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

welcome you to FPA Capital’s Second Quarter 2017 Webcast.  My name 

is Ryan Leggio and I’m a Senior 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 the next few days. 

  In just a moment you will hear from 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 team members Arik Ahitov and 

Dennis Bryan. 

  Arik, over to you. 

Arik: Thanks Ryan. 

  Thank you very much for joining us this afternoon.  I will review the 

Fund’s Q2 highlights, performance and activity.  Dennis will then provide 

some general market commentary before we open the call to questions. 

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

term clients but let me briefly go over our strategy once again.  We are a 

long only absolute value Fund.  We look for market-leading companies 

with a history of profitability, strong balance sheets and good 

management team.  Once we identify and research these companies we 
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buy when there is a compelling reward to risk ratio and we sell when we 

believe the ratio is unfavorable.  The resulting portfolio tends to be 

concentrated.  We are large shareholders, alongside you. 

  Our portfolio was down 5% during the first half of the year.  A 

number of our positions worked against us, but you might recall that you 

were down by more than 13% at some point in the first half of 2016 but 

we ended the year up by almost 23%.  Last year around this time we 

mentioned that, despite some of the hits the portfolio had taken then, 

there were catalysts that could lift many of our portfolio companies up 

substantially.  We feel the same way this year. 

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

Our process has not changed.  Our portfolio is filled with strong but cheap 

companies.  Collectively, the portfolio has substantial valuation advantage 

over Russell 2500, with average portfolio company trading at almost a 

third below its five-year high stock price.  Our companies are not only 

cheap, but many of them are performing well operationally and have 

strong balance sheets.  Also, our pipeline is very strong.  We should be 

able to deploy capital into good companies, should the conditions permit. 

  Let’s briefly talk about what is going on in the marketplace.  To 

begin with, make no mistake, the market is expensive.  One way to look at 
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valuation is enterprise value to EBITDA.  That figure is about 15x, a full 4x 

higher than its long term average.  If you look at the chart on the top-right, 

you can see that enterprise value to sales for Russell 2500 is almost at an 

all-time high.  The charts below are even more striking.  Russell 2500 has 

been hitting new highs despite cumulative net income for the index 

declining.  All the increase has come from multiple expansion. 

  How about our portfolio?  Our holdings trade at significant 

discounts to the market, almost at 55% discount to price to earnings ratio 

and at 30% discount to price to book.  Here are the top and bottom 

contributors for the second quarter on top and year-to-date below it.  

Year-to-date, Western Digital continued to be a strong contributor and 

remains one of our largest positions. 

  A new name in the contributor section is Akorn.  We made our 

initial investment in Acorn in the fourth quarter of 2016.  The stock price 

increased by about 55% in the first half of the year due to a buyout offer 

by a strategic buyer.  We sold our shares into that strength. 

  Let’s talk about a few names that detracted from performance.  

Four of the five detractors this quarter and year-to-date were energy 

names.  The poor performance of energy names was primarily based on 

fears of sustained high inventories.  Based on our supply and demand 
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analysis, we believe that inventory drops must accelerate.  We have seen 

signs of that with the biggest four-week draw in four years. 

  On this slide, on the left, you can see that oil-related equities used 

to follow the performance of the underlying commodity.  You can see that 

this relationship started to diverge as of late.  On the right, you can see 

Bernstein’s expectation of energy equity prices relative to the performance 

of the underlying commodity.  Today that expected performance is two 

standard deviations worse than expected.  Curiously, this 

underperformance is worse than when oil prices broke $30 a barrel during 

early 2016. 

  Let’s briefly look at two of our exploration and production 

companies.  The first one is Cimarex, Cimarex is a Permian and Mid-Con 

focused operators with one of the best management teams in the 

industry.  They are one of the few exploration and production companies 

out there that has historically demonstrated the ability to deliver solid 

returns over a full cycle.  These results are driven by high quality acreage, 

solid operations and good management.  To that end the management 

team’s compensation is driven by generating full cycle returns.  Further, 

they have a clean balance sheet providing the ability to easily withstand 

the cycle and remain opportunistic. 
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  The second company is SM Energy, a Denver based operator with 

operations in the Eagle Ford, the Bakken and the Permian.  We have had 

large positions in this stock in the past and trimmed a large chunk of our 

holdings after the post-OPEC agreement rally.  Since then the stock has 

sold off.  SM selloff has been more severe than our other exploration and 

production holdings, largely because of heavy skepticism over their newly 

acquired Permian acreage and their debt level. 

  As the stock price fell this year, we continued to spend time to 

better understand how management perform their due diligence of the 

new acreage prior to acquisition, how they are derisking it now that it is 

now part of the portfolio, how they will build up that acreage and what 

could go wrong in meeting their goals.  Further, we have studied their well 

results which to date have been impressive.  In the end we came away 

with increased conviction. 

  Further, the ongoing mixture toward higher margin wealth should 

alleviate the leverage concern, while their aggressive hedging supports 

near term cash flow and their debt maturity ladder gives them adequate 

time to appropriately manage this large transition. 

  As we discussed in our previous calls before, we have owned 

Western Digital nonstop for over 10 years, but at different times we 
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increase our position substantially and at other times we sold into that 

strength.  We continue to take advantage of strong stock price 

performance and took some chips off the table. 

  We were very active in the first half of 2017.  We initiated three 

positions and eliminated four.  We added to eight of our existing positions 

and decreased our share count in 13 of our positions. 

  Here is a snapshot of our portfolio as of the end of Second Quarter 

2017.  Our portfolio continues to be very differentiated from Russell 2500 

and we would not expect it to be behave similarly to the index.  

  Information technology makes up about a quarter of the portfolio, 

energy 17% of the portfolio.  These two sectors are followed by consumer 

discretionary and industrials. 

  Our cash level is elevated right now but our pipeline is very strong.  

We are prepared to deploy more of the Fund’s liquidity into good 

businesses, selling at cheap valuations in a swift manner should 

opportunities present themselves. 

  With that I turn the call over to Dennis. 

Dennis: Thank you Arik.  In the market commentary section I will review a few 

slides that pertain to the US equity market and update you on the energy 
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market.  After the market commentary section we’ll open up the call for 

questions. 

  This slide is titled “From Active to Passive.”  This slide has two 

charts that show the strong trend of investors shifting money from active 

managers to passive strategies.  The chart on the left shows that outflows 

from active management has been roughly $1.5 trillion and inflows in the 

passive strategies has been approximately $1.7 trillion over the past 

decade. 

  The chart on the right shows the number of corporate public 

listings, which is the blue line, has declined by roughly 2,000 companies 

over the past couple decades.  Thus, more dollars are chasing fewer 

companies, helping to drive valuations higher. 

  On this chart we show the VIX index which is a proxy for market 

volatility.  We’ve actually shown this chart on prior conference calls but 

want to highlight the latest near record low in market volatility.  What is 

more remarkable than the recent low is that this low volatility has lasted 

nearly six years except for a couple minor and short-lived upward moves.  

This low volatility can make it challenging for deep value managers such 

as ourselves to find depressed stocks at great prices. 
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  This chart shows the ratio of household financial assets in the US 

to disposable income.  The insight into this ratio is that it is disposable 

income which allows people to invest their money into various financial 

assets.  It’s very intuitive.  The cheaper the assets, relative the income, 

the more assets people can accumulate.  On the other hand, the greater 

asset values, are relative to income, all else being equal, the more 

challenging it is to sustain those asset values. 

  As one can clearly see, looking at this chart, over the past 60+ 

years there have been two occasions when this ratio touched 5.0 or 

higher before asset values plunged.  Interestingly, this ratio recently 

surpassed its previous peaks in the late-1990s and 10 years ago.  The 

current level for this ratio is obviously flashing cautionary signals. 

  Okay, this slide has three charts on it.  It’s a little busy.  Let me go 

through each of them separately.  But they each point to growth stocks 

continuing to outperform value stocks.  The chart on the top goes back 

over 7 years and shows that typically value stocks have outperformed 

growth stocks and often by a wide margin.  The chart does show that 

growth stocks have occasionally outperformed value stocks, but generally 

by a small percent and for a very short period of time.   
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  Yet, this latest cycle of growth stocks outperforming value stocks 

has lasted a lot longer than any other period over the past 7 decades.  

Importantly, after a period of growth stock outperformance, value stocks 

reversed their underperformance and substantially outperformed growth 

stocks. 

  The chart on the lower left shows growth and value stocks relative 

performance just within the S&P 500.  This chart is very similar to the top 

chart and shows that growth stocks, which is the red line, also 

outperforming value stocks, which is the blue line, since 2009. 

  The bottom-right chart shows US growth and value stocks relative 

to global growth and value stocks and their respective performance year-

to-date.  The chart shows value stocks are not only underperforming 

growth stocks domestically, but also globally, whether one considers 

emerging markets or wealthier OECD regions. 

  Okay, let’s now shift gears and discuss the energy markets, 

particularly because the energy investments were responsible for much of 

the underperformance in the second quarter and year-to-date.  We will 

first review some basics of supply and demand trends and then discuss 

the impact electric vehicles may have on oil consumption in the short and 
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immediate term.  It’s a very topical discussion and you read about it in 

various trade and financial journals. 

  Okay, this chart clearly shows the downward trend in US oil 

inventories since the beginning of the year.  When compared to last year 

and the 5-year average, oil inventories experienced a counter-seasonal 

drawdown between February and May of this year and it has continued to 

decline.  And you could see that red line, which is 2017, trending down, 

versus the blue line and the dotted line which generally trend up.  This 

drawdown is important because global oil traders focus a lot of their 

attention on the Weekly Oil Inventory Report issued by the Department of 

Energy every Wednesday. 

  The prior slide showed oil inventory trends in the US, while this 

chart shows the monthly change in oil inventories for the most developed 

OECD countries over the past 12 months.  Except for January and April, 

every month has experience a flat to substantially great drawdown of oil 

inventories compared to the prior and normal monthly results.  Thus, 

these two slides confirm what we have suggested would occur.  That is, 

the large overhang of global inventory would decline back to more normal 

levels, and perhaps even below normal levels, if demand continues to be 

relatively strong. 
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  The previous two slides show the decline of global inventory in 

absolute units measured in millions of barrels per day.  This chart, 

however, converts those millions of barrels of inventory into days of 

supply.  The data is from Raymond James Oil Macro Report and the 

crucial oil demand figure is supplied by the IEA, or the International 

Energy Agency. 

  The key figure to look at is the expected oil demand for 2017 which 

is 98 million barrels per day, as shown in the lower table of this slide.  

According to Raymond James, starting this quarter, days of supply will fall 

below the long term average of roughly 30.5 days due to the drawdown of 

inventories we saw on the prior slides.  The intuition behind this chart is 

that oil refineries, the huge consumers of oil, globally do not necessarily 

worry about the absolute barrels of supply rather than the number of days 

of supply they need to meet demand.  If the Raymond James report is 

correct and days of supply decline to 28, we would expect oil prices to rise 

and reflect that demand is rising faster than supply. 

  On this slide there are three charts.  And they show why demand 

for oil in the US is not declining but actually growing about 1% 

compounded annually over the last 5 years.  The top-left chart shows that 

fuel efficiency for new cars sold in the US has trended slightly lower over 
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the past few years.  Despite the popularity in some regions in the US for 

electric vehicles and hybrid cars, sales of SUVs and light trucks 

represented 63% of new car sales in 2016.  That’s 63% versus 50% in 

2013.  And SUVs and truck sales combined are up another 5.5% through 

June while small, mid and large cars are down 11% according to 

MotorIntelligence.com. 

  The bottom chart reflects a lower current fuel efficiency for the 

overall existing fleet of vehicles versus 5 years ago.  The shift from 

sedans to trucks and SUVs over the past few years has been large 

enough to reduce the composite US fleet fuel efficiency. 

  The chart on the upper-right shows vehicle miles driven has 

accelerated recently, after stalling during the financial crisis a decade ago 

and the first couple years thereafter due to the weak economic growth.  

Thus, Americans are driving more miles and in vehicles that are slightly 

less fuel efficient than several years ago. 

  These trends, along with general economic growth are driving oil 

consumption higher in the US despite what one might read about electric 

vehicles.  So, speaking of electric vehicles and plug-in hybrid electric 

vehicles, we’ll combine those two and just call them “EVs,” let’s review 
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some basic data about the trend toward EVs and what it might mean for 

global oil consumption. 

  This slide comes directly from Albemarle’s most recent Investor 

Day presentation.  For those who are not aware of Albemarle, the 

company controls 25% of the global supply of lithium mining capacity.  

And it and three other mining companies control approximately 80% of 

this critical material to make the batteries that propel EVs.  The 

companies include the largest global lithium battery manufacturers. 

  Given what their customers are telling them about the battery 

production and their orders, Albemarle’s best estimate of global EV new 

car penetration is 1% in 2016 or about 900,000 new EVs sold out of the 

roughly 88 million new car, light trucks and SUVs sold globally last year.  

That was last year. 

  By 2021 Albemarle’s expects EVs to represent 5% of new vehicles.  

So, again, that’s broken down roughly half and half between pure battery 

and plug-in hybrids.  So this 5% of new vehicles sold globally will be out of 

roughly 95 million anticipated new car, light trucks and SUV sales in 2021.  

That’s approximately 4.75 million new EVs and 90 million internal 

combustion engine cars sold. 
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  So let’s do the math.  This means new internal combustion engine 

vehicles are anticipated to increase from 87 million last year to roughly 90 

million new units in 2021.  However, the most important number for future 

global gasoline and diesel consumption is not necessarily how many new 

EVs are sold in any one year, but how many total internal combustion 

engine vehicles are on the global highways in the future.  According to 

Douglas Terreson, an energy analyst for Evercore ISI, the global fleet of 

vehicles is expected to rise to 1.5 billion vehicles by 2021 from 1.3 billion 

today. 

  According to the IEA, there were approximately 2 million EVs on 

the road at the end of last year.  Thus, based on the above estimates from 

Albemarle and Douglas Terreson, gasoline and diesel powered vehicles 

are expected to increase from 1.298 billion currently to 1.485 billion in 

2021.  That’s an increase of 187 million gasoline and diesel vehicles, or a 

nearly 3% compounded annual growth rate.  Of course, this analysis 

excludes oil consumption for heavy trucks, off-road mining and 

construction vehicles, planes, trains, ships or petrochemicals.  Thus, 

unless there is a global economic recession we do not expect any 

material change to the current modest growth trends in oil consumption 

over the next 5 years. 



First Half 2017 FPA Capital Fund, Inc. (FPPTX)  

Conference Call 

 

 

 

 
 

-15- 
 

 

  This concludes our prepared comments.  Thank you for listening.  

And now I’ll turn it over to Ryan for questions. 

Ryan: Thank you Dennis and Arik.  For those who are listening on the webcast 

please feel free to take this time to submit your questions online.  We are 

going to start with the questions that were submitted before and then take 

the questions that have been submitted during the webcast as they have 

come in.  But please feel free to submit additional questions during this 

time. 

  The first question that we received before the webcast, Dennis, is 

the question:  Is there an arbitrage opportunity in the Ensco-Atwood 

transaction? 

Dennis: It’s a good question.  Frankly our answer is we don’t know.  We haven’t 

owned either security for quite some time.  We sold our Atwood stock 

several years ago and we actually…  If you recall, we bought some of 

their bonds, maybe a year and a half or so ago, when the bonds were in 

the 40-50% range to par.  Then the bond rallied up toward par and we 

sold those out late last year.  So we have not been in the securities for 

either of these companies for the last three or four quarters or so, so really 

can’t comment on the arbitrage opportunity. 

Ryan: Thanks Dennis. 
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  Another question on the topic you covered regarding the energy 

market and that is:  If you could expand on your thoughts regarding the oil 

market rebalancing. 

Dennis: Yeah, I think the…  A lot of confusion, a lot of data out there, a lot of 

cross-currents.  You’re hearing about commodity funds that are liquidating 

and closing.  There was a well-known oil trader known as the God who is 

closing his $1.7 billion commodity fund. 

  But what we’re looking at is the physical market, all right?  One of 

our analysts, Sean, came up with some good data on the physical market.  

And the physical market is actually showing tightness so the refineries, the 

professionals out there are really looking at a market that’s starting to 

rebalance.  But the oil market is also driven by financial players.  It’s a 

huge futures market.  And there could be liquidations out there. 

  But overall supply and demand, we see supply being moderated by 

the OPEC production cuts and we see global inventories coming down, 

it’s very clear to us, and demand that we touched upon is actually fairly 

strong. 

  So with those two we would expect, and other analysts expect, a 

pretty substantial drawdown in global inventories in the second half of this 
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year.  Typically that has led to higher oil prices.  So we do see the market 

balancing out here in the second half of 2017. 

Ryan: Thanks Dennis. 

  The third question that we received beforehand was:  Currently the 

portfolio is structured with a very high percentage weighting in energy 

along with companies that lack current earnings.  From an overall top-

down perspective, please offer your thoughts on why you are positioned in 

this manner. 

Arik: Let me separate this question into different statements?  The first 

statement was:  Currently the portfolio structured with a very high 

percentage weighting in energy. 

  Let me talk to that first.  Energy makes up 17% of the portfolio.  It is 

a high percentage, especially compared to the energy sectors weight in 

Russell 2500.  That said, for the past 30 years we have routinely ran 

concentrated portfolios with two sectors regularly making up more than 

50% of invested capital.  The 17% on its own is not an extraordinary high 

weight for us.  Our energy weights have been significantly higher in the 

past.  Today it does not represent our highest weight in the portfolio.  

Information technology weight is about 50% higher than our rate in 

energy. 
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  The second statement was about having investments in companies 

that lack current earnings.  Of the 24 companies we currently own, only 

two have negative last 12 months EBITDAs, only two of 24.  So, over 90% 

of our companies are profitable.  And this includes our energy companies. 

  Despite their poor stock performance, none of our energy 

companies have negative last 12 month EBIDTAs.  Moreover, a number 

of our companies are posting record or near record operating income 

numbers.  A few that come to mind are Aaron’s, Dana, InterDigital, 

Western Digital, ARRIS and Arrow. 

  I think that the person who posed the question is assuming that our 

companies have money-losing operations simply because their stock 

prices have not kept up with the overall markets.  Only one part of the 

assumption is correct.  As I mentioned in my prepared remarks, our 

companies as a whole are doing well and in many cases exceptionally 

well.  That is the main reason why we’re excited about the future 

performance potential of the portfolio. 

Ryan: Thanks Arik. 

  We received a number of questions regarding inflows and outflows 

and so I’ll just group all of those together as one.  And the question is:  
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Please explain the impact on the outflows that the Fund has seen 

recently, including a recent large client departure. 

  So I will note that on the FPA Capital portion of the website we 

have some information regarding the impact of flows over the last couple 

of weeks.  It’s in the blue box on the right-hand side called “News, June 

Fund Activity.”  We’re happy to email that to you afterwards if you would 

like.  I’ll just quickly read the posting because it’s not that long and then if 

there are any questions related to this after I read it we’re happy to take 

those if we can. 

  And so, the posting reads simply, “A new investment consultant to 

a large shareholder of FPA Capital recently removed the Fund and two 

others from the shareholder’s investment lineup as previously publicized 

on their website.  All of their investment was redeemed from the Fund as 

of June 2, 2017.  A large portion of the request was structured as a 

redemption in kind.  That means FPA gave the shareholders stocks 

instead of cash for a portion of the redemption.  The in kind redemption 

allowed the Fund to reduce its potential capital gain exposure, from 

approximately 20% to zero of net asset value before the redemption, to 

approximately 10% of net asset value after redemption. 



First Half 2017 FPA Capital Fund, Inc. (FPPTX)  

Conference Call 

 

 

 

 
 

-20- 
 

 

  And so, to speak plainly on this, the embedded capital gains in the 

Fund were reduced significantly.  Specifically, unrealized capital gains 

exposure was reduced by almost $97 million, or the equivalent of more 

than $6 per share.  I’ll also note that the fund continues to have this 

capability for redemptions.  And we can use that ability to benefit existing 

shareholders by attempting to reduce the embedded taxable gains in the 

Fund. 

  I believe that answers the few questions on that topic.  Again, if 

there are any questions related to that topic, please put those questions 

back in the queue. 

  The next question that just came in is:  NBL traded off today.  Do 

you believe this is a buying opportunity? 

Dennis: Okay.  So NBL is Noble Energy which is an E&P company.  And we got 

Noble stock when they took over Rosetta.  And what was interesting today 

on the conference call was the best performing asset in Noble is the 

Rosetta assets which we thought and which we enumerated when that 

deal occurred. 

  Noble was not the only E&P company that sold off.  A number of 

names, particularly the Permian Basin names, sold off.  And there are 

some concerns about the higher gas content.  And some of this is just 
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noise, frankly.  But a little higher gas content and the life of some of the 

Permian wells.  These are tidbits that a lot of the day traders and these 

quant shops, they look at every little data out there. 

  So it might be exacerbated by a number of companies reporting 

actually lower production which is not necessarily a bad thing for oil 

prices.  But and there’s puts and takes.  Nobel’s lower production was 

actually due to some divestitures.  It had nothing to do with the actual well 

performance.  Well performance was pretty impressive. 

  And so, in terms of the actual spirit of the question whether it’s a 

buying opportunity, certainly we think the sell-off was an overreaction. 

Ryan: Thank you Dennis. 

  The next question is:  Why did you sell DeVry? 

Arik: DeVry has been a profitable investment for the Fund.  Post-Trump’s 

election, combined with the Republican Party’s control of both chambers 

of the House, the worry about the future of for-profit education companies 

has subsided.  With that, the stock price has increased substantially since 

the November 2016 elections. 

  In the meantime, we had a chance to observe the new CEO for 

longer and became less confident in the company’s ability to allocate 
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capital efficiently going forward.  We realized our gains and moved on.  

We will continue to keep an eye on both the company and the industry. 

Ryan: Thanks Arik. 

  We had two questions on ARRIS.  I think the questions were just:  

Can you guys update shareholders on your current thoughts on ARRIS? 

Arik: Sure.  As a refresher, ARRIS provides communication systems to cable 

operators.  What that means is they allow us to consume more bandwidth.  

As we demand faster interest speeds and more bandwidth to watch 

movies or upload pictures, the internet providers have to upgrade their 

infrastructure.  And this is where ARRIS comes in.  And this is one of the 

companies I was talking about.  It’s the company that is reporting record 

earnings and record cashflow generation. 

  We initially invested in the company in late-2010.  We had a couple 

of opportunities to substantially increase our position.  The update here is 

in February 2017 ARRIS agreed to acquire yet another company this time 

called Ruckus.  As you know wireless broadband investment is growing 

rapidly.  Convergence of wired and wireless networks is upon us.  And 

ARRIS would be a very strong player in that space. 

  Most adaption so far has been stadiums, airports and convention 

centers.  But we believe they can penetrate many other types of buildings.  
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This deal will increase ARRIS’ growth margins.  ARRIS estimates 2018 

revenues of over $6.5 billion with EBIDTA of $650-700 million.  So we 

believe that this company continues to be very cheap and we are very 

excited about their future.  They reported earnings last night and the stock 

was up quite a bit today, maybe 6-7%. 

Ryan: Thanks Arik. 

  The next question is:  Did you add to any of your energy positions 

in the second quarter? 

Arik: All else equal, what we do is if our investment thesis remains intact you 

should expect us to add to positions.  And we have one slide here that 

shows—if you just go up a little bit, Elliot, and you’re going to have the 

slides on the left side, it shows—exactly which companies we added and 

which companies we took away positions from. 

Ryan: Great. 

Dennis: We have Slide Number 12, Elliot, if you want to bring that up for the 

webcast. 

Arik: So you see in this slide that Cimarex Energy, Helmerich & Payne, Rowan 

Companies and SM Energy are four of the positions that we added to.  

And then we sold a little bit of Noble Energy and a little bit of Patterson-

UTI in the first half of the year. 



First Half 2017 FPA Capital Fund, Inc. (FPPTX)  

Conference Call 

 

 

 

 
 

-24- 
 

 

Ryan: Thanks Arik. 

  The next question is, and I think this relates to the market slides 

that we presented earlier:  Are you seeing as much passive activity in the 

small-mid cap space as we’re seeing in the large cap?  Which I think we 

referenced. 

Dennis: Okay.  So, yes, we are.  We actually did a review and we only looked at 

the top four or five passive strategy firms out there.  These would be your 

“who’s who,” your BNY, your State Street, Vanguards of the world.  And 

so, we look at the top four or five passive holders, those large, big, ETF 

passive index firms, they actually own a larger weighting in small and mid 

cap stocks than large cap stocks. 

  And if you think about it, it’s pretty intuitive why that’s the case.  

While there may be actually more dollars allocated to the large cap 

companies, they actually have to allocate more capital to get a higher 

weighting.  Because you’re talking $450 billion market cap, say, for an 

Amazon or I don’t know what.  Microsoft is a $500-something billion, or 

Apple $700 billion.  They actually have to allocate tremendous amount of 

dollars so they actually have more absolute dollars allocated to the large 

cap companies. 
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  But when you’ve got a $2 billion market cap company, it doesn’t 

take that much money relative to their assets to get a weighting, a larger 

weighting, in the small-mid cap.  So the weightings are actually higher, 

generally speaking.  Not in all cases, but generally speaking they have a 

higher weighting in small-mid cap companies.  And some people are 

associating that with the greater volatility in the small-mid cap companies.  

And, I think there’s a lot of white papers that are probably being worked 

on right now to try to identify whether that’s a true correlation or not, but 

it’s just something to note. 

Ryan: Thanks Dennis. 

  A question on Western Digital and if we can give an update there. 

Arik: Sure, I mean, we’ve been talking a little bit earlier about what we have 

done with Western Digital during the first half of the year.  But the update 

is Toshiba, Western Digital’s flash manufacturing JV partner, has recently 

run into some financial difficulties in an unrelated division, in their nuclear 

division.  These issues could result in Toshiba selling its memory business 

which includes its ownership in this JV.  While it’s very difficult to know the 

impact of a yet to be determined transaction, we think WDC may be well 

situated to benefit if they participate in a deal.  But we acknowledge that 
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there are alterative options Toshiba may be considering which could have 

negative consequences for WD. 

  We continue to track the situation closely.  Our upside on this 

company remains around mid-teens EPS, call it $14 EPS, and the stock is 

trading at $85 range today.  It’s one of these companies that I mentioned 

along with ARRIS that is reporting record earnings as we speak. 

Ryan: Thanks Arik. 

  The next question goes back to the energy space:  Do we have an 

idea of the supply that’s available to come on stream to meet high 

demand in short order from some of these wells that are ready to go? 

Dennis: Okay.  So there’s something out there called DUCs, “D-U-C,” not the thing 

that you eat.  So that stands for Drilled Uncompleted Wells.  So a well has 

actually been drilled by a drilling rig but not completed.  And what that 

completion is, is essentially the fracking, right, the water and the sand 

going in and shocking the rock, if you will, to release the oil or the gas.  So 

those are called DUCs, Drilled Uncompleted Wells.  And that number has 

moved up.  I think the latest number I saw was 5,000 or so Drilled 

Uncompleted Wells versus, say, 3,000, maybe, a year, a year and a half 

or so ago. 
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  And so, there’s been some concern whether or not that’s an 

overhang.  The problem is that there just are not enough crews to…  If 

you were just to throw as many crews as you possibly can get to today 

they’re already working.  Okay?  That means we have to bring in people 

who might be working in an industry other than oil and gas.  It could be 

the housing industry.  It could be the manufacturing industry.  So prices 

are going to have to rise…and, what I mean by prices, I mean, labor rates 

will have to rise to attract those individuals back into the energy market. 

  And so, when you get into “Econ 101” and a company is only going 

to bring those people in if they can make a return on those people.  And 

so, the oil prices have to rise.  So it’s kind of a chicken and egg type of 

thing but there are a lot of DUCs out there.  And the reason is that there 

are just not enough crews available to complete these wells.  And it’s 

probably going to remain the case for some period of time. 

Ryan: Thanks Dennis. 

  Any thoughts about how ETF trend flows can potentially work to 

your favor going forward?  Any thoughts there? 

Arik: Sure.  I mean, to give an example, if you want to buy $100 worth of ETF 

and you place an order, before the day is over those stocks need to be 

purchased.  And it doesn’t matter if the company is expensive, cheap, 
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good balance sheet, bad balance sheet, good management team, bad 

management team.  It really does not matter.  Regardless of the 

fundamentals of the company, those stocks need to be purchased. 

  We do not believe that the market can go up forever.  So when the 

opposite comes through, when the market starts falling and people start 

worrying about their invested capital, if they place the opposite order and 

they say, “I want to sell $100,000 worth of ETFs” again, regardless of the 

quality of the company those companies will need to be sold. 

  We read a report recently that said that only about 10% of daily 

trading is done by active managers.  And we see reports here, active 

management firms closing their doors and becoming smaller.  So we 

believe there are fewer companies that are doing the fundamental 

research, the process that we go through.  That means that fewer people 

have an idea of the value of any given company. 

  So the valuation multiples keep going higher, however, that does 

not mean that the overall market has to go down by 20% for our strategy 

to work.  All we need is a handful of companies that we deem good to go 

out of favor.  We think that with ETFs selling, if and when it starts, we’re 

going to be one of the few players out there that has the liquidity to 

provide the marketplace and to be purchasers of these names. 
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Ryan: Thanks Arik. 

  That was the last question that we received over the course of the 

webcast.  We’ll pause for just a few more seconds in case there are any 

last minute outstanding questions.  Please stand by. 

[PAUSE] 

Ryan: Okay.  We don’t see any other questions.  If for some reason we missed 

your question or you have an additional question after the webcast, 

please feel free to reach out to us. 

  Thank you for your participation in today’s Second Quarter 2017 

Webcast.  We invite you, your colleagues and shareholders to listen to the 

playback of this recording and view the presentation slides that will be 

available on our website within a few days at FPAFunds.com. 

  We urge you to visit the website for additional information on the 

Fund such as complete portfolio holdings, historical returns and after tax 

returns.  Following today’s webcast you will have the opportunity to 

provide your feedback and submit any comments or suggestions.  We 

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

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

  Please visit FPAFunds.com for future webcast information, 

including replays.  We will post the date and time of the prospective calls 
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towards the end of each current quarter and expect the calls to be held 

approximately 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, August 3, 2017, and are subject to change 

based on market and other conditions.  These views may differ from other 

portfolio managers and analysts of the firm as a whole, and are not 

intended to be a forecast of future events, a guarantee of future results or 

investment advice. 

  Any mention of individual securities or sectors should not be 

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

mailto:CRM@FPAFunds.com
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recommendations made in the future will be as 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 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] 

 


