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

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

Ryan Leggio, and I’m a Senior Vice President and Product Specialist 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 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 Dennis Bryan. 

Dennis: Thank you, Ryan. On our call today, Arik will cover the performance of the 

Fund, as well as few portfolio attributions and contributions. I will then 

discuss the market overview, but essentially focus on what is going on in 

the oil market. This is because it is top-of-mind for many shareholders and 

investors because of the large volatility this sector is experiencing and 

because many market strategists are pointing to the price of oil as an 

indicator for the direction of the global economy. Last we will open up for 

Q&A after our prepared remarks. 

  With that, I’ll turn it over to Arik. 

Arik: Thank you, Dennis. Good afternoon, everybody. Before we start, let me 

go over our strategy very briefly. We are a long-only absolute value fund 
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that is benchmark-agnostic. 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 buy when 

there is a compelling risk/reward. The resulting portfolio tends to be 

concentrated. As many of you know, our Fund has been closed the 

majority of its life, and both Dennis and I are large shareholders alongside 

you. 

  Our performance has been very weak since the fourth quarter of 

2014. The cumulative effect of these four or five quarters shows itself as 

very weak three-, five-, and ten-year numbers. As we mentioned before, 

these multiyear performance numbers are very endpoint-dependent and 

we believe can improve substantially as quickly as it deteriorated. As 

disappointed as we are with our result in the past five quarters, we are 

very optimistic about our portfolio prospectively. 

  There are a few reasons why we are confident about the future. 

First of all, this is not the first time our portfolio has underperformed to this 

extent. In both prior occasions, our performance during the ensuing time 

periods have allowed us to not only make for lost ground but also surpass 

the performance of our benchmark once again. We do not believe that it 

should be any different this time around. Our process has not changed 
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over the past 30 years. Our portfolio is filled with strong but cheap 

companies. In addition, the Fund has ample liquidity, with almost 20% 

cash, to take advantage of this volatile time for the stock market. We’ve 

already started to deploy capital during these turbulent times and our cash 

level has decreased as the market weakened. 

  Our stocks have already taken major hits. Both the energy and 

education sectors have underperformed our benchmark significantly. For 

instance, 2015 marked the fifth straight year the all service sector has 

underperformed the Russell 2500, but there have been many periods 

where the opposite was true. Later in the presentation, we will go through 

why we believe energy should do well over the long term for our 

shareholders. 

  The most important reason why we are very optimistic about the 

future is the makeup of our portfolio. Our portfolio is very cheap today. 

Our holdings trade at a significant discount both in price-to-earnings and 

price-to-book terms versus our benchmark. Our portfolio companies in 

aggregate are both very profitable and have strong balance sheets. Keep 

in mind that our price-to-earnings ratio is based on current earnings, which 

are really depressed for a meaningful part of our portfolio. All our cyclical 

names, especially our investments in energy, are currently generating 
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significantly lower earnings than their normalized earning powers. A price-

to-earnings ratio calculated based on normalized earnings would depict 

even a stronger advantage versus the indices. 

  Our portfolio remains very concentrated. A little over half the 

portfolio is in technology and in energy. These two sectors are followed by 

about 11% education and 8% in industrials. Cash is a residual of all 

investment ideas, and it stood at 19% at the end of 2015. 

  We have been very active in the fourth quarter. We initiated two 

new positions. Mifflin is a leading provider of K to 12 instructional 

materials for the classroom. Ninety percent of the market is controlled by 

only three companies. Mifflin has over 40% market share in the top 

disciplines of math, reading, and science. There are significant barriers to 

entry in this business. It takes a lot of time to prove that your curriculum 

works and then convince state and school districts to adopt it. 

  Sanderson Farms is one of the largest chicken processors in the 

United States. Chicken has several advantages over competing proteins. 

It is healthier than beef and pork, and it requires less feed. We had a 

chance to invest because of recent export bans caused by avian 

influenza. 
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  Our third new investment in the quarter was a high-yield bond. It is 

the first high-yield bond in our portfolio in a long time. As you might recall, 

we owned the equity of Atwood in the past. Atwood is an offshore driller. 

We bought their 2020 maturity bonds in December at about 25% yield-to-

worst. Atwood’s fleet is young and high spec. The replacement cost of 

their asset is $4.8 billion compared with $1.7 billion of total debt. The 

stock is trading at 10% of its tangible book value, less than one time of its 

last 12-month earnings, and about four times next year’s EBITDA. The 

company has a long-term track record of industry-leading margins and 

performance. 

  We eliminated two positions in the fourth quarter. We sold out of 

BWX Technologies due to valuation. You might recall that we bought 

Babcock & Wilcox in late 2014. The company split into two in July 2015. 

We kept and increased our position in Babcock Enterprises and sold out 

of BWX Technologies. 

  The second position we eliminated was Federated Investors. We 

initiated our Federated position in August 2011 when it was the most 

shorted asset manager in the United States. We more than doubled our 

money with this investment and had an IRR of almost 25% over a four-

year period. 



Q4 2015 FPA Capital Fund (FPPTX) Webcast 

 

 

 

 
 

-6- 
 

 

  Let me talk about our worst two performers. Apollo Education 

Group was our worst performing stock in 2015. We have spoken and 

written about Apollo many times in the past, so I will not go into detail on 

their business model. If you’re not familiar with the company, please refer 

to our most recent investment letter and also our older letters. 

  The big development on Apollo’s case is the market rumors that 

there’s a suitor for the company. The rumored price is about 50% higher 

than today’s price, but we communicated the inadequacy of this price both 

with call to the management team and a letter to the board. We continue 

to believe that Apollo is worth over $30 a share, and you can see our 

sum-of-the-parts analysis in this slide. If the company is indeed sold for $1 

billion, the management team will be selling out the business at less than 

1.5 times enterprise value to EBITDA. To put that 1.5 times number in 

perspective, over the last 15 years, private equity firms have paid an 

average multiple of almost nine times. Apollo’s that are listed on their own 

proxy are trading at nine times on average. Today over 80% of the 

company’s market cap is in cash, and the stock is trading at less than one 

time current and forward EBITDA. 

  Our second worst performing stock was Western Digital. We have 

owned Western Digital for a long time, and this stock has been a very 
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strong contributor to our performance for many years. We’ve decreased 

our share count by over 90% since 2011.With the recent weakness, we 

started buying Western Digital shares again. You might recall that 

Western Digital is a storage company. They are known for hard disk 

drives where they have 45% market share. During the last several years, 

the hard disk drive industry has consolidated substantially, and the top 

three companies now control 100% of the market. Management team has 

done a superb job of returning the firm’s strong and consistent free cash 

flow to shareholders with both buybacks and dividends. 

  Western Digital recently made a serious of somewhat game-

changing announcements, which on the whole we consider to be a 

positive. They announced close to a $4-billion equity investment from a 

Chinese firm called Unisplendour; received approval to fully integrate their 

Chinese asset we believe which… this could add moire than $1.50 to 

earnings; announced a deal to acquire SanDisk, propelling Western 

Digital into a leadership position in solid state drives. Despite these 

positive developments, the stock price has come down substantially.  You 

can see our pro forma model based on successful combination with 

SanDisk here on this slide. The upside-to-downside ratio is very high. 

Therefore Western Digital is once again a very large position for us. To 
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put it in perspective, the company’s trading at three times current and 

forward EBITDA, with a 15% free cash flow yield. 

  With that, I turn the call over to Dennis. 

Dennis: Thank you, Arik. In this section I’ll address the current oversupply of oil, 

who was responsible for the oversupply, and why; provide some data that 

shows why the oversupply may end sooner than the current consensus 

expects; and importantly, go over several of our energy investments and 

discuss why we believe they will survive this unprecedented downturn and 

then be in a position to thrive once oil prices rise back to more sustainable 

levels. 

  There’s a lot of confusion, misinterpretation of data, and ignorance 

as to why the world is still oversupplied with oil. The simple fact is OPEC 

has increased oil production by over 1 million barrels per day since late 

2014 when they said they would not cut production to balance out what 

was then a slight oversupply of oil. Looking at this bar chart, it is clear in 

early 2015 Saudi Arabia suddenly increased their production by nearly 

800,000 barrels per day, an 8% increase. At the late 2014 meeting OPEC 

had in November, Saudi Arabia said they were going to maintain market 

share. However, as we’ll see in subsequent charts, global oil demand 

grew by 2% in 2015, but the Saudis production increased by 8%. This 
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means Saudis took market share. The question is why is Saudi Arabia 

behaving this way. 

  There are several hypotheses why Saudi is behaving this way. One 

explanation is that the Saudis want to eliminate U.S. shale oil companies 

from the market. We do not believe this is accurate simply because, 

without shale from the U.S., future oil prices could skyrocket to levels that 

would permanently destroy long-term oil demand. We tend to agree with 

the growing consensus that Saudi Arabia is trying to financially punish 

Iran. 

  This line graph shows the historical spare capacity as a percent of 

global oil consumption over the prior 45 years. Very quickly, spare 

capacity is oil that could be delivered to the market in 90 days from 

existing producing wells. Basically pressure valves just need to be turned 

up. Now OPEC—largely Saudi Arabia—generally represents 90–100% 

global spare oil capacity at any given time. As we can see, in the early 

1980s spare oil capacity was over 20% but then suddenly dropped below 

10% a few years later. What happened was the Saudis dumped roughly 6 

million barrels per day of their then-approximately 8 million barrels per day 

of spare capacity onto the market, depressing prices to $10 a barrel. 
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  In the early 1980s the Saudis became increasingly concerned 

about the Iranian Revolution which occurred in 1979 and the threat it 

posed to Saudi’s national interests. Rather than fight a military war, the 

Saudis punished Iran in the wallet. We see similarities today, as Iran is 

now reasserting itself in Iraq, Syria, and Yemen—all neighbors of the 

Saudi Kingdom. The biggest difference we see today versus the early-to-

mid 1980s is that this time Saudi is dumping its oil in the market when 

global spare capacity is only 2% and near its historical lows—not above 

20% like in the 1980s. 

  The bottom line is it took nearly 15 years for global oil demand to 

eat into the enormous supply glut the Saudis forced onto the market more 

than 30 years ago. Today that might be just one year or maybe a year-

and-a-half worth of excess capacity that the Saudis recently put into the 

market. Yes, the short-term has been very painful. But if demand 

continues to grow at its current pace, global spare capacity could 

approach zero in the not-too-distant future, and oil prices could then rise 

back toward equilibrium. 

  Speaking of demand, this chart shows oil demand growing fairly 

steadily over the past years, contrary to what one might read in the 

popular press. Oil demand growth in 2015 was relatively strong. It was 
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double the rate of growth in 2014. These numbers are provided by the 

International Energy Agency, or the IEA. Historically the IEA has had to 

revise their demand estimates upwards. For instance, the IEA’s initial 

estimate for global demand growth for 2015 was 700,000 barrels per day. 

They are now showing demand grew by 1.2 million barrels per day. Other 

oil analysts believe the growth and demand for 2015 may actually 

approach 1.8 million barrels per day. Nonetheless the IEA expects 2016 

oil demand to grow by 1.2 million barrels per day. 

  Now despite what you’ve read, there has been a supply response, 

and it will continue in 2016. Please focus on the right bar chart of this 

slide. This chart shows that U.S. well completions in 2015 fell by more 

than 45%. It also shows the preliminary expectations for a further 28% 

decline in 2016. Because of the high decline rates of U.S. shale oil wells, 

E&P companies constantly have to drill and complete wells just to 

maintain production all else being equal. If completions are falling, 

declining production will not be far behind. 

  Okay, going to go through this one quickly. This data is a few 

months old, but it shows that every major oil region is cutting back on their 

E&P spending. That’s why we expect major oil regions to experience 

similar declines… not similar to the U.S., but declining production in 2016. 



Q4 2015 FPA Capital Fund (FPPTX) Webcast 

 

 

 

 
 

-12- 
 

 

  Okay, this slide shows the U.S. crude production, which is the blue 

line, peaked in the first half of 2015 and then steadily declined through the 

summer. It’s pretty clear that U.S. production is in decline. From the peak, 

U.S. crude production fell by nearly 500,000 barrels a day until several 

large Gulf of Mexico projects came online in the second half of the year. 

The Gulf of Mexico projects had been in the works five to seven years and 

near completion just as oil prices plunged. However given the vast 

majority of the CapEx was sunk costs and the cash costs to operate the 

projects are relatively low, the projects were finished and brought online.  

In 2015 these projects added 220,000 barrels per day. They’ll add another 

130,000 barrels a day this year. However taking all that into consideration, 

these offshore projects, U.S. crude production still declined by 400,000 

barrels a day in 2015 and should decline by at least 500,000 barrels per 

day in 2016. 

  In summary, if global oil demand grows by 1.2 million barrels per 

day per the IEA estimate, some of these barrels may need to be drawn 

from existing inventories. Cornerstone Analytics provides this data. This 

some of the most recent data that we have seen from any energy 

analysts. The line and bar charts on this slide assume Iranian oil 

production increases by 500,000 barrels per day. That’s what the Oil 
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Minister is saying, and so we tend to agree with the Oil Minister. That will 

be more than offset by the expected 500,000 to perhaps as much as 1 

million barrels per day decline in the U.S. oil production. And Saudi Arabia 

either cannot o r will not produce the 12 million barrels per day this year 

that will be required just to meet that 1.2 million barrel incremental 

demand. 

  Over the past few years, the Saudis have spent huge sums of 

money to maintain their theoretical 12.5 million barrels per day of oil 

capacity. However the Saudis have never produced more than 11 million 

barrels per day, and some oil analysts are very skeptical the Saudis can 

actually product the 12.5 million barrels. Our assumption is can produce 

the 12.5 million barrels per day, as they’ve stated. 

  However other global producers are experiencing declines this 

year. For example a week ago the CEO of Lukoil, the large Russian oil 

company, said Russian oil production will decline in 2016. Malaysia’s 

Petronas echoed that call. We know Norway, Mexico, U.K. and other oil-

producing countries experienced declines in production even when oil 

prices were at 100. They’re in decline. Thus we would not be surprised to 

see global oil inventories start to decline later this year if oil demand 

meets or exceeds the IEA’s current global demand estimate. Should 
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global oil inventories decline later this year, it’s expected oil prices will 

start a sustainable recovery up-cycle. 

  Okay, with that kind of macro stuff out of the way, let’s now review 

our energy holdings. This slide shows the maturity dates and the year end 

yields for tie public debt of our energy investments. Please note that 

neither Patterson, or PTEN, or Helmerich & Payne, or what we call H&P, 

has any public debt. Moreover H&P has nearly $4.00 of net cash per 

share on the balance sheet. Looking at each company’s leverage from a 

net debt-to-EBITDA perspective, no company has a leverage factor 

greater than three times at year end. Noble’s at 2.7. Rowan’s at 2.5. SM is 

at 1.6. Cimarex and PTEN are at 0.6. Thus all these companies were in 

reasonably strong financial position at year end. 

  Okay, now let’s discuss the merits of several energy investments in 

the portfolio. First, Cimarex has among the lowest cost assets of any 

shale oil company, with its premier Permian Basin and mid-continent 

reserves. Cimarex has a solid balance sheet, as we mentioned, at 0.6 

times net debt-to-EBITDA—no borrowings drawn on its bank revolver.  

We, like many other energy investors, value these E&P companies based 

on their net asset values, or NAVs. Now assuming oil trades back to $60 a 

barrel, Cimarex’s NAV would rise… would be actually $165 a share, or 
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nearly 100% higher than the current price. At $70 oil, Cimarex’s NAV 

increases to over $200 a share. So you could see there’s substantial 

upside in these companies. We just need to get oil recovering back 

toward equilibrium—not even back toward the marginal cost of production. 

  Second, Rowan Drilling as among the highest spec, highest quality, 

and youngest fleet of rigs of any offshore company currently in the world. 

Rowan recently announced it repurchased $100 million of its public debt 

in the fourth quarter and ended the year with nearly $500 million in cash. 

Rowan is expected to earn $3.50 per share of free cash flow in 2016—

yes, this year. Trading at less than four times 2016’s free cash flow per 

share, Rowan strikes us as really cheap. 

  Okay, regarding Noble Energy, it might be the only E&P company 

that will slash its CapEx 50% in 2016 and still hold its oil production flat 

versus last year. Noble has three large gas fields in the Mediterranean 

Sea—has nothing to do with oil; this is going to be a gas play—one that 

has already been cleared for expansion, and the other two have been 

cleared to be fully developed. Assuming Noble can sign customer 

contracts—and they have a few customers barking at them right now who 

want to get this stuff signed and delivered quickly—we believe Noble’s 

NAV is close to $47 per share at $60 oil and $61 at $70 oil. Hence we still 
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see very good upside in Noble once oil prices recover back toward more 

normal levels. 

  Now finally, Helmerich & Payne, H&P… it is the largest, most 

profitable land rig company in the U.S. As I mentioned earlier, H&P has 

nearly $4.00 of net cash per share, and its dividend yield is currently 

5.5%. As the cycle turns from one of oversupply to a tighter undersupplied 

market, we believe some of the first responders to oil prices will be U.S. 

shale oil companies, and H&P has some of the best rigs that will be called 

on to drill the new wells. H&P is currently trading at four times enterprise 

value to normalized EBITDA. So we still see excellent upside in H&P. 

  That concludes our prepared remarks, and I’ll turn it over to Ryan 

for Q&A. 

Ryan: Thank you, Dennis and Arik. At this time we’d like to pause for just a 

moment as we compile our questions. For those of you who are on the 

webcast, feel free to submit your questions now. Thank you. 

  We were provided a number of questions before the call, so we’re 

going to start with those. So for those of you on the webcast that 

submitted, please be patient. We hope to eventually… to get to our live 

calls. Given that Dennis just spent a lot of time on the energy sector, we’re 
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going to start with some non-energy questions first and then circle back to 

energy. 

  The first question is: given the recent performance, would you 

please provide an outlook on forward potential? In other words, how 

discounted is the portfolio today, and how would you judge adding to a 

position today versus any time in the Fund’s history? There was another 

question in terms of how you’re viewing the current situation for the Fund. 

Arik? 

Arik: Thanks, Ryan.  We believe that many of our stocks could trade a 

multiples over they’re trading today. When we look at all the holdings in 

our portfolio, they went down by about 20% on average in 2015. Our 

energy holdings on average were down 25% in 2014 and another 25% in 

2015. Our education holdings were down on average over 60% in 2015 

alone. Despite all these changes in price, our investment thesis did not 

change in a significant way for either of these industries, but the stocks 

are valued at substantially lower levels. When these companies reach 

their normalized earnings and normalized multiples, they should each be 

valued at multiples of where they are trading today. 

  Let me also provide you with some historical information. 2015 was 

the fifth year the Fund was down by more than 3% in a calendar year. The 
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other four times were 1991, 2001, 2003, and 2009. The ensuing years 

following those had very robust performance. I’d like to reiterate that our 

stocks have already taken major hits. That does not mean that they 

cannot go any lower, but we like the risk/reward ratio in today’s valuations. 

As you know, we all invest alongside you, and I can speak for myself that I 

have not sold any of my shares and added quite a bit to the Capital Fund 

both in 2015 and 2016. 

Ryan: Thanks, Arik. The next question is: has the recent market volatility 

provided any opportunity to deploy the Fund’s cash stake? 

Arik: Yes, as we discussed earlier, we initiated two new equity positions and 

one new credit position in the fourth quarter. But those do not really do 

justice to all the other activity. We increased our share count in 11 

positions in the fourth quarter alone, and our cash level is at its lowest 

level since 2003. 

Ryan: The next question is… A questioner read that once that the worst 

performing stocks in the best performing sectors will outperform the best 

performing stocks in the worst performing sectors. With this in mind, the 

questioner asks: it appears your poor performance in recent years is due 

to investing in the “wrong” sectors like education and energy. Do you have 

a strategy to be in the best sectors going forward? 
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Arik: Well, I have not seen that study, so I cannot comment on it, but let me 

separate the underperformance into two parts. Up until the fourth quarter 

of 2014, our underperformance for the year was simply because of 

holding too much cash against an ever-increasing stock market. Our 

invested capital actually was doing better than our benchmark. We were 

quite satisfied with that performance then despite not keeping up with the 

market because the market was trading at such high multiples that we did 

not think it was prudent to chase ever-increasing multiples. It is only since 

the fourth quarter of 2014 that our underperformance has been due to our 

invested capital underperforming our benchmark. 

  As frustrated as we are with our underperformance, I’d like to 

remind all our shareholders that this is only a five-quarter phenomenon. I 

know that five quarters seems like an eternity. It sure feels like that for us. 

However five quarters is nothing for a Strategy where average holding 

period is seven years, which equates to 28 quarters. Rest assured we 

never try to be in wrong investments. During the past five quarters, our 

investments happen to be in the very worst sectors. That is true, but as a 

great investor, a mentor of mine, told me many times, great managers are 

developed with how they deal with adversity and the challenge of fighting 
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the consensus. We do our work and challenge ourselves. If there is a 

compelling value proposition, we commit. 

  Successful investing is a lot of hard work combined with discipline, 

patience, and courage. We have not and we will not change our 

investment philosophy of 30 years simply because our stock selection has 

been bad for the past five quarters. That does not mean that we do not 

question ourselves all the time. We continue to underwrite these 

investments and, if our investment thesis changes, we have no issue with 

admitting defeat and moving on. 

Ryan: Thanks, Arik. The next questioner asks about a few different holdings, so 

I’ll briefly mention those. One is Lincoln Electric, the next is Gentex, and 

the next is Joy. And the questioners are asking if we’ve looked at these 

particular stocks and if we have any comments related to these particular 

companies. 

Arik: Sure. We have had a fully written memo on Gentex since 2013 and on 

Lincoln since 2015. We passed for the time being on both stocks simply 

due to valuation. We think that they are both very good companies. We 

have the price we are willing to pay for each of these companies, and we 

are tracking them. 
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  One of the questions was about Joy and the fact that we owned it 

and the price went down. We have actually never owned Joy in this 

Strategy before. Maybe one of our sister strategies owned the stock, but 

we don’t own them. We don’t have a fully written memo on Joy, but we 

spent quite a bit of time thinking about a number of different co-related 

investments. And we did look at Joy around that time, and we decided to 

pass on that company. 

  But in general, just stepping back from this specific question or 

specific companies, our pipeline of ideas is very large, and we define our 

pipeline as companies where we have done all the work and written the 

investment memo. Now we wait patiently for a good entry point. 

Ryan: A question on Apollo: could you discuss your thoughts now that there is 

talk about a potential private equity buyout?  This may limit the upside for 

the stock. And then the secondary question is: what percentage 

ownership do you have in Apollo? 

Arik: Okay, let me start with the ownership question because the observation of 

the questioner is absolutely correct. Our ownership in Apollo was 5% at 

the end of 2015. Five percent is the maximum weighting the Fund can 

have at purchase. The number of companies that are at a maximum 

allocation is a good indicator of how much we like the risk/reward ratios of 
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our companies as a whole, and eight of our investments had a 4.5% or 

higher weighting in the portfolio at the end of 2015. I don’t remember 

having this many since at least I joined. 

  So now back to Apollo, the observation is correct. We think Apollo’s 

stock price should be multiples of where it is today where it receive only 

50% premium. That is the reason we spoke to the management team 

multiple times about why this rumored price does not adequately value the 

company. We also penned a letter to the board. You might recall that we 

sold a chunk of stock in the 30s and we bought a lot more stock at $10 or 

below. So our breakeven price is low teens for the name. That said, we 

would prefer to have a significantly higher number for this company. 

Ryan: Next question is: can the team talk about Fund flows and any impact 

those flows may be having on the Fund, and also how the team is thinking 

about potentially reopening the Fund in this environment? 

Arik: Sure. Total outflows for the Strategy was about the same in 2015 as they 

were in 2013. Specifically for the Fund, the redemptions look like they 

peaked in May of 2015. We’re not pleased with having redemptions, as 

we believe the portfolio is cheap, but we understand it. The performance 

has been very weak for the past five quarters, and every investor has their 

own tipping point when it comes to patience with underperformance. As 
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we mentioned before, even though the drawdown has been large, it has 

happened in a very short period of time—well within our average holding 

period—and we like to be judged over a full cycle. There are some clients, 

albeit a very few, that start actually adding to their accounts, as they have 

seen how our Fund has behaved in previous dislocations and how 

cheaply some of our stocks are trading. 

  The more important part of the question for me is what impact the 

outflows have had on the Fund. They have no impact. We did not have to 

sell any of our positions due to redemptions. 

  And the additional question on opening the Fund… we in the past 

mentioned that at 15% cash and a richer target environment, we would 

probably open the Fund. We’re not there yet, but it sure looks like the time 

is approaching. 

Ryan: Next question is… the questioner asks for the team to make the case for 

some of our holdings unrelated to energy and for-profit education. Then 

the questioner asks if there’s optionality or a catalyst for any of these 

particular holdings to get them “moving.” 

Arik: Sure. Early in the presentation, we talked about one of our largest 

positions, Western Digital, but maybe I can use this opportunity to talk 

about our largest position, which is ARRIS. ARRIS provides 
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communication systems to cable operators. What that means is they allow 

us to consumer bandwidth. When we demand faster internet speeds and 

more bandwidth to watch movies or upload pictures, the internet providers 

have to upgrade their infrastructure. This is where ARRIS comes in. 

  We initially invested in ARRIS in October 2010, and we quadrupled 

our investment in 2013 after they acquired Motorola Home from Google. 

This acquisition transformed ARRIS into one of the market leaders in all of 

the aspects in the cable infrastructure market. We thought that ARRIS got 

a good deal by buying from a motivated seller and had great confidence in 

the management team’s ability to integrate this very large acquisition. 

  We started buying again about a year later—at a time when one of 

their largest customers were involved in M&A talks. The upcoming 

consolidation phase made it hard for a client to spend money without 

knowing which company would be around by what management team. 

We did not worry about this short-term issue because the level of 

competition is stronger than ever both in the traditional players and 

newcomers such as Google and Netflix. There is a major replacement 

cycle around the corner.  

  Early in 2015 they announced another big acquisition. This time 

they will purchase Pace. The deal is very attractive financially due to large 
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potential synergies. They will cement their lead in scale and further 

diversify client base. The company at the time of the announcement 

guided for a $0.45–0.55 non-GAAP accretion in Year 1 and has already 

increased it to $0.65–0.75. 

  ARRIS has a great number of products that they sell to a global 

customer base of who is served. There is tremendous growth ahead for 

them for the foreseeable future. The company should generate $700–800 

million of owner earnings after the Pace acquisition. If you a put a 14 

multiple on that, their stock should trade at mid-40s. We don’t necessarily 

look for a catalyst, but the catalyst for this particular company is them 

actually consummating the Pace acquisition and the market realizing all 

the synergy opportunities. 

Ryan: Thanks, Arik. Let’s circle back to energy, and the first question there is: it 

looks like U.S. production has not slowed as much as expected, and it 

may take longer than expected before supply and demand reaches 

equilibrium. What kind of decline in production do you expect from U.S. 

production, and do you still feel confident about numerous names 

mentioned, which you already touched on, Dennis—H&P, Noble, Cimarex, 

Rowan, and Patterson? 
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Dennis: Okay, as we touched upon in the prepared remarks, on this slide you 

could see the U.S. production decline by about 400,000. Actually when 

you look at the shale, shale declined by over 600,000 barrels per day last 

year. It was these Gulf of Mexico projects that came online in the second 

half of the year that kind of slowed that process down. This year we’ll 

have about half as many new barrels coming in in the Gulf of Mexico that 

came in in 2015, and the shale companies are really accelerating their 

CapEx cuts. So to give you an example, we’ve heard of a number of 

companies cutting their CapEx 50, 60, 70%. I read the other day—I can’t 

remember what company—one company said they’re not going to spend 

any money; they’re laying down all the rigs. 

  So this year, based on the numbers that we see, we think it’ll be a 

bare minimum of 500,000 barrels per day. It could go upwards of a million. 

We were just talking about this the other day within the team. The million 

barrels per day would be really extraordinary. I don’t think the consensus it 

out there thinking anything close to a million could come out of the U.S. 

production. But that’s what we’re thinking. Then globally you’ll have 

another few hundred thousand that will come out. So overall net-net the 

U.S. will more than offset the Iranian 500,000. So we could see upwards 

of a million barrels come out of the market next year. And if demand 
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grows by 1.2 million, that’s 2 million barrels that have to come from 

somewhere. 

  And then the question was regarding our companies…yeah, we’re 

still very confident about our energy investments. The primary reason why 

is that the balance sheets are strong, and they’re producing cash flow 

despite the extraordinary circumstances. It’s the balance sheets that will 

save you at the end of the day. So that’s why we feel confident. 

Ryan: Thanks, Dennis. The next question is: does the team have an opinion on 

possible bankruptcies on the horizon in the energy space? Do you believe 

this will impact many companies or just a view? And given the 50% or so 

decline in global E&P CapEx spending, can the drillers you own cope with 

the level of activity for a prolonged period? 

Dennis: Okay, a series of questions in there. Our opinion on energy company 

bankruptcies is that companies that could not make any money at $100 oil 

are either in bankruptcy today or poised to enter BK very soon. The other 

thing is we’re not credit specialists. We look at the entire capital structure 

of a business, but we’re not credit market specialists. So we don’t have all 

the statistics on the credit markets and what’s going on with all the energy 

companies. But we believe a fair number of companies will be impacted 

by lower oil prices, and there are a lot of restructurings going on today. 
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  In terms of our companies, yeah, our companies can cope. The 

companies are generating good cash flow irrespective of the lower oil 

prices, and we mentioned Rowan’s going to generate $3.50 of free cash 

flow this year. And when you have strong balance sheets and cash flow, 

despite the lower oil prices, you can survive and wait it out and then thrive 

and maybe even take market share and do quite well on the upside. 

Ryan: Thanks, Dennis. Next question is: any thoughts on why there has not 

been much merger activity in the energy space? 

Dennis: Again we’re not investment bankers, but typically—it doesn’t matter if it’s 

energy or any other space—it’s the bid/ask spreads are probably too wide. 

That would be our guess. There’s a lot of private equity money out there, 

and they’re really turning over all the rocks and looking at all the 

distressed situations. In terms of the M&A, like I said, the bid/ask spreads 

are fairly wide would be my guess. 

  The other aspect is I think a lot of companies that have strong 

balance sheets, like Cimarex, they don’t need to make an acquisition. 

They’ve got two great assets in the Permian Basin and the mid-continent 

that will keep them working for the next couple decades. So unless they 

can get an incredible deal, the larger, stronger companies don’t need to 

do anything. Now whether Exxon or BP or Chevron steps in and really 
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take their capital and deploy it here in the U.S., that’d be pure speculation 

on my part, but it’s possible, and they may. 

Ryan: Next question we have is: we received a number of questions on SM 

Energy. Would you please discuss your thoughts there and how the 

valuation of the company may change depending on different oil 

scenarios? 

Dennis: Yes, yes. Okay, yes, so we did receive a lot of questions on SM. In terms 

of the SM energy, approximately one-third of their expected 2016 

production is hedged at really high prices, which is very smart on their 

part. Too bad they didn’t hedge out more of the portfolio, but nonetheless 

very smart on their part. When you look at that hedge portfolio, what it 

means is they’re sitting on roughly $600 million of unrealized gains on the 

balance sheet. They actually put it on the balance sheet. They have to; 

they’re required to do that. SM’s weighting currently is about two-thirds of 

a full position. So it’s not insignificant for the portfolio. 

  Now as PMs, we try to balance the upside potential which SM has. 

And from our viewpoint, if you look at $60 oil, we think their NAV is 42, so 

there’s a tremendous amount of upside. But you have to balance that with 

the risk that the world falls into an economic depression and all prices 

decline to, god forbid, $10, and what would happen. It’s unlikely SM would 
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go bankrupt any time soon because they have that 600 million of 

unrealized gains. They also have a small amount of core asset that we 

haven’t talked about in the Permian Basin called Sweetie Peck. They 

could probably sell that for, we think, maybe $500 million dollars. 

Furthermore SM has very little drawn on its bank debt. Their bank 

allowances are just very minimally drawn, and their first public debt is not 

due until 2021.We actually think it would be wise for SM to sell their 

Sweetie Peck asset, close out their hedge position, take the combined 

roughly 1.1 billion, and buy back their public debt in the open market. At 

the current bond prices, SM could buy back nearly 75% of their public 

debt and be left with only $500 million of debt. Thus SM has several 

levers to pull to remain financially viable. 

Ryan: Thanks, Dennis. Another question you touched on in your prepared 

remarks, so maybe you can go into more detail, and that is: do you think 

supply and demand will equilibrate in the energy market in the not-too-

distant future? And I guess specifically they’re talking about oil. 

Dennis: Yes. Yes, we think the oil market will find equilibrium later this year. 

Actually right before this call started, I was reading Exxon’s… Exxon had a 

conference call this morning. I was reading their transcript because I was 

unable to participate. I was on another call earlier this morning. But the 
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company said that they believe… This is Exxon, so I’m just repeating what 

they said. They believe the oil market will rebalance, balance out in the 

second half of this year. Now this is noteworthy because Exxon has not 

made similar comments over the past two years. They’ve been very quiet 

and really have not said much about this, and they were very cautious. 

They were one of the first to really pull back on their CapEx spending a 

couple of years ago. Anyhow that’s what Exxon thinks. 

Ryan: Thanks, Dennis. Another follow-up question on our energy exposure: are 

we “daring enough” to add exposure to oil given the extent we are already 

exposed? Are there some more compelling oil-related options that weren’t 

previously owned that you are switching some holdings into? 

Dennis: Okay, so interesting questions. We have added to our energy positions. 

And it doesn’t really matter if it’s energy or retailing or industrial or 

technology. To us, we like to buy… when we’ve done the analysis, we 

actually don’t mind lower oil prices—at least not permanent lower stock 

prices… not oil prices—stock prices. That way we can buy a huge amount 

at very, very depressed values, and then eventually intrinsic value will 

show up in some form or fashion. Either a company gets taken out, or the 

shareholders will bid it up… back up. So, yeah, we are buying back… we 

are buying our energy positions. We are not running away from them. 
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  Now we have swapped out of a couple stocks for… a couple others 

that we felt had less downside but similar upside potential. For example, 

we swapped out of ENSCO a year ago—right around this time last year—

into Helmerich & Payne, or H&P, and then swapped out middle of last 

year Atwood into PTEN. We had owned both H&P and PTEN in prior 

years, and we had sold those out in 2014. And they came down a lot, and 

we felt like they were really, really cheap and felt that the downside to 

ENSCO and Atwood was more but the upside was similar. So those two 

swaps have worked out very, very well for us. 

  Now we always look at better alternatives or alternatives, and then 

we have to assess whether they really are better alternatives. It doesn’t 

matter if they’re energy, tech, retailing, or any other company. We recently 

took a small position in an energy bond that would definitely… and we 

would definitely consider buying others. But on the debt side, the debt has 

to be really very depressed and also—and this is critical—have great 

assets. And so, yeah, we would do other stuff. I’m not quite sure about the 

other options that are available. We’re not going to do derivatives or 

anything like that. 

Ryan: Thanks, Dennis. One more energy question until we start mixing it up: 

what is your baseline oil price forecast as of the end of the fourth quarter? 
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What are the alternative forecasts you are basing decisions on, and what 

probabilities do you assign to those outlooks? I appreciate the rigorous 

nature of your investment process. 

Dennis: Okay, so first, let’s be really clear. We do not forecast oil prices. For that 

matter, we don’t forecast any commodity price. What we look at is, from a 

long-term view, what is the marginal cost of production, and for oil it’s still 

$70–80 a barrel. We’ve looked at this very recently from a number of 

different analysts, and it’s still coming $70–80. It’s pretty remarkable. And 

it doesn’t really matter if it’s chicken. We had this small investment in 

Sanderson Farms, and there was a question on that earlier. We may get 

to it here soon. But it doesn’t matter if it’s iron ore or copper or oil. It’s 

really the marginal cost of production that drives our thinking about the 

long-term price of the commodity. 

  Now to be clear, we did not see $30 barrel of oil, barring a deep 

global recession. So we missed this Saudi Arabia issue with Iran and this 

geopolitical aspect. So we stress test these things, but to our fault—

nobody else’s fault—we did not stress the oil prices low enough and never 

though Saudi Arabia would take their slim spare capacity and dump a 

good portion of it onto the market. But it happened, and that’s where the 

balance sheets come in. If you miss your worst-case scenario, then you 
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better have a fallback plan, and that fallback plan has to be your balance 

sheet. 

Ryan: Thanks, Dennis. Next question for Arik: any thoughts on potash, the 

commodity or company, and have you looked at Cheniere Energy? 

Arik: So Potash, the company is a really big company. Their market cap is $12, 

13 billion. We usually tend to invest in smaller companies, but we did look 

at the quality. When the potash cartel collapsed, we looked at a number of 

companies, and there’s really one U.S. company that is in our market cap 

range and that’s Intrepid Potash. They sit on the high end of the cost 

curve, therefore we decided to skip on them. Cheniere Energy, again they 

are too bid for us. Market cap today is $6, 7 billion, down from $20 billion. 

They have negative EBITDA, and they have $15 billion+ of debt, so net 

debt. So we like companies that have significantly better balance sheets 

that that. 

Ryan: Thanks, Arik. Next question for Dennis: the questioner asks and notices 

that it appears we have been lightening our position in Footlocker, Arrow, 

and Avnet over the past few quarters. Does the team feel each equity has 

reach full value? If not, why have we been selling? 

Dennis: Okay, no, we don’t think those three companies have reach fair value. 

What we do is we manage to a weighting, and that weighting is based on 
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what we believe was the upside potential, as well as the downside risk. 

And Footlocker’s been in the portfolio… in fact Arrow and Avnet have 

been in the portfolio for 20 years or so—15, 20 years. And we’ve kind of 

scale up and scale down those positions. Arrow and Avnet, we don’t 

necessarily look at their earnings per share. We do of course, but not 

solely their earnings per share. We look at the tangible book value, and 

we look at the multiple of tangible book value these companies trade at. 

And they will… like I say, we’ll scale up, scale down the position based on 

what we think is a fair value. 

  Footlocker, we’ve been trimming and selling that for the last few 

years, and the company just continues executing much better than we 

give them credit for… even the expectations, which are high expectations. 

And so the margins keep on improving. And if the company’s margins 

continue to improve and we see upside potential in those margins, we’ll 

continue to hold onto the position. But we’ll trim it back as the stock price 

rises because, if the margins stop growing or the margins, for whatever 

reason, start shrinking, you could have a pretty large gap-down in the 

price. And so we want to reduce that risk by reducing the weighting in the 

portfolio, and Footlocker is now below a 1% position. I think it’s a 75 basis 

point position; used to be over a 3% position when it was in the teens. 
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Here at in the 60s—and we’ve trimmed some in the 70s—it doesn’t 

warrant that because we don’t see the stock going up threefold from here. 

Ryan: Thanks, Dennis. Another question for you, which is: is Atwood at risk of 

going bankrupt? 

Dennis: Not that we believe, but our credit analysis takes that into consideration. 

In fact, if Atwood were to go into bankrupt, we believe the public debt 

holders would get the equity. I mean, real quickly on Atwood, we think 

Atwood’s absolutely depressed EBITDA—and it’s not even close to where 

it is today; their EBITDA’s running around 500 million, so whatever… $700 

million, $700 million. Atwood’s EBITDA is running around 700 million, so 

our downside is maybe, call it, 200, 250 million. That’s just crushing the 

numbers. And if you put a seven multiple on that, then the bonds that we 

bought at a huge discount to the par price, everybody would be made 

whole. The bank debt would get all their money back; the public debt 

would get all their money back. So it’s almost irrelevant whether Atwood 

goes bankrupt or not. Our analysis already assumes they go bankrupt. 

  Answering the question, we don’t think they will. They have some 

levers to pull. They’ve got really strong cash flow right now. The company 

just needs to figure out what they want to do with a couple drill ships they 

have on order. 
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Ryan: Thanks, Dennis. Next question kind of relates to Atwood because it’s a 

credit position for the Fund right now, and that is for Arik: what does it take 

to initiate a credit position in the portfolio given it is more unusual, and 

what upside potential do we need to see? Also can you talk a little bit 

more about Sanderson Farms, as it sounds like you are getting tied to 

another business that is highly tied to a commodity? Are you worried 

about this? 

Arik: Well, for us to initiate a credit position, we want equity-like returns. And for 

equity-like returns, if something as a yield-to-worst of 10%, you’re 

probably not going to be involved in it. I don’t want to have a hard rule that 

25% is the right yield-to-worst, but we want to see definitely high teens or 

higher yield-to-worst rates there. 

  And Sanderson, it’s a very small position. We never were able to 

really build a large enough position in the company. I think Dennis 

mentioned it really briefly, and I mentioned it in my earlier comments. 

They are the third largest chicken processor in the United States. They 

have an owner-operator in this business. It is true that commodity prices 

really affect them, but they are the only builder of capacity today. There is 

an owner-operator in the business who owns quite a bit of stock, but it 

never became a large enough position for us. 
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  There’s another question here on DeVry: whether we were 

surprised by the FTC’s enforcement action against DeVry. This just 

happened; it’s very new. And yes, we were surprised because we have 

been talking to the company for a long time about their employment 

levels. And FTC filed a lawsuit against the company claiming deceptive 

advertising related to the firm’s claim that 90% of the students get a job in 

their field of study within six months of graduating. 

  While we acknowledge the additional regulatory headache is a 

headwind, we note that this suit is not alleging any fraud but takes issue 

with DeVry’s disclosure and methodology for calculating this statistic. We 

note that DeVry uses a methodology that is very similar to the 

methodology suggested by 39 different state attorney generals. 

Additionally the offending ads have already been removed, and DeVry’s 

access to Title IV funding should remain unaffected. 

  Furthermore—and I believe this is probably the most important 

aspect—our existing downside case attaches zero dollar value to DeVry 

University. This only is about DeVry University, not the about the rest of 

DeVry’s businesses such as their Becker division, their business in Brazil, 

their medical school, their nursing schools. None of those businesses are 

part of this investigation. 
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Ryan: Thanks, Arik. Next question is: what is your exit parameters for E&P 

energy companies? 

Dennis: So exit parameters for E&P companies, or any companies really, are 

based on our viewpoint on our intrinsic value of a business. And when a 

company starts to trade at a premium to that intrinsic value, then we will 

reduce the position. If it trades at enough of a premium, we will exit the 

position entirely. 

Arik: We have only a minute here, so maybe I’ll just take two questions here 

that are one-word answers. There are two different categories that are in 

the energy category. Do you combine them to calculate your energy 

exposure? The answer is yes, but it’s not that… we don’t have a target 

exposure level to any industry. It’s just whatever the investments turn out 

to be, they turn out to be. 

  And the last one is: if there are a bunch of bankruptcies in drillers, 

do the bankrupt companies under-price services while in bankruptcy and 

that hurts the quality companies like Rowan and HP? We have not seen 

any of those. The companies that are going to go bankrupt are not going 

to have the same type of high spec assets like Rowan and HP have. So 

we are not worried about it. 
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Dennis: Actually I’ll just jump in there real quickly. If an offshore drilling rig 

company were to go bankrupt, my guess is just the opposite will happen. 

If I’m a E&P company, the last thing I want to do is deal with a company 

that’s financially stressed out, in bankruptcy because, if there’s an 

accident, I have no recourse. I want to go with a financially strong 

company. Just think of the Macondo incident. God forbid that will ever, 

ever happen again anywhere around the world. So I think just the 

opposite would occur. The E&P companies would migrate to more 

financially strong companies. 

Ryan: Thanks, Dennis. As Arik mentioned, we are running out of time. It looks 

like we got to most of the questions. If we missed a question or if you’d 

like to have a question answered shortly, please email us at 

crm@fpafunds.com, and we’ll attempt to get back to you in the next 24 

hours. We really appreciate all the questions everyone sent before the call 

and during the call. 

  Thank you for your participation in today’s fourth 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 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 

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

the end of each quarter’s end, and expect the call to be held three to four 

weeks following each quarter’s 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 Fund. 

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

on this call are as of today, February 2nd, 2016, 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 
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sectors should 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 

their 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 Capital is offered by UMB Distribution Services LLC.  

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

day. 

[END FILE] 


