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Mark: Good afternoon and thank you for joining us today.  We'd like to welcome 

you to FPA Capital’s Second Quarter 2016 webcast.  My name is Mark 

Hancock and I oversee Client Service and Business Development here at 

FPA.   

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

made available on our website, FPAFunds.com over the coming days. 

  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 as 

a whole.  It is now my pleasure to hand it over to Dennis Bryan.   

Dennis: Thank you, Mark, and thank you to everyone who’s joining us today for 

the Capital Funds webcast.  During our presentation, Arik will discuss the 

Fund’s performance or outlook and a couple opportunities on which we 

were able to execute.  I will highlight some market and economic data and 

then conclude by reviewing the energy market.  With the introduction out 

of the way, I’ll now turn to Arik. 

Arik: Thanks Dennis.  Good afternoon, everybody.  Thanks for joining us today 

for our webcast.  Let me go over our strategy briefly.  We are a long-only 

absolute value fund that is benchmark-agnostic.  We look for marketing-

leading companies with a history of profitability, strong balance sheets, 

and good management teams.  Once we identify and research these 
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companies, we buy when there is a compelling risk-to-reward ratio.  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 

shareholders alongside you.   

  We are benchmark-agnostic.  As of the end of last quarter, two 

sectors—mainly information technology and energy—made up about 50% 

of the assets.  (01:56) You can see on this slide that our portfolio is very 

differentiated from Russell 2500 and it was not expected to behave 

similarly to the Index.   

  Many of you met me or Dennis before.  Our team also includes two 

analysts.  Chris has been with us since 2014 and we have introduced him 

here before.  Sean recently joined our team straight for the UCLA 

Business School where he was, among many other things, an Edward 

Shapiro Investment Management Fellow, a Director of the Anderson 

Investment Association, and a Member of the Student Investment Fund.  

His last full-time position before he attended busies school was with the 

Office of the Comptroller of the Currency.   

  Our performance has been weak since the fourth quarter of 2014.  

The cumulative effect of this two-and-one-half years shows itself as 

unfavorable, long-term numbers.  As we mentioned before, these 

multiyear performance numbers are very endpoint-dependent and we 
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believe can improve substantially as quickly as they deteriorated.  As 

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

optimistic about our portfolio prospectively.   

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

The volatility we have been expecting seemed to finally arrived, which 

should allow us to take advantage of more opportunities.  As some 

longtime shareholders already know, this is not the first time the Fund has 

underperformed to this extent.  In both prior occasions the Fund’s 

performance during the ensuing time periods have allotted to not only 

make for lost ground, but also surpass the performance of this benchmark 

once again. 

  (3:45) We do not believe that it should be any different this time 

around.  Our process has not changed over the past 30 years.  Our 

portfolio is filled with strong-but-cheap companies.  In addition, the Fund 

has ample liquidity with over 25% cash to take advantage of this volatile 

time for the stock market.  

  The portfolio continues to be cheap.  Our holdings trade at a 

significant discount both in price-to-earnings and price-to-book terms 

versus our benchmark.  Keep in mind that the price-to-earnings ratio 

shown here is based on current earnings, which are really depressed for a 

meaningful part of our portfolio.  The price-to-earnings ratio calculated 
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based on normalized earnings would depict even a stronger advantage 

versus the indices. 

  Let’s talk about what we have been doing.  Since the middle of 

2014 all prices decreased substantially, yet we continue to buy during this 

downturn.  You can see what we did by looking at the blue bars that show 

the change in our allocation in energy names.  The gray bars show the oil-

price change.  You can see that in the second half of 2014, the price of oil 

decreased by about 50%, but our allocation decreased by only 20%.  In 

the first quarter of 2015, we continued buying as the price of oil 

decreased.  You might recall, the end of second quarter of 2015 oil prices 

moved up quite a bit and we took advantage of that increase by selling 

some of the shares we bought earlier.  The next two quarters, oil prices 

continued to decline and we continued to increase our exposure.    

  Here is a good example of what we did in the first quarter of 2016.  

As you can see on this chart, oil prices started the year at $37 a barrel 

and ended the first quarter only marginally higher but the price at $26 in 

the quarter.  If you look at this chart on the right, you can see that one of 

our portfolio companies, SM Energy, looks like had no change in price but 

all the volatility.  (06:02) And now you see that our share count did not 

change when one compares the beginning-of-the-quarter share count with 

end-of-the-quarter share count.  But this is what we did.  We bought over 
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400,009 shares during the first half of the quarter, which translates to 

more than a 50% increase.  And we sold almost all the incremental shares 

in the second quarter at higher prices.   

  The volatility continued in the second quarter and we started 

utilizing covered calls to take advantage.  We executed three covered 

calls in the quarter.  All, as you can imagine, were in energy due to high 

volatility and, hence, high premium. 

  Here is another example.  This one is not the short-term fate, but 

an example of how we flex up and down on ownership based on the 

estimate of intrinsic value and the prevailing stock price.  On this chart you 

see that we have owned Western Digital for a long time.  But at different 

times we increased our position substantially and at other times we sold 

into strength.  The last major change has happened over the past 12 

months when we increased our position again from the third quarter of 

2015 to the end of second quarter of 2016.   

  The top performer for the quarter was Patterson.  Patterson is a 

domestic land-drilling company in the energy sector.  The bottom 

performer was Dana Holdings, which is an auto-parts supplier.  After the 

end of the second quarter, Dana reported its quarterly earnings and the 

stock price moved up 25% since then. 
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  Our portfolio remains concentrated.  Almost half the portfolio is in 

technology and energy.  We now own two high-yield bonds.  Cash is the 

residual of all investment ideas and it stood at about 27% at the end of the 

second quarter. 

  (08:00) We have been very active year to date.  We initiated two 

new positions and exited three.  We had a net increase or net decrease in 

almost all our positions. 

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

Dennis: Thank you, Arik.  Let’s first review some equity market data.  This chart 

shows the rolling 10-year return difference between value and growth 

stocks.  As we can see from 2004 through 2015, value stocks have 

underperformed growth stocks, just like two prior periods over the past 80 

years.   Remember, these are rolling 10-year numbers; thus, when the 

blue line crossed zero percent at the end of 2013, that meant value stocks 

had underperformed growth stocks over the prior 10 years. 

  Interestingly, this cycle has yet to turn back up and value stocks 

have now underperformed for more than 12 years on a 10-year rolling 

basis.  However, as one can clearly see, not only have value stocks 

reversed their underperformance in prior periods, but also value stocks 

outperform growth stocks for the vast majority of any rolling 10-year 

period.   
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  Equity valuations are sensitive to interest rates and there's been a 

lot of talk about whether the Fed is going to raise rates later this year.  So 

let’s look at a few slides that encapsulate the reasons not to raise rates 

versus why the Fed could justify raising rates.  While the data on this chart 

is over a month old, expectations for future rates have only marginally 

changed since then.  At the time when Evercore ISI published this data, 

they believed there was a zero percent chance of a Fed rate hike this fall.  

Interestingly, they also believed that there was a rising probability that the 

Fed could cut rates.  However, these probabilities change week to week 

and even day to day. 

  (10:15) So let’s look at a couple slides that support the Fed holding 

off raising rates.  This graph shows that there's a fairly strong positive 

correlation between the growth rate of corporate profits and the changes 

to employment growth.  It also shows that corporate profits are declining, 

which portend weaker job numbers in the future.  Given the weak profit 

numbers, the Fed may want to wait until corporate profits rebound before 

considering whether to raise rates later this year.  

  This chart also illustrates one of the reasons why the Fed has been 

reluctant to aggressively raise rates.  This chart shows that nominal GDP 

growth has been weak over the last five years, averaging roughly 3½%.  

In prior discussions, we have shown the rising inventory level—that's the 
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blue line—and suggested that elevated inventory numbers could retard 

future growth.  We got an excellent example of that issue last week when 

the Commerce Department announced that the second quarter GDP 

growth was only 1.2%.  The expectation was over 2½%.  And this followed 

an even weaker first quarter growth of 1.1%. 

  Now let’s look at some information that may support the Fed raising 

rates.  First, this chart shows that there does not appear to be any stress 

in the financial system despite Brexit, despite the Europe banking 

problems and low global economic growth.  Normally, the Fed raises rates 

when the economy and financial systems are robust.  If the Fed wants to 

raise rates, they are likely no longer too worried about the financial system 

as they were several years ago. 

  (12:24) If the Fed is going to raise rates soon, another reason could 

be due to an improving job market and, thus, an acceleration of wage 

inflation.  Notwithstanding the earlier slide that showed a strong 

correlation between profits and growth, wages are currently growing.  Last 

Friday, the Bureau of Labor confirmed the rising wages exhibited in this 

chart by announcing that the Employment Cost Index rose at an annual 

rate of 2½% in this year’s second quarter.  So in summary, despite a 

number of fed governors discussing higher rates, we continue to be 

skeptical that the Fed will raise rates aggressively over the near term.  
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June durable goods orders fell a surprising 4%, adding more concern 

about future growth.  On the other hand, employment and wages continue 

to growth at perhaps a 25-basis-point increase later this year cannot be 

entirely ruled out.   

  Okay, let’s now turn to a few energy slides given the continuing 

volatility in the oil market.  The first energy slide shows that the 

International Energy Agency, or IEA, still believes oil demand for this year 

will grow nearly 1.5 million barrels per day compared to last year.  Given 

the weak global economic growth thus far in 2016, the 1.5 million barrel 

increase is relatively strong. 

  (14:01) Subsequent to the end of the second quarter, oil traders 

have pushed prices lower due primarily to concerns that Brexit and the 

increasingly very-public terrorist activities will slow economic growth even 

further.  However, the IEA has not altered its forecast that the world will 

consume nearly 97 million barrels a day on average during the fourth 

quarter. 

  Regarding oil supply, non-OPEC supply, particularly U.S. shale oil 

supply continues to decline.  This chart shows that U.S. crude production 

has declined by more than 1 million barrels per day over the past year.  

Looking forward, some analysts are now projecting U.S. crude production 
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will decline at least another 300,000 barrels next year, even if oil prices 

rebound sharply later this year.   

  Now, we understand non-OPEC oil supply is in decline.  Can 

OPEC increase its production?  Should the IEA’s demand forecast be 

reasonably accurate?  This chart shows that OPEC might have a 

challenge meeting increased demand due to OPEC’s current production 

getting close to its theoretical capacity.  This is why a few analysts have 

recently suggested that rising oil demand could result in a substantial 

drawdown of global oil inventory in the second half of this year.   

   Okay, our last slide.  And this is a little busy so I apologize up front.  

But it has some important information about the near-term fundamentals 

of the oil market.  Let’s look at the chart on the upper left.  This shows that 

the oil market started the year with record-high OECD inventories, or 

about 300 million barrels above the five-year average.  The chart on the 

upper right shows that there's been some very modest monthly draws, but 

nothing really to impact oil prices at this time.  (16:19) However, the chart 

on the lower left is Cornerstone Analytics’ forecast of where global oil 

inventories may decline to at the end of 2016.  Interestingly, it shows oil 

inventories may fall by roughly 300 million barrels and back to the five-

year average. 
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  Their assumptions for this inventory decline are on the lower-right 

bar chart.  These assumptions were made at the beginning of this year, so 

they are likely to be different from the actual numbers.  For example, 

global oil demand will likely rise 1.5 million barrels per day versus 

Cornerstone’s 1.8 million.  On the other hand, non-OPEC oil supply will 

likely decline by over a million barrels per day and not the 830,000 

depicted here.   

  Summing it up, we recognize that value stocks have 

underperformed, but we are also aware that these trends reverse.  And 

over the long term, value stocks have performed very well for investors.   

Regarding whether the Fed will raise or not raise rates, there's been some 

rhetoric from various fed governors about higher rates, but nominal and 

real GDP have been weak this year. 

  And the presidential election is in three months.  Thus, in our 

opinion, it is unlikely the Fed will raise rates the rest of this year.  Finally, 

despite recent volatility of oil prices, it appears that the market is moving 

back into balance and the record-high inventories will continue to decline, 

which should support higher prices in the future. 

  (18:11) With that, thank you for your attention and we'll now answer 

some questions.   
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Mark: Thank you, Dennis; thank you, Arik.  Now switching over to the Q&A, 

we've received some questions prior to and during today’s call and we will 

work through each of them.   

  “Can you comment on Atwood Oceanics?  Isn't the company a 

terrific bargain at these levels?”  I’m going to couple that if I may, Arik, with 

one other question that arrived during the call:  “Can you also comment on 

Atwood financials, please?”  So we're trying to address two questions, but 

I believe the same principle behind both.  

Arik: Sure, and I also see a third one that just came in saying which we have 

tendered any of our Atwood bonds.  Thank you.  So I’ll take them 

altogether.  Atwood is a good company.  There are many things to like 

about the company.  They have a young fleet of high-spec rigs.  They 

have significant revenue backlog.  They have (indices using @ 19:06) 

margins and revenue efficiency.  They have a good track record of safety 

in their operations.  They have a seasoned board of directors. 

  But we ended up selling our equity ownership in Atwood because 

the duration of their debt was mismatched against the duration of their 

assets.  And they refuse to term out their debt, even when their bonds 

were trading at 4 to 5% yield because they wanted to save a little bit of 

money on interest.  So we sold their equity and about a few quarters later, 
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what we were worried about played out and their bonds started to have a 

yield-to-maturity of 25%+. 

  (19:58) And at that time, we started buying their bonds.  And these 

bonds, we started buying them at 55¢ on the dollar all the way down to 

35¢ on the dollar.  At 35¢ on the dollar the unsecured bonds allowed us to 

buy the business at less than 7x depressed new normal EBITDA of $200 

million and assumed that the equity would get wiped out.  This compares 

with somewhere around $80 million of EBITDA in fiscal year 2015 and 

$400 million average EBITDA over the past 10 years.  Alternatively, the 

bonds at 35¢ on the dollar allowed us to buy the business at about a 

quarter of replacement cost.  The replacement cost of the PP&E is about 

$4½, $5 billion compared with about less than $1.2 billion of net debt for 

the company. 

  Since then, the bonds moved up.  They trade today at over 70¢ on 

the dollar.  We cannot tell what we have done in the mutual funds as of 

today, but as of the end of the second quarter, we have not tendered any 

of our Atwood bonds. 

Mark: Thank you, Arik.  “Can you comment on why you reduced your holdings in 

SM Energy?  It appears that the company has hedged production quite 

well and is overall in decent financial shape.” 
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Dennis: Yes, let’s just step back a little bit.  First of all, we got into SM Energy back 

in the ‘08, ‘09 timeframe when the stock was trading below 20.  The stock 

rallied, obviously, with the oil prices rebounding.  Subsequent to the 

financial crisis, we had eliminated a substantial portion of it.  The stock 

then came crashing down during this latest cycle and we bought it all the 

way back as low as I think $7.  As the stock then rallied, it got as high as I 

think into the low-30s, we trimmed back the position pretty substantially. 

  It is true that SM has a very good hedge position, but that hedge 

position only lasts for a certain period of time.  And we wanted to 

recognize that and we wanted to take some risk off the table should this 

cycle last longer than we expect.  (22:27) And while the prices are 

recovering slowly, they may continue to recover slowly and so we felt that 

it was prudent to reduce the position as the stock went from 7 into the low-

30s.  It’s just a normal course of action that we would take with just about 

any company.  

Mark: Thank you, Dennis.  “Could you explain what your thesis is to own Arris?” 

Arik: Sure, I’ll take that.  Arris provides communication systems to cable 

operators.  What it means is they allow us to consume 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. 
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  We initially invested in Arris in late 2010 and then we more than 

doubled our investment in 2013 after they acquired Motorola Home from 

Google.  That acquisition transformed Arris into one of the market leaders 

in all of the aspects in the cable infrastructure markets.  We thought that 

Arris got a good deal.  They bought from a motivated seller.  And we had 

a great confidence in the management teams’ ability to integrate this very 

large acquisition. 

  That thesis largely played out and the stock price tripled from, call it 

late 2010 to March, 2014.  We then started buying again at a time when 

four of their five largest customers were involved in M&A talks.  You might 

recall Time Warner, Comcast, Charter, and AT&T were all involved in the 

business combinations or large purchases.  That upcoming consolidation 

phase made it hard for the customer to spend money without knowing 

which company would be run by which management team.  (24:18) We 

did not worry about this short-term issue because the long-term 

competition is still very strong and there is merger replacement cycle 

coming up.  We thought that the future was bright, which allowed us to 

increase our position once again.               

  About a year ago in April, 2015, the company announced another 

big acquisition, this time the acquisition of Pace out of the U.K.  The deal 

we thought was very attractive financially due to large initial opportunities 
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and, moreover, the purchase cemented Arris’ leadership leading scale 

and further diversified their client base.  Arris today has a great number of 

products that they sell to global customer base of (who is who @ 25:04).  

There is tremendous growth ahead of them for the first foreseeable future.  

And their customers have ran out of network capacity so their CapEx 

should remain elevated.  The company reported its latest earnings last 

week where they announced that they completed the Pace acquisition, 

they generated very strong free cash flow, and increased their guidance 

once again.  Arris remains as one of our largest positions today.   

Mark: Thank you, Arik.  We'll do one more stock question and then a little bit 

about the energy business.  “I’ve noticed you’ve trimmed your Arrow 

position.  Do you feel the stock is not fairly valued or are you just taking 

some chips off the table?” 

Dennis: I’ll take that one, Mark, thank you.  So Arrow’s been in the portfolio for 20 

years and we flex up and down on that company.  And we have flexed up 

on that company—and ABNA as well—over the last couple decades 

based on valuation.  (26:04) And in Arrow’s case, as the stock 

approached—I wouldn’t say fair valuation.  This is a company that’s 

growing and they're in a couple of really nice market niches.  And so it’s 

kind of a moving target, but kind of like on the here and now.  And we also 

look at their book value.  We thought the company was approaching—let’s 
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call it its fair value and maybe a slight premium to what we think is a fair 

value. 

  And by the way, our fair value and what we think the intrinsic value 

is, is a substantial discount to where the market trades today.  So it’s a 

very conservative estimate.  But nonetheless, as it approached that slight 

premium to its fair value, we became more aggressive in trimming the 

stock back.  We think the company is doing quite well.  The company had 

their earnings released today.  We were on the conference call this 

morning.  We think the company’s executing very, very well.  The stock 

was off I think 4 or 5% today.  And so if the stock sells off some more, it’s 

the type of company we would increase our ownership in.  Not to say that 

we're doing it here today but, at lower prices, we would feel it’d be an 

intriguing opportunity.  But everything’s really based on valuation.   

Mark: Thank you, Dennis.  “The oil companies have apparently been raising 

record amounts of equity this year.  Will this continue to add drilling and 

cap oil prices?”   

Arik: We believe that they are raising equity in order to pay down some of the 

debt that they have.  If you just look at total number of rigs in operation in 

the U.S., it’s peaked at over 1,500.  It’s less than 400 today.  Dennis 

talked about this slide before; despite all the increase in equity, a number 
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of rigs utilized have remained at a very depressed level and U.S. 

production continues to come down.   

Mark: (28:08) Thank you.  “I’m curious as to what has driven oil prices down to 

less than $40 today.  Is this a new floor or a new ceiling?” 

Dennis: So it’s hard to tell exactly what drives prices in the short term, but I think 

it’s largely a concern by oil traders that demand is going to fall off.  And 

there’s a skepticism whether the IEA’s demand forecast will be accurate.  

As concerns about Brexit, and I mentioned earlier in my commentary, 

terrorist activities—we've got personal friends who cancelled trips to 

Europe.  They just don't want to go over there right now.  And businesses 

might be slowing down some.  There's an overall level of concern globally 

of what all this means for the future.  And traders will move prices based 

on that.  And so there's a sentimental factor, a psychological factor here 

that can play for some period of time, for a few months at a time.  But over 

the long run, it really comes down to supply and demand.  And if the 

demand is weaker like the oil traders are expecting, then the prices will 

fall.  If the IEA is correct and oil demand continues to be relatively good, 

we should start to see a recovery at some point later this year.  Because 

it’s clear, it’s absolutely clear that non-OPEC supply is in decline.  Those 

are the facts.  And OPEC is, as we mentioned earlier, very, very close to 

its theoretical capacity.  So it’s really a demand—so there's the supply and 
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demand we—so I think the market is really focused on the demand.  And 

right now the market’s saying demand’s not going to be growing what the 

IEA is forecasting at the end of this year.   

Mark: (30:21) Thank you, Dennis.  So any questions that were not answered 

during today’s call, we will come back to you individually and answer 

them.  But this actually concludes the prepared and Q&A section of 

today’s webcast.         

  We thank you for your participation in the Second Quarter 2016 

FPA Capital Funds webcast.  We invite you, your colleagues and 

shareholders to listen to the playback of this recoding and view the 

presentation slides that will be available on our website within a few days 

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

information on the Fund, such as complete portfolio holdings, historical 

returns, and after-tax returns. 

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

your feedback and submit any questions or comments.  We encourage 

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

valuable and 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 
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current quarter and expect the calls to be held three to four weeks 

following each quarter end.  

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

would like to receive them, please email us at CRM@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 the views expressed on 

this call are as of today, August 2, 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 the individual securities or 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. 

  (32:13) The information provided does not constitute or 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 the recommendations made 

in the future will be profitable or equal the performance of the security 

examples discussed.  Any statistics have been obtained from sources 
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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 

webcast.  Thank you and enjoy the rest of your day.  

[END FILE] 

 
 


