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The intoxication with Artificial Intelligence (AI) related companies 
continued in 2025, in conjunction with a low-quality “junk” rally 
that added fuel to the fire. Investors who were willing to extend 
out along the risk curve were rewarded. The Russell 2000, S&P 
500, MSCI EAFE (Local/USD), and MSCI World gained 12.81%, 
17.88%, 20.60%/31.22%, and 21.09%, respectively. Many Wall 
Street strategists are now penciling in greater than 10% returns 
for the S&P 500 again in 2026, which would mark four consecutive 
years of double-digit returns for only the third time in history. It 
last occurred in the lead-up to the dot-com crash in the late 1990s, 
with an earlier iteration in the post-war period (1949-52). In the 
current cycle, record U.S. valuations have failed to put a damper 
on speculative behavior. Quite the opposite, in fact. 
 
Each of FMI’s portfolios have generated solid double-digit 
annual returns over the past 3 years, but as expected, have not 
kept pace with the broader indices given the backdrop. While 
FMI’s discipline on business quality, balance sheet strength, 
and valuation have served our clients well over our 45+ year 
history, these investment attributes have been shunned in the 
current climate. We underwrite calculated risks and remain true 
to our process. As the stock market exhibits increasing signs of 
a potential bubble, we continue to proceed with restraint and 
prudence. 

Junkyard Rally
Equity market index providers such as S&P, Russell, and MSCI 
each define “quality” businesses a bit differently. A variety of 
factors are used for classification, including return on equity 
(ROE), profitability, balance sheet leverage, earnings variability, 
and cash flow (i.e., accruals ratio). These are generally consistent 
with how FMI defines quality: businesses with sustainable 
competitive advantages and barriers to entry, return on 
invested capital (ROIC) above cost of capital, strong earnings 
quality (cash flow generation) and predictability, and a 
robust balance sheet. As illustrated in the chart on the top, 
high-quality has underperformed low-quality sharply in the 
U.S. in 2025 (per the downward sloping blue line), despite 
outperforming over the long run.   

Low-quality’s recent outperformance has been especially 
acute in the small cap universe, where companies that lose 
money, have a low ROE, do not have sales, or are high beta 
have dominated since the market bottomed on April 8,  
2025.  The Jefferies graphic on the bottom illustrates how 
each subset has performed versus the overall benchmark 
(Russell 2000, or RUT), which is eye opening. As depicted, 

small cap active managers have struggled to keep pace during this 
junk rally.  

Overseas, quality has been a meaningful laggard as well, with 
the MSCI EAFE Quality Index underperforming the MSCI EAFE 
by ~10% in both local FX and USD. According to Goldman Sachs, 
2025’s top performing themes in Europe were Defense (+89.9%), 
Rate Sensitive Financials (+72.1%), and EU Miners (+55.5%). FMI 
considers most of the constituents in these buckets to be at the 
low-end of the quality spectrum and thus has limited exposure.  

Dear Fellow Shareholders:
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For those with a value orientation, as we deploy at FMI, a 
tilt toward quality has worked quite well over the long-
term. The Leuthold Group tracks “Quality Value” (cheap 
stocks that also rank high on quality metrics) versus other 
gradients of value: “Value” (cheap stocks) and “Junky Value” 
(cheap stocks that rank low on quality metrics).1 Despite 
the recent headwinds, Quality Value’s long-term relative 
outperformance is unmistakable,  as illustrated on the right. 
 
So why does Quality Value work? 

•	 Good businesses with sound balance sheets are better 
equipped to navigate difficult times.

•	 Earning a ROIC above cost of capital creates economic 
value; reinvesting at high incremental returns builds a 
powerful compounding effect.

•	 Investing in businesses with organic growth helps to 
avoid value traps (i.e. secular decline).

•	 Buying out-of-favor businesses at a discount to intrinsic 
value creates a margin of safety.

•	 Strong balance sheets allow for self-financing, avoiding 
expensive debt and equity issuance.

•	 Weak balance sheets can lead to insolvency or 
bankruptcy in distressed situations.

Given all of the above factors, Quality Value tends to offer superior 
downside protection during market downturns. Ultimately, 
buying advantaged businesses at discount valuations is a winning 
formula. Rallies like we are witnessing today are typically short-
lived. 

AI: Short Circuit?
The impact AI has had on global stock markets and economic 
growth is simply staggering. JPMorgan (JPM) has identified 42 
AI-related stocks in the S&P 500, which today represent 45% of 
the index’s market cap. They estimate that these stocks have 
accounted for 78% of S&P 500 returns, 66% of earnings growth, 
and 71% of capital spending growth since ChatGPT launched in 
November 2022. Let that sink in…the narrow concentration over 

1Leuthold classification: Value = cheapest quintile. Quality Value = cheapest quintile stocks that are also in the top two quintiles of their quality rank-
ings. Junky Value = cheapest quintile stocks that are also in the bottom three quintiles of their quality rankings.

the last three years is astounding. Keeping up with the S&P 500 
without leaning heavily into AI has been a virtual impossibility, 
per the table below. Excluding these 42 AI-related companies, the 
S&P 500 would have underperformed Europe, Japan, and China 
over the period.          

Mega cap technology companies dominate the MSCI World 
Index as well, accounting for 9 of the top 10 holdings (all are U.S. 
companies). The High-Tech Strategist points out that “The U.S. 
accounts for just 4% of the world’s population and 24% of world 
GDP, yet these [top] 10 stocks account for 28.3% of the total MSCI 
World Index weighting. The total weighting of all U.S. stocks comes 
to 72.7% of the index. NVIDIA alone accounts for 6% of the index 
weight, more than all Japan’s stocks (5.5%). In country weights, 
Japan is second to the U.S.” This can be attributed to unwavering 
enthusiasm for just about anything that touches AI. 

As it relates to the impact on the U.S. economy, JPM estimates tech 
sector capital spending contributed 40%-45% of U.S. GDP growth 
through the first 9 months of the year, up from less than 5% during 
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the same period in 2023. As JPM depicts 
to the right, tech capex in 2025 dwarfs 
every major historical U.S. infrastructure 
project as a percentage of GDP. Well-
known economist David Rosenberg pegs 
the AI impact on the economy as even 
greater, writing that “100% of the [1H25] 
GDP growth has come from the 8% chunk 
of the economy linked to the AI boom … 
the other 92% is completely flat.” This 
is consistent with the weakness we are 
seeing elsewhere in the economy (i.e., 
employment, housing, manufacturing, 
construction, transportation). There are 
clearly cracks beneath the surface, with 
underlying economic growth much less 
robust than it appears.  

As we wrote in our last letter, we see tremendous long-term 
potential for AI, but question whether the enormous amount of 
capital being spent will generate attractive returns and over what 
time frame. The numbers thrown around continue to mystify. 
OpenAI, for example, is looking to spend $1.4 trillion on AI 
infrastructure by 2033. The company, however, is only generating 
~$20 billion in revenue, is unprofitable, burning cash, and 
completely dependent upon external financing. The math does 
not add up. OpenAI’s well-documented “circular” funding with its 
business partners (NVIDIA, Microsoft, among others) is additional 
cause for concern. 

Moreover, the top five hyperscalers2  are expected to spend over 
$500 billion on capex this year alone. The capital intensity of these 
businesses has sky-rocketed, with capex-to-revenue expected 
to reach 29% in aggregate in 2026. By way of comparison, well-
known industrial company Caterpillar has a historical capex-to-
revenue of ~5%. One of the most capital-intensive industries 

2Amazon, Microsoft, Alphabet, Meta, and Oracle

in the world is railroads, where Union Pacific has a comparable 
metric of around 14%. As illustrated below, capital intensity 
has not historically been well regarded by the stock market, 
with asset-light businesses increasingly outperforming over the 
last 30 years. Eventually, revenue will also need to follow. Bain 
Capital estimates AI companies will have to generate a whopping 
$2 trillion in combined revenue by 2030 to fund the computing 
power needed to meet expected demand, but are likely to fall 
short by around $800 billion. Something will have to give.

As we learned in the 2000 tech bubble, a ground-breaking 
technology (internet) can prove to be everything that was 
expected and more, but that may not be enough to mitigate 
the downside risks. Greenlight Capital’s David Einhorn opines, 
“Reflecting upon the internet bubble with the benefit of hindsight, 
whoever was the most bullish about the internet in the year 2000 
was still not bullish enough. At the turn of the century, we had 
no smart phones, no tablets, no Wi-Fi, no Google, no Facebook, 
no TikTok, no cloud, and no video streaming. The internet has 

become much more important than even the biggest 
optimists believed.” Importantly, that did not stop the 
Nasdaq index from falling 77% from its peak and 200 
companies from going bankrupt. 

If the AI stars do not carefully align, we could be in 
for a rough ride in the years ahead, with downside 
protection of paramount importance. In the meantime, 
we follow our DNA: buy strong companies that make 
money, avoid stressed balance sheets, stay disciplined 
on valuation, and keep it simple. While the market is 
less interested in our types of stories today, we view 
that as a historical anomaly. We will stay the course 
with confidence that better days lie ahead.          

----

Despite the challenging backdrop, we continue to find 
attractive investment opportunities. The following are 
a few stock examples where we are currently finding 
value: 
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Hayward Holdings Inc. (HAYW) – Small Cap
Hayward Holdings is a leading global pool equipment 
manufacturer, primarily serving the residential pool market. North 
America accounts for 85% of sales and over 90% of profits. Product 
categories include Pumps, Automation and Sanitization, Heaters, 
Filters, Lighting and Water Features, and Cleaners. The company 
estimates that 80% of total sales come from their existing installed 
base of pools (50% repair and replacement), making the business 
relatively resilient to economic cycles. Hayward also exhibits 
strong pricing power as equipment purchase decisions are typically 
made by pool service professionals, who are less sensitive to price 
than the end customer. Pool service professionals also tend to be 
risk averse and primarily purchase equipment from the leading 
players in the industry. These dynamics lead to high margins and 
ROIC. The pool industry went through a period of supercharged 
growth in the early parts of Covid, which gave way to a period of 
extremely weak end-market demand, exacerbated by destocking 
in the distribution channel. The industry has since stabilized 
but is still experiencing lackluster demand for newly built and 
remodeled pools. We believe that over time, the discretionary 
sides of the business should recover. In the meantime, Hayward 
should be able to continue raising prices and growing volumes 
within the installed base of pools. They have a solid balance sheet, 
strong management team, and reasonable valuation multiple, 
particularly given their depressed earnings. 

Accenture PLC Cl A (ACN) – Large Cap/All Cap/Global
Accenture is the world’s leading IT consultant, with advantages 
stemming from their depth and breadth across products, 
geographies, and industries. Their revenue is split roughly in half 
between IT consulting and managed services. Over the last four 
years, Accenture’s valuation has roughly halved. They’ve faced 
headwinds in IT spending and suffered from the perception that 
they are an AI loser. We believe that AI will cause deflationary 
pressure in parts of their business, but that it will be more 
than offset by the work required for enterprises to adopt AI. 
This is recently evidenced by partnerships with OpenAI and 

Anthropic. The AI supplier landscape is increasingly fragmented, 
and corporate customers need significant help adopting these 
technologies at scale. We believe this will drive AI suppliers and 
customers into Accenture’s arms. The current cyclical pressures 
are being attributed to structural issues, which we believe is 
incorrect, creating an attractive long-term set-up. 

Smiths Group PLC (SMIN LN) – International
Smiths is making tangible progress in its transition toward a more 
focused, higher-performing portfolio of industrial technology 
businesses. The Medical segment was divested in January 
2022, with the exits of Interconnect and Detection expected to 
be complete in 2026. In parallel, management has simplified 
the operating structure and driven meaningful cost and capital 
efficiency improvements. The pro forma company (John Crane 
and Flex-Tek) is positioned for structurally higher growth, margins, 
and returns than the legacy conglomerate, underpinned by 
more concentrated exposure to flow-management and thermal-
solutions markets, a high proportion of recurring revenue, and 
an active operational-excellence agenda. Their improved growth 
and profitability profile is complemented by a pristine balance 
sheet and substantial shareholder returns. While the shares have 
performed well recently, Smiths continues to trade at a modest 
valuation relative to its fundamental outlook and at a discount to 
its estimated break-up value.

----

Consistent with our succession plan, we are pleased to announce 
that Ben Karek has been elevated to Director of Research. Ben 
is an exceptional leader and has done an outstanding job during 
his 7+ years as a Research Analyst and a member of our Portfolio 
Management Committee (PMC). We are excited to see what Ben 
will achieve in his new role.    

----

Thank you for your continued support of the FMI Funds. 
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Disclosure Information

Performance data quoted represents past performance; past performance does not guarantee future results.  
Investment return and principal value of an investment will fluctuate so that an investor’s shares, when redeemed, 
may be worth more or less than their original cost. Current performance of a Fund may be lower or higher than the 
performance quoted. Performance data current to the most recent month end may be obtained by visiting  
www.fmifunds.com or by calling 1-800-811-5311. The returns do not reflect the deduction of taxes that a 
shareholder would pay on Fund distributions or the redemption of Fund shares.

Securities named in the Letters to Shareholders, but not listed in the Schedules of Investments are not held in the 
Funds as of the date of this disclosure. Portfolio holdings are subject to change without notice and are not intended 
as recommendations of individual securities. The referenced securities are owned by the Funds on December 31, 
2025 as follows:

FMI Common Stock Fund – Hayward Holdings Inc. – 3.8%
FMI Large Cap and Global Funds – Accenture PLC – 3.8% and 3.3% respectively
FMI International Fund and International Fund II – Smiths Group PLC – 2.9% and 2.8% respectively.

This report is not authorized for use as an offer of sale or a solicitation of an offer to buy shares of the Funds unless 
accompanied or preceded by the Funds’ current prospectus.

Annual operating expenses for FMIMX, FMIUX, FMIHX, FMIQX, FMIJX, FMIYX, FMIFX, and FMIGX as of the 
Prospectus dated 1/31/25 are as follows: 0.98%, 0.85%, 0.84%, 0.70%, 0.94%, 0.80%, 0.90%* and 0.90%*, 
respectively.

*Note that the annual operating expenses for FMIFX and FMIGX are 1.12% and 1.09% respectively, before the 
investment adviser’s voluntary reimbursement such that the annual operating expenses do not exceed 0.90% for 
each, which will continue at least through January 31, 2026.

Risks associated with investing in the Funds are as follows: 

FMI Large Cap Fund: Stock Market Risk, Medium and Large Capitalization Companies Risks, Value Investing Risk, 
Foreign Securities Risk (fluctuation of currency, different financial standards, and political instability), Liquidity 
Risk, and Tax Law Change Risk.

FMI Common Stock Fund: Stock Market Risk, Medium and Small Capitalization Companies Risks (which includes 
the potential for greater volatility and less financial resources than Large-Cap Companies), Value Investing Risk, 
Foreign Securities Risk (fluctuation of currency, different financial standards, and political instability), Liquidity 
Risk, and Tax Law Change Risk.

FMI International Fund: Stock Market Risk, Value Investing Risk, Foreign Securities Risk (fluctuation of currency, 
different financial standards, and political instability), Geographic Concentration Risk, Currency Hedging Risk, 
Large Capitalization Companies Risk, Liquidity Risk, and Tax Law Change Risk.

FMI International Fund II – Currency Unhedged: Stock Market Risk, Value Investing Risk, Foreign Securities Risk 
(fluctuation of currency, different financial standards, and political instability), Geographic Concentration Risk, 
Large Capitalization Companies Risk, Liquidity Risk, and Tax Law Change Risk.

FMI Global Fund: Stock Market Risk, Value Investing Risk, Foreign Securities Risk (fluctuation of currency, 
different financial standards, and political instability), Emerging Market Risk, Geographic Concentration Risk, 
Large Capitalization Companies Risk, Liquidity Risk, New Fund Risk, RIC Qualification Risk and Tax Law Change 
Risk.
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For details regarding these risks, please refer to the Funds’ Summary or Statutory Prospectuses dated January 31, 
2025.

The Funds does not directly invest in Bitcoin or other cryptocurrencies. Bitcoin and other cryptocurrencies are a 
relatively new asset class and are subject to unique and substantial risks.

The Standard and Poor’s 500 Index (S&P 500) consists of 500 selected common stocks, most of which are listed 
on the New York Stock Exchange.  The S&P’s Ratings Group designates the stocks to be included in the Index on a 
statistical basis.  A particular stock’s weighting in the Index is based on its relative total market value (i.e., its market 
price per share times the number of shares outstanding).  Stocks may be added or deleted from the Index from 
time to time. 

The Russell 2000 Index measures the performance of the 2,000 smallest companies in the Russell 3000 Index. The 
Russell 2000 Value Index includes equities that exhibit value characteristics and the Russell 2000 Growth Index 
includes equities that exhibit growth characteristics.

The MSCI EAFE Index (Europe, Australasia, Far East) is a free float-adjusted market capitalization index that is 
designed to measure the equity market performance of developed markets, excluding the U.S. and Canada.  The 
MSCI EAFE Index consists of the following 21 developed market country indices: Australia, Austria, Belgium, 
Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, 
Portugal, Singapore, Spain, Sweden, Switzerland and the United Kingdom.  Index results are inclusive of dividends 
and net of foreign withholding taxes.  The reported figures include reinvestment of dividends and capital gains 
distributions and do not reflect any fees or expenses.

The MSCI World Index is a free-float adjusted market capitalization index that measures large and mid-cap 
performance of developed market countries which include Australia, Austria, Belgium, Canada, Denmark, Finland, 
France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, Netherlands, New Zealand, Norway, Portugal, Singapore, 
Spain, Sweden, Switzerland, the UK and the US. With 1,395 constituents, the index covers approximately 85% of the 
free float-adjusted market capitalization in each country.

MSCI EAFE is a service mark of MSCI Barra.

All indices are unmanaged. These indices are used herein for comparative purposes in accordance with the 
Securities and Exchange Commission regulations. It is not possible to invest directly into an index.

GLOSSARY

Accruals Ratio measures the proportion of a company’s earnings that are derived from non-cash sources, indicating 
the quality and sustainability of its earnings.

Capex – Capital Expenditures are the funds companies allocate to acquire, upgrade, and maintain essential physical 
assets like property, technology, or equipment, crucial for expanding operational capacity and securing long-term 
economic benefits.

Cost of Capital from the perspective of an investor, is an assessment of the return that can be expected from the 
acquisition of stock shares or any other investment.

Intrinsic Value refers to the innate or fundamental features of an asset, as opposed to the fluctuating price 
assigned by traders in the market. In financial analysis, intrinsic value is the underlying value of a company or stock, 
based on its cash flows.
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GDP - Gross Domestic Product is the monetary value of all finished goods and services produced within a country’s 
borders in a specific time period.

ROE – Return on Equity  is a measure of financial performance calculated by dividing net income by shareholders’ 
equity. Because shareholders’ equity is equal to a company’s assets minus its debt, ROE is considered the return 
on net assets.  ROE is considered a gauge of a corporation’s profitability and how efficient it is in generating profits. 
The higher the ROE, the more efficient a company’s management is at generating income and growth from its 
equity financing.

ROIC - Return on Invested Capital is a calculation used to assess a company’s efficiency at allocating the capital 
under its control to profitable investments. The return on invested capital measure gives a sense of how well a 
company is using its money to generate returns.

Reference definitions found at Investopedia.com 

Distributed by Foreside Financial Services, LLC, Three Canal Plaza, Suite 100, Portland, ME 04101


