
managed fund or account is subject.  You cannot invest directly in an index.  Those indices that are not benchmarks for the strategy are not 
representative of the strategy and are shown solely as a comparison among asset classes.  Certain indices have been selected as benchmarks because 
they represent the general asset class in which Headwaters Capital’s strategy invests; however, even such benchmarks will be materially different from 
portfolios in the strategy since Headwaters Capital is not constrained by the any particular index in managing the strategy.

• The information in this presentation, including statements concerning financial market trends, is based on current market conditions, which will 
fluctuate and may be superseded by subsequent market events or for other reasons.

• General discussions contained within this presentation regarding the market or market conditions represent the view of either the source cited or 
Headwaters Capital. Nothing contained herein is intended to predict the performance of any investment. There can be no assurance that actual 
outcomes will match the assumptions or that actual returns will match any expected returns. The information contained herein is as of the October 
30, 2020, unless otherwise indicated, is subject to change, and Headwaters Capital assumes no obligation to update the information herein.
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Virtuous Cycle: AI Investment Has Dominated Capital 
Flows in Capital Markets and the Economy Since 2023
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Source: Empirical Research

• Investors have correctly followed the earnings momentum behind AI since 2023 
• Ongoing investment has driven strong gains for AI players throughout the value chain: direct AI 

companies, AI infrastructure providers (data centers, industrials, utilities), AI service providers 



AI Hype Has Led to Concentrated Returns and 
The Narrowest Market Breadth Since 2000 (Large Caps)
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• Large cap returns dominated by AI 
beneficiaries

• Despite S&P 500 reaching new all-
time-highs, the majority of stocks 
are lagging the index.  

• Leading to historically narrow 
market breadth



AI Hype Has Led to Concentrated Returns and 
The Narrowest Market Breadth Since 2000 (Small Caps)
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• Small caps underperforming large caps by the 
widest margin since 1998/1999

• Leaving small cap portion of total market cap at 
lowest level since 2000



Narrow Market Breadth Is Evident in Historically Wide Valuation 
Spreads Between AI Winners and Everything Else
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• Large, Mid and Small Cap Indexes are all trading at nearly identical multiples as October 1999!



But Investors Forget that CAPEX Spend is Cyclical. 
Will AI & Data Center Spend Prove to Be Different?
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Source: Fabricated Knowledge

• While AI appears to have real benefits, history suggests that major technology shifts are prone to overinvestment.
• Note the chart on the right does not include spend from Oracle ($21B of CAPEX in 2025) or the Stargate project 

($500b over the next four years)   
• If fundraising or AI spend decelerates, earnings estimates and valuations for AI companies need to recalibrate



Outside of AI, Investor Risk Appetite is Frothy:
Typical Late Cycle Behavior
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• High beta is a good proxy for more speculative 
stocks.  Recent performance reminiscent of 
2020/2021 meme stock craze

• Risk appetite is also evident in performance of non-
earnings companies and companies with high P/E (both 
in Q2 and YTD)



Appetite for Speculative Stocks is Reflected in Historically Wide 
Valuation Spreads for Quality v. Unprofitable  
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• Valuation premium for lower quality Russell 2000 is historically wide, nearly the same as 2021 meme stock frenzy
• Note the S&P 600 includes only profitable small caps whereas ~40% of Russell 2000 members are unprofitable



The Result is a Vacuum of Interest in Quality Small Cap 
Businesses and Historically Attractive Valuations
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• Normalizing for growth and profitability illustrates the valuation disconnect between quality large 
caps and quality small caps

Source: Wasatch Advisors
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1999/2000 Refresher:
Internet Bubble Had Two Cycles

• Cycle 1 (1998- September 1999): Hype led to extended (not bubble) valuations.  NASDAQ outperformed Mid 
and Small Caps by +145% and +127% respectively during this time.

• Cycle 2 (October 1999-March 2000): Market euphoria and bubble valuations.



AI Cycle Has Parallels to First Cycle of Internet Bubble
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• Similar to 1998/1999, the Nasdaq has led the market higher since the AI trade began in 2023.  Current valuations are stretched, but 
not at bubble levels.  

• Within small and mid cap indices, low quality stocks have led these indexes higher
• MDY and IJR include only profitable firms in Mid and Small Cap universe – both have lagged comparable indices that include 

unprofitable companies
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If Approaching Bubble Territory, Can Investors Make Money?  
Yes, in Quality Small Caps

• Today’s valuations for profitable small and mid caps is similar on both an absolute and relative basis as October 
1999 (see slide 6)

• Returns in the profitable small and mid cap space led the market over the following 2- and 5-year periods
• Valuation spreads and normalizing AI spend are the catalysts for small cap outperformance -> valuations and 

fundamentals have reached historic extremes
• Cash flow profile of large cap AI winners likely insulates these companies from the magnitude of underperformance 

seen post-2000, but lofty expectations  and valuations makes ongoing outperformance more difficult

2 Year 
Return 

5 Year 
Return

NASDAQ -52% -56%
S&P 500 -15% -5%
Russell 2000 -5% 29%
S&P 600 (Profitable Small Cap) 16% 71%
S&P 400 (Profitable Mid Cap) 8% 46%

Forward Returns if Invested on 10/1/1999
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As a Reminder, Regime Changes Tend to Persist

• Valuation extremes and internet euphoria ultimately normalized in 2000 and drove a 12-year period of small cap 
outperformance

• Similar market set-up today given current valuations and hype around AI
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Early Signs of Momentum Trade Unwinding?

• The momentum trade is currently outperforming 
by the widest margin since 1999/2000.  As shown 
previously, this led to poor future returns.   

• On 7/1/25, the momentum’s underperformance ranked in 
the top 1% of all trading days.  Relative returns of this 
magnitude have historically signaled poor returns going 
forward.



Outside of Concentrated Performance and Valuations, 
Qualitative Market Activity Suggests Late Cycle Behavior
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• AI Capital Markets Activity
• CoreWeave IPO (AI infrastructure provider); stock price increased 4.5x within 3 months of IPO

• NVDA generates significant revenue from CRWV and invests in the IPO -> reminiscent of internet days of funding 
customers

• CRWV uses highly valued stock after IPO to purchase bitcoin miner/data center operator  
• Speculative IPO activity increasing

• Circle (“CRCL”) – stablecoin issuer and corresponding 8.5x stock price increase within one month of IPO
• Chime (“CHYM”) – unprofitable consumer bank
• Rumored IPOs: Gemini (crypto exchange), Klarna (BNPL), Cerebras (AI chipmaker)

• SPAC activity increasing
• Crypto performance
• PLTR is currently worth more than Lockheed Martin, Northrop Gruman, General Dynamics and L3 Harris combined

• Reminiscent of internet companies worth more than old economy companies in 1999 (AOL>Time Warner, etc)
• Growing presence of new retail trading platforms and new trading tools, helping to fuel speculative trading behavior

• 1999: eTrade: lower commissions and the rise of day traders
• 2025: Robinhood, Coinbase: 2x levered single stock daily ETFs, 0 day til expiry options, tokenized stocks, Robinhood 

providing access to IPOs such as CRWV
• META hiring individuals for $200mm in an aim to create superintelligence
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