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(00:02:40) 

Moderator: Hello and welcome to today’s webcast. My name is Sarah and I will be 

your event specialist today. All lines have been placed on mute to prevent 

any background noise. Please note that today’s webcast is being 

recorded. 

  During the presentation, we’ll have a question and answer session. 

You can ask text questions at any time. Click the green Q&A icon on the 

lower left-hand corner of your screen, type your question in the open area 

and click Ask to submit. 

  If you would like to view the presentation in a full-screen view, click 

the Fullscreen button in the lower right-hand corner of your screen. Press 

the Escape key on your keyboard to return to your original view. For 

optimal viewing and participation, please disable your popup blockers. 

  And finally, should you need technical assistance, as a best 

practice we suggest you first refresh your browser. If that does not resolve 

the issue, please click on the Support option in the upper right-hand 

corner of your screen for online troubleshooting. 

  It is now my pleasure to turn today’s program over to Cliff 

Shepherdson. Cliff, the floor is yours. 
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Clifford: Good afternoon and thank you for joining us today. We would like to 

welcome you to the FPA Capital Q2 2018 webcast. My name is Cliff 

Shepherdson and I’m on the client service and business development 

team here at FPA. 

  The audio, transcript and visual replay of today’s webcast will be 

made available on our website FPA.com. 

  In just a moment, you will hear from portfolio manager Arik Ahitov 

of the FPA Capital Fund to discuss the Fund, its performance, and his 

views on the market. It is now my pleasure to introduce Arik. 

(00:04:21) 

Arik: Thanks, Cliff. Good afternoon, everybody. Thanks for joining us this 

afternoon. I suspect that many of you who joined us today have been 

long-term clients but let me briefly go over our strategy once again. 

  We are a long-only absolute value fund. We look for market-

leading companies with a history of profitability, strong balance sheets 

and good management teams. Once we identify and research these 

companies, we look to buy when there is a compelling reward-to-risk ratio 

and sell when we believe the ratio is unfavorable. The resulting portfolio 

tends to be concentrated, and we are shareholders alongside you. 
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  Here is a quick look at how unique our offering is. Out of the 320 

funds in our category, as compiled by Morningstar, there are only two 

other funds similar to us. 

  If I had only a moment to summarize our current thoughts about the 

market and our portfolio, I would share the following with you. The market 

is very expensive regardless of what metric one uses. The one area of the 

market that is filled with opportunities is energy.  Oil prices increased by 

over 20% in the first half of the year. Our energy stocks made up four of 

our five top performers for the quarter. Our top two performers year-to-

date were energy companies. 

  Our portfolio has performed poorly in 2015 and 2017 with a strong 

year in between.  We have made changes to the portfolio management 

team.  I am now the sole portfolio manager of the Fund and we have 

started to increase the quality of the names in the portfolio. 

(00:06:13) 

  Even though the overall market is expensive, our portfolio consists 

of companies that are trading at significantly lower multiples than the 

overall market, and our pipeline is strong. We are ready to deploy our 

large cash balance as opportunities present themselves. 
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  Let’s quickly go over the improvements we have instituted since the 

portfolio management change. 

  First we want to avoid position inertia.  In the past, we let many 

companies age in the portfolio past their prime.  We have made significant 

changes to the portfolio over the past eight months since the 

announcement. We initiated ten new positions and eliminated eleven. We 

also modified the weights of the remaining positions significantly.  To put it 

in perspective, in the past seven years, we initiated four new positions per 

year on average. 

  The second improvement we have communicated was to be more 

nimble.  We took steps to accelerate both idea generation and portfolio 

execution. Let’s use one of these charts as an example. If you look at top 

right, you can see what we have done with our Noble position. As the 

stock moved from mid-$20s to low $30s, we cut 30% of the position. The 

stock price retreated to mid-$20s shortly after and we immediately acted 

by buying what we sold in low $30s at mid-$20s. When the stock price 

shot to mid-$30s again, we lightened up. While we did that, nothing 

changed in our research process; we just were more nimble in managing 

portfolio weights. 

(00:07:58) 
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  And finally, we indicated that we will do a better job in 

differentiating between long-term and opportunistic investments.  We now 

have a new segment in our investment memos that discusses the quality 

of the investment candidates. It is mainly a Porter’s Five Forces analysis 

and a thorough assessment of the cyclicality of the industry a company 

participates in. After a discussion, we assign a quality score to every 

company from 1 to 3—the lower the number the better. Our new 

purchases have had a 20% better quality score compared to our sold 

companies. 

  Let’s quickly talk about the current state of the market as we see it. 

The top chart shows that the price-to-earnings ratio of our benchmark is at 

a record level at about 22 times. You see that in the yellow/greenish line. 

But that 22 multiple actually understates how expensive the market 

actually is. Russell, conveniently, does not include money-losing 

companies to its P/E calculation.  This is similar to a teacher who is only 

disclosing the average of top students’ grades rather than the whole class.  

And there are many companies in the US that are not making money. If 

we were to include money-losing companies in our P/E calculation, we 
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find out that the actual P/E ratio is almost 35 times, or 55% higher than 

the headline multiple. 

  High valuations do not bode well for future returns. The bottom 

right chart shows how long it took to recapture losses from prior peaks, 

and the bottom right table shows what the historical drawdown has been 

from prior peaks—an average of 60%.  We are not claiming that there will 

be such a large drawdown, but these are dangerous times and we will 

adhere to our absolute value strategy and wait for a more opportune time. 

(00:09:59) 

  The market is expensive but our portfolio is cheap, both at an 

absolute level at about 13 times P/E ratio and relative to our benchmark. 

Our portfolio’s price-to-book is 25% lower than that of the benchmark. Our 

portfolio is significantly cheaper than the market despite a higher return on 

equity percentage at 14% versus the benchmark’s 11.4%.  

  We continue to expect our energy-related equities to outperform. 

As I mentioned in the beginning of the webcast, they have contributed 

positively to our performance both the in the second quarter of the year 

and year to date. Why do we expect our energy investments continue to 

outperform? 
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  Like any commodity, we need to look at demand and supply.  The 

demand is robust and continues to grow.  The latest forecast by IEA is 1.4 

million barrels per day demand growth in 2018 and another 1.4 million 

growth in 2019, and that’s from an organization that has been 

underestimating demand for years. With continued strength in demand, 

the inventories have been coming down sharply and they finally stand 

below normal levels. Recall that we have been claiming that this 

eventuality will arrive for the past couple of years and our assessment has 

finally been proven correct. 

  Higher oil prices should result in higher energy stock prices.  The 

energy sector is so hated that the energy stocks have not performed as 

well as the oil prices would suggest. The chart on the left shows the 

performance of the oil price—that is the dark red line titled WTI—and the 

bottom line shows the performance of the S&P energy sector during the 

same period. We expect that gap to narrow. The chart on the right shows 

energy stocks’ weighting in the S&P 500. The current weight of just over 

6% is well below its historical average. We also expect this figure to 

increase. 

(00:12:17) 
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  To close, we want to update you on one of our investments. Sean, 

why don’t you briefly talk about SM Energy? 

Sean: Hi, good afternoon, everybody. So SM Energy is a Texas-focused E&P 

with historically top-tier returns relative to other E&Ps and a good organic 

production growth profile. They were historically more of an Eagle Ford 

producer as well as a Bakken producer but they transformed their 

business in 2017 by acquiring a large acreage position in a somewhat 

unproven part of the Permian basin which is now 42% of their production 

and growing. 

  Initial acreage delineation and well productivity assumptions for the 

acquired assets were highly discounted by the market. We met with 

management multiple times, and this includes their key operations 

executives, to vet their pre-acquisition assumptions on that acreage and 

found them to be very conservative. 

  Since this time, the delineation of well productivity results has 

consistently exceeded those expectations and we now believe that the 

market has partially rerated the quality of this acreage, which is producing 

in line with Midland basin productivity levels and at leading oil cuts of 90%, 

which translates to very high margins given the price difference between a 

barrel of oil and an equivalent barrel of natural gas. 
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  So meanwhile, the company divested much of their noncore 

acreage and that included their operations in the Bakken and the Powder 

River basin. We think that the stock is still heavily discounted, and that’s 

largely due to short-termism and a misunderstanding of what the true 

earning power of the business is. 

(00:13:52) 

  The short-termism is mostly focused on fears over price 

realizations due to pipeline constraints in the Permian basin. The Permian 

right now is producing about 3.3 million barrels of oil per day and that’s 

growing at about 70,000 barrels per day per month. Permian pipeline 

capacity relative to that 3.3 million barrels of production, the pipeline 

capacity is about 3.7 million barrels and that’s firm until about the third 

quarter of 2019 before it starts to ramp up to about 6 million barrels per 

day. 

  As a result, the market is already looking at this pipeline takeaway 

constraint and it’s discounting the barrels of oil coming out of the Midland 

basin relative to what you see in headline WTI. So you're getting about a 

$15 less oil price on Midland relative to WTI if you look out to the end of 

this year. As the pipelines come online, this discount goes away, as 

illustrated by a $3 average differential in the fourth quarter of 2019 if we 
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look at the futures curve. And when we account for the current hedges on 

SM’s books, we estimate that a $3 differential on a $70 oil price would 

result in a low to mid-$60 oil price realization. If we apply that to their 

production at the end of 2019, which we are very firm on, that would get 

the stock price into the mid-50s versus around $27 today. We think the 

current stock price is baking in about a $50 oil price versus the WTI which 

is currently at $70. So we see a lot of upside in this name and it was 

already a fairly strong performer in Q2 and we still see a lot of strong 

performance coming from this particular investment. 

Arik: Thank you, Sean. 

Clifford: Thanks, Arik. At this time, we would like to take any questions you might 

have for us today. To ask a question via the web, click the QA button on 

the lower left-hand corner of your screen. Type your question in the open 

area and click Ask to submit. As usual, we will pause for a few moments 

as we compile the questions. Thank you. 

(00:16:15) 

Arik: Thanks for your questions. I’ll start with the first one. What is moving the 

markets? 

  During the first half of the year, small cap stocks have 

outperformed large cap stocks and outperformed it significantly. The 



FPA Capital Fund (FPPIX) - Second Quarter 2018 Webcast Transcript 

 

  

 

 
 

-11- 
 

24887405.1.BUSINESS  

Russell 2500 was up almost 65% more than S&P 500. The major shift 

towards small cap stocks is likely due to the belief that smaller US 

companies will fare better than their larger counterparts during a trade 

war. It remains to be seen whether this simple reasoning will prove to be 

correct. 

  But even if this reasoning is correct, the most important question is 

whether investors are getting paid enough for the small cap risk. As we 

discussed, Russell 2500 is trading at 33 times earnings multiple, a 60% 

premium to S&P 500’s earnings multiple. 

  Another major mover of the market continues to be growth stocks. 

Russell 2500 was up almost 6% during the first half of the year but let’s 

look at Russell 2500 as Russell 2500 growth and Russell 2500 value. The 

value actually was up only 3%, but growth was up 8%, and this is not a 

short-term phenomenon. If you go back all the way to 2010, one sees that 

growth has outperformed value by almost 70%. 

  Interestingly, I just read today that S&P 500’s performance would 

have been negative for the first six months of the year had it not been for 

the FANG stocks. I’m not sure how that equation holds today after the 

large share price decline for Facebook but nevertheless, technology 
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contributed an incredible 98% of S&P 500’s total return in the first half of 

2018. 

(00:18:26) 

  Another question is about oil. With oil prices up and some pickup in 

energy equity prices, have you sold any energy names? 

  We had mentioned in the past couple of our letters that we 

consider our energy equity investments opportunistic. During the second 

quarter, as I mentioned, two of our largest five contributors to performance 

were energy equities. That said, despite a large increase in oil prices, the 

performance of energy equities has not been as robust as the underlying 

commodity suggests. In January and April 2018, energy equities 

performed well and provided a window of opportunity to decrease our 

exposure. During that time, we eliminated one of our energy positions—

Helmerich & Payne—and we also decreased three of our energy positions 

anywhere between 20% to 50%. 

  Next question: what are the most dangerous elements of the stock 

market or economy you see right now? 

  Well, there are so many of them. The number one that comes to 

mind is quantitative easing has turned into quantitative tightening. At the 

same time, bond yields are getting more attractive. The S&P 500 dividend 
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yield is below the three-month Treasury bill yield for the first time in a very 

long time. As I mentioned the trade war, we all have been reading about 

the trade war. It remains to be seen whether it will result in slower GDP 

growth. 

(00:20:11) 

  There are also some long-term risks, for example the US fiscal 

situation is on shaky ground. With the newest tax cuts, we cut government 

revenues. The US fiscal deficit is high and is getting higher, and it’s 

expected to get higher. Automation and artificial intelligence could lead to 

massive job losses and could disrupt the social contract. These are a 

couple that I could think of now but I’m sure there are more that are 

escaping me. 

  Is there an arbitrage opportunity in the Ensco/Atwood transaction? 

  That deal closed at the end of 2017. We don’t have any view on 

the new Ensco besides our overall views on offshore energy service 

companies, which is actually constructive. 

  Thoughts on oil market rebalancing? Elliott, can we go back to 

chart 10? 

  This chart shows that inventories have declined by almost 600 

barrels per day since the end of second quarter of 2017, meaning 
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demand has outstripped supply growth by the demand. Part of this was 

driven by strong ongoing demand and part of the deficit was driven by 

major supply declines in places like Venezuela where production is down 

significantly, probably around 700,000 barrels per day. And also OPEC+ 

agreement, since that took place, the production is lower. The current 

revised OPEC+ quota was designed to ensure the current supply deficit 

doesn’t dramatically widen further. It was not designed, we don’t believe, 

to increase global inventories and pressure prices. We believe OPEC 

wants inventories to decline by another 100-150 million barrels. 

(00:22:16) 

  There are other bullish factors we are tracking. Saudi Arabia 

adjusted their quota up but keep in mind that historically we see a very 

large increase in domestic demand during the summer months due to 

summer electricity consumption. The Iranian export barrels are at risk in 

the latter part of year depending on how sanctions are implemented. We 

mentioned Venezuelan production, but we think that it can get worse. It’s 

actually been bleeding at a rate of 50,000 to 70,000 barrels per month. 

  So if you step back and assume that run rate of 1.4 million barrels 

per day of incremental demand then take on the running supply deficit of 

600,000 barrels, we need 2 million barrels per day of new annual supply 
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just to stem the inventory bleed. We do not see any evidence that the 

world can produce this much oil, especially considering the historic 

underinvestment that we had in the marketplace. The only place we have 

seen real growth has been the US, so the onus is placed on the US shale 

and especially not the whole US shale but Permian basin where well over 

half of the US production growth came from. 

(00:23:48) 

  The problem with this setup is Permian pipelines are near full 

utilization. It will be sold, but we don’t think that this full utilization will be 

relieved until the end of 2019. 

  So if we summarize all this, barring an unforeseen dramatic 

slowdown in demand, the supply/demand balance looks very, very 

favorable for the oil sector and hence our over 20% exposure to energy. 

  Another question: how differentiated are you from other small and 

midcap funds? We remain very differentiated. Elliott, can we go to slide 3? 

  I showed this slide earlier. Morningstar puts us in the same 

category with 319 other funds and the category is small and midcap value. 

Only 48 of these funds have 40 or fewer holdings, so vast majority of the 

funds are not concentrated. Many are fully invested. Their cash levels are 

very low. This is especially relevant in today’s environment where small 
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cap stocks are so expensive. There are only two other funds that are of 

size and concentrated like us. 

  We can also go to slide 17. This slide shows our fund’s exposure to 

all the sectors versus our benchmark’s exposure. As you can see here, 

we are not hugging an index. We are as differentiated as one could be. A 

few large differences between us and our benchmark: our cash levels, our 

overweight of energy and information technology, and our underweight in 

financials, real estate and healthcare. Now of course these numbers can 

change rapidly as we see different opportunities in the marketplace. 

(00:25:56) 

  Which ties to another question that I see here. Why are you 

carrying so much cash when your portfolio holdings are so inexpensive? 

  There are a couple of reasons for it but let me step back. I 

mentioned how expensive the market is but we are not top-down 

investors. We are not looking at the overall expensiveness of the market 

and say because the market is expensive, we’re going to have 20%, 30%, 

40% cash. It’s completely bottoms-up. The cash is the residual of 

investment opportunities that we have. We have a number of—especially 

significant limitation which is at time of purchase, no investment can have 

more than 5% weight. Because of performance and price appreciation, 
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the weight can increase but at time of investment, we have to limit it to 

5%. And we have more holdings that are at the 5% limit today than we've 

had in a very long time. 

  And then for the other names, we don’t say that on a relative basis, 

a company is cheap therefore we should increase its weight. We just look 

at our upside case scenario and our downside case scenario, and we 

have talked about this a number of times in our letters and our conference 

calls. We are looking for a 3:1 upside to downside ratio, meaning that for 

every $3 of outperformance a stock can have, we want to risk at most $1 

of share price differentiation. The greater that ratio, the higher the weight, 

and the smaller that ratio, the lower the weight. So as our stock prices go 

lower or our expectation of upside increases, the weights will increase. 

(00:27:56) 

  And our cash level has been as high as low 40s, and today we are 

in high 20s. 

  I don’t see any additional questions. I’ll turn the call over to Cliff. 

Clifford: Thank you for listening to FPA Capital’s Second Quarter 2018 Webcast. 

We now turn it over to the system moderator for closing comments and 

disclosures. 



FPA Capital Fund (FPPIX) - Second Quarter 2018 Webcast Transcript 

 

  

 

 
 

-18- 
 

24887405.1.BUSINESS  

Moderator: Thank you for your participation in today’s webcast. We invite you, your 

colleagues and shareholders to listen to the playback of this recording and 

view the presentation slides that will be available on our website within a 

few days at FPAFunds.com. We urge you to visit the website for 

additional information on the Fund such as complete portfolio holdings, 

historical returns, and after-tax returns. 

  Following today’s webcast, you will have the opportunity to provide 

your feedback and submit any comments or suggestions. We encourage 

you to complete this portion of the webcast. We know your time is 

valuable, and we really appreciate and review all of your comments. 

  Please visit FPAFunds.com for future webcast information, 

including replays. We will post the date and time of the prospective calls 

towards the end of each current quarter and expect the calls to be held 

three to four weeks following each quarter end. 

  If you did not receive an invitation via email for today’s webcast and 

would like to receive them, please email us at crm@fpa.com. 

  We hope that our quarterly commentaries, webcasts and special 

commentaries will continue to keep you appropriately informed on the 

strategy. 
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 We do want to make sure you understand that the views expressed on 

this call are as of today and are subject to change based on market and 

other conditions. These views may differ from other portfolio managers 

and analysts of the firm as a whole and are not intended to be a forecast 

of future events, a guarantee of future results, or investment advice. 

  Any mention of individual securities or sectors should not be 

construed as a recommendation to purchase or sell such securities. Past 

performance is not a guarantee of future results. 

  Any statistics have been obtained from sources believed to be 

reliable, but the accuracy and completeness cannot be guaranteed. 

  You may request a prospectus directly from the Fund’s distributor, 

UMB Distribution Services, LLC or from our website, FPAFunds.com. 

Please read the prospectus and policy statement carefully before 

investing. FPA funds are offered by UMB Distribution Services, LLC. 

  This concludes today’s call. Thank you and enjoy the rest of your 

day. 

(00:33:19) 

[END FILE] 


