
 

 

 
 
 
 
 
 
 
 
 
 

 

 
 

July 2022 
 

 
Dear Fellow Investor, 
 
The table below shows the performance of the Fundsmith Equity Fund  
– a sub fund of the Fundsmith Sicav (‘Fund’ or ‘Sicav’) and other 
comparators during the first half of 2022 and since inception. Please 
note the differing start dates for the various share classes, noted 
below the table. 

 
% Total Return 1st Jan to Inception to 30th June 2022  
           30th Jun 2022 Cumulative Annualised  

     
Fundsmith Equity Fund EUR T Class 1 -18.5 +391.5 +16.1   
MSCI World Index €2  -13.5 +248.8 +12.4  
European Bonds 3   -22.8 +62.2 +4.6 
Cash4   -0.3 -1.6 -0.2 
 
Fundsmith Equity Fund CHF I Class 1 -21.2 +252.5 +13.1 
MSCI World Index CHF2  -16.6 +164.0 +9.9 
 
Fundsmith Equity Fund USD I Class 1 -25.0 +188.3 +12.1 
MSCI World Index USD2  -20.5 +111.1 +8.4 
 
Fundsmith Equity Fund GBP I Class 1 -16.5 +235.3 +15.9 
MSCI World Index GBP2  -11.3 +147.8 +11.7 
 

 

1 Accumulation Shares, net of fees, priced at 13:00 CET, launch dates, EUR T: 2.11.11, CHF I: 5.4.12, USD I: 
13.3.13, GBP I: 15.4.14, source: Bloomberg. NB Prior to March 2019 performance relates to Fundsmith Equity 
Fund Feeder 
2 MSCI World Index priced at close of business US time, source: www.msci.com 
3 Bloomberg/EFFAS Bond Indices Euro Govt 10 yr., source: Bloomberg 
4 € Interest Rate, source: Bloomberg 

The Fund is not managed with reference to any benchmark, the above comparators are provided for information 
purposes only. 

 
Given we do not hedge currency exposure, the main difference in 
performance between the currency share classes is the relative 
currency movements in the year. The relative performance compared 
to the MSCI World Index is therefore similar and shows the Fund 
underperformed in the first half of 2022.  



 

 

   

The cause of the downturn in global equity markets is obvious — the 
upsurge in inflation and the consequent need to raise interest rates 
and risk a recession. A combination of surging inflation and looming 
recession reminds me of the quote from soccer manager Tommy 
Docherty, ‘When one door closes, another slams in your face.’ 
 
If a recession ensues but inflation persists we will not have seen 
conditions of this sort since the 1970s when the term ‘stagflation’ was 
coined. My first full year in work was 1974 when inflation in the UK, as 
measured by the CPI, was 24.24%. In an example of history not 
repeating itself but rhyming, as Mark Twain observed, the 1970s 
inflation was boosted by the Arab oil embargo which followed the Yom 
Kippur War. On this occasion we have a similar effect from the 
Russian invasion of Ukraine.  
 
I have no insight into how severe or persistent the rise in interest rates 
will need to be to quell inflation, but I am not optimistic. Interest rates 
as a tool to combat inflation are a blunt instrument at the best of times 
and I suspect more so in this instance where the inflation has not been 
caused by demand exceeding supply during an economic boom.  
 
In a recent interview former Bank of England Governor Lord King of 
Lothbury observed that today’s inflation was sparked by a 
misdiagnosis of the problem at the height of the Covid pandemic back 
in March 2020.  Attempts were made to stimulate demand by further 
Quantitative Easing when the issue was not weak demand but the lack 
of supply, with disruption in supply of energy and its derivative 
products like fertilizers and plastics, metals, glass, agricultural 
commodities like palm oil and essential components like microchips, 
and even the supply of labour with the Great Resignation and an 
inability for migrant labour to travel.  
 
Raising interest rates is now a necessity. This will eventually quell 
demand. It may take a while to become effective because consumers 
were quite liquid given the lack of certain types of spending 
opportunities during the pandemic. However, higher interest rates will 
do nothing to correct the continuing supply problems in commodities, 
semiconductors and just about everything else so it may also take 
some time and high interest rates for demand to become depressed 
enough for the supply to exceed it and so start to moderate price 
inflation. 
 
Fortunately, we do not invest on the basis of our prognostications 
about macroeconomics but it is not a matter of speculation that we 
now have inflation. Inflation, rising interest rates and an increasingly 
likely recession have two obvious effects on equity investments; 



 

 

fundamental effects and valuation effects. I will try to address each of 
these in turn as I review the performance of some of our holdings. 
 
Inflation causes an increase in the cost of the ingredients, components 
and other inputs which constitute companies’ Cost of Goods Sold 
(‘COGS’). The best defence against this inflation is a high gross 
margin — the difference between sales revenues and COGS. On 
average last year the companies in our portfolio had a gross margin 
of 60% compared with about 40% for the average large, listed 
company. Our companies make things for £4 and sell them for £10 
whereas the average company makes things for £6 and sells them for 
£10. A 10% rise in the COGS clearly has much less effect on the 
profitability of the companies in our portfolio than the average. 
Moreover, if they want to compensate for say a 10% rise in COGS, 
our portfolio companies can achieve this with a much smaller price 
rise than the average company. The effect on COGS is not the only 
effect of inflation but it is clear that the high and sustainable gross 
profit margins of our companies provide a robust first line of defence. 
 
An illustration of the problems of low gross margins was recently 
supplied by the US retailer Target — a stock we would never own — 
in its first quarter results. Gross margin contracted from 30.0% in the 
same quarter last year to 25.7% — a fall of 4.3 percentage points — 
driven largely by inventory impairments, lower than expected sales in 
discretionary categories as well as higher costs related to freight, 
supply chain disruptions and increased compensation and headcount 
in distribution centres. The operating margin fell from 9.8% in the prior 
year quarter to 5.3% — so by a similar 4.5 percentage points. 
Operating profit declined 43%. The combination of low gross margins 
and high fixed costs is dangerous and we seek to avoid it. 
 
It may seem little source of comfort at the moment but our companies 
continued to deliver decent underlying business performance in the 
first half of 2022. Last reported portfolio weighted average free cash 
flow per share ended June 2022 4% higher than in December 2021, 
equivalent to annualised growth of about 8%. Long-term readers of 
these letters will recognise this as not far off the historic average. 
  
Revenue growth was strong, bordering on very strong at some of our 
companies. Results reported in the first half of 2022 showed two-year 
top line growth — which we look at in attempt to avoid confusion 
caused by the gyrations during the pandemic — of 48% at Adobe, 
66% at Alphabet, 51% at Brown-Forman, 79% at Intuit, 40% at 
Microsoft, 39% at PayPal and 47% at Waters.  
 
If these were our privately owned family businesses we would still for 
the most part be applauding the growth they had delivered in much 
the same way as we were six months ago, albeit we might well be 



 

 

concerned about their ability to replicate this performance over the 
next couple of years.  
 
It is too early in the development of this inflationary economic cycle to 
be sanguine about this and the next few quarterly earnings seasons 
are unlikely to be overly exciting. Nonetheless, the structure of our 
companies’ profitability gives us considerable comfort. Nor do we feel 
that they are likely to be in the forefront of collapsing top line revenue 
growth in a recession given that we primarily invest in three sectors: 
consumer staples, albeit with some consumer discretionary, 
healthcare and technology. It seems likely that they will fare better in 
a recession than other sectors for which demand is more cyclical, fixed 
assets and costs are higher and profitability and cash generation are 
lower.  
 
From a fundamental perspective, which is what we seek to focus on, 
we are therefore confident that our portfolio companies will perform 
relatively well over an inflationary and recessionary cycle. But sadly 
our investments are not our privately owned family businesses where 
we can focus on the fundamental performance and not worry about 
the stock market. 
 
It is axiomatic that in a period of rising interest rates, long dated assets 
will fare worse than short-dated ones. This applies not only to bonds 
but also to equities. The share prices of more highly rated equities 
which are in effect discounting profits or cash flows further into the 
future by being rated on higher PEs tend to be more affected by rising 
interest rates than lowly rated so-called value stocks. 
 
Our portfolio is not exempt from this effect. Broadly speaking, the 
stocks that have suffered most from rising interest rates so far were 
those that started the year the most highly rated and were thus most 
impacted by the rising discount rate. 
 
The five biggest detractors from our Fund’s performance during the 
period were: 
 
PayPal  -2.6% 
Meta Platforms -2.1% 
IDEXX  -1.9% 
Intuit   -1.4% 
Microsoft   -1.2% 
 
Of these, PayPal and maybe Intuit, exacerbated their situation with 
self-inflicted wounds that negatively impacted their underlying 
performance. IDEXX and Microsoft really didn’t see any slowdown at 
all.    
 



 

 

Did we miss out by not owning more lowly-rated ‘value’ stocks during 
this period? Not much. The much talked about ‘rotation’ from ‘growth’ 
to ‘value’ stocks during the first half of 2022 was rather underwhelming 
from the perspective of the latter. In the US, the S&P Value Index did 
indeed significantly outperform its S&P Growth counterpart and the 
NASDAQ but this outperformance took the form of a 12% fall for the 
S&P Value Index versus a 28% decline for the S&P Growth Index and 
a 30% decline in the NASDAQ. Falling less than others when times 
are tough has obvious merit but still isn’t a sufficient payback for the 
long preceding wait during which value stocks underperformed 
massively. 
 
For the most part, not owning the sectors we have frequently said we 
will never own didn’t do us any harm during the first half of 2022. In 
the US the S&P Banks Index for example was down 25% during the 
six-month period and the S&P Airlines Index was down 22% 
notwithstanding the sharp pick-up in travel demand. Even the S&P 
Metals & Mining Index fell in absolute terms, albeit by much less than 
the market. The one sector in the ‘we’ll never own’ category that did 
cost us by our absence was energy. In the US, the S&P Energy Index 
increased 29% in the first half while in the UK, BP shares rose 17% 
and Shell 34%. For those regretting the absence of energy stocks 
from our portfolio, these increases have only taken the S&P Energy 
Index back to a level it first reached in 2008 or the two UK stocks 
reached in the 1990s. 
 
To try to get some objectivity into where we are now on valuation, the 
free cash flow (‘FCF’) yield on the portfolio, which had ended 2021 at 
2.7%, increased to 3.6% at the end of June 2022. This means that in 
the space of six months, the valuation of the portfolio has declined all 
the way back to where it was at the end of 2017. We have cautioned 
in the past that a rising fund price caused in part by rising valuations 
is nice but also worrying because it is finite and reversible, but that 
again is not much of a source of comfort when this is shown to be the 
case. 
 
Moreover, the rotation from ‘growth’ to ‘value’ has also led to a 
situation where the narrative of the ‘highly-rated tech sector’ has been 
turned on its head. The median FCF yield on the 78 technology stocks 
in the S&P 500 Index is 4.6% and the mean is actually 5.2%. 
Conversely the equivalent numbers for the 36 stocks in the consumer 
staples sector are 3.8% and 4.6%. The technology stocks in the S&P 
500 are actually now more lowly-rated than consumer staples.  
 
The reason why the aforementioned ‘narrative’ exists is because of 
the large number of tech stocks which had or still have two or more of 
the following characteristics — giant market values, little or no 
revenue or profits, well publicised 2020 or 2021 IPOs, and charismatic 



 

 

CEOs. Probably the best-known investor for these types of stock has 
been ARK Investment Management, notably in the form of the ARK 
Innovation ETF. Bloomberg suggests that the forward price-to-
earnings ratios for this ETF’s top 10 holdings are in seven cases ‘N/A’, 
i.e., there are no earnings, and in the other three cases average 53x.  
 
Conversely the price-to-earnings ratio on most of the stocks in our 
portfolio that could loosely be described as ‘tech’ — Microsoft, Adobe, 
Alphabet, Visa, ADP, Intuit, PayPal and Meta — averages 24x, 
Amazon is the only outlier. It is worth bearing these contrasting 
valuations in mind when people lump the whole technology sector 
together.  
 
What did well for us in the first six months of 2022? It is tempting to 
observe ‘not a lot’ but here are the five biggest positive contributors to 
performance: 
 
Philip Morris +0.6% 
Novo Nordisk +0.3% 
Brown-Forman +0.2% 
PepsiCo +0.2% 
Johnson & Johnson +0.1% 
 
Novo Nordisk discovered that a drug it had developed for diabetics 
was also the world’s first really effective weight loss drug. The 
potential market for this product, branded Wegovy, is vast. Philip 
Morris International meanwhile benefited from its low rating, the 
perceived defensive nature of tobacco and latterly an attractive-
looking agreement to purchase Swedish Match to create the 
undoubted leader in smokeless tobacco products and nicotine 
pouches. Despite this outperformance, Philip Morris International still 
ended the quarter as our second most lowly-rated stock. The title for 
the lowest-rated belongs to Meta Platforms. Meta’s stock now trades 
on a FCF yield of 8.7%. At this level it is either cheap or a so-called 
value trap. We will let you know which when we find out, but we are 
inclined to believe it is the former. 
 
Our portfolio turnover in the first half was 1.1%. Voluntary dealing 
(dealing not caused by redemptions or subscriptions) cost €432,147 
during the half year (0.005% or a half of a basis point). The Ongoing 
Charges Figure for the T Class Euro Accumulation shares was 1.09% 
and with the cost of all dealing added, the Total Cost of Investment 
was 1.11%.  
 
The first half of 2022 marked the end, for the time being, of a long 
period during which the shares in our companies benefited not only 
from their underlying business performance but also from falling 
interest rates and thus rising valuations. Not only did this tailwind 



 

 

disappear but a significant headwind materialised in short order in the 
form of rising interest rates combined with fears about the impact of 
inflation and a possible recession. 
 
We claim no insight into how far the headwind to valuations caused 
by rising interest rates will go, but we are confident that the companies 
in our portfolio will survive and prosper relatively well in such an 
environment. This has been and will continue to be our primary focus. 
If we get that right then our Fund will emerge with the intrinsic value 
of its investments maintained or enhanced. Sooner or later share 
prices reflect fundamentals, not the other way around.  
 
In inflationary periods, an acronym which is sometimes used to 
describe the investment options is TINA — There Is No Alternative. It 
refers to the concept that equities will be the least poorly performing 
sector in such conditions because of the ability of at least some 
companies to continue to grow revenues in real terms and generate 
real returns on capital above the rate of inflation. 
 
Bonds with fixed interest coupons are certainly not the place to be in 
these conditions. Real estate may provide some safety but it is a 
notoriously local market with poor liquidity and high frictional trading 
costs. Commodities have had a day in the sun at the start of this 
inflationary cycle and this may continue, or not. But there is no 
inherent return on commodities — no interest coupon, dividends or 
profits reinvested. Investing in them is pure Greater Fool Theory — 
you can only make money by selling them to someone willing to pay 
more than you did. I have no confidence in my ability to accomplish 
that. All of which may point to the fact that There Is No Alternative to 
equities even though they have performed poorly so far this year. 
 
However, even if you accept that, it may be tempting to sell equities 
and go into cash as this may enable you to avoid further falls in the 
equity market. Timing is of the essence in doing this and if you haven’t 
done it already I think we can safely say you missed the top. Getting 
the other side of the trade roughly right will almost certainly mean 
buying back into equities when economic conditions are at their most 
bleak. This is a skill which few, if any, possess. Meanwhile, time spent 
in cash whilst waiting is hardly a good bolt hole from inflation. 
 
Finally, even if you accept the logic of the TINA mantra, maybe 
equities of the sort in our portfolio are still not the best place to be for 
a while. This is really a subset of the market timing approach: Sell 
quality equities, buy lowly-rated ‘value’ stocks and then reverse this 
when the time is right. I wish you luck if you intend to pursue this 
approach not least because I am fairly sure how lowly-rated stocks, 
most of which are heavily cyclical, have low profit margins and returns 
on capital, will fare in a recession. 



 

 

 
We meanwhile will continue to do what we set out to do. Which is to 
assemble a portfolio of high-quality companies and hold onto them so 
that their inherent ability to compound in value will determine how we 
perform over the long term, not the vagaries of the market. I hope to 
see you on the other side. 
 
Yours sincerely, 
 

 
 
Terry Smith 
 
Disclaimer: A Key Investor Information Document and an English language 
prospectus for the Fundsmith Equity Fund (Sicav) are available via the Fundsmith 
website or on request and investors should consult these documents before 
purchasing shares in the fund. Past performance is not necessarily a guide to 
future performance. The value of investments and the income from them may fall 
as well as rise and be affected by changes in exchange rates, and you may not get 
back the amount of your original investment. Fundsmith LLP does not offer 
investment advice or make any recommendations regarding the suitability of its 
product. This document is communicated by Fundsmith LLP which is authorised 
and regulated by the Financial Conduct Authority. 
 
Fundsmith Equity Fund (Sicav), which is the subject of this document, does not 
relate to a collective investment scheme which is authorised under section 286 of 
the Securities and Futures Act, Chapter 289 of Singapore (the “SFA”) or 
Recognised under section 287 of the SFA. This document has not been registered 
as a prospectus with the Monetary Authority of Singapore (the “MAS”). 
Accordingly, this document and any other document or material in connection with 
the offer or sale, or invitation for subscription or purchase, of units in the Fund may 
not be circulated or distributed, nor may units be offered or sold, or be made the 
subject of an invitation for subscription or purchase, whether directly or indirectly, 
to persons in Singapore other than 1.To an institutional investor under section 304 
of the SFA; or 2.To a relevant person pursuant to section 305(1) of the SFA or any 
person pursuant to section 305(2) of the SFA (and such distribution is in 
accordance with the conditions specified in section 305 of the SFA); or 3.Otherwise 
pursuant to, and in accordance with the conditions of, any other applicable 
provision of the SFA. In particular, for investment fund that are not authorised or 
recognised by the MAS, units in such funds are not allowed to be offered to the 
retail public. This document and any other document or material issued in 
connection with the offer or sale is not a prospectus as defined in the SFA. 
Accordingly, statutory liability under the SFA in relation to the content of 
prospectuses does not apply and investors should consider carefully whether the 
investment is suitable for them. In particular, for investment fund that are not 
authorised or recognised by the MAS, units in such funds are not allowed to be 
offered to the retail public. This document and any other document or material 
issued in connection with the offer or sale is not a prospectus as defined in the 
SFA. Accordingly, statutory liability under the SFA in relation to the content of 
prospectuses does not apply and investors should consider carefully whether the 
investment is suitable for them. 
 
Sources: Fundsmith LLP & Bloomberg unless otherwise stated. 



 

 

 
Portfolio turnover compares the total share purchases and sales less total 
creations and liquidations with the average net asset value of the fund. 
 
P/E ratios and Free Cash Flow Yields are based on trailing twelve month data and 
as at 30th June 2022 unless otherwise stated. 
 
MSCI World Index is the exclusive property of MSCI Inc. MSCI makes no express 
or implied warranties or representations and shall have no liability whatsoever with 
respect to any MSCI data contained herein. The MSCI data may not be further 
redistributed or used as a basis for other indices or any securities or final products. 
This report is not approved, reviewed or produced by MSCI. The Global Industry 
Classification Standard (GICS) was developed by and is the exclusive property of 
MSCI and Standard & Poor’s and “GICS®” is a service mark of MSCI and Standard 
& Poor’s.  
 


