
                                                                                                                                                                                           

We hope that investors will find FPA commentaries helpful to understand application of the same investment 

discipline in various markets, and can refer to particular items that interest them. 

You should consider the Fund’s investment objectives, risks, and charges and expenses carefully before you 

invest. The Prospectus details the Fund's objective and policies, charges, and other matters of interest to the 

prospective investor. Please read this Prospectus carefully before investing. The Prospectus may be 

obtained by visiting the website at www.fpafunds.com, by email at crm@fpafunds.com, toll-free by calling 1-

800-982-4372 or by contacting the Fund in writing.  

Average Annual Total Returns 

As of June 30, 2014 

 

Fund/Index MTD YTD 1 Year 3 Years** 5 Years** 10 Years** 15 Years** 20 Years** Since 7/11/84** 
          FPA Capital  5.15 % 11.21 % 26.74 % 10.87 % 19.28 % 9.14 % 10.50 % 13.75 % 15.04 % 

          Russell 2500  4.78 % 5.95 % 25.58 % 15.51 % 21.63 % 9.78 % 9.34 % 11.42 % 12.09 % 

 

** Annualized. 
Inception for FPA Management was July 11, 1984.  
A redemption fee of 2.00% will be imposed on redemptions within 90 days. Expense ratio calculated as of the date of the 
most recent prospectus is 0.83%. 

Past performance is no guarantee of future results and current performance may be higher or lower than the 

performance shown. This data represents past performance and investors should understand that 

investment returns and principal values fluctuate, so that when you redeem your investment it may be worth 

more or less than its original cost. Current month-end performance data may be obtained by calling toll-free, 

1-800-982-4372.  

To view portfolio holdings from the most recent quarter end, please refer to the end of this document or at 

www.fpafunds.com.  

Portfolio composition will change due to ongoing management of the fund.  References to individual securities are for 
informational purposes only and should not be construed as recommendations by the Funds, Advisor or Distributor. 

The views expressed and any forward-looking statements are as of the date of the publication and are those of the 

portfolio managers and/or the Advisor. Future events or results may vary significantly from those expressed and are 

subject to change at any time in response to changing circumstances and industry developments. This information 

and data has been prepared from sources believed reliable. The accuracy and completeness of the information 

cannot be guaranteed and is not a complete summary or statement of all available data.  

The Russell 2500 Index consist of the 2,500 smallest companies in the Russell 3000 total capitalization universe 

offers investors access to the small to mid-cap segment of the U.S. equity universe, commonly referred to as "smid" 

cap. The Russell 2500 Value Index measures the performance of those Russell 2500 companies with lower price-to-

book-ratios and lower forecasted growth values. 

Indices are unmanaged and investors cannot invest directly in an index. These indices do not reflect any 

commissions or fees which would be incurred by an investor purchasing the stocks they represent. The performance 

of the Fund and of the Averages is computed on a total return basis which includes reinvestment of all distributions. 

S&P 500 Index includes a representative sample of 500 leading companies in leading industries of the U.S. economy. 

The index focuses on the large-cap segment of the market, with over 80% coverage of U.S. equities, but is also 

considered a proxy for the total market. 
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Fund Risks  
 
Investments in mutual funds carry risks and investors may lose principal value.  Stock markets are volatile and can 
decline significantly in response to adverse issuer, political, regulatory, market, or economic developments.   The 
Fund may purchase foreign securities, including American Depository Receipts (ADRs) and other depository receipts, 
which are subject to interest rate, currency exchange rate, economic and political risks; this may be enhanced when 
investing in emerging markets. Small and mid cap stocks involve greater risks and they can fluctuate in price more 
than larger company stocks.  Groups of stocks, such as value and growth, go in and out of favor which may cause 
certain funds to underperform other equity funds.  

  
The FPA Funds are distributed by UMB Distribution Services, LLC, 235 W Galena Avenue, Milwaukee, WI 53212. 

 



 

FPA Capital Fund 

Second Quarter 2014 Commentary  
 
 
 
 
Introduction 
 
In the classic movie Casablanca, starring Ingrid Bergman and Humphrey Bogart, Bergman’s character 
Ilsa asks Sam the Café Americain piano player to play it again Sam. Of course, Sam eventually indulges 
Ilsa and plays “As Time Goes By.” Later that same evening, Rick Blaine, Bogart’s character, also asks 
Sam to play it again.  
 
In our modern era, Janet Yellen is “Sam” the piano player. Just like Sam in Casablanca, Janet may be 
reluctant to play her own rendition of “As Time Goes By,” but investors are asking Janet to play it 
again…for old time sake. Ms. Yellen’s version of “As Time Goes By” is to keep interest rates at rock-
bottom lows until she and the Federal Reserve believe we are at maximum employment levels and/or 
GDP growth is distinctly on the rise. 
 
The result of this beautiful melody (ultra-low cost money) is soaring equity values. For instance, the S&P 
500 rose roughly 5% in the second quarter and is now trading at 20x trailing twelve month’s GAAP 
earnings; and the Russell 2500 appreciated more than 3.5% in the quarter to surge to nearly 29x 
earnings. Seemingly, the major indices touched record highs every day. Indeed, soothing music to the 
ears of many investors. 
 
Market Commentary 
 
Similar to the first quarter and as mentioned above, the major indices reached new highs in the second 
quarter. However, unlike the first quarter, we believe the fundamentals for the economy are improving. In 
our prior letter, we did not express any confidence that the economy was improving because the 
fundamentals were so weak. As it turns out, the latest report from the government statisticians is that the 
first quarter GDP declined nearly 3%, even though the January 2014 consensus expectation was for 
2.6% “growth.” Thus, the bar has been set relatively low for subsequent quarterly growth for the 
remainder of 2014, including the second quarter. 
 
This outlook is consistent with our statement last quarter, that we did not expect a recession this year, 
which is typically defined as two consecutive quarters of negative economic growth. Despite our dour 
expectation for first quarter economic results, we saw enough evidence that the poor fundamentals were 
not getting worse and, in fact, were showing some improvements. 
 
For example, new manufacturing orders steadily improved throughout the second quarter, and industrial 
production also gained momentum. According to the ISM Purchasing Manager’s report, the production 
index was above 60 for both the months of May and June. An index number greater than 50 indicates that 
production is growing. 
 
Moreover, in early July the non-farm payroll employment numbers were relatively strong at a positive 
288,000 new jobs for the month of June. Large companies are also raising wages at healthy rates. For 
example, Gap and IKEA recently announced that they are increasing their minimum wages 10% and 
17%, respectively. Disney and Anheuser-Busch also recently announced wage increases, and it’s likely 
we will see other large companies follow suit. Nonetheless, we would not expect consumers to go on a 
wild spending binge, due to higher energy and healthcare costs that are currently putting a squeeze on 
the average American’s wallet. We see the proof of this in the earnings releases of many consumer 
discretionary companies that focus on middle and lower middle class Americans.   
 
The big question is whether earnings will improve with what appears to be better economic factors. 
Certainly, we do not expect a repeat of the poor first quarter profit results. According to the Bureau of 
Economic Analysis, total U.S. corporate profits declined 10% quarter-over-quarter and declined 3% year-
over-year in the March quarter. These numbers should not be confused with the S&P 500 earnings per 
share numbers, which take into consideration share buybacks and only include five hundred large, 
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publicly-traded companies. Nevertheless, the EPS growth for the S&P 500 has been very weak over the 
past year, as discussed in prior letters. 
 
Our assessment is that profit margins are trending back toward more normal levels, after a couple of 
years of near record highs. If labor wage rates increase at similar levels to what Gap and IKEA recently 
announced, higher labor costs will likely put further pressure on profit margins. We have discussed in the 
past that labor wages as a percent of GDP are at post World War II lows, and that investors have 
benefitted from corporate managements efforts to keep labor costs in check. If this trend is in the process 
of reversing, revenues would need to accelerate to help corporate earnings meet investor’s optimistic 
expectations. 
 
Frankly, the average worker can use an increase in wages because their discretionary incomes have 
been compressed by higher food and energy costs. For instance, based on analysis from MacroMavens, 
since 2007, 90% of the roughly $500 billion increase in discretionary spending has been a function of 
higher prices. In other words, while discretionary spending is up $500 billion nominally from the peak in 
2007, only 10% of the increase in discretionary spending is tied to higher unit demand. 
 
In summary, we believe the U.S. economy is rebounding from its depressed March level. However, the 
economy needs to produce real growth of roughly 4% each of the next three quarters in order to achieve 
a full-year growth of 2%. Despite the low bar set in the first quarter, it still might be too much to expect the 
economy to grow 4% the last three quarters of the year. This is especially true if energy and food costs 
continue to rise. Hence, the robust earnings growth expectations embedded in many stock’s valuations 
may prove to be too optimistic. 
 
Portfolio Commentary 
 
The Fund’s portfolio continued to outperform the benchmark for the first half of the year. Some of the 
largest positions in the portfolio, like InterDigital (IDCC) and Rosetta Resources (ROSE), were among the 
best performers as well – IDCC and ROSE appreciated more than 44% and 17%, respectively, in the 
second quarter.  
 
While it is too early to claim victory in IDCC, it is particularly satisfying to us to see the stock perform so 
well. When we were buying IDCC shares, some investors suggested the company was too risky due to 
the inherent litigation of the industry. We did not acquiesce to this simple analysis and applied a more 
rigorous assessment to the business. As it turns out, the company has lost its last two major litigation 
cases that the International Trade Commission (ITC) has ruled on, but to date, the stock shows no ill-
effects of those decisions. The reason why the stock has performed well, despite losing a couple of ITC 
cases, is that the company has signed multiple licensing agreements with its customers over the last year 
or so, some of whom were being sued by IDCC.  
 
IDCC has also sold some non-core patents to very large technology companies, like Intel, for hundreds of 
millions of dollars. As we stated before, we believe IDCC has multiple ways to generate profits for 
shareholders, and suing its customers and prevailing in court is just one way for investors to win – not the 
only way.  
 
IDCC is also a good example of how we invest. The greater a stock’s reward to risk ratio, the more 
aggressively we generally will purchase a company’s shares.  InterDigital was the worst performing stock 
in the portfolio in 2013 and we took advantage of that stock price weakness by substantially increasing 
our position since December 2013.   
 
Among a few stocks that had negative returns in the quarter, Veeco Instruments (VECO) and Titan 
International (TWI) are also among the smaller positions in the portfolio. Titan, which declined 11.4% in 
the quarter and will be discussed later in this letter, is a relatively new stock in the portfolio and one that 
we added to as the share price declined. VECO declined 11.1% in the June quarter, but not enough for 
us to add to the position. 
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For those investors that either attended FPA’s latest Investor Day in early June or are long-term investors 
in our strategy, the following may ring a bell. During our Investor Day presentation, we discussed our 
philosophy and process of seeking to invest in market leading companies, with a history of profitability, 
strong balance sheets, and good management teams - but only when they offer the appropriate 
risk/reward characteristics.   
 
A key part of our process that is discussed less frequently is our discipline to sell when stocks get over-
valued, despite the prevailing levels of liquidity in the portfolio. We believe this is one of the key 
differentiators of our strategy.  
 
We added to a number of existing positions in the quarter and started one new position, which is too 
small of a position to talk about at this point. Among the stocks that we added to in the quarter were 
Atwood Oceanics (ATW) and Titan International (TWI).  
 
Although ATW appreciated roughly 4% in the June quarter, in early April the stock was down 10% from its 
closing first quarter price. As we mentioned last quarter, when we also added to the position, investors 
are concerned about the prices the company can charge to rent out its equipment to its customers. 
Atwood owns off-shore drilling rigs, some of which cost upwards of $600 million apiece to construct today. 
These $600 million rigs, typically very sophisticated drill ships, allow ATW’s oil & gas exploration 
customers to drill in the ultra-deep waters (UDW) of the Gulf of Mexico, off the coast of western Africa, or 
in the deep waters of Brazil. These deep water basins, and other basins, hold the potential to extract over 
a hundred billion barrels of oil over the next few decades. However, these are very expensive and long-
term projects, which not every oil company has access to or the capital to risk. Hence, ATW’s drill ships 
can potentially be rented out to a narrower group of customers than rigs for shallow water drilling 
(typically four-hundred feet of water depth), where the company’s jack-up drilling rigs operate. 
 
While there are a number of potentially large oil & gas reserves in the ultra-deep waters, generally 7,500 
feet of water or deeper, the timing of when these projects get started can be lumpy. Additionally, ATW is 
not the only drilling rig operator that sees this very large opportunity, so the company’s competitors have 
also ordered new UDW drill ships. Thus, the market is concerned about a temporary supply and demand 
imbalance for UDW drill ships.  
 
In our conservative analysis, we think UDW drill ship rental rates may fall from roughly $600,000 a day, 
which is where day rates were in late 2013, to roughly $500,000 a day. In this downside scenario, we 
estimate that ATW could earn close to $5.00 a share this year and over $7.00 a share in 2015 and 2016. 
This also assumes one of the company’s semi-submersible rigs is idled later this year. With ATW trading 
below $50, we believe the risk-to-reward ratio warranted additional capital being deployed in the stock. 
Subsequent to our additional purchases in the second quarter, two of ATW’s competitors announced new 
UDW drill ship contracts at much higher rates than many investors and Wall Street analysts expected. We 
think these recent higher day rate contracts, which were also higher than our conservative case 
expectations, bode well for Atwood’s two remaining un-contracted UDW drill ships. 
 
As mentioned above, Titan declined nearly 12% in the quarter and we added to the position as the stock 
weakened. As you may recall, we initiated the position in TWI in the fourth quarter of 2013 in the mid-
teens. Despite our additional TWI purchases, we do not yet own a full position in the stock. However, we 
have plenty of capacity to take the stock to a normal full position, which is 3%, but this assumes the 
company earns the right to have more of your capital allocated to the position. 
 
The primary reason why TWI shares sold off recently is that the wheel and tire markets for large 
construction and mining equipment remain depressed. Investors had hoped that the off-road, large 
construction equipment and mining business would see some acceleration after the very cold winter 
season, but that does not appear to be the case. Tire inventory levels for large, off-road equipment were 
too high for dealers to be aggressive and purchase tires en masse earlier this year. However, there is 
some recent evidence that much of the excess tire inventory has been reduced to levels that now support 
some restocking.  
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Our investment thesis for TWI is not predicated on the wheel and tire market for large, off-road equipment 
to come roaring back to levels experienced before the financial crisis. Rather we believe the assets TWI 
has accumulated over the past decade can be managed more efficiently and, therefore, profit margins 
can improve without a huge increase in revenues. We recently visited one of TWI’s Midwest tire facilities 
and came away with the impression that simply operating the existing production equipment more 
efficiently would yield substantial improvements in the plant’s profitability. 
 
Furthermore, we believe most of TWI’s operating plants have ample room for productivity enhancements 
and, thus, profit improvement. It is encouraging that the company has promoted Paul Reitz as the firm’s 
President, and that Mr. Reitz has replaced senior plant managers with more capable people. However, 
more work needs to be done in order to maximize the profit potential the company’s assets are capable of 
generating for shareholders.  
 
Among the stocks we reduced in the quarter was Cimarex Energy (XEC). XEC is an Oil & Gas 
Exploration and Production company located in Denver, Colorado. Yet the company’s energy assets are 
primarily located in Oklahoma and Texas, with some acreage in New Mexico as well.  XEC closed at a 
shade over $143 at the end of June and has appreciated more than 36% year-to-date.  
 
One reason why we have a positive bias toward energy companies is that demand for oil continues to 
increase but new supplies of oil are getting more difficult and expensive to develop. According to 
Cambridge Energy Research Associates (CERA), in 2013, the global oil discovery rate of 13 billion 
barrels was the lowest rate since 1952 and was down 30% versus 2012. To put that into perspective, the 
global consumption of oil is currently running about 33 billion barrels a year. Moreover, CERA estimates 
that the number of new field discoveries has fallen 50%, and new field sizes are on a slow, downward 
trend for both oil & gas. Ominously, the previous success rate of a new well drilled was 25%, but that 
number has declined to 14% currently.  
 
Over the past few years, most of the successful new oil wells and higher production has come from shale 
oil projects in the U.S. It is companies like Cimarex that are helping to keep a lid on oil prices from sky-
rocketing and potentially preventing another consumer-led recession. Despite our positive view on the 
long-term prospects for the energy markets, we trimmed backed the XEC position in the quarter to take 
some risk off the table. The oil & gas business is still a risky and cyclical industry. Given that the stock 
price has nearly tripled over the last two years and is up roughly eight-fold from early 2009, we believe it 
is prudent to cash-in on some profits. 
 
In summary, the returns on your invested capital continue to generate good results, but it is still not a 
target-rich environment for absolute value managers. Equity investors behave as though central bankers 
will bail them out if stock prices dip too much. However, there are clear warning signs out there that the 
market is not grounded to the typical fundamentals that drive stocks higher or lower. Recently, the Bank 
for International Settlements (BIS), the global Central Bankers’ Central Bank based in Switzerland, 
released a report that warned that “euphoric” financial markets have become detached from the reality of 
a lingering post financial-crisis disorder. The BIS called on central bankers to scrap their current policies 
that risk fueling unsustainable asset bubbles. What is notable about the current BIS warning is that it is 
the same organization that in the mid-2000s warned about the brewing financial crisis at that time.  
 
The BIS assessment resonates with us because they place more weight on balance sheets and the 
expansion of the credit markets. One of our key investment tenants in evaluating the risk of a company is 
the strength or weakness of its balance sheet. We rigorously review balance sheets because it often 
takes just a small negative to turn disastrous for a highly levered enterprise, or economic structure. Yet, 
investors only want to hear the sweet tunes of Ms. Yellen and the rest of the Fed orchestra, but we hear 
the BIS singing a different refrain, which may not be good mood music for the market.   
 
On July 11th, we celebrated the 30th anniversary of managing the FPA Capital Fund, which at $1.4 billion 
is also the largest portfolio we manage in the Small-Mid-Cap Absolute Value strategy. Why is it that there 
are not that many strategies that survive 30 years with essentially the same management?  We think the 
main reason is that people do not know when to sell, especially when stocks are rising and excessively 
over-valued.  There are many good bottom-up, fundamental research funds out there that fish in the 
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same waters that we do.  Quite a few of them buy the types of companies that we are attracted to.  A 
significant mistake some make is to remember only half of the saying: “buy low and sell high.”  We believe 
that abiding by both sides of this rule has greatly contributed to our tenure. 
 
We remain very enthusiastic about our strategy’s future. Our pipeline of potential investments is very 
robust.  For the past few years, we have been communicating through these letters and webcasts that we 
do not need the market to come down by 20% or more for us to draw down the portfolio’s liquidity. This 
was proven true during the first half of this year as we deployed incremental capital.  
 
We thank you for your continued trust and confidence in our strategy. 
 

 

Respectfully submitted,  
 
 
 
 
Dennis Bryan 
Chief Executive Officer and Portfolio Manager 

 
Arik Ahitov 
Managing Director and Portfolio Manager 
 
July 16, 2014 
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CUSIP TICKER
 SHARES  /  
PRINCIPAL SECURITY MKT PRICE ($) MKT VALUE ($)

% OF NET 
ASSET 
VALUE

002535300 AAN 444,500                AARON'S INC 35.64                15,841,980.00$            1.11%
001084102 AGCO 242,400                AGCO CORPORATION 56.22                13,627,728.00              0.95%
037604105 APOL 2,107,600             APOLLO GROUP INC.- CLASS A 31.25                65,862,500.00              4.61%
04269Q100 ARRS 1,831,100             ARRIS GROUP 32.53                59,565,683.00              4.17%
042735100 ARW 1,129,600             ARROW ELECTRONICS 60.41                68,239,136.00              4.77%
050095108 ATW 1,079,800             ATWOOD OCEANICS 52.48                56,667,904.00              3.96%
053807103 AVT 1,541,600             AVNET 44.31                68,308,296.00              4.78%
057224107 BHI 217,300                BAKER HUGHES 74.45                16,177,985.00              1.13%
127097103 COG 80,800                  CABOT OIL & GAS 34.14                2,758,512.00                0.19%
15135B101 CNC 234,900                CENTENE CORPORATION 75.61                17,760,789.00              1.24%
171798101 XEC 175,900                CIMAREX ENERGY 143.46              25,234,614.00              1.76%
251893103 DV 1,132,908             DEVRY, INC. 42.34                47,967,324.72              3.35%
29358Q109 ESV 951,800                ENSCO PLC 55.57                52,891,526.00              3.70%
314211103 FII 524,443                FEDERATED INVESTORS INC- CLASS B 30.92                16,215,777.56              1.13%
344849104 FL 566,000                FOOT LOCKER 50.72                28,707,520.00              2.01%
423452101 HP 177,700                HELMERICH & PAYNE INC. 116.11              20,632,747.00              1.44%
45867G101 IDCC 1,304,121             INTERDIGITAL, INC. 47.80                62,336,983.80              4.36%
651290108 NFX 647,800                NEWFIELD EXPLORATION 44.20                28,632,760.00              2.00%
688239201 OSK 523,800                OSHKOSH TRUCK CORPORATION 55.53                29,086,614.00              2.03%

OTHER 6,805,579.00                0.48%
703481101 PTEN 587,500                PATTERSON-UTI ENERGY 34.94                20,527,250.00              1.44%
759509102 RS 209,908                RELIANCE STEEL & ALUMINIUM 73.71                15,472,318.68              1.08%
777779307 ROSE 1,458,800             ROSETTA RESOURCES 54.85                80,015,180.00              5.59%
779382100 RDC 2,119,700             ROWAN COMPANIES 31.93                67,682,021.00              4.73%
78454L100 SM 301,500                ST. MARY LAND & EXPLORATION 84.10                25,356,150.00              1.76%
G81276100 SIG 155,600                SIGNET JEWELERS 110.59              17,207,804.00              1.20%
88830M102 TWI 1,269,300             TITAN INTERNATIONAL 16.82                21,349,626.00              1.49%
896522109 TRN 450,000                TRINITY INDUSTRIES 43.72                19,674,000.00              1.38%
922417100 VECO 241,700                VEECO 37.26                9,005,742.00                0.63%
958102105 WDC 637,800                WESTERN DIGITAL 92.30                58,868,940.00              4.12%

TOTAL EQUITIES: 1,038,480,990.76$       72.59%

912828KV1 85,000,000           US TREASURY NOTE 2.250% 05/31/2014 100.02              85,014,526.50              5.94%
912828QU7 85,000,000           US TREASURY NOTE 0.625% 07/15/2014 100.11              85,092,973.00              5.95%

TOTAL US GOVT AND AGENCIES: 170,107,499.50$          11.89%

CASH & EQUIVALENTS (NET OF LIABILITIES): 221,559,639.14$          15.49%

TOTAL NET ASSETS: 1,430,148,129.40$       100.00%

NO. OF EQUITY POSITIONS 29

FPA Capital Fund, Inc. 
Portfolio Holdings 

6/30/14 
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FPA Capital Fund, Inc. 
Portfolio Holdings 
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Portfolio Holding Submission Disclosure

Except for certain publicly available information incorporated herein, the information contained in these materials is our confidential and proprietary information and is being
submitted to you for your confidential use with the express understanding that, without our prior written permission, you will not release these materials or discuss the information
contained herein or make reproductions of or use these materials for any purpose other than evaluating a potential advisory relationship with  First Pacific Advisors.

You should consider the Fund’s investment objectives, risks, and charges and expenses carefully before you invest. The Prospectus details the Fund's objective and
policies, sales charges, and other matters of interest to the prospective investor. Please read this Prospectus carefully before investing. The Prospectus may be
obtained by visiting the website at www.fpafunds.com, by email at crm@fpafunds.com, toll-free by calling 1-800-982-4372 or by contacting the Fund in writing. 

Investments in mutual funds carry risks and investors may lose principal value. Stock markets are volatile and can decline significantly in response to adverse issuer, political,
regulatory, market, or economic developments. The Fund may purchase foreign securities including American Depository Receipts (ADRs) and other depository receipts, which are
subject to interest rate, currency exchange rate, economic and political risks; this may be enhanced when investing in emerging markets. Small and mid- cap stocks involve greater
risks and they can fluctuate in price more than larger company stocks. Groups of stocks, such as value and growth, go in and out of favor which may cause certain funds to
underperform other equity funds. 

Portfolio composition will change due to ongoing management of the fund. References to individual securities are for informational purposes only and should not be construed as
recommendations by the Funds, Advisor or Distributor.

The FPA Funds are distributed by UMB Distribution Services, LLC, 235 W. Galena Street, Milwaukee, WI, 53212.
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