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Second Quarter 2016 Commentary 

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, 2016 

QTR YTD 1 Year 3 Years 5 Years 10 Years 15 Years Since 8/1/84* 

FPA Capital Fund, Inc. 
1.73 % 1.89 % -11.68 % -1.72 % 0.41 % 3.89 % 7.22 % 13.15 % 

Russell 2500 
3.57 % 3.98 % -3.67 % 8.61 % 9.48 % 7.32 % 8.09 % 11.53 % 

Periods over one year annualized. 
*Inception for FPA Management was July 11, 1984. A benchmark comparison is not available based on the Fund’s
inception date therefore a comparison using August 1, 1984 is used.
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 0.77%.

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. 

http://www.fpafunds.com/
mailto:crm@fpafunds.com
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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. 
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Introduction 
 
The second quarter of 2016 will be remembered as the time when the United Kingdom (UK) 
voted to divorce from the European Union (EU). The UK and the EU have been together since 
1973, but the British decided that the relationship was no longer in their national interest, and on 
June 23, their citizens voted to “leave” the EU. 
 
On voting day, as soon as it became clear that the “leave” campaign had the majority of votes, 
the global capital markets experienced the equivalent of a financial earthquake. Based on the 
Richter scale, the Pound Sterling’s rapid decline of 10% versus the U.S. Dollar would be similar to 
a 7.0 quake, and there could be economic aftershocks in the months ahead as divorce 
discussions get underway. The subsequent two-day U.S. equity decline of roughly 5% could be 
characterized as a more modest 5.0 magnitude trembler, yet it was still large enough to unnerve 
many investors. 
 
The net result for U.S. equity investors is that the second-quarter and year-to-date returns, 
respectively, were in the low single-digit category. The second-quarter and year-to-date return for 
the S&P 500 was slightly above 2%, and a shade below 4%, respectively. For the Russell 2500, 
second-quarter and year-to-date returns were both around 4%. The Capital Fund’s second-
quarter and year-to-date returns were 1.73% and 1.89%, respectively. 
  
However, just as an earthquake-rattled house can look fine on the outside and be wrecked on the 
inside, the moderate year-to-date returns in the U.S. equity markets are a façade that masks  
hidden volatility. For instance, from the beginning of the year to its low in February, the Russell 
2500 declined nearly 15%. Then it reversed course and appreciated nearly 25% from its February 
low to its pre-Brexit June high. 
 
Perhaps the increased volatility in the second quarter portends a change in the seven-year bull 
market. On the other hand, we have seen the equity markets tremble a couple of times since the 
great recession ended in 2009, only to resume their seemingly inexorable appreciation. This 
latest episode may be just another period where equity investors grab a quick rest before 
returning to the market to satisfy their appetite for more risk.  
 
 
Market Commentary 
 
As we mentioned above, the most important event that occurred in the second quarter was that 
the UK voted to exit the European Union. While we do not fashion ourselves to be geopolitical 
experts, we believe it is necessary for our shareholders to hear our thoughts on what this 
momentous vote means.  
 
In the short-run, say over the next year, we do not believe the so-called Brexit (Britain exit from 
the EU) will have a substantial impact on the global economy. The reason is that we believe it’s 
very unlikely that the UK will actually exit the EU within the next twelve months. On the other 
hand, there will likely be an economic slowdown in the EU region, with the UK experiencing a 
more pronounced slowdown due to the vote. This is because businesses and investors, at this 
time, are very uncertain of what the final divorce settlement will look like. Thus, there should be a 
natural slowdown of capital expenditures and investments in both regions. Nonetheless, both 
sides have stressed that they want to preserve as much of the EU economic relationship as 
possible, at least in the short term.  
 
Obviously, some industry sectors will experience greater short-term impact than others. For 
instance, City of London commercial real estate tied to the financial services sector could see 
less incremental demand than retail sales at Burberry’s stores in high-traffic tourist locations. This 
is because the cheaper pound will likely stimulate more tourist activity in the latter, but Brussels 
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will likely try to claw back more capital-market trading and clearing activities from the former for its 
remaining EU member states. There will also be currency translation issues for multi-national 
companies doing business in the UK and Eurozone (EZ), but these currencies have been weak 
for two years, and most of the decline had already occurred before the Brexit vote. 
 
Turning to the long-term ramifications of the vote, it is unclear what the outcome will be for the 
global economy. On the one hand, there is a large tail risk to the capital markets should other EU 
members choose to exit and, as a result, call into question the viability of the Euro currency as it 
is currently constructed. Some politicians in Denmark, Sweden, and the Netherlands have 
agitated for their respective ruling governments to hold a Brexit-style referendum on EU 
membership.  Most people would question the economic logic for any of these three countries 
leaving the EU. However, many UK “leave” leaders were driven by their desire for the country to 
regain its independence from rules and regulations from Brussels—directives they considered an 
infringement on the UK’s sovereignty. In other words, economics played second fiddle to the 
political choice of regaining an independent, sovereign country.  
 
Italy and Greece are being deluged by substantial numbers of migrant refugees from other parts 
of the world. Politicians from both countries have expressed dissatisfaction with Brussels’ 
response to the migrant crisis thus far. Italy also has a brewing banking crisis, and the current 
Italian Prime Minister wants to subvert the EU’s bank “Bail-in” rules because they could hinder 
Italy’s preferred method to recapitalize its major banks. As a reminder, the Italian banking sector 
has a current non-performing loan (NPL) ratio

1
 of 17%, which is more than triple the NPLs held by 

U.S. banks at the height of the financial crisis in 2009, according to the Wall Street Journal
2
. 

Moreover, the Five Star political party in Italy recently won the mayoral election in Rome. This is 
noteworthy because the Five Star party has campaigned for Italian voters to decide whether the 
country should retain the Euro as its official currency.  
 
On July 5, 2016, Hungary announced that it will hold a referendum on October 2, 2016 that will 
allow voters to decide whether the country should abide by mandatory EU migrant quotas. This 
referendum and other potential European referendums threaten to further destabilize the EU and 
potentially cause a domino effect, where more countries could follow the precedent the UK 
established. Businesses and investors are rightly concerned about the ramifications of the EU 
splintering into two or more pieces. From our perspective, if European political leaders do not find 
acceptable solutions to major grievances from their member countries, Brexit may be just the first 
domino to fall. 
 
On the other hand, the UK has not officially filed the divorce papers--known as Article 50 of the 
Lisbon Treaty—and there is no guarantee that it will. If Theresa May, the new UK Prime Minister, 
is able to negotiate with the EU leadership an amicable agreement whereby the current EU 
migrant policy is halted and the UK is allowed to put in place some reasonable immigration caps, 
it is entirely plausible that the UK will not sign Article 50. 
 
This outcome would be viewed, in our opinion, as a net positive by the equity markets–at least in 
the short run. That’s because the large tail risk of an EU political collapse would be shelved for 
the time being. Obviously, the currency and credit markets would also adjust, which could shorten 
the equity rally depending on how much adjustment occurred in each market. However, this 
scenario would avoid the enormous economic realignment that could be required if the EU 
splintered into two or more groups.   
 

                                                 
1
 A nonperforming loan (NPL) is the sum of borrowed money upon which the debtor has not made his scheduled 

payments for at least 90 days. A nonperforming loan is either in default or close to being in default. Once a loan is 
nonperforming, the odds that it will be repaid in full are considered to be substantially lower. 
2
 Giovanni Legorano (2016, July 4) Bad Debt Piled in Italian Banks Looms as Next Crisis. The Wall Street Journal. 

Retrieved from http://www.wsj.com/ on July 5, 2016. 
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In summary, we believe the UK Brexit vote will have a small effect on the global economy in the 
short run, but that the UK and EU countries will take the brunt of any reduced economic activity. 
In the longer term, however, the Brexit impact to the global economy will likely be predicated on 
the negotiated settlement between the UK and EU, and whether the UK ends up being just the 
first of several dominos to fall. Unfortunately, there’s a wide range of outcomes, in our opinion, 
and much is dependent on whether other countries follow the UK’s exit path or continue to stay in 
the EU. 
 
Portfolio Commentary 
 

Q2 2016 Contributors
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Q2 2016 Detractors 

Patterson-UTI Energy Dana Holdings 

SM Energy Babcock & Wilcox 

Cimarex Energy Houghton Mifflin  

Helmerich & Payne Arris Group 

Noble Energy Aaron’s Inc 

 
Before we discuss the activity in the portfolio during the second quarter, we will address how 
Brexit may impact the investments in the portfolio and, importantly, how we may allocate the 
Fund’s large cash position in what could turn out to be a very volatile next few quarters.  
 
First, the Fund does not have any direct exposure to the UK, EU, or U.S. financial services or real 
estate sectors. Interestingly, German, Italian, and French bank stocks have declined more than 
UK bank stocks two weeks post the Brexit vote. While we believe U.S. banks have relatively 
stronger balance sheets and are better positioned to deal with any financial distress than their 
European competitors, a global slowdown in lending activity will likely have some secondary 
effects on other parts of the economy and not just real estate or banks. The degree to which any 
one sector is negatively impacted will be largely centered on how acrimonious the potential split 
up is between the two regions. 
 
When we drill down to the Fund’s investments and any one particular company’s exposure to 
Brexit, we look at two criteria. The first is revenue exposure, and the second is whether the end 
product is highly discretionary or more of a basic need. Out of all the Fund’s current investments, 
AGCO Corp. has the highest concentration of revenues originating from Europe. In 2015, AGCO 
derived roughly 50% of its revenues from Europe, with most of those sales tied to the richer 
northern European countries. While agriculture is clearly a cyclical industry, Brexit is not likely to 
have much of an impact on food consumption or prices. On the other hand, a stronger dollar 
makes U.S. agriculture products more expensive in Europe, which could provide a slight 
advantage to AGCO’s European farming customers. Thus, Brexit might only have a modest 
impact, if any, on AGCO’s business. 
 
Three of the Fund’s technology stocks have much less exposure to Europe than AGCO. Avnet, 
Arrow Electronics, and Western Digital have less than 30% of their respective revenues coming 
from Europe. However, in their financial disclosures, these companies lump in Africa and Middle-
East sales with European sales into one broad category called EMEA (Europe, Middle East and 
Africa). Thus, it is reasonable to assume that these companies may have exposure in the low 
20% range or less to the EU. Moreover, all three companies’ products and services have good 
secular tailwinds, like cloud computing and digital storage, helping to mitigate any Brexit fallout. 
 

                                                 
3
 Reflects the top contributors and top detractors to the Fund’s performance based on contribution to return for the 

quarter. Contribution is presented gross of investment management fees, transactions costs, and Fund operating 
expenses, which if included, would reduce the returns presented.  

3



 

Overall, we believe the Fund has only a very modest exposure to any potential negative 
consequences of the Brexit vote. Nevertheless, the vote impacted the portfolio’s performance 
greatly. The Fund was up 4.51% YTD the night before the Brexit vote. Five trading days later, at 
the end of the second quarter, the Fund was up only 1.89% for the year. The Fund is also well 
positioned to seize any domestic opportunities that may present themselves if investors cut equity 
exposures in general by taking on less risk due to European political issues. We believe our large 
cash holding will help cushion any systemic market decline and should give us the liquidity to buy 
good companies should their stock values decline as other shareholders reduce their equity 
weightings. 
 
Let’s now discuss what impacted the portfolio in the second quarter and the trading activity during 
the period.  On the positive side of the ledger, the energy companies in the portfolio did well 
across the board. On the negative side, a hodgepodge of companies in the portfolio performed 
poorly. This included a couple of industrial companies, an education stock, a technology 
company, and a retailer. Given the volatility in the quarter, we either trimmed or added shares to 
all but three investments.  
 
In terms of individual portfolio weightings, the largest percentage increase during the quarter was 
Houghton Mifflin (HMHC), which more than doubled in size from a little over 1% at the end of the 
first quarter to roughly 2.5% by the end of June. HMHC declined nearly 22% in the quarter to 
$15.63, due primarily to concerns about how fast school districts would adopt new K-12 learning 
material and what the company’s “win rate” would be in the states awarding new contracts. We 
believe the stock has been overly discounted on these concerns and, trading at less than 10x free 
cash flow, represents a compelling value.  
 
The stock that detracted the most from the Fund’s return in the quarter was Dana Holdings 
(DAN). The company is generally lumped into the auto supplier industry group even though 
approximately 50% of their business is tied to commercial and off-highway vehicle markets. DAN 
has been weak over the past 1.5 years as investors continue to worry that the company’s 
commercial vehicle and off-highway markets won’t recover from their depressed levels, and that 
the strength of the light vehicle market will soon roll over. We purchased more shares of DAN in 
the quarter because we believe the stock was cheap when it was trading at less than 11.5x our 
downside case owner’s earnings.  
 
Shifting gears to what worked in the quarter, we can sum it up by saying what did not work over 
the prior year finally turned around. Both DeVry Education Group (DV) and Apollo Education 
Group (APOL) showed modest but positive results in the quarter, and we trimmed more APOL as 
investors await regulatory approval of the buyout offer announced earlier this year.  
 
The biggest positive contributors, however, were energy stocks. In fact, the top five positive 
contributors were energy stocks, with Patterson-UTI (PTEN), SM Energy (SM), and Cimarex 
Energy (XEC) all adding nearly equal amounts to the Fund’s return. The primary factor that drove 
the stocks higher was oil prices rising nearly 30% in the quarter to close above $48 a barrel for 
West Texas Intermediate (WTI).  
 
There are several theories that could explain why oil prices continued to rise after touching about 
$27 a barrel in early February, but we believe oil prices are rising because supply and demand 
are moving back toward equilibrium. On the supply side, non-OPEC oil production has declined 
by more than 1 million barrels per day, while demand has increased by more than 1 million per 
day over the past year. If recent supply and demand trends continue, Raymond James

4
 and 

Cornerstone Analytics
5
 believe the global oil market could be undersupplied in the second half of 

                                                 
4
 Raymond James (April 2016). Energy/Oil Service Outlook – Are you ready for a Multi-year Energy Up-cycle? 

5
 Cornerstone Analytics – July 19, 2016. 
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2016. Moreover, there is anecdotal evidence that the record high global inventory numbers are 
starting to decline, and will decline further if demand exceeds future oil production. 
 
Despite their roughly 70% increase from the trough prices set in February, oil prices are still far 
below where they were two years ago. Yet, we trimmed our energy positions because there is still 
a lot of uncertainty about the strength of the global economy and whether the growth in oil 
demand is sustainable. Should Brexit lead to a collapse in the EU, the global economy will likely 
suffer a recession, and oil demand could start declining instead of continuing to grow. As we 
mentioned earlier in the letter, the odds are not high that the EU will collapse in the near term, but 
the risks have clearly increased with the recent UK vote. Nevertheless, we remain vigilant to the 
large geopolitical risks, and we anticipate responding to any opportunities that may arise from the 
potential chaos. 
 
In closing, we remain confident about our strategy’s future. Our pipeline of potential investments 
remains robust, as evidenced by the new retail stock that went into the portfolio during the second 
quarter. This is an example of a domestic company’s stock being depressed partly because of 
global issues that we believe will have very little impact on its business or profits. Volatility is our 
friend and we are prepared to aggressively deploy more of the Fund’s liquidity into good 
businesses selling at cheap valuations. 
 
We thank you for your continued trust and confidence in our strategy. 

 

 
Respectfully submitted, 
 
 
 
Arik Ahitov Dennis Bryan 
Portfolio Manager Portfolio Manager 
 

July 2016  
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TICKER
 SHARES  / 
PRINCIPAL SECURITY MKT PRICE ($) MKT VALUE ($)

% OF NET 
ASSET VALUE

AAN 1,182,959 AARON'S INC 21.89 25,894,972.51$           3.44%
AGCO 365,591 AGCO CORPORATION 47.13 17,230,303.83$           2.29%
APOL 2,436,067 APOLLO EDUCATION GRP INC.- CL A 9.12 22,216,931.04$           2.95%
ARRS 1,766,154 ARRIS GROUP 20.96 37,018,587.84$           4.92%
ARW 305,293 ARROW ELECTRONICS 61.90 18,897,636.70$           2.51%
AVT 684,050 AVNET 40.51 27,710,865.50$           3.68%
BW 1,099,050 BABCOCK + WILCOX ENTERPRISES 14.69 16,145,044.50$           2.14%
XEC 283,850 CIMAREX ENERGY 119.32 33,868,982.00$           4.50%
CUB 286,300 CUBIC CORPORATION 40.16 11,497,808.00$           1.53%
DAN 2,113,654 DANA HOLDING CORP 10.56 22,320,186.24$           2.97%
DV 1,242,499 DEVRY, INC. 17.84 22,166,182.16$           2.95%
FL 76,520 FOOT LOCKER 54.86 4,197,887.20$             0.56%
HP 455,048 HELMERICH + PAYNE 67.13 30,547,372.24$           4.06%

OTHER 4,502,173.90$             0.60%
HMHC 1,156,997 HOUGHTON MIFFLIN HARCOURT CO 15.63 18,083,863.11$           2.40%
IDCC 713,030 INTERDIGITAL, INC. 55.68 39,701,510.40$           5.27%
NBL 919,610 NOBLE ENERGY INC 35.87 32,986,410.70$           4.38%
OSK 211,060 OSHKOSH TRUCK CORPORATION 47.71 10,069,672.60$           1.34%

PTEN 1,811,720 PATTERSON UTI ENERGY INC 21.32 38,625,870.40$           5.13%
RDC 1,213,570 ROWAN COMPANIES 17.66 21,431,646.20$           2.85%
SM 519,903 SM ENERGY COMPANY 27.00 14,037,381.00$           1.87%

VECO 962,000 VEECO INSTRUMENTS 16.56 15,930,720.00$           2.12%
WDC 1,017,290 WESTERN DIGITAL 47.26 48,077,125.40$           6.39%

TOTAL EQUITIES: 533,159,133.47$         70.85%

15,317,000 ATWOOD OCEANICS INC 73.90 11,319,263.00$           1.50%
6,176,000 SM ENERGY CO 94.38 5,828,908.80$             0.77%

TOTAL CORPORATE BONDS & NOTES: 17,148,171.80$           2.27%

(250) CIMAREX ENERGY CO 7.00 26,860.24$           0.00%
(1,000) PATTERSON-UTI ENERGY INC 1.25 (46,183.14)$         -0.01%

(500) SM ENERGY CO 0.55 127,905.90$         0.02%
TOTAL CALL OPTIONS: 108,583.00$         0.01%

33,000,000 TREASURY BILL 99.97 32,988,839.40$           4.38%
40,000,000 TREASURY BILL 99.94 39,977,632.00$           5.31%
50,000,000 TREASURY BILL 99.94 49,968,280.00$           6.64%
37,000,000 US TREASURY N/B 100.03 37,009,756.90$           4.92%

TOTAL US GOVT AND AGENCIES: 159,944,508.30$         21.25%

FPA Capital Fund, Inc. 
Portfolio Holdings 

06/30/16 
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TICKER
 SHARES  / 
PRINCIPAL SECURITY MKT PRICE ($) MKT VALUE ($)

% OF NET 
ASSET VALUE

FPA Capital Fund, Inc. 
Portfolio Holdings 

06/30/16 

CASH & EQUIVALENTS (NET OF LIABILITIES): 42,291,512.06$           5.62%
TOTAL CASH & EQUIVALENTS (NET OF LIABILITIES): 202,236,020.36$         26.87%

TOTAL NET ASSETS: 752,651,908.63$         100.00%

NO. OF EQUITY POSITIONS 22

Portfolio Holding Submission Disclosure

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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