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Despite the global economy heading for the worst economic downturn since the Great Depression (1930s), stock markets 
emphatically rebounded in the June quarter. Expensive growth stocks led the charge once again, as value stocks 
continued to languish. Investors appeared willing to look past weak economic and business fundamentals; rapidly-
expanding government, corporate and consumer debt; increasing fiscal deficits; depression-like unemployment; and a 
potential fallout from a second wave of COVID-19. With unprecedented stimulus, governments and central banks have 
blown open the money-printing floodgates, to the speculators’ delight. Momentum-driven equity markets have become 
unhinged from economic reality, which unfortunately has not played well for conservative, valuation-conscious 
portfolios. 
        
The FMI International portfolios appreciated by approximately 14.3% (currency hedged) and 14.5% (currency unhedged) 
in the second quarter, respectively, which compares with an MSCI EAFE Index gain of 12.60% in local currency (LOC) and 
14.88% in U.S. Dollars (USD). The MSCI EAFE Value Index gained 12.43%, losing another 4.52% to the MSCI EAFE Growth 
Index in the quarter (16.95%), and is now trailing by a remarkable 15.75% year-to-date, and 18.63% over the past 12 
months. For the International strategy, Distribution Services, Industrial Services, and Electronic Technology sectors were 
among the strongest performers in the period, while Consumer Services, Producer Manufacturing, and Communications 
weighed on the results. B&M European Value Retail, Ferguson, and Akzo Nobel outperformed on a relative basis, as 
Compass Group, Whitbread, and Fairfax Financial Holdings each underperformed, respectively. 
 
We continue to have great confidence in our portfolios over the long run. We own a collection of high-quality businesses 
with sound balance sheets, that trade at a significant discount to their intrinsic values, our benchmarks, and many of our 
value-oriented peers. Buying above-average businesses at below-average valuations has been a winning combination 
throughout FMI’s 40-year history, and we expect more of the same in the years to come.  
 
A Long, Slow Road Ahead 
The near-term economic outlook is uncertain at best, and dire by any normal standards. While we have seen a modest 
bounce off the bottom in some of the fundamentals, stock markets appear to be pricing in a strong “V-shaped” recovery, 
of which we are quite skeptical. The Organisation for Economic Co-operation and Development (OECD) forecasts a global 
GDP decline of 6% in 2020, and that’s if COVID-19 continues to recede. In an “equally possible” scenario, which includes 
a second wave of COVID-19, they are forecasting a 7.6% contraction. They expect that the road to recovery “will be slow 
and the crisis will have long-lasting effects, disproportionally affecting the most vulnerable people.”1 We share these 
concerns. When the support runs out, growth will be much harder to come by than most people are expecting.   
 
In Europe, for example, the employment situation is far worse than it appears on the surface. While Eurozone 
unemployment is expected to reach 10% by the end of June, employment subsidy programs have been propping up 
around 45 million jobs, or one third of the workforce, in Germany, France, Britain, Italy, and Spain. This allows companies 
to furlough employees or reduce their hours temporarily, while the state pays a significant portion of their wages. A fifth 
of those jobs (9 million) may be at risk of permanent loss when the employment protection schemes come to an end in 
the fall, according to a recent study by Allianz.2 Unfortunately, low-wage workers without degrees have been the hardest 
hit by COVID-19, expanding the wealth and income inequality gap.3 Quantitative easing (QE) and negative interest rate 
policies have padded the pockets of asset owners (stocks, bonds, real estate, art, etc.), exacerbating the issue. Protests  
 

 
1 Laurence Boone, OECD Chief Economist. “OECD Economic Outlook: The World Economy on a Tightrope.” Presentation slide deck. June 10, 
2020.  
2 Ben Hall, Delphine Strauss, Daniel Dombey. “Millions of jobs at risk when furlough ends.” Financial Times. June 20, 2020.  
3 Kalyeena Makortoff. “Workers without degrees hardest hit by Covid-19 crisis – study.” The Guardian. April 20, 2020. 
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that occurred across the globe included the topic of racial inequities from these imbalances. Social unrest has largely 
been ignored from a stock market perspective, but can have a real fundamental impact on the economy.   
 
Meanwhile, debt levels are on a sharp 
upward trajectory, as falling corporate 
earnings and increasing job losses will 
weigh heavily on businesses and 
households, and governments are 
issuing debt at a record pace. According 
to the Institute of International Finance 
in April, “Global debt across all sectors 
rose by over $10 trillion in 2019, topping 
$255 trillion. At over 322% of GDP, global 
debt is now 40 percentage points ($87 
trillion) higher than at the onset of the 
2008 financial crisis -- a sobering 
realization as governments worldwide 
gear up to fight the pandemic.” They 
expect debt-to-GDP to reach upwards of 
342% by year-end. With over $20 trillion 
of bonds and loans coming due this year, 
refinancing could prove difficult.4 For years, balance sheets have been an afterthought for investors, which is no longer 
the case today. Rates are exceptionally low, for now, helping ease the debt service burden, but that can change in the 
blink of an eye.  
 
Prevailing Wisdom: Rates Will Stay Low Forever  
Markets have rebounded strongly in large part due to unparalleled (eye-popping) stimulus programs. By early May, 
governments and central banks had unveiled $15 trillion of fiscal and monetary stimulus (and counting), equal to an 
astounding 17% of an $87 trillion global 
economy last year. These are “record 
sums that will swell balance sheets and 
deficits to peacetime highs,” per a 
Reuters report. “Shaken by turmoil in 
financial markets in March, with their 
economies heading into freefall and a 
decade of job creation wiped out, 
policymakers have seized upon tool 
after tool to rescue their economies -- 
including taboo policies such as cash 
handouts and buying ‘junk’ bonds.” 5  
As can be seen in the chart to the right,6 
it’s safe to say that the European Union 
will not be adhering to their 3% deficit 
ceiling from the 1992 Maastricht Treaty 
any time soon.    
 

 
4 “Global Debt Monitor: COVID-19 Lights a Fuse.” Institute of International Finance. April 6, 2020.  
5 Tommy Wilkes, Ritvik Carvalho. “$15 trillion and counting: global stimulus so far.” Reuters. May 11, 2020. 
6 Michael Hartnett, Shirley Wu. “The Flow Show.” BofA Global Research. June 18, 2020. 
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Conjuring up $15 trillion out of thin air in a matter of months could have significant long-term ramifications and 
unintended consequences. Inflation (and higher rates), which almost no one seems to be expecting, is a risk that is widely 
underappreciated. The notion that rates will “stay low forever” has essentially become a universal belief, which is 
dangerous. Nobel prize-winning economist Milton Friedman (1912-2006) described it best: “Inflation is always and 
everywhere a monetary phenomenon in the sense that it is and can be produced only by a more rapid increase in the 
quantity of money than in output.”7 Sound applicable today? While the near term may prove deflationary, inflation will 
likely follow. The question is when?  
 
There are several paths that could lead to inflation and/or higher rates. For one, let’s assume money printing actually 
works (we do not think it will) and we enter a lasting recovery. In such a scenario, there will be a lot more money chasing 
the same amount of goods, or fewer goods, assuming it takes years to return to 2019 output levels. Alternatively, if 
money printing fails, then the economy will be weaker for longer. We would not be surprised, as economic growth has 
been disappointing despite unprecedented levels of accommodation. In this scenario, defaults and bankruptcies are likely 
to rise dramatically, which will eventually cause the cost of capital to increase as lenders demand appropriate interest 
rates for the risk they are taking. This could impact governments, corporations, and individuals alike.   
 
Interestingly, low rates have been a big tailwind for growth investments. Compared with value stocks, growth stocks have 
a greater proportion of their value derived from future earnings (years down the road). The present value of a business 
is the sum of its future cash flows, discounted back at a specified rate of return (discount rate). The higher the discount 
rate, the lower the present value of those future cash flows. The lower the discount rate, the higher the present value. 
With negative rates across Europe and Japan, and rates near zero in the U.S., ultra-low discount rates have been used to 
justify growth stocks’ sky-high valuations. In 5,000 years of financial market history, however, we have never had negative 
rates until recently,8 so we view the current situation as more the exception rather than the rule. Money isn’t supposed 
to be free. The era of return-free risk will eventually end. If rates go up, growth stocks will feel the pinch.   
 
To Beat the Market, You Need to Do Something Different 
In recent years, growth stocks have outperformed in a rising bull market (March 2009 - February 2020), a COVID-19 bear 
market (February - May 2020), and a subsequent recovery. However, even after a decade of dominance, the returns for 
growth stocks still pale in comparison 
over the long run. Since inception 
(12/31/74), the MSCI EAFE Value Index 
has more than doubled its growth 
counterpart, with a return of 7,593% 
(10.01% compounded annually) vs. 
3,696% (8.32%), respectively. Value 
investing is contrarian in nature and, as 
a result, can fall out of favor over long 
periods of time. As the chart to the 
right illustrates,9 the sentiment around 
value stocks could not be much worse 
than it is today.  Nonetheless, to beat 
the market you need to do something 
different than the market. Buying 
unloved, undervalued businesses with 
a margin of safety does work, and it’s 
been proven over time.  

 
7 https://miltonfriedman.hoover.org/friedman_images/Collections/2016c21/IEA_1970.pdf 
8 Jeff Cox. “$12 trillion of QE and the lowest rates in 5,000 years...for this?” CNBC.com. June 13, 2016. 
9 Michael Hartnett, Jared Woodward, Shirley Wu. “The Flow Show.” BofA Global Research.  April 23, 2020. 
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Looking at the valuations for the growth 
stocks driving the market can be 
informative. For example, the MSCI EAFE 
Growth Index, which trades at over twice 
the valuation of the FMI International 
portfolios (see table), has over 100 stocks 
valued at more than 6 times price-to-sales 
(P/S), or 23% of the index. In comparison, 
the FMI International portfolios have only 
one stock that trades at over 4 times P/S, 
and three holdings that trade at less than 
6 times price-to-trailing earnings -- Jardine 
Strategic, CK Hutchison, and Hyundai 
Motor. At a wide enough valuation spread, 
the risk-to-reward will eventually become too compelling to overlook. We think we are already there today -- to us there’s 
little to debate. Buy Samsung Electronics at around 10 times forward earnings, or ASML at 39 times? LG Household & 
Health Care at 14 times, or L’Oreal at 38 times? B&M European Value Retail at 16 times, or Fast Retailing at 42 times? 
Lloyds Banking at 11 times, or London Stock Exchange at 35 times? These seem like no brainers. At some point the market 
will wake up.  

 
As can be seen in the table, the FMI International portfolios trade at a significant discount to the MSCI EAFE and EAFE 
Growth indices, and in-line with the MSCI EAFE Value Index. Compared with the value index, we believe our companies 
are stronger, with better growth prospects, return profiles (returns on invested capital, and on equity) and balance 
sheets.   
  
While investors have thrown caution to the wind on valuations, rank speculation caused by easy money will not be 
sustainable. We do not know what will cause growth’s long reign to topple, but we have high conviction that it will in the 
fullness of time.  For example, will people return to more sensible views on valuation?  Will rising rates cause investors 
to rethink their discount rates? Will growth stock expectations disappoint and collapse under their own weight (they are 
tethered to the same economy, after all)?  Will central banks finally take their foot off the gas? Will we see a credit crisis, 
where speculative borrowers are no longer awarded a free pass? Will there be a reversion to the mean (a recovery in 
value multiples or a decline in growth multiples), like so many other periods in the past? It remains to be seen, but we 
take comfort in knowing that there are several paths that could lead to value’s resurgence. In the meantime, we are 
investing right alongside our clients and will continue to stick to our discipline.  With patience comes great reward.    
 
Thank you for your confidence in Fiduciary Management, Inc. 



 
 



 

 




