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INVESTMENT STRATEGY OUTLOOK - SMALL CAP EQUITY
The FMI Small Cap strategy declined approximately 10.9% (gross)/11.1% (net) in the second calendar quarter compared to minus 17.20%
for the Russell 2000 and negative 15.28% for the Russell 2000 Value. Relative to the Russell 2000, sectors that detracted included Energy
Minerals, Utilities, and Consumer Non-Durables. Sectors that aided performance included Producer Manufacturing, Technology Services, and
Electronic Technology. Stocks that hurt the quarter’s results included Robert Half International Inc., The Howard Hughes Corp., and Dentsply
Sirona Inc. Equities that did well included Carlisle Cos. Inc., Genpact Ltd., and Plexus Corp. We do not believe most energy, commodity, and
utility companies fit the definition of a good, growing business even though from time to time they can be wonderful trading stocks. Our focus
remains on durable franchises that earn a return above their cost of capital, have modest financial leverage, and trade at a discount. It appears
that a highly speculative phase of the market is ending, and we are encouraged by what this might mean for the next several years.
Bear markets are horrible on one level, but truly exciting on another. It’s awful if losses sustained are likely to be permanent. Some speculative
equities have seen drops in the 60-90% range. In the aftermath, what do owners of these securities have? Speculative equities! There is cold
comfort in that, particularly if the balance sheets are thin. However, if businesses
are sound and the balance sheets are strong, bear markets are an opportunity
to buy or add to the stocks you love at a discount. These companies gain market
share and grow their advantages in tough times. For years, as markets traded in
the clouds, the refrain from us has been “attractive relative valuations,” but today,
the portfolio is loaded with excellent businesses trading at attractive absolute
valuations, many for less than 15 times FY2 (next unreported year) estimated
earnings. From top to bottom we believe we have one of the strongest line-ups
we’ve ever fielded. Yes, it is painful that quality and discounted valuations haven’t
held up a bit better, but it is a long game and we have not been this confident
about the future trajectory in years. Good managements of good businesses are
able to adjust to the environment. Nearby is a snapshot of our thoughts on a few
of these companies in the portfolio.
Nobody knows when the bear market will end or how deep it will cut. Historically,
down markets have lasted about 18 months and decline nearly 40%, as shown in
the accompanying table. But as you can see, the range of outcomes is quite wide.
Moreover, markets can rally repeatedly before the bear is finished. Investors
must look forward a few years and not let the volatility destroy perspective.
Why are we optimistic when so many things look grim? The last decade has been
driven by financial engineering stemming from artificially low interest rates.
Most managements spent their days dreaming about the next deal. Wall Street

did not care about return on capital or economic value add. CEOs
were concerned only about revenue growth or adjusted EBITDA1.
Abnormally low rates made mergers and acquisitions the preferred
“growth” pathway. Private equity sponsors took deal-making to a
new level of valuation and leverage. Every conceivable speculative
vehicle was put into play, including blank check companies (SPACs).
If interest rates return to a more normal range, and we appear to be
about halfway there, it puts much of this activity (certainly the most
egregious) in the rearview mirror. Companies can’t eke out a spread
when the cost of capital encroaches on the return on capital. Already
we have seen banks and hedge fund lenders pull back from funding
deals. Credit spreads have widened to approximately 600 basis points
versus 300 a few months ago.
We believe the next decade will see the renaissance of organic
investment. Companies will return to investing in people, plants, and
equipment in an effort to earn an attractive return above their cost
of capital, which obviously is now on some journey back to rational.
In our eyes, organic investment is significantly better for economic
growth than financial engineering. Contrary to popular belief, strong
economic growth (more goods & services) is not inflationary. Think of
it as the supply side of the supply/demand equation. The strongest
growth period in our country’s history (the 1800s) was accompanied
by low inflation. There have been many periods of strong economic
growth without inflation. Today’s inflation certainly has supply chain
and fiscal (stimulus) elements, but we believe the leading driver of
inflation has been the quantitative easing (QE) monetary policy. That
endeavor is now reversing, as the Fed sells securities (quantitative
tightening) and raises rates. While we are likely heading into some
sort of reactionary slowdown or recession, we are not overly
concerned about a deep or long lasting negative economic impact
from the higher rates that exist today. Why? Because of the simple
fact that the reciprocal did not drive a boom in the economy, for the
reasons stated above. The last decade plus has had the lowest interest
rates in recorded history yet some of the slowest growth since World
War II. It’s mistaken to believe low rates drive economic growth and
that higher rates will cause economic collapse. There is likely a wide

range, perhaps 3-7% on the ten-year Treasury (approximately 3%
today), where normal economic activity is possible and likely.
Employment is considered a lagging economic indicator, but as we
have pointed out in recent letters, the demand for labor seems
fairly solid. COVID has changed some of the dynamics of work,
and government involvement has distorted work incentives and
employment. This has yet to normalize, as evidenced by the fact that
we have 2.8 million fewer people working today than in February
of 2020, according to the U.S. Chamber of Commerce. There were
certainly some companies that staffed-up during COVID who are
now laying off employees. Lately, some of the speculative ventures
are having to resize their businesses. Overall, however, ten million
jobs are unfilled and there seems to be significantly more companies
looking for workers than laying them off. We harbor no illusions
about the ravages of inflation on both businesses and consumers,
and what that means for employment. Still, the tea leaves we are
reading suggest employment is hanging in there and it is tough to
have a poor economy if people are working.
Inflation has been on everyone’s lips, including ours, for the last
several quarters. The Fed is finally addressing the main culprits: QE
and rates. Congress and the executive branch also need to do their
part by getting the country’s fiscal house in order. Two decades of
profligate spending must end. A debt load of $30 trillion and over $2
trillion annually in deficits in the last two years is an abomination.
It reduces economic growth and fuels some of the inflation we are
seeing. In an earlier letter we mentioned the work Alliance Bernstein
did on supply chains’ impact on inflation (~1.5%). Our companies
are seeing some improvement in several supply chains, but it will
take many more quarters to normalize. David Rosenberg, a highly
regarded economist, recently published work suggesting the push
during COVID to purchase goods (many service businesses could
not operate) drove an unusual amount of inflation that is now in the
process of reversing. He estimates as much as 2.5% could come out
of the CPI as the economy moves back to a normal level of service
versus goods activity. Commodity prices have been falling recently,
with lumber down over 60%, copper off 26%,
and corn off 24%. Nearby is a chart of the
Bloomberg Commodity Spot Index. It feels like
the fever has broken on the inflation front.
That doesn’t mean 2% inflation, but within a
few quarters we may see significantly lower
than recent CPI prints.
The biggest disconnect we are seeing in the
market today involves earnings. Many stocks,
especially ones that are sensitive to the
economy, are getting hammered. Earnings for
most of these companies are good, so it would
appear the market is anticipating a significant
economic downturn. Could this cycle be more
of a Wall Street recession than a Main Street
one? So far it seems that way. Several of our
stocks have been hit even though the earnings
have been solid, the outlook seems fine, and
there is nothing to suggest the long-term is
compromised. Beacon Roofing Supply Inc.
and LCI Industries are poster children for this
phenomenon. While we expect some earnings

EBITDA is earnings before interest, taxes, depreciation, and amortization.
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erosion from a recession or slowdown, Beacon and
LCI both trade at 7.9 times FY2 earnings. Typically,
these companies trade at multiples that are 50%
higher. Our best guess for “the market” is that
we will indeed see earnings estimates come down
as the next few quarters unfold. The stock moves
suggest something darker than we anticipate and
regardless of the near-term outlook, we believe
the franchise values are significantly higher than
the stocks would suggest. It looks like an excellent
opportunity for investors with a long-term horizon.
Last quarter we showed you a five-year price to
earnings ratio chart for the market, showing the
stocks with the highest valuations performing the
best. We feel this is starting to change. Valuation
matters. Based on our estimates, the portfolio trades at attractive absolute levels and at a wide discount (~50%) to the market (see table
above).
Fortunes can change quickly. Recall at the end of 2020, investors and the press were lamenting Berkshire Hathaway Inc.’s performance
compared to the S&P 500. Berkshire Hathaway Inc. represented the old, Silicon Valley the new. At year-end 2020, Berkshire Hathaway Inc.’s
stock (total return) over the prior ten years had underperformed the S&P 500 by 78%. By March 31st of this year, the company’s ten-year
performance was 43% ahead of the S&P 500. Patience will be rewarded. We believe the next five-to-ten years will look a lot different than the
last five-to-ten years. Good companies at attractive valuations are great places to start.
Thank you for your confidence in Fiduciary Management, Inc.
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