
To our investors and partners,

The U.S. stock market had a good year in 2023. The S&P 500 Index recovered all of  its 2022 decline, 
and slightly more, ending the year up 26.3%. 

The story of  the year was the glaring concentration of  returns in the Magnificent Seven, as the press 
has dubbed them. These seven megacap technology stocks returned an average of  111.7% for the year, 
accounting for well over half  of  the total return of  the S&P 500. Until the last few months of  the year, 
in fact, the index was essentially flat, excluding these seven stocks. 

The broader story for the stock market in 2023 was that bigger was better across the board, keeping 
with much of  the past decade, but more extreme than usual. Below are the total returns for the year, 
from the largest market capitalization index to the smallest.

Here are the same indices’ annualized returns for the past ten years, set alongside their returns for the 
previous ten years.

It’s not fully symmetrical, but it’s close. The reversals of  fortune bring to mind the Horace quote 
Benjamin Graham chose as the epigraph for his magnum opus Security Analysis, “Many shall be 
restored that now are fallen and many shall fall that now are in honor.”
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2023

Russell 50 Mega Cap 37.8%

Russell Top 200 29.9%

Russell Midcap 17.2%

Russell 2000 16.9%

2014 - 2023 2004 - 2013

Russell 50 Mega Cap 13.4% 4.5%

Russell Top 200 12.7% 8.8%

Russell Midcap 9.4% 11.2%

Russell 2000 7.5% 9.3%
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During the two-year stretch of  2020 and 2021, the Information Technology sector was the best 
performing sector within the S&P 500. That reversed in 2022, as the sector was one of  the worst 
performing. And then, in 2023, it was once again the top performing sector. Honor, fall, restoration.

Whether it’s performance by market capitalization, sectors, or any other factor, stock markets are 
intrinsically cyclical. Some cycles are long-term, taking decades to unfold, and some are short-
term, lasting months, weeks, or even days. Many are medium in length, lasting two, three, or several 
years. Most cycles occur because a trend often creates the seeds of  its own reversal. We at Madison 
Investments are certain that market cycles will occur, but it doesn’t mean we can predict their timing 
or magnitude. We don’t think we can. This is perhaps a major difference between us and many other 
investors. Most investors believe it’s their job to time market cycles despite overwhelming evidence that 
it’s nearly impossible to do so with enough accuracy to make such an effort profitable over long periods. 
We avoid making calls about market cycles and spend zero minutes thinking about them, not because 
we don’t think they can be important, but because we think they’re inherently unpredictable in duration.

This mentality of  our team is generally true for other kinds of  cycles, such as macroeconomic, industry, 
or company-specific, but is a bit more nuanced for those. We make no explicit prediction about cycles 
on which we base a buy or sell decision. Still, we are acutely aware of  the various cyclical forces at work, 
and depending on whether we think we have the ability to assess the length or intensity of  such, we may 
incorporate them to various degrees.

Let’s use a few examples to illustrate our point. We’ve been invested in off-price retailer TJX Companies 
for just under ten years, having invested in 2014 in our Large Cap strategy. TJX is one of  the most 
recession-resistant companies we own due to its perennial value proposition to customers; customers 
always like to save money, especially when economic times get tough. As a result, the company has had 
an exceedingly steady revenue and earning profile over the past several decades.

But that doesn’t make it immune to other kinds of  cycles. After our initial investment, the stock 
materially outperformed the S&P 500 for two years. Then, it materially underperformed for two years. 
Then, it materially outperformed again for two years. Then, once again, it materially underperformed 
for over two years before starting its current stretch of  strong two-year outperformance. Despite 
these swings in relative performance, the investment has done rather well over the full term of  our 
ownership, outperforming the index.

For some periods of  underperformance, there seem to be fundamental explanations – the company 
made a few merchandising mistakes, and sales were weak, or there were expense pressures that crimped 
margins, for example. For the other periods of  underperformance, there are no obvious reasons for 
underperformance. The stock likely just fell out of  favor with investors for market cycle reasons or 
perhaps “got ahead of  itself.” But the critical point is that we made little attempt to forecast these 
unforecastables, and held steady with our investment with infrequent trading. So far we have been 
rewarded.

Let’s take another example of  a recession-resistant investment we’ve held for many years, Brown & 
Brown. We first purchased this company in 2007 in our Mid Cap strategy. As an insurance broker, it 
gets paid a commission on the premiums that its mostly small business clients pay. Since clients need to 
maintain insurance coverage even in business downturns, Brown & Brown’s revenues tend to be very 
steady year by year. Yet, our investment underperformed for the seven years after our initial purchase, 
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and it wasn’t because we paid a high price – the stock traded at a moderate price to earnings (P/E) 
of  17x at the time. The culprit was profits. After increasing sixfold over the seven years before our 
purchase, earnings per share were essentially flat from 2007 to 2014, going from $0.68 per share to 
$0.71 per share. No wonder our investment underperformed the Russell Midcap benchmark over that 
period. The sources of  sluggish profits were manifold, including management turnover, a change in 
its acquisition strategy, moderate under-investments in dealing with the shift towards more complex 
insurance needs among its customer base, and a heavy exposure to Florida, a state hit especially hard 
during the Great Financial Crisis.

Perhaps some of  these factors could have been foreseen in 2007, it’s hard to say. What we can say, 
though, is that by 2014, we had the full explanation of  these factors in hand, and our continuing 
research indicated that many of  these factors were being addressed or were likely to diminish in 
importance. The exposure to Florida had declined, and the negative impact of  the Great Financial 
Crisis on the state’s economic growth was receding. Management departures were stemmed, and we 
had full confidence in the CEO, who was a long-term employee and an owner-operator willing to 
make changes to address long-term health. One of  them was to make the investments needed to keep 
up with the increasingly complex insurance needs of  its clients. And finally, we felt that its acquisition 
strategy was a change, but a positive and necessary one. Because of  these assessments, we felt that the 
future looked bright, much brighter than the recent past, and we added significantly to our investment 
during 2014 and 2015. We turned out to be right. The company is on track to produce close to $3 per 
share in earnings in 2023; as a result, its stock price has followed suit with strong performance as well, 
to the point that our investment has now outperformed the benchmark since our original purchase, 
despite the many years of  underperformance initially. This is an example of  a long-term earnings cycle 
based on microeconomic factors, mostly internal to the company itself. We feel that our research style is 
well-equipped to analyze these kinds of  cycles.

These two examples illustrate why we much prefer to invest in companies less exposed to the 
vicissitudes of  economic and industry cycles. Such a philosophy takes one factor out of  the equation 
when evaluating an investment, one where we don’t think we have any edge. The success (or failure) 
of  an investment is dependent much more on the quality and depth of  our research and insight, rather 
than on outside forces that we don’t control and have little to no ability to predict.

However, we don’t entirely avoid cyclical companies if  we feel the valuation is compelling and the long-
term outlook is sufficiently attractive.

An example of  that would be Moelis & Co, a boutique investment bank that specializes in mergers 
and acquisitions (M&A) and restructuring advice. M&A is a notoriously cyclical industry, similar to 
another industry we will discuss, semiconductors. Much like semiconductors, it has a history of  secular 
growth and prospects for similar growth in the future appear good as well. In addition, we believe that 
Moelis has an organizational culture that makes it almost unique in the M&A advisory business – in 
the infamously individualistic industry, it has added a healthy dollop of  teamwork ethos. In a business 
where your primary assets walk out the door every evening to go home, this is a crucial feature for the 
sustainability of  your franchise. 

When we invested in mid-2020, Moelis’s revenues were under pressure from the pandemic that had 
virtually shut down merger activity, and the company was losing money. Yet, we knew that at some 
point, M&A activity would resume, and we also could see that the company had the balance sheet to 
withstand a protracted period of  low M&A activity. The stock traded for what we calculated as a single-
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digit P/E on future earning power. In contrast to our recent semiconductor investments, we were 
fortunate on the timing, and the industry recovered shortly after. While we believe our insights into the 
specific qualities and strengths of  Moelis have been a meaningful contributing factor to the investment’s 
success thus far, a larger contribution can perhaps be attributed to our willingness to look through the 
downturn, and not attempt to make a precise prediction on when a recovery would occur. When J.P. 
Morgan was once asked whether he prognosticated a recession or an economic boom, he answered 
simply, “yes.” That’s how we valued Moelis. 

Another example of  a venture into a cyclical industry, but one which has not worked out for us thus far, 
is our investment in four semiconductor companies, accumulated over the past several years, much of  it 
over the past two.

In the semiconductor industry, demand is closely tied to the economic cycle, and industry order 
patterns are magnified by its complex supply chain. Furthermore, it’s a capital and technology intensive 
industry, resulting in frequent overcapacity and product obsolescence. For these reasons, we shied away 
from any investment in the industry for many years. However, several years ago, we felt that segments 
of  the industry had developed strong enough moats to merit investment under the right conditions. 
We made one investment (Analog Devices in Large Cap) that we thought was compelling, but it wasn’t 
until late 2021 when the semiconductor industry entered a severe downturn, that we began purchasing 
semiconductor stocks in earnest. Our view on the cycle risk was simple – the long-term growth outlook 
was tremendous given the proliferation of  electronics and software in everyday objects, and the 
downturn had already begun, and a healthy amount of  it was known. We ignored the near-term outlook 
for profits, assuming they would be down substantially. It turned out that the downturn was more 
severe than most other investors or industry observers had forecasted. Thus, semiconductor stocks in 
general remain depressed, and our investments have so far shown mixed results.

However, we have not changed our view on the long-term attractiveness of  the industry segments in 
which they operate, nor on the normalized earning power of  these companies five to ten years out. 
Thus, we have been consistently adding to our exposure for the past two years, which, in addition to 
Analog Devices, now includes Microchip Technology (Mid Cap), MKS Instruments (Mid Cap), and 
Texas Instruments (Large Cap), the last of  which was a new purchase in 2023. Each of  these has wide 
and deep moats, top-notch management teams, and strong secular growth prospects. We expect our 
investments here to ultimately work out for us, but they are examples of  how unpredictable, cyclical 
factors can overwhelm other factors in the short term.

We can use the examples above to distill our working philosophy when it comes to cycles.

We ignore stock market cycles. We have never made an investment decision because we thought that 
“megacaps are poised for a comeuppance,” or “the consumer sector is going to outperform,” or “high 
beta stocks will do well this year,” or any other such nonsense.

We mostly ignore macroeconomic cycles. We pay attention to them only because we know downturns 
will inevitably occur, and will also inevitably end. Thus, we incorporate them into our estimation of  
normalized long-term earnings for companies exposed to such cycles, and thus into our valuations and 
our required margin of  safety. If  we feel that certain key macroeconomic factors have undue influence 
on the long-term earning power of  a company, we take a pass and move on.
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We pay heavy attention to industry and company-specific cycles. This is our value-add as investors. Our 
research revolves around distinguishing that which is temporary and that which is permanent. If  we 
can’t tell the difference when researching a prospective investment, we move on.

We demand above-average long-term profit growth. We are fine investing in cyclical companies, but 
they must have the capacity to grow earnings over successive cycles. As long as we’re comfortable that 
a company will have much higher earning power many years out, we should be able to ride out any 
downturns in the interim.

These guidelines work for us, because of  our long-term orientation and the long-term orientation of  
our clients. We have owned the average stock in our Large Cap and Mid Cap portfolios for seven and 
a half  years. Over a third of  the combined portfolio is invested in companies we’ve owned for over a 
decade. This would not be possible if  we were judged only on short-term performance. For that, we are 
grateful. 

Respectfully,

Haruki Toyama
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DISCLOSURES & DEFINITIONS

This letter was written by Haruki Toyama, Head of  Mid and Large Cap Equities and Portfolio Manager on the respective strategies.
“Madison” and/or “Madison Investments” is the unifying tradename of  Madison Investment Holdings, Inc., Madison Asset Management, 
LLC (“MAM”), and Madison Investment Advisors, LLC (“MIA”), which also includes the Madison Scottsdale office. MAM and MIA are 
registered as investment advisers with the U.S. Securities and Exchange Commission. Madison Funds are distributed by MFD Distributor, 
LLC. MFD Distributor, LLC is registered with the U.S. Securities and Exchange Commission as a broker-dealer and is a member firm 
of  the Financial Industry Regulatory Authority. The home office for each firm listed above is 550 Science Drive, Madison, WI 53711. 
Madison’s toll-free number is 800-767-0300.
Any performance data shown represents past performance. Past performance is no guarantee of  future results.
Non-deposit investment products are not federally insured, involve investment risk, may lose value and are not obligations of, or 
guaranteed by, any financial institution. Investment returns and principal value will fluctuate.
This report is for informational purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of  any 
security.
Although the information in this report has been obtained from sources that the firm believes to be reliable, we do not guarantee its 
accuracy, and any such information may be incomplete or condensed. All opinions included in this report constitute the firm’s judgment as 
of  the date of  this report and are subject to change without notice. This report is for informational purposes only and is not intended as an 
offer or solicitation with respect to the purchase or sale of  any security.
Equity risk is the risk that securities held by the fund will fluctuate in value due to general market or economic conditions, perceptions 
regarding the industries in which the issuers of  securities held by the fund participate, and the particular circumstances and performance 
of  particular companies whose securities the fund holds. In addition, while broad market measures of  common stocks have historically 
generated higher average returns than fixed income securities, common stocks have also experienced significantly more volatility in those 
returns.
Diversification does not assure a profit or protect against loss in a declining market.
The S&P 500® is an unmanaged index of  large companies and is widely regarded as a standard for measuring large-cap and mid-cap U.S. 
stock-market performance. Results assume the reinvestment of  all capital gain and dividend distributions. An investment cannot be made 
directly into an index.
Russell Investment Group is the source and owner of  the trademarks, service marks and copyrights related to the Russell Indexes. Russell® 
is a trademark of  Russell Investment Group.
Russell Midcap Index is a market-capitalization-weighted index representing the smallest 800 companies in the Russell 1000 Index. The 
average Russell Midcap Index member has a market cap of  $8 billion to $10 billion, with a median value of  $4 billion to $5 billion. 
Russell 2000® Index measures the performance of  the 2,000 smallest companies in the Russell 3000® Index, which represents 
approximately 11% of  the total market capitalization of  the Russell 3000® Index.
The Russell Top 50® Mega Cap Index measures the performance of  the largest companies in the Russell 3000 Index. It includes 
approximately 50 of  the largest securities based on a combination of  their market cap and current index membership and represents 
approximately 45% of  the total market capitalization of  the Russell 3000, as of  the most recent reconstitution. The Russell Top 50 Index is 
constructed to provide a comprehensive unbiased and stable barometer of  the largest US companies. The Index is completely reconstituted 
annually to ensure new and growing equities are reflected.
The Russell Top 200® Index measures the performance of  the largest cap segment of  the US equity universe. The Russell Top 200 Index 
is a subset of  the Russell 3000® Index. It includes approximately 200 of  the largest securities based on a combination of  their market cap 
and current index membership and represents approximately 68% of  the Russell 3000® Index, as of  the most recent reconstitution. The 
Russell Top 200 Index is constructed to provide a comprehensive and unbiased barometer for this very large cap segment and is completely 
reconstituted annually to ensure new and growing equities are included.
Upon request, Madison may furnish to the client or institution a list of  all security recommendations made within the past year.
Holdings may vary depending on account inception date, objective, cash flows, market volatility, and other variables.  Any securities 
identified and described herein do not represent all of  the securities purchased or sold, and these securities may not be purchased for a 
new account.  Past performance does not guarantee future results.  There is no guarantee that any securities transactions identified and 
described herein were, or will be profitable.  Any securities identified and described herein are not a recommendation to buy or sell, and is 
not a solicitation for brokerage services.


