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The FMI All Cap portfolios gained approximately 5.5% in the June quarter compared to 4.10% for the Russell 3000 
Index. Sectors aiding relative returns included Commercial Services, Health Technology, and Producer 
Manufacturing. Detracting sectors included Finance, Consumer Services, and Distribution Services. Notable stocks 
having positive relative impact were Woodward, Cerner Corp., and TE Connectivity.  On the flipside, Bank of New 
York, CenturyLink, and Schlumberger lagged. The modest correction late in 2018 is like a distant memory; stocks 
have been on fire since then, and valuations are back near record levels.  Market participants have seemingly 
abandoned valuation concerns.  Mergers and acquisitions (M&A) activity is feverish, with mind-bending deal prices 
barely warranting a yawn any more.  An unprecedented number of money-losing initial public offerings (IPOs) have 
hit the market this year and the bullpen of profitless companies looking to go public is deep.  Growth stocks have 
significantly outperformed value stocks year-to-date, although interestingly, the so-called FAANG stocks have 
cooled in recent quarters. The New York Stock Exchange FANG Plus Index (Facebook, Apple, Alphabet, Amazon, 
Netflix, Tesla, NVIDIA, Alibaba, Baidu, and Twitter) declined 11.3% over the past twelve months. Some of the more 
defensive, slow-growing sectors such as Utilities and Consumer Non-Durables did remarkably well over both the 
last twelve months and in the June quarter, which is interesting and reassuring. Comparing FMI’s performance to 
the Russell 3000 Value Index is also encouraging; as of 6/30/19, we have outperformed at the 1, 3, 5, 10-year and 
since inception periods.  

Howard Marks, the highly acclaimed co-founder of OakTree Capital Management, developed the cycle concept 
more fully in his recent book, Mastering the Market Cycle. He pointed out four things about cycles: 
 

1. Cycles are inevitable. 
2. Cycles’ clout is heightened by the inability of investors to remember the past. 
3. Cycles are self-correcting. 
4. Cycles are often viewed as less symmetrical than they are. 

 
Marks reminds us that even when cycles go in one direction for an exceptionally long time and people say, “it’s 
different this time,” it rarely is.  Given how damaging bear markets can be, financial memories are surprisingly short.  
For example, investors seemed to have already forgotten the dangers of excessive debt, which was at the root of 
the financial crisis a decade ago. Additionally, investors believe today’s methods of valuing hot technology stocks 
are novel, yet it is not much different than what occurred in the overheated technology arena two decades ago.  
That cycles are self-correcting should also not come as news, but the key point is that the seeds of any cycle’s 
reversal are sown in the prior cycle phase. Hubris and overconfidence are the seeds of the eventual downcycle; 
despair and fear are the opposite. In prior letters we have discussed the “pillar of faith” concept. Every cycle has 
one or two pillars that are widely believed to be true but end up not being so in the fullness of time. In the early 
1970s the pillar of faith was that investors had to own the Nifty Fifty stocks, sometimes referred to as the “one-
decision” stocks such as Polaroid, Xerox and Sears. These stocks were soon crushed. The pillar of faith in the late 
1990s was the infallibility of tech and telecom, and that no price was too dear for the leading players such as Cisco, 
Applied Materials, Dell and Intel. The 2000-2001 market devastated these stocks. “Home prices never fall” was the 
dictum of the mid 2000s, which, of course, became spectacularly untrue at the end of that cycle, taking AIG, 
Washington Mutual and Lehman Brothers down. Later in the letter we will address two pillars of faith in today’s 
market, but first a brief comment on Marks’ fourth point on cycles. Market pundits refer to negative price 
 

100 East Wisconsin Avenue, Suite 2200 
Milwaukee, Wisconsin 53202 

414-226-4545 
www.fmimgt.com 

 



 
 
Fiduciary Management, Inc. June 30, 2019 
Investment Strategy Outlook – All Cap Equity Page 2 
 

fluctuations as “volatility,” while positive moves are called “profit.” Capitulation is almost always associated with 
bottoms of markets but can be equally applied to tops (“melt-ups”). The symmetry in the stock market cycle is that 
prices have generally gained at roughly 5-6% over the entire period of recorded stock market history. Market moves 
significantly higher or lower than that over time have faced a cycle reckoning!   
 
Table 1 shows a sample of today’s unicorns (over $1 
billion in implied value).  Nearly all are unprofitable and 
in many cases the business models, in our opinion, will 
struggle to ever make money.  Investors seem to value 
top line growth, regardless of the cost to achieve it.  
WeWork, which provides short-term office leases, is the 
poster child of this era.  Given the price of recent capital 
raises, its imputed market cap is an astonishing $47 
billion. WeWork operates a business with few barriers 
to entry, and in essence, runs a mismatched loan book, 
where they sign long-term leases for properties that 
they, in turn, subdivide and lease out on a short-term 
basis.  In 2018, they managed to lose more money ($1.9 
billion) than they earned in revenue ($1.8 billion).  What 
happens when there is a downturn and many of the 
start-up and fledgling tenants either walk 
away from, or fail to re-up their leases?  The 
spirit of today’s environment is captured by 
the following quote from Robert Reffkin, 
the co-founder of Compass, a 2012 startup 
trying to disrupt the residential real estate 
brokerage business while sporting a $4.4 
billon value and bleeding cash: “Short-term 
profitability is something that many of the 
more modern companies are not as 
focused on.” Added the COO: “We’re not 
yet at a stage where I have a very clear 
monetization strategy because we haven’t 
really talked about it.”1  
 
Table 2 is a partial list of 2019 IPOs with some pertinent data.  
We haven’t seen this many money-losing IPOs since the 
1990s. It’s difficult to see how a large percentage of these 
companies will ever make money.  Many are probably better 
viewed as lottery tickets.  We keep several good-sized boxes 
of late 1990s IPO prospectuses in our storeroom for new 
analysts to review. All were promising upstarts; nearly all 
failed. It’s a poignant history lesson. The parallels with 
today’s crop are eerily similar.     
 
Table 3 depicts some of the bigger deals of 2019.  When the 
ROICs of many recent M&A deals are calculated, the result is 
likely to be a remarkably low figure, and nowhere near a 
normalized cost of capital. Low borrowing rates and 
expectations of an eventual positive spread drive these deals 
under the banner of “accretive to earnings by year three,” or 
                                                           
1 Grant’s Interest Rate Observer, May 17, 2019. 



 
 
Fiduciary Management, Inc. June 30, 2019 
Investment Strategy Outlook – All Cap Equity Page 3 
 

something to that effect. Last quarter’s letter touched on this subject in more detail, particularly as it relates to 
pharmaceutical M&A, so we won’t belabor the point. Suffice it to say that we have never seen buy-out multiples as 
high as those of today.  
 
Abnormally low rates are driving 
highly speculative M&A, and for the 
most part, a booming stock market.  
Returning to the pillar of faith notion, 
investors’ belief in the Fed rivals any 
market “truth” we have seen.  The 
mantra is that as long as the Fed is 
accommodative, rates will remain 
low and little can go wrong.  It has 
been a green light for corporations 
and governments to lever their 
balance sheets to the hilt; they 
appear to not appreciate credit or 
stock market cycles.  Over the years 
we’ve tried to note good “contrarian 
indicators,” and this recent quote 
from National Economic Council Director Larry 
Kudlow is one for the ages: “I don’t think rates 
will rise in the foreseeable future, maybe never 
again in my lifetime.”   The faith will crumble 
either slowly, as people realize that the 
continuation of decade-long emergency 
interest rate policies does not drive good 
sustainable organic economic growth, and in 
fact, carries unappreciated negatives… or 
rapidly, as a recession or an externality shakes 
the economy and investor confidence.   
 
Regarding the economy, we are more wary 
than usual. Some smart people, including David 
Rosenberg at Gluskin Sheff, believe a recession 
may be unfolding now. He cites significant 
slowdowns in trade, manufacturing, housing 
and personal income, along with an inverted 
yield curve. Some of these elements are also at 
play globally, as depicted in the three 
accompanying charts.  
 
The second pillar of faith in today’s market is 
the powerful belief in passive investing and 
indexing.  As we articulated in last December’s 
letter, for investors who are honestly looking 
at a multi-decade investment time horizon and 
are truly unconcerned about large draw-
downs, perhaps a S&P 500 index fund makes 
some sense.  Today’s index investors, however, 
seem to view the passive path as somehow less 
risky -- and in our opinion, nothing could be 
further from the truth. Late in bull markets, 
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index funds get very heavy with the most popular and overvalued constituents. If someone offered you a stock 
trading at 28.9 times the last 12 months’ earnings, 4.5 times revenue and 17.0 times EBITDA,2 that has averaged 
less than 3% sales growth over the past decade, and with prospects of even lower growth in the near term, you’d 
run for the hills. Yet that is the asset (S&P 5003) that people can’t get enough of today. We think this pillar will erode 
significantly in the back half of the current cycle. Using the same methodology, the analogous figures for the iShares 
Russell 3000 ETF are 29.8 times earnings, 4.6 times revenue and 18.4 times EBITDA, all extraordinarily expensive 
from a long-term historical perspective. 
 
We are well aware that despite a few interludes, our message has remained essentially the same for some time.  
When cycles last more than a few years, people no longer view them as cycles. They speak of a new paradigm.  
Unfortunately, this talk has always proven to be dangerous. It is a shame that there are precious few truly cheap 
assets to buy. All we can do is own solid businesses that are relatively cheap. We are committed to trying to protect 
against the downside as much as possible, while still giving our investors with long-term time horizons a chance to 
participate in a portfolio of promising stocks. 
 
Thank you for your confidence in Fiduciary Management, Inc. 

                                                           
2 Earnings before interest, taxes, depreciation and amortization. 
3 Valuations are FMI’s weighted average estimates for the iShares Core S&P 500 ETF (a proxy for the S&P 500). 



  




