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Global stock markets retreated again in the second quarter as Russia’s war in Ukraine showed no end in sight, inflationary pressures accelerated, 
and economic growth slowed. The FMI International strategy fell by approximately 11.4% (gross)/11.6% (net) on a currency hedged basis 
and approximately 16.9% (gross)/17.1% (net) currency unhedged, respectively, compared with the MSCI EAFE Index’s decline of 7.83% in 
local currency (LOC) and 14.51% in U.S. Dollars (USD). The MSCI EAFE Value Index fell 5.40% (LOC) and 12.41% (USD), respectively. FMI’s top 
performing sectors included Producer Manufacturing, Electronic Technology, and Process Industries, while Consumer Non-Durables, Health 
Technology, and Retail Trade weighed. Unilever PLC, Yokogawa Electric Corp., and DKSH Holdings AG were contributors, while B&M European 
Value Retail, Koninkiljke Philips N.V., and Greggs PLC lagged the market. FMI’s currency hedged performance was aided by a strong USD, but 
to a lesser extent than the MSCI EAFE Index spread (LOC vs. USD).

Out of Sync
After outperforming the MSCI EAFE (LOC) index in 8 out of 10 down quarters in the FMI International portfolio’s first 11 years, our year-
to-date (YTD) downside capture has come up short. We view this as an anomaly, as the portfolio strongly outperformed up until the eve 
of the war, then gave up significant ground in the subsequent months, as deeper value and lower quality (i.e. energy, commodities, weak 
balance sheets, etc.) shined. As a reminder, FMI strives to invest in high-quality, differentiated businesses that are well-run, have strong 
balance sheets, and trade at a significant discount to the market and their intrinsic values. As illustrated in the table below (European Macro/
Thematic performance tracked by Goldman Sachs), the opposite end of the spectrum has 
been rewarded thus far this year:

While the portfolio has been out of sync with what’s currently “working,” we have great 
confidence in our companies and believe they are well-situated for a “new normal” of higher 
inflation and interest rates. Our businesses have sustainable competitive advantages, which 
create the pricing power needed to help offset inflation. If weak balance sheets start to 
come under pressure, our companies should be operating from a position of strength, with 
the ability to invest organically through difficult times in order to capture market share. 
Valuations have been an afterthought in recent years, but eventually they will count for 
something, especially as discount rates increase toward more normalized levels (long-
duration growth stocks have been key beneficiaries of ultra-low interest rates). We do not 
believe the near-term mark-to-market of the portfolio is representative of its long-term 
compounding potential nor its below-average risk profile.

As we detailed in our last letter, what’s been “working” is generally not what we want to 
own. We have intentionally limited our exposure to energy and commodities (even though 
they can be great trading stocks over short-term periods), as they do not fit our process in 
terms of business quality and historical long-term value creation. What we do want to own 
are strong, undervalued businesses that are temporarily out of favor. Below is a summary 
of our thoughts on several investments, meant to give our investors a glimpse of what they 
own:
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The rest of the portfolio is filled 
with more of the same. These 
are businesses that allow us and 
our investors the ability to sleep 
at night…all-weather vehicles 
that can thrive in the toughest 
economic environments. The 
portfolio’s attractive absolute 
valuation of ~12 times FY2 (next 
unreported year) estimated 
earnings are approaching some 
of the cheapest valuations since 
inception. Given the current 
state of the global economy 
and an increasing list of 
macroeconomic risks, business 
quality, valuation, and balance 
sheet strength should prove 
to be ever-so-important in the 
years to follow.     

Wake of the War
The most notable economic 
fallout from the Ukraine war is 
a spike in inflation, with food 
and energy prices remaining 
elevated, among others. Group 
of Twenty (G20) economies’ 
inflation is expected to double 
from 3.8% in 2021 to 7.6% in 
2022, with the UK (8.8% from 
2.6%), Eurozone (7.0% from 2.6%), and the U.S. (7.0% from 4.7%) 
among the worst hit. Before the war, many of these countries were 
already experiencing the highest inflation rates they had seen 
in decades, thanks to trillions of dollars of money printing and 
quantitative easing (QE) in recent years, along with supply chain 
issues. Central banks waited far too long to start raising interest rates 
(some are still waiting) and may not find it easy to tame inflation. 
If they do not act quickly and decisively, they could find themselves 
in an inflation trap, where inflation becomes an entrenched part of 
daily life. This dynamic is weighing heavily on the global consumer, 
as real wages are under pressure (wage increases are not keeping up 
with inflation), and consumer confidence has fallen sharply. The low-
income demographic has been disproportionately impacted by these 
cost-of-living pressures.1 As illustrated in the OECD graph above,2 
economic growth expectations have fallen significantly in the wake 
of the war.

China, the world’s second largest economy and a key growth engine 
in recent decades, is not helping the cause. Misguided “zero-COVID” 
policies which consist of aggressive lockdowns, mass testing, and 
closed borders are stifling economic growth and complicating an 
already strained supply chain. Many economists expect China’s 
growth to contract this quarter, which would only be their second 
decline in 30 years. Full-year GDP growth is expected to fall to 
4%, half of last year’s 8.1% growth rate. China’s industrial output 
and consumer spending has declined to the worst levels since the 
pandemic. Unemployment is at the second highest rate on record, 
auto sales have collapsed, and the housing market has been in a 
major slump for nearly a year.3 This impact will be felt worldwide, 

1Mathias Cormann and Laurence Boone. “OECD Economic Outlook: The Price of War” Presentation. June 8, 2022. 
²https://www.oecd.org/economic-outlook/
³Edward White and Eleanor Olcott. “China’s middle-class angst.” Financial Times, June 26, 2022.
⁴Jason Douglas and David Harrison. “China’s Economic Slowdown Is Rippling All Around the World.” Wall Street Journal, May 12, 2022.
5Justin-Damien Guenette and Jeetendra Khadan. “The energy shock could sap global growth for years.” World Bank blog, June 22, 2022.
6Sarah McCarthy and Mark Diver. “Margin watch: Is the margin squeeze going to be much worse in Europe?” Bernstein research, June 6, 2022.

as described by the Wall Street Journal: “The country isn’t just 
a huge market for the rest of the world’s goods, components and 
raw materials, but it is the manufacturing dynamo at the center of 
global trade. That means its weakening economy is bad news for 
commodity exporters such as Brazil, Chile or Australia that supply 
China with oil, copper and iron ore. It is bad news for manufacturing 
powerhouses such as Germany, Taiwan and South Korea that rely on 
China as a huge market for machinery, cars and semiconductors, as 
well as a critical link in world-wide supply chains for their companies. 
And it is bad news for the U.S., where galloping inflation is squeezing 
household budgets.”4 While the “zero-COVID” growth headwind may 
be transient in nature, it is coming at a challenging time. 

Meanwhile in Europe, consumers are struggling with rising costs 
(globally crude oil prices increased 350% from April 2020 to April 
2022, the largest two-year increase since the 1970s5), the Ukraine 
war, and looming recession concerns. Eurozone inflation hit a record 
8.1% in May, while the UK reached a four-decade high of 9.1%.  
Interestingly, as Bernstein points out, “While core inflation [excluding 
food & energy] is higher in the U.S. vs. Europe, input cost inflation 
is much, much higher in Europe, 36.8% vs. 15.7%. A large gap 
between PPI (increase in cost to manufacturers) and CPI (increase in 
consumer prices) implies a large squeeze on margins. About half of 
the industries in Europe have reduced profit margin forecasts since 
the start of the year, however the vast majority of industries still have 
forecast margins which are higher than pre-pandemic levels.”6 We are 
closely watching this dynamic on a company-specific basis. Should 
a deeper margin squeeze come to fruition, we believe we will be 
well-positioned from a relative standpoint, given our focus on quality 
businesses with pricing power. When inflation eventually subsides, 
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there will be upside potential for European companies if they can 
close the margin gap versus U.S. peers (see chart below).   

In the UK, the Bank of England has been more proactive on the 
tightening front, hiking interest rates in five straight sessions pushing 
the benchmark rate to 1.25%. A strong case can be made for 
significantly more aggressive action. In addition to inflation that is 
now expected to peak at 11% in October, the UK is also dealing with 
fallout from Brexit (trade barriers, business investment, immigration, 
currency depreciation, etc.), which was always expected to inflict 
some near-term economic pain in exchange for structural, long-
term gains.7 As we discussed in the March shareholder letter, FMI’s 
UK businesses are durable and have dominant positions in their 
respective markets. 

Conversely, the European Central Bank (ECB) continues to drag its feet, 
with its first interest rate hike (and end of bond purchases) expected 
to finally start in July. The central bank needs to be thoughtful in its 
actions, as investors have priced risk more discerningly in recent 

7George Parker and Chris Giles. “The deafening silence over Brexit.” Financial Times, June 19, 2022.
8Source: Bloomberg.
9Source: Bloomberg. 
10Grant’s Interest Rate Observer.  Vol 40., No. 7. April 15, 2022. 
11Joyce Change, Jan Loeys, and others. “J.P. Morgan Perspectives: Goodbye to Negative Yields.” June 15, 2022.
12Grant’s Interest Rate Observer.  Vol 40., No. 7. April 15, 2022. 
13Source: Bloomberg.

months. Notably, Italian 10-year bond yields jumped to 4.2% in the 
quarter, the highest level since 2013. The Italian/German 10-year 
yield spread reached 2.4%, significantly above end-of-year levels 
(1.4%). Italy’s debt-to-GDP is projected to be over 150% at year-end, 
up from 127% a decade ago during the Eurozone Debt Crisis (see 
chart below), with a third of its debt maturing over the next four 
years. Greece’s debt is targeted to be 185% of GDP at year-end, up 
from 162% in 2012.8 While the ECB has put new tools in place to help 
avoid another crisis, the risk associated with Eurozone sovereign debt 
appears to be on the rise.    

An Island unto Itself
Unlike most international counterparts, the Bank of Japan (BOJ) is 
aggressively keeping its foot on the gas, continuing with ultra-loose 
monetary policies while insisting it is not the time to tighten. The 
BOJ recently renewed its pledge to buy as much government debt 
as needed to keep 10-year borrowing costs below 0.25%. Despite 
being the developed world’s most indebted country ($10.2 trillion, 
more than two times the size of the economy), fiscal and monetary 

discipline does not appear to be in the cards, 
even as inflation exceeds the BOJ’s 2% target 
(2.5% in May, highest since 2015).9 The BOJ’s 
QE program is the world’s most extreme. 
By mid-April, the BOJ had accumulated 
$4.2 trillion of Japanese Government 
Bonds, a remarkable 48% of the total bonds 
outstanding.10 Japan now accounts for 78% 
of the world’s remaining negative-yielding 
debt, a dubious honor.11 The BOJ continues 
to manipulate equity markets, as well, 
currently holding 80% of Japan’s domestic 
exchange-traded funds (ETFs), equal to 7% 
of the overall value of the Japanese stock 
market.12 Natural price discovery in Japan is 
highly challenged.

This is a dangerous game, with consequences 
that may not be fully understood for many 
years to follow. One immediate knock-
on effect: rapid currency depreciation. As 
illustrated in the chart on the following 
page, the Japanese Yen is the weakest 
it has been against the USD in 20 years, 
falling by approximately 25% over the past 
year alone.13 While this is welcome news 
for exporters and foreign travelers, it is 
squeezing companies that rely on imports 
and is raising costs for consumers through 
higher prices and decreased purchasing 
power. There are near-term implications for 
the FMI International portfolios as well, as 
we are underweight Japan (11.4% vs. MSCI 
EAFE at 22.2%). This has hurt our relative 
performance, as the Japanese market 
has outperformed this year. Given the long-
term challenges Japan is facing (subpar GDP 
growth, a shrinking and aging population, an 
unsustainable debt burden, etc.), we believe 
our cautious appetite in Japan will eventually 
be rewarded.   
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Opportunity Knocks
While it can be painful to see the 
portfolio down, it is far from out. 
As equity analysts, we live for these 
moments of dislocation. Fear and 
greed have a long history of making 
the majority of investors do the 
wrong thing at the wrong time (i.e. 
buying at the top, selling at the 
bottom). Dalbar studies show that 
the average investor performs much 
worse than the market over the long-
term. Today’s dynamic is no different. 
Quality businesses, including several 
of those that we own, have been sold 
indiscriminately, pushing prices far 
below our assessment of intrinsic 
value. We plan to take advantage of 
this herd behavior by leaning into the 
wind: upgrading the portfolio with a 
new investment (Sodexo), building up 
our smaller positions (Arch Capital, Greggs, Howden Joinery, and SAP),  reinforcing our core holdings that are under pressure (B&M, Booking, 
Roche, Safran, and Sony), while exiting some of our lower-conviction ideas (Secom, Bollore, and Millicom). We continue to investigate new 
opportunities every day and are working tirelessly to high-grade the portfolio. We are as enthusiastic about the roster of companies we own 
today as we have ever been.  

Thank you for your confidence in Fiduciary Management, Inc.






