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Brande: Good afternoon, and thank you for joining us today. We would like to 

welcome you to FPA Capital’s second quarter 2015 webcast. My name is 

Brande Winget, and I am Senior Vice President here at FPA. The audio, 

transcript, and visual replay of today’s webcast will be made available on 

our website, fpafunds.com. 

  In just a moment, you will hear from the portfolio managers, Arik 

Ahitov and Dennis Bryan of FPA’s Small Mid-Cap Absolute Value 

Strategy, which includes the FPA Capital Fund, as they discuss the Fund, 

its performance, and their views on the market and the economy. It is now 

my pleasure to introduce to you members Arik Ahitov and Dennis Bryan. 

Over to you, Dennis. 

Dennis: Thank you, Brande, and thank you, everyone, for joining us on our Capital 

Fund call today. With me, as Brande mentioned, is Arik Ahitov. Also 

joining us are Nile Garritson and Chris Moreno. On this call, Arik will cover 

the Fund’s performance and portfolio, I will then go over the market 

overview, and then we’ll open it up for questions and answers. With that, 

I’ll turn it over to Arik. 

Arik: Thank you, Dennis, and good afternoon, everybody. Thank you for joining 

us. I suspect that many of you in today’s call know this already, but let me 

start by providing a brief description of what we do. We are benchmark-
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agnostic absolute value masters. We search for market-leading 

companies with a history of profitability, pristine balance sheets, and good 

management teams. We buy them only when they are cheap. We hold 

cash when the opportunities are scarce. We invest in our highest 

conviction ideas, so the portfolio is concentrated. We are long-term-

oriented investors. Our average holding period is over seven years. The 

Fund has been closed during 17 of its 31 years, and we invest alongside 

you, our shareholders. 

  Let me start with performance. (2:00) Our one-year performance 

has been very weak on the heels of our lackluster performance in the 

second half of 2014 and first quarter of 2015. First decline oil prices and 

then the weakness in for-profit education companies, account for the 

shortfall, and we will talk about both of these industries later in the 

presentation. As you can see in this chart, some of our long-term 

comparisons to Russell 2500 also look unfavorable due to weakness of 

our endpoint one-year performance—obviously not a flattering endpoint to 

look at performance. The most recent quarter’s performance compared 

favorably to the Index, and our long-term, as you see in this slide, is still 

very robust. 
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  With the weak one-year performance, we have received three 

questions that were posed by many of you. We would like to provide some 

background for all these questions. The first one is whether this is the first 

time the Fund has underperformed to this extent. The answer is no. There 

have been two other periods. As you can see in the title… area titled A, 

leading to the dog-com bubble we underperformed our Index by a wide 

margin. But as you can see in the area titled B, we outperformed greatly in 

the following two years. We think that simply looking at A or B is not a 

good way to judge us. We like to be judged over a cycle—and up market 

and a down market. So instead of looking at just A or B, we look at A plus 

B because it shows how we perform over a full cycle. 

  Here is another example, this time leading to the great financial 

crisis of 2008. We underperformed in A, outperformed in B, but what really 

matters is again A plus B. Just like football, you can track the score at the 

end of each quarter, but what really matters is the score at the end of the 

game. What common with these three examples and today is the 

excessive variations in the marketplace. 

  (4:04) The second common question we get is: what is moving the 

market? This question usually leads to: why continue to utilize active 

managers when the passive funds that track an index are doing better? 
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The question then becomes whether one knows what is moving these 

indices. On this slide you can see that various technology and 

pharmaceuticals have been moving the market. During the last 12 months, 

Russell 2500 was up about 6%, but biotech was up more than 60% and 

pharma was up 30%. In the table at the right bottom corner, you can see 

the P/E ratios these stocks are trading at. At the end of the second 

quarter, we looked at Russell 2500 and saw that almost 150 companies’ 

stock prices increased by at least 50%, so a 50% increase in just six 

months. Sixth percent of these companies were in healthcare, 80% of 

which were unprofitable. This reminds us of the dot-com bubble when 

unprofitable companies were changing hands at ever higher prices until 

they did not anymore. 

  Another common question we receive is how we look at our 

performance internally. There are a lot of numbers here. I invite you to 

look at the line where it says “average” where we circled the numbers. We 

like to look at our returns over rolling five-year periods because our goal 

has never been to perform in a certain way in a calendar year but rather to 

do well over long periods. This slide shows how our Fund has performed 

on average over a 60-month period. As you can see, the 60-month 
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cumulative average return was about over 100% for our Fund versus 73% 

for S&P 500 and 74% for Russell 2500. 

  We also look at this bar chart that shows how we do when the 

market goes up, how we do when the market goes down, and during the 

year following a down market. (6:02) As you can see, what has 

differentiated us over the year was how we have protected capital during 

down years and how we have performed following these down years. The 

cumulative effects of these two have served us and our clients well. 

  With that background, our portfolio remains defensive and has a 

great valuation advantage over our benchmark. Our P/E ration of about 

13.5 times is significantly lower than Russell 2500’s 29 times and S&P 

500’s 20 times. Your portfolio is not only cheap on the P/E front, but also 

the price-to-book is about a third lower than Russell 2500 and 40% lower 

than S&P 500. This slide shows that we have been able to continue to 

identify companies at absolute cheap valuations despite the indices’ ever-

increasing price-to-earnings ratio. 

  We added 12 new names in the past 36 months. At the time of 

investment, these companies had an average market cap of about $2.6 

billion and were trading at 13 times earnings. If you look at the last two 
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columns on the right, you’ll see that these companies have high return 

equity and pristine balance sheets. 

  We have been active in the six months. We initiated three new 

positions, added to some of our existing names, and took advantage of 

rising share prices by harvesting some of our gains, including eliminating 

four securities. Energy was a strong contributor in the quarter and, 

between majority of our six energy positions, after adding quite a bit in the 

second half of 2014 and the first quarter of 2015. 

  At the end of the second quarter 2015, our cash level stood at 

about 29%. Technology with almost 25% constitutes our largest weighting, 

followed by energy at about 21%. (8:04) These three items accounted for 

75% of the portfolio’s makeup. 

  Our worst performers in the past six months were our for-profit 

education companies. Recall that the Fund initiated holding in Apollo 

approximately 2.5 years ago when it was trading in the high teens. 

Subsequently we reduced the position by roughly 30% during late 2014 

when the stock was trading in the low to mid-30s and resumed our 

purchases after the company’s lackluster performance. Apollo stock prices 

were under pressure because they reported lower than expected profits 

and weak new student enrollment numbers. 
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  Apollo, as you may recall, started up as a four-year degree 

completion program, and in the past ten years they expanded to two-year 

associate programs. Now the company decided to go back to their roots. 

Their goal is to attract better students. In the short term this means that 

fewer students will enroll. But in the long run, more students will persist all 

the way through graduation. The objective is to graduate more students 

who are less likely to drop out and not be able to pay off their student 

loans. 

  Despite these declines, University of Phoenix still attracted more 

than 29,000 students in the past three months alone and continued to 

generate positive robust cash flow. The quality of the school is in good 

shape. The Higher Learning Commission, which is the accreditation 

organization, recently reaffirmed University of Phoenix’s accreditation 

through the 2022–2023 academic year. The global business is growing 

very fast and finally turning cash flow positive. To date the stock is trading 

at less than $13.50 The company has more than $7 of net cash on the 

balance sheet. 

  (10:01) Moving to DeVry, DeVry is one of the largest for-profit 

education institutions in the United States. What some investors don’t 

consider is the steady part of their business that consists of healthcare, 
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Brazil, and test preparation. These businesses provide a diversity of 

revenue streams. Their healthcare business consists of medical and 

nursing schools, both of which are doing well. Their international 

expansion to Brazil has been a success so far, and their test preparation 

program Becker is the number one such provider in the world when it 

comes to studying for the CPA exam. Our sum of the parts analysis shows 

that the value of the company’s medical assets, Becker test preparation 

program, and Brazil operations is greater than is greater than the current 

enterprise value even if one were to value the DeVry University asset a 

$0. We believe that both of these companies provide very favorable 

upside-to-downside ratios. 

  The biggest contributor to performance during the first half of 2015 

was AGCO. AGCO is a leading manufacturer of agriculture equipment. As 

the world’s population grows and emerging markets consumers eat more 

protein, global food production must increase substantially. However given 

that arable land is a limited resource, increased food production will be 

achieved largely through efficiency gains, including increased farm 

mechanization. With a growing consensus that the U.S. farm economy is 

slated for a prolonged downturn, many agriculture equipment stocks have 

sold off. AGCO is in the midst of a turnaround story to improve operating 
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margins and return on capital by centralizing production and sourcing from 

lower-cost countries. 

  Our second largest contributor was Cimarex, an oil and gas 

producer. As I mentioned, our energy stocks were net-positive contributors 

during the second quarter, (12:02) which reversed three quarters of 

negative performance. We took advantage of the higher energy stock 

prices and reduced the share position for most of our energy investments. 

  With that, I will turn the call over to Dennis. 

Dennis: Thank you, Arik. In this section I will review the outlook for the oil market, 

discuss some of the dynamics in the equity market, and conclude by 

looking at the consumer spending. We get a lot of questions on the energy 

space, so let’s just start off with that, and by looking at global oil demand. 

  This is a forecast provided by the IEA. So let’s start by reviewing 

the oil market by looking at this forecast for global oil demand. By the way, 

the IEA is an autonomous organization that tracks the global energy 

markets, and they recently updated their oil demand projections. The blue 

bars represent the daily global oil demand in millions of barrels and was 

updated just a couple of weeks ago. As of now, given what is going on in 

China, Greece and markets, this is the IEA’s best forecast for the next 

year-and-a-half. 
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  The blue bars… let’s just start looking at the blue bars with 

numbers on them. The first number is 94.4, the second number 93.1. That 

93.1 is 93.1 million barrels of oil the world consumed on average in the 

second quarter of this year. So that’s their starting point. And by looking 

forward, we could see what the IEA is forecasting going forward. By the 

end of this year, the fourth quarter of this year, the IEA expects global oil 

demand to be 95 million barrels a day. This represents about a 2 million 

barrel increase over the exit rate of the most recent quarter. (14:02) If you 

look out into 2016, they’re expecting by the end of the year a 96.4 million 

per day consumption globally, which represents roughly 3.3 million barrels 

of oil consumed incrementally over the next 18 months. What is interesting 

to us is, despite the choppy global economy, the IEA has boosted these 

numbers from their earlier projections at the beginning of this year. 

  Now let’s look at oil supply, specifically U.S. oil supply. We want to 

emphasize that approximately half of the new supply over the past five 

years has come from the U.S., primarily because of the enormous ramp-

up of U.S. oil shale projects. In fact, non-U.S. and non-OPEC oil supply 

has remained flat to slightly down despite oil prices being above $80 for 

the majority of these past five years. Looking at the graph on the left 

shows oil recount. This is widely reported in the media, and we’ve shared 
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these results in the past. The rig count has plunged by more than 50% 

since last year. These are oil-directed land rig counts. 

  Looking at the slide on the right, this is to illustrate the physics of 

what’s going on in a typical oil shale well. As many of you know and 

maybe some of you don’t know, there’s a rapid decline in oil production for 

each of these wells as time progresses. And this is just an illustration, but 

it represents a typical oil well in the oil shale play. (16:03) The typical 

decline is about 50–70% the first year. So in this particular case, this 

happens to be Rosetta Resources Briscoe Ranch Type Curve, which is 

among the best and most productive areas within the country. You can 

see for this particular well Rosetta generated on average 575 barrels a 

day the first year. The next year it plunged to about 250 barrels per day—

about a 57% decline. But that wasn’t it. The following year, or the second 

year, it decline about 35%, and the next year after that 20%, and then 

about a 17% decline. The bottom line is that, unless well productivity 

substantially increases, oil shale companies will need to drill more wells to 

keep production flat. But of course CapEx budgets have been cut 30–

40%. 

  So what is happening with respect to U.S. crude production? We 

titled this slide “Is U.S. Oil Production in Decline?” There is some 
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uncertainty about this because of the way the Department of Energy 

releases its weekly U.S. oil production numbers. This slide is a little 

difficult to follow, but I’ll do my best to explain what it means. So we have 

three lines here. We have a blue line, a green line, and a red dotted line. 

  The blue line represents the weekly U.S. oil production report 

issued by the EIA, which is the Energy Information Administration, which 

is a division within the Department of Energy. They essentially look at all 

the major oil fields and wells across the U.S. (18:05) and talk with a 

number of companies. And basically that blue line that says the IEA model 

is really more of a survey. When they call these companies to ask, “What 

was your production for the week,” the companies give that number. This 

number is reported every Wednesday and is widely followed by oil traders 

and the market. It is the number that is reported in the media, okay? 

  The red line is the adjusted EIA oil production estimate, and  this 

adjustment typically occurs every month when the EIA has better data. 

  The green line is the Raymond James U.S. oil production model 

estimate, which we believe is the most robust in the country. Raymond 

James has been tracking nearly every new oil shale play and nearly every 

new well to come online since 2010, and incorporates not only the wells 

but also the decline rates for these wells. 
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  The consensus market view is that the U.S. oil production is 

increasing because they see that blue line going up, which is true in our 

viewpoint when viewed year-over-year but not necessarily representative 

of what’s happening today when we look at the week-over week. It’s the 

rate of change, in our opinion, that matters. Just yesterday the EIA 

released… I’m sorry, the other day the EIA release their numbers… yeah, 

Wednesday, released their numbers for the weekly production numbers. 

(20:02) And for the first time in awhile oil production, based on their 

surveys, turned down. They estimated that U.S. oil production declined by 

145,000 barrels a day. Now that’s one data point. It does not say or 

necessarily mean that the U.S. oil production is in decline. 

  However when you look at the Raymond James model, in the 

adjusted EIA model, it appears that U.S. oil production peaked a few 

months ago and is now trending down. Interestingly enough there’s a 

company called Core Labs—great company, and they have core sample 

around the world of every oil and gas play. They have stimulation 

services. They help oil companies get more oil and gas out of the ground. 

David Dempsher, the CEO, had their conference call last week. And he 

indicated he believes or Core Labs believes that the U.S. oil production is 
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now in decline, and he expects or they expect U.S. oil production to 

decline by 500,000 barrels by the end of this year. 

  Let’s now turn to the U.S. equity markets. The chart on the left 

shows extremely high valuations for biotech and social media stocks. On 

an earlier slide, Arik showed the individual sectors driving the performance 

of the Russell 2500, and biotech had the largest gains both on a year-to-

date basis, as well as over the past 12 months. The right side graphs 

show margin debt is at an all-time high (22:04) and that the market cap to 

GDP is nearly identical to the 1990s dot-com bubble era and just before 

the financial crisis seven to eight years ago. 

  This next slide, levered equity markets… we like this slide because 

it shows the median P/E and the median price-to-book for all NYSE stocks 

rather than valuations for the major indices, which can be heavily 

influenced by a few companies because they are market cap weighted. 

Again according to this data U.S. equities are trading at the high end of 

their long-term historical valuations. 

  While there’s been some debate recently whether mutual funds and 

ETF loans are helping to push the market higher, it’s fairly clear from 

these two bar charts corporations have been very active buying stocks—

whether it be their own through share buyback programs or through 
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mergers and acquisition deals. The recent flurry of mega healthcare deals 

further highlights the capital flows into the U.S. equity markets. 

  We’re going to conclude with this slide. We want to show this slide 

because the consumer represents 70% of the U.S. economy. It appears 

retail sales have recently trended a bit weaker than the first half of the 

year, as depicted by those red dots on this line graph. The slower growth 

does not mean we’re headed for substantial slowing of the economy 

(24:05) or even a recession. However we ask the question: with cheap 

energy prices, ultra-low interest rates, and a reportedly stronger labor 

market, why is this the case? It is not intuitively obvious why retail sales 

growth has slowed. There are several theories why this is happening. 

Perhaps it’s just a short-term blip, and the consumer will reverse course 

and start spending more. However with consumer spending representing 

nearly 70% of the economy, it’ll be quite interesting to see if the Fed raises 

rates like a lot of people are talking about when retail sales are a bit tepid. 

  With that, open it up for Q&A. 

Brande: Thanks, Dennis. Thanks, Arik. So we… thank you to those who have 

submitted your questions in advance. We’ll start with a number of 

questions on the energy sector. The first asks: please discuss your views 

on the price of oil, which I think you’ve addressed a little bit, but as well as 
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the drillers in the portfolio. And are you in agreement with the fact that Iran 

might be a game-changer? 

Dennis: Okay. I’ll address the drillers and whether or not Iran is a game-changer. 

First of all, we have three drilling companies in the portfolio—two offshore 

companies, Rowan and Atwood Oceanics; and then one land-based 

drilling company, Helmerich & Payne. With respect to Rowan and Atwood, 

these companies are reporting excellent results while a lot of companies 

are… many in their respective industries or competitors are reporting very 

poor results. 

  (26:01) To give you an example, In March of this year, the first 

quarter of calendar ’15, Atwood sales were up 30% year-over-year; 

Rowan sales were up 45% year-over-year. Both of their operating 

incomes were up over 100%. Now Atwood just reported and reported 

really good numbers for the June quarter; Rowan’s earnings will be 

reported next week. But for Atwood, their sales were up 13% year-over-

year, and their operating profit was up 45%. So these companies are 

executing very well. 

  We got a couple questions last year whether or not these contracts 

are really going to be good contracts. Well, it appears thus far that these 

contracts are solid contracts, as we suggested, because they’re reporting 
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the excellent results. The market doesn’t care about that, but the market 

doesn’t care about what they’re going to earn this year. The market 

probably doesn’t even care what they earn next year even though Atwood 

is expected to earn over $4 a share next year, and the stock is roughly 22. 

The market’s looking out probably into 2017, 2018. We look at these 

companies on a normalized basis, and on a normalized basis these 

companies are cheap, they’re executing very well, management teams are 

doing a great job, and I think they could do further good job on cost 

controls. 

  Now with respect to Iran, is Iran a game-changer? If you look here, 

we anticipated this question because of the news of a comprehensive 

nuclear agreement between Iran, the five permanent members of the 

U.N., and Germany. And in relation to the agreement, the economic 

sanctions that have been posed on Iran over the last few years will soon 

be lifted. (28:02) So looking at this, one can see that today Iran is 

producing roughly 800,000 barrels of day less than they did in 2011. While 

it’ll take some capital for Iran to achieve that level again, we believe the 

country will be able to hit that level by the end of 2016. However it’s 

important to remember—and you can refer back to the IEA demand 

forecast, which… global oil demand is expected to increase by 3.3 million 



FPA Capital Fund - Small-Mid-Cap Absolute Value 7-30-15  

 

 

 

 
 

-18- 
 

 

barrels between now and the end of 2016, and U.S. oil production could 

be in decline and, if the CEO at Core Labs is correct, we decline by 

500,000 barrels a day, it doesn’t appear that Iran is a major game-

changer. It’s not a positive, but I wouldn’t call it a game-changer. 

  Longer term Iran is going to require enormous capital and Western 

technology infusions to grow their production materially above the 4 million 

barrels a day oil production. From all that we gathered—and we talked to 

a number of people and read a number of reports—Iran is a very 

bureaucratic country, and the Revolutionary Guard controls many of its 

businesses over there. So negotiations between Western oil companies 

and the country will likely be lengthy, and the contracts will need to include 

indemnifications should Iran end up cheating on the nuclear agreement 

and sanctions are re-imposed or imposed again. 

  Last—and this is probably the most critical factor—Western oil 

companies will want to book reserves. (30:07) Why? When you book 

reserves, all else being equal, that moves your stock price up. If Iran is 

simply only willing to enter into what is referred to as production sharing 

agreements—in other words, where the companies get to share in some 

of the production of Iran but not book the reserves on the balance sheet—

many Western companies will just walk away. And in fact they walked 
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away in the past when Iran suggested these. So short term we believe 

Iran will be able to get back into the market, which will boost supply. 

Longer term there are a lot of reservations out there. 

Brande: Thank you, Dennis. And a couple questions on Rosetta Resources with 

regards to Noble’s acquisition—wanted to your updated thoughts on 

Rosetta as it now becomes Noble. And a question about if we’re 

disappointed in the sales price compared to the long-term potential that 

Rosetta had by itself. Do you think it’s wise to hold onto this investment 

after Noble takes over? Do you think they can create value continuously? 

And also is if you think… your thoughts on SM Energy being a nice 

acquisition for Noble as well. 

Dennis: Okay, lot of questions in there, Brande. Hope I can remember them all. 

First with respect to the deal, I think we’ll publicly state that we voted no 

on the deal. We were not happy with the transaction. We think Noble 

essentially took over Rosetta at a very, very cheap valuation. We’ve 

confirmed a lot of this talking with other people. We’ve talked to Noble 

about what their expectations are, (32:02) and it was very frustrating. 

  Nonetheless it was a share-for-share deal, and it looks like to us 

what’s really occurring is we’re getting swapped out of our undervalued 

security for another undervalued security. Noble is a very interesting 
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company. We had known the company a little bit. I wouldn’t say that well. 

We had watched it. It’s a much larger market cap company than we 

typically invest in, but we had a lot of respect for the company—known as 

an excellent exploration company. When we did our due diligence, led by 

Nile Garritson, we met with David Stover. I met with David Stover a couple 

times. He’s the CEO of Noble. We talked with the company a number of 

times. We talked to a number of experts out there. And it looks like Noble 

has multiple ways to win. 

  First of all on Rosetta, they’re expecting to take Rosetta’s 

production from roughly 60,000 BOE, or barrels of oil equivalent per day, 

to 100,000 barrels of day over the next few years without really materially 

dipping into any capital—whether it be equity or debt. Second, they’ve 

great assets up in what they call the DJ Basin up in the Colorado area. 

More importantly there’s a area in the eastern Mediterranean that’s two 

really large gas fields. There’s a field called Tamar, and there’s a field 

called Leviathan. These two fields represent over 30 trillion cubic feet of 

gas. Only one of the field, Tamar, is sanctioned. And should the second 

field, Leviathan, get sanctioned, there’s a huge market for their gas in the 

Middle East. (34:00) For example in Egypt I think there are three LNG 
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facilities there that are starving for gas, and this Leviathan field is perfectly 

located to supply those facilities. 

  So looks like Noble has several ways to win without oil prices really 

doing anything. So we don’t want to be stubborn and express our 

frustration by punting a very cheap stock. That would not be prudent of us 

as managers of your capital. So we will retain the Nobel shares 

irrespective of how frustrated we are with the deal. 

  With regards to SM Energy, whether Nobel would acquire SM is 

very possible. We think Noble doesn’t have an appetite right now to 

acquire anything that large. I think they want to digest their Rosetta 

acquisition. Rosetta not only has operations in the Eagleford Shale, which 

are among the low-cost assets in the oil shale play. But they are just 

learning what they have in the Permian Basin, which could be even better. 

We don’t know yet, but it could be even better or just as good as their 

Eagleford assets. So I think Noble will want to get their hands around all of 

that, get that under control before they go out and do a major acquisition. 

SM is really chap. They reported yesterday—or the other day; they had 

the conference call yesterday—great results. Stock was up I think 12% or 

so. And as a shareholder we wouldn’t want to see that one taken away 

unless at a cheap price. 
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  And did I get them all, Brande? 

Brande: Yes, yeah. And so just along those same lines, a question came in about 

(36:01) trimming and exiting energy positions—if you saw a small bounce 

in energy prices and believed there’s a lot of upside in the business in 

energy. 

Dennis: Okay, so this… whether it’s energy companies or technology companies 

or industrial companies, healthcare companies, we managed to a 

weighting. So when the energy companies in the fourth quarter of last year 

and first quarter this year really got depressed, we added to them in the 

fact of massive negativity. In the second quarter, they all bounced pretty 

substantially because oil prices troughed around 42 and rallied back to 60. 

And so those companies… those energy companies did better than others 

within the portfolio. And so the weightings got misaligned. And what we do 

is we manage to the weightings. And so we trimmed back. We trimmed 

back the energy companies. 

  But Western Digital, which is not an energy company, their stock 

was $100 a share-plus not too long ago, and we were trimming it. The 

stocks fell recently into the 70s. We added to it. And so it doesn’t really 

matter if it’s a tech or a energy company; we manage to the weightings. 
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Brande: Do you think there’s any weak oil players and particularly integrated oil 

majors? 

Dennis: Okay, we’re not experts on integrated oil majors like Exxon or Chevron. 

Those companies have massive downstream operations petchem or 

petrochemical facilities. They have refineries. They got huge marketing 

and distribution operations. So really can’t comment on them. Those 

stocks really haven’t done much. They come down a little bit. They maybe 

gone up a little bit. 

  In terms of companies that are in trouble, yes, there already have 

been bankruptcies, and we expect there will be more bankruptcies, 

particularly if oil prices continue remain in the kind of the high 40s, low 

50s. (38:05) We see a number of companies that are distressed, selling 

assets, and basically got left with just their worst assets because they can 

only sell the good assets, and highly levered balance sheets. Yeah, there 

going to be problems out there. 

  We have no interest… zero interest in doing anything with those 

companies. We invest in the low-cost companies like SM, Cimarex and 

Rosetta. They can survive. Rosetta, by the way, reported their quarterly 

numbers the day… Friday before the acquisition closed the Monday or 

Tuesday the following week, and they reported great numbers—
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profitability. People thought they were losing money; they didn’t. SM, 

same thing. We’ll see what happens with the Cimarex, but Cimarex has 

100,000 acres in the Permian Basis that they’ve said they can generate a 

75% IRR at $50 of oil. So we want to only invest in those companies. We 

don’t want to speculate on tertiary E&P companies. 

Brande: Okay. Thank you, Dennis. Moving on to our for-profit education, there 

were some comments on Apollo and the fact that we’ve increased the 

position. Specifically how do we value the company? Arik? 

Arik: Sure. I think there are also some questions about DeVry, so I’ll just take 

them altogether. The main questions to answer are really simple. The first 

one: will we need education going forward? And then if yes, who will 

deliver that education, and how will it be delivered? 

  And let’s look at all these questions. We believe that being better 

educated really pays. People that attain higher education level experience 

lower unemployment rate. They tend to get paid more. Yet there are still a 

lot of people without a post-secondary degree. And I’m not only talking 

about students that have never started college. (40:04) I’m talking about 

the people… the 30 million people in the United States that enrolled in 

college over the past two decades but never finished their studies. So they 

know what it means to go to college, but they were perhaps not as lucky 
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as I was to be able to go to college right after high school and being able 

to get a scholarship or a loan, and life happened to them and they had to 

leave school. So believe there’s a large market of potential students out 

there. 

  And then the question becomes: who will deliver this education? 

And some people say, well, there are all sorts of community colleges out 

there, so maybe they can go to those schools. The reality is, due to the 

budget constraints, public is not… funding is not available for many of the 

community colleges in most of the states. So at the same time, on the 

other side of the equation, the for-profit schools, they offer flexible 

programs that fit with working adults’ life styles. So they offer online 

programs. They offer night and weekend classes. They offer convenient 

locations. And all of these help working adults that seek flexible schedules. 

This is where Apollo and DeVry come in. Both have proven that students 

that graduate from their programs find jobs. Both have proven that those 

students get paid more than they used to prior to their attainment of their 

college degree.  

  Specific to Apollo to the whole valuation and why we bought… And 

look, there are other questions here. I’m looking some questions coming 

in: what is the maximum or largest weighting you would accept. How do 
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you determine weight? And Apollo perhaps is a good example. The way 

we think about weightings is we think about a company, and we think 

about what is the normalized earning power of that company—the owner 

earnings. It’s a fancy way of talk about cash earnings of a company, so 

EBITDA minus CapEx tax affected. (42:02) And then we want to 

understand how much they can make during the peak of the cycle; how 

much they can make during the trough of the cycle. But the number one 

question is: how much would they make in a normalized environment 

through the cycle? And then based on that, we think about their upside 

case, and we think about our downside case. 

  The first dollar we put into the market is going to be at a point 

where the upside-to-downside is 3:1. What I mean by that is, for every $3 

of upside we see in a name, you want to risk at most $1. So all else equal, 

the more expensive a stock, the higher the stock price, all else equal, we 

will be selling, and the lower the stock price, we will be buying. For 

example in Apollo’s case, when the stock was in 30s, we bought quite a 

bit… we would quite a bit. And when the stock came down to below 18, 

then at that time we decided to buy some. And the maximum largest 

weighting we would accept is 5% at time of purchase. 
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  Specific to Apollo, in our downside case, we assume both 

enrollment and margin to get cut in half versus the already low current 

levels. In our upside case, we assume enrollment will still fall by over 35% 

versus last fiscal year, and that’s mainly due to the company’s decision to 

get out of the associate business. We left our global estimate unchanged 

despite continuing signs of improvement. In that business. And Apollo is 

trading at less than $13.50 today. They have over $7 a share of net cash. 

Just the book value of their global operations is over $4. So basically one 

can buy their traditional U.S. for-profit education business for about $2 a 

share, or for about $200 million. And never mind this business is still 

profitable. It’s still generating free cash flow, (44:00) and just in the past 

quarter added 29,000 new students through its enrollment. 

  And the question about DeVry, DeVry remains a profitable position 

for us. They are very differentiated with their medical school, nursing 

schools, Brazilian schools, and test preparation segment. 

Brande: Thank you, Arik. And also we have a question regarding flows and when 

the Fund is still closed. It is still closed to new investors. Has there been 

any consideration to open it to new investors? 

Dennis: We’ve always considered opening it up to new investors. We remain open 

to opening up the Capital Fund. We don’t want to dilute our current 
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shareholders today with the high cash levels. We stated in the past that 

both Arik and I and others on the team view that, when cash flows are 

lower, that’s a target-rich environment. Cash levels have declined 

substantially, and we can deploy any new capital that we receive into the 

kinds of names that we have traditionally always invested in. Those would 

be the conditions under which the Fund… those conditions remain the 

same today. 

Brande: All right, and we had a couple questions come in on Trinity. Arik, if you 

want to talk a little bit about Trinity and the selling out of that position… 

Arik: Sure. Trinity has been a very successful investment for our Fund. At the 

end of 2011 the stock had one of our largest weightings; it was over 5%. 

And we cut that position by 40% in 2012. We cut the remaining position by 

80% in 2013 and yet another 25% in 2014. So the remaining position 

when we entered 2015 was less than 10% of the original position we had 

at the end of 2011. 

  (46:00) And there were a couple of questions about Trinity, and one 

question said, look, the return equity still seems high, as well as cash 

earnings. So why are you selling the stock? Has really your outlook for rail 

industry changed dramatically? And we will agree that return equity and 

cash earnings are both very high right now, but we believe that is because 



FPA Capital Fund - Small-Mid-Cap Absolute Value 7-30-15  

 

 

 

 
 

-29- 
 

 

you’re nearing the peak in the cycle. 2015 is on pace to be at or near 

record high levels. And looking back over previous rail cycles, when 

demand falls, units shipped can collapse by 60–70%. And given the 

business’s relative fixed cost structure, margins can go from 20% to 

negative pretty quickly. So it’s not so much that we think that the rail cycle 

has fundamentally changed. It’s more that we believe were closer to the 

end of the cycle where it is nearing a turning point of this cycle. We hope 

to own Trinity again should the upside-downside ratio warrant us to make 

an investment. 

Brande: Okay. And, Dennis, on RDC, you mentioned in a letter that you felt the 

stock was cheap but have trimmed the position—just more color on why 

we trimmed if we felt it was cheap. 

Dennis: So, as I mentioned earlier, Brande, we added to the position in the fourth 

quarter of last year, added to it again in the first quarter of this year. The 

stock had a nice pop in the second quarter. Other stocks did not do as 

well as Rowan did in the second quarter, and so the weighting just got out 

of balance, and we trimmed. And this is what we do. We kind of scale in, 

scale out of positions, and we look at the weightings. We manage to the 

weightings. Yes, it’s cheap, and that’s why we still have a sizable position 

in the company. The company will report next week. (48:00) These 
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companies remain cheap and they remain in the portfolio, but it’s just a 

managing of the weighting more than anything else. 

Arik: My other question came into what Dennis was talking about and what I 

mentioned earlier: what is the max or largest weighting you would accept? 

Again at time of purchase we limit the weighting to 5%, but we’ve had 

positions that have been significantly lighter than 5%, and that came 

because the appreciation of the stock. Today we have a couple positions 

that are more than 5% weighting. 

Brande: Okay. And had another question here about any capital gains distribution 

this year—what do you foresee? 

Dennis: Okay. Before I answer that, there was a quick follow up on weightings. So 

what we mean by the weighting is the actual percentage position in the 

Fund. So to give you an example, if we have a 4% position in Rowan, 

that’s a 4% weighting. So 4% of the Fund is weighted toward Rowan. 

That’s just an example. That’s just for illustration purposes. So that 

weighting is really a percentage position, okay, to clarify that. 

  Okay, in terms of redemptions, the redemptions… as everyone 

knows, we’ve been closed for ten years. Redemptions are pretty much the 

same, I would say. There’s been an acceleration. We’re not… the 

redemptions we receive, they have not impacted how we manage the 
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Fund or our ability to manage the Fund. We have tremendous amount of 

liquidity. So the redemptions have been fairly steady—nothing major… no 

major changes in direction. We do have some inflows, but on a net basis, 

and the net flows are coming from existing shareholders. But on that 

basis, since we don’t have any new investors or new advisors being added 

to the structure, you just naturally see outflows. But that has not changed 

really. 

Brande: Okay, and just circling back to the question that we got on capital gain 

distributions, (50:03) do you foresee any? 

Dennis: So on capital gains, it’s very interesting. While we do not trade positions 

based on unrealized gains or losses, we’ve always tried to be as tax-

efficient as possible. Thus thus far, despite realizing very large gains 

recently in , as Arik mentioned, Trinity Industries, Centene, Signet, 

Western Digital, Footlocker, Arrow, Avnet, Arris, Interdigital—these are 

stocks that they just had enormous gains—we’ve been able to keep the 

realized gains fairly low. And so we want to be very tax-efficient, but that 

doesn’t drive our decision-making—whether we’re going to buy or really 

sell securities. But we’ll try to manage it as efficiently as possible. 

Brande: Okay. Regarding any new ideas, have you purchased anything new since 

the quarter end? We talked a little bit about it, if you want to elaborate. 
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Arik: Sure. So I can tell you what we did. During the first half of the year, but 

there’s been a mutual fund I cannot tell you what we did since the end of 

the first half. We have added three new positions in the first half of the 

year. Eliot, can we go to the slide that shows—I think it was Slide 11—that 

shows the new additions? Yes, that one. Thank you. 

  So we usually at 25–35 stock portfolio. Let’s take 30 as the 

midpoint. And as I mentioned at the beginning, our average holding period 

is seven years. So every year you should expect us to add four new 

positions. Obviously that’s an average, right? Some years it’s going to be 

more; some years it’s going to be less. But we like to think of the world as 

a real long normalized environment. 

  (52:00) So this year we already added three; we would like to add 

more, and there are a number of names that are already at the trading 

desk. That means that the stock prices are close. And there are many 

more that we have already finished researching. We wrote our 30-page 

memo. But, look, we’ll remain disciplined. It is true that some stocks came 

down in value, but most went from grossly overvalued to overvalued. The 

good thing is there’s more volatility in the market for sure, and we will take 

advantage of that. 
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Brande: Thanks, Arik. So a question came in about discussing a view of the 

overvalue/undervalue for the Russell 2000 and how that index 

construction may be misleading to the retail investor, and any educated 

guess of a seven-year compounded ROR beginning at today’s level? 

Arik: All right, well, I think that we spent quite a bit of time talking about the 

construction of the Index. Usually we spent all the time on where the 

returns have been coming, and we showed that slide where 

pharmaceutical companies and biotech companies and medical 

equipment companies that have been going up quite a bit. Yes, Eliot, 

maybe you can just open it up. I think that’s slide number 7. So this slide, 

yes. 

  So you see on the right top Russell 2500 went up 6% last 12 

months. But even though healthcare makes up a small part of that Index, 

the returns make up a large part of it. And then on the right bottom, we tell 

you what the multiples of those subsectors are. So we think that the 

market overall is expensive, but there are subsectors that are extremely 

expensive. 

  The question came on Russell 2000. I know that we talked about 

Russell 2500 trading at 29 times. (54:03) The number for Russell 2000 is 

actually 35 times. So the market is expensive. So that’s why we’re worried 
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about investing ETFs and indices, and we just going to look for companies 

that are trading at lower valuations. It’s hard for me to know what the 

seven-year compounded return is going to be starting December 31st, but 

I would guess that it’s going to be lower or more volatile than it’s been 

over the last seven years or five years. 

Dennis: Yeah, and also I just want to jump in. That’s perfect, Arik, but everyone 

needs to remember that the indices are reconstructed… the Russells are 

reconstructed quite often. So what’s in the Index today and a year from 

now could change. 

Brande: Okay, thank you both. And who do you think about the IEA increasing 

demand, or why do you think they’ve increased their demand numbers? 

What could be the driving force there? 

Dennis: Good question. We’re analyzing that right now. When they came out with 

their initial forecast for 2015 early this year… actually late last year, I 

believe the IEA was looking at a slowdown in the U.S. economy. I think 

the GDP was recently revised to a plus 0.6% increase in Q1; Q2 came in 

roughly 2.5%. And so I think what’s happening is the IEA is increasing its 

economic growth factors for not just the U.S. but also in Europe. And 

Europe appears to be showing better growth than many people expected. 

We had, I believe, three or four companies report in the last week, all 
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commenting on how good their European businesses are, (56:02) which is 

great for us as shareholders. So I think the IEA’s simply reflecting better 

growth in the OECD companies—the top 20 largest developed countries 

in the world. 

  And so for example the IEA’s original demand forecast for the U.S., 

they were expecting growth of… I forgot exactly what they were expected 

to grow in the U.S., but I the beginning of the year globally it was 700,000 

barrels a day, and now for 2015 globally they’re expecting about 1.4 

million barrels per day on average growth over last year. And a large 

portion of that is due to the U.S. growing a bit faster, as well Europe. 

Brande: Thanks, Dennis. And for our last question in order to keep on schedule 

here, regarding Federated, the stock has a P/E of 22. It doesn’t seem to 

meet your metrics. Why is it still in the portfolio? 

Arik: Okay. Look, Federated is a very small position for us. We bought the stock 

at below $18 a share, and we already received over $4 a share of 

dividends. The stock is trading at mid-30s, so that I think it was 34 before 

we came into this meeting. We already sold 60% of the shares that we 

purchased. But the assessment in the question is exactly right. The P/E 

ratio is inflated because the earnings of the company are depressed. As 

you might be aware, money market funds have been struggling over the 
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last few years due to a very low interest rate. The low interest rate 

environment forced money market managers to decrease their fees—

what’s called a providing a fee waiver—because a money market fund 

obviously needs to provide a positive or at least a 0% yield. They cannot 

provide a negative yield. (58:02) And it, believe it or not, is a very 

challenging situation in a low rate interest rate environment when you 

have fixed costs. In last 12 months for Federated, these fee waivers 

amounted for $100 million, as Federated is one of the market leaders with 

over $250 billion of money market assets. The good thing is the company 

stated that a ten basis point increase in yield would decrease the impact 

by 40%. A 25 basis point increase will decrease the impact by 65%, 

majority of which will be recovered and will hit the bottom line. But again 

small position and we sold a majority of it, and earnings are depressed. 

Brande: Thank you, Arik. And we apologize. We were not able to get to all the 

questions here. We will answer them offline. If there’s any other questions, 

you may submit them to crm@fpafunds.com. 

  So thank you for your participation in today’s second quarter 2015 

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 
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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 additional comments or suggestions. We 

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

time is valuable, and we do appreciate and review all of your comments. 

  Please visit FPAfunds.com for future webcast information including 

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

towards to end of each current quarter, (60:00) 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@fpafunds.com. We hope that our quarterly 

commentaries, webcasts, and special commentaries will continue to keep 

you appropriately informed on the Strategy. 

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

on this call are as of today, July the 30th, 2015, 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 
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not be construed as a recommendation to purchase or sell such securities, 

and any information provided is not a sufficient basis upon which to make 

an investment decision. The information provided does not constitute and 

should not be construed as an offer of solicitation with respect to any 

securities, products, or services discussed. 

  Past performance is not a guarantee of future results. It should not 

be assumed that recommendations made in the future will be profitable or 

will equal the performance of the security examples discussed. 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 carefully before investing. FPA Capital is 

offered by UMB Distribution Services LLC.  

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

day. 

[END FILE] 


