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(00:00:52) 

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

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

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

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

You can ask text questions at any time by clicking the green Q&A icon on 

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

area and click Submit. 

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

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

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

optimal viewing and participation, please disable your popup blockers. 

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

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

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

corner of your screen for online troubleshooting. 

  It is now my pleasure to turn today’s program over to Mr. Jonathan 

Rahbar, Vice President Product Specialist. You may begin. 
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Jonathan: Good afternoon and thank you for joining us today. We’d like to welcome 

you to FPA Capital’s Fourth Quarter 2017 Webcast. My name is Jonathan 

Rahbar and I’m a product specialist at First Pacific Advisors. 

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

made available on our website FPAFunds.com. 

  Prior to today’s call, I wanted to remind our listeners that we will be 

hosting our Investor Day here in Los Angeles on May 3. For those who 

may not have seen the invitation, registration is open, and can be found 

on the landing page of our website www.FPAFunds.com. We hope to 

conduct an informative and enjoyable event, and look forward to seeing 

those of you who are able to make it. 

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

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

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

Ahitov. Arik? 

(00:02:45) 

Arik: Thanks, Jonathan. Thank you very much for joining us this afternoon. I 

suspect that many of you who joined us today have been long-term clients 

but let me briefly go over our strategy once again. 
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  We are a long-only absolute value fund. We look for market-

leading companies with a history of profitability, strong balance sheets 

and good management teams. Once we identify and research these 

companies, we 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, and we are large shareholders, alongside you. 

  If I had only a minute to summarize the whole presentation, I would 

share the following with you. The market is very expensive, regardless of 

what metric one uses. The one area of the market that is filled with 

opportunities is energy. Oil prices increased by 25% since the beginning 

of fourth quarter 2017, and the energy stocks started to outperform the 

overall market as of late. 

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

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

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

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

  Even though the overall market is expensive, our portfolio consists 

of companies that are trading at significantly lower multiples than the 

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

large cash balance as opportunities present themselves. 
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  The rest of the presentation will dig deeper to the points I just 

mentioned. Let’s just start with the state of the market. 

  The reason I wanted to start with this section is because cash is 

our largest investment as of the end of fourth quarter. It made up 29% of 

our portfolio. The value of cash is only understood when a liquidity crunch 

is upon us, and usually it is then too late to act. 

(00:05:02) 

  Investor optimism has only been higher than today once, and that 

was during the time leading to the dotcom bubble. Today’s level of 

optimism was greater than it was leading to the great financial crisis. 

  Investors are optimistic because their assets are appreciating. 

Household financial assets as a multiple of disposable income is higher 

today than it was at the time leading to both the dotcom bubble and the 

housing bubble. 

  What do investors do when all seems to go well? They invest even 

more of their hard-earned money as it is a party, and who wants to miss 

it? 

  This past quarter marked an all-time low in how much cash 

investors keep in their accounts. Margin levels are also at a peak, and the 

cash levels are very low in mutual funds. If you look at this chart, the two 
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other times investors held such low amounts of cash were the exact times 

they should have been doing the opposite. 

  Why do all asset prices seem to increase simultaneously, many to 

levels never seen before? We believe the culprit is central bank asset 

purchases. However, if you look at the chart on the right, you will see that 

the forecast is a major reversal of this central bank generosity. 

  Let’s look at our benchmark, the Russell 2500. The price-to- 

earnings ratio is at a peak level at a little more than 22 times, as Russell 

calculated. But Russell conveniently does not include money-losing 

companies to its price-to-earnings calculation. This is similar to a teacher 

who is only disclosing the average of top students’ grades rather than the 

whole class, and there are many companies in the US that are not making 

money. If we were to include money-losing companies to our price-to-

earnings calculation, we find out that the actual price-to-earnings is almost 

35 times, or 55% higher than the headline multiple. 

(00:07:19) 

  High valuations do not bode well for future returns. On top, we 

show the S&P 500 Shiller P/E as it goes much further back than our 

benchmark. The bottom table shows what the historical drawdown has 

been from prior peaks—an average of 60% drawdown. We are not 
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claiming that there will be such a large drawdown, but these are 

dangerous times and we will adhere to our absolute return value strategy 

and wait for a more opportune time. 

  Now off to energy. I want to spend some time on this topic because 

energy is our second largest investment. We have discussed this topic 

before, so I will make quick. 

  As I mentioned earlier, our energy trade has started working to our 

favor as of late and rest assured, we will not make the same mistake we 

did in the past, and we will sell into this strength. 

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

demand is robust and continues to grow. The latest forecast by IEA is 1.3 

million barrels per day demand growth in 2018—and that's from an 

organization that has been underestimating demand growth for years. 

  We broke supply into three slides. We will talk about non-

OPEC/non-US supply first, then we will tackle OPEC, and finish it off with 

US. 

  Non-OPEC/non-US accounts for 40% of global supply. 

Unfortunately, non-OPEC/non-US supply has failed to grow in the past 15 

years, even when oil prices were above $100 per barrel. 

(00:09:09) 
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  Now on to OPEC. OPEC represents a third of the global supply. 

The countries in OPEC have been complying with current quota 

restrictions. There is simply not enough spare capacity for them to cheat 

even if they choose to do so. Moreover, there are multiple political issues 

in some OPEC countries that might impact their ability to supply even at 

current levels. 

  And finally, the US. Many pundits look at the US as the savior, 

even though US shale represents just 5% of global oil supply. We believe 

that the production growth estimates are simply false, for reasons we 

discussed in the past. Our current investor letter goes into great detail and 

you can find it on our website. 

  There are two reasons why we expect energy stocks to outperform 

in 2018. As you can see in these two charts, the inventory overhang is 

being worked out. Demand is greater than supply, which should continue 

to decrease inventories and hence increase oil prices. Higher oil prices 

should result in high energy stock prices. The energy sector is so hated 

that the energy stocks are trading at all-time low levels relative to the price 

of oil. You can see that in the chart on top. Oil prices were up over 10% in 

2017 but energy stocks were down for the year. We think 2018 is poised 

to become a catchup year as investors finally start committing more 
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money to the sector. Just to put it in perspective, the energy weight in 

Russell 2500 is only 5%. 

(00:11:03) 

  Our performance was poor both in 2015 and 2017. In between, we 

had a strong 2016. Having two poor performance years in the past three 

is not acceptable to us. We started to hydrate the portfolio. 

  Our goal is threefold. First, we want to avoid position inertia. In the 

past, we let some companies age in the portfolio past their prime. Second, 

we will be more nimble. We took steps to accelerate both idea generation 

and portfolio execution. And finally, we will do a better job in differentiating 

between long-term and opportunistic investments. I put our energy-related 

investments in the opportunistic bucket. 

  We have made significant changes to the portfolio over the past 

four months since the announcement. We initiated five new positions and 

eliminated six. We also modified the weight of the remaining positions 

significantly. To put it in perspective, in the past seven years, we initiated 

four positions—four new positions—per year. 

  Let’s talk about a few investments. The first one is Veeco. We 

initiated our Veeco position in 2011 but we never talked about it in detail 

as it was never a big position for us. Veeco is an equipment supplier. 



FPA Capital Fund - Small-Mid Cap Absolute Value 1-30-18 

 

 

 

 
 

-9- 
 

 

Their main customers are firms that are in the LED business. With their 

recent acquisition, the company also has a strong presence in advanced 

packaging. We like the business because they are a market-leading 

company with a pristine balance sheet and a good management team. 

We do not know who will win the LED war but all the players will need 

these tools, and Veeco is the undisputed leader. This is an asset-light 

business with strong cash flow generation potential. 

(00:13:11) 

  We have traded around this name a little bit because the stock has 

been volatile. To date, LED penetration has been mostly limited to cell 

phones, computer monitors and TV sets, but it is the inevitable 

penetration in lighting that interests us. Recently, the stock price has been 

weak due to Veeco’s customers’ desire to find a second source for these 

tools. One potential second source mentioned is a Chinese equipment 

supplier. This is an unproven company, and the market is large enough 

for multiple players. We never expected Veeco to remain the only 

meaningful player in the industry. We see a good upside to downside ratio 

at today’s prices. 

  Let me also briefly go over our airline investment. We have made 

two, and they have been good contributors so far. The airline industry has 
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changed quite a bit over the last few years. After many bankruptcies and 

mergers, the industry participants started to pay greater attention to 

profitability and return on invested capital. We see how their boards are 

not typing executive compensation to these metrics. We chose Allegiant 

and Spirit among all the options mainly because they are both local 

providers and also carry industry-leading profit margins. 

  With that, I’ll open it up for questions. 

Jonathan: Thank you so much, Arik. We’re going to pause for just a moment to poll 

for questions. There was one immediate one that came in asking about 

Veeco’s competitors, and we can address that in just a couple of 

moments, starting out— 

(00:14:57) 

Arik: So Veeco has been around for a long period of time.  

  Their main competitor was a German company called Aixtron, and 

when we actually go back to early 2010, Aixtron was the market leader in 

the industry. They had about 80% market share to Veeco’s 20%. But 

Veeco has done such a better job than Aixtron that Veeco became the 

undisputed leader and they held over 90% market share. Besides Aixtron 

and this new Chinese newcomer, there are no other large competitors to 

Veeco’s products. 
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Jonathan: Okay, and then a couple of questions that came in, so any sectors look 

overvalued? 

Arik: I will say that almost all sectors look overvalued right now. We went 

through a number of slides where we talked about the overall peak 

valuation levels for financial assets. The one area that screams 

undervalued is energy, and that is one area that is almost completely 

dismissed by the investment community. Elliot, can we please go back to 

slide 19? 

  We believe in reversion to the mean, as we discussed in our 

prepared remarks, worries about oil demand are overblown. Every oil 

supercycle is the same in that they are all preceded by underinvestment, 

which sets up the other side of the trade. Considering that oil-related 

companies make up only 5% of Russell 2500, we think our energy-related 

investments should be a great source of outperformance. 

Jonathan: Okay, the next question that’s come in are thoughts on the oil market 

rebalancing. 

Arik: Let’s go to slide 18. We went through this slide so I’ll do it quick. As you 

can see in the bottom chart, we have been exhausting the excess 

inventories rapidly. The level of underinvestment is such that we should 

continue to eat up inventories, and low inventories mean higher oil prices. 
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(00:17:06) 

Jonathan: Okay, great, and there's a question, what is the discount to intrinsic value 

and what is your defensive posture; are we nearing the top? 

Arik: Well, we do not disclose portfolio-level discount to intrinsic value but we 

are very defensively positioned. Elliot, can we go to slide 26? 

  Our portfolio’s P/E ratio, here you can see it, is 45% lower than that 

of our index, and that is a metric people usually look at is price-to-book, 

and that’s 20% below our index. The largest differentiation is how much 

cash we carry. The market is very expensive, but I just want to remind 

everybody that that does not mean that the market needs to come down 

20-30% for us to put money to work. 

  One of the advantages of our strategy is the lack of the need for 

dozens and dozens new investment ideas every year. As you know, we 

run a very concentrated portfolio, so all we need is a handful of 

companies that we deem to be good but are under pressure. Our pipeline 

is very robust. We have many companies where the research process is 

complete. We have all read the investment memos. We know at what 

price level we would be interested in buying these companies. What I can 

tell you is we will not sacrifice our investment discipline. One needs to buy 
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low and sell high to make money, and when the market allows us to buy 

low, we will buy low. 

Jonathan: Okay. The next one is in a recent shareholder letter, you mentioned that 

business industry quality was perhaps underemphasized in the past and 

that revisions to the investing process better address this. How has the 

process changed in this regard? How might the FPA Capital portfolio look 

different in the future relative to past composition? 

(00:19:05) 

Arik: That’s a very thoughtful question. As long-term owners know, we have 

had a number of companies that remained in the portfolio for 10+ years. 

When one finds a great company that consistently generates high returns, 

returns that are higher than their cost of capital, this is really not a good 

reason to ever sell the stock, unless the valuation gets very high. Some 

call such companies compounders. 

  Historically, we could have done a better job differentiating between 

compounders and plain, cheap stocks. There is nothing wrong with 

owning cheap stocks in okay companies. We just need to treat such 

companies differently. We cannot let them become portfolio residents. For 

the most part, we bought these companies right but we did not sell them 

correctly; we needed to act faster. As we do that with time, we should 
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expect a portfolio that has a bigger allocation to high-quality companies 

that stay in the portfolio for a longer time with a smaller allocation to lower-

quality companies that are traded out faster. 

  Additionally, from a process point of view, we are now specifically 

talking about quality in our memos. We have a section about it. And there 

is also a field in our ranker. So at any point in time, we know exactly how 

exposed we are to lower-quality companies, and we are tracking this 

metric more quantitatively than we did in the past. 

Jonathan: Okay, great, thank you. And the next question is what is your competitive 

advantage? 

(00:20:53) 

Arik: Well, FPA Capital Fund has been run by FPA for over thirty years and 

only by three sets of portfolio managers. These three sets of portfolio 

managers not only overlap but, to this day, continues to talk to each other. 

For example, Dennis right now is sitting right next to me. One of our 

competitive advantages is our long track record of doing a good job for 

our clients over long periods of time, and if I peel this onion, what I can 

point out or single out is our deep research process. We invest in a 

handful of companies every year and we spend a long time to truly learn 

about these businesses. 
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  All that said, our number one competitive advantage is our clients, 

because our clients allow us to think long term. You allow us the flexibility 

not to look like other mutual funds. You allow us to focus on our high-

conviction ideas rather than simply chasing an index. 

Jonathan: Okay, and the next question is how has the earnings season gone thus 

far? 

Arik: The earnings season just started for our companies. So far—let me look 

at my records—so far Avnet, Capitol Federal, Helmerich & Payne, 

Western Digital and one company that we have not disclosed the name of 

have reported. So only a handful, two technology companies, one 

financial company, one industrial company and one energy company. 

Four of the five reported numbers that beat expectations and one had an 

in-line quarter. I summarize the earnings season so far as one that 

appears that our theses are really playing out. 

Jonathan: Okay, great, and then moving over, there is a question, would you 

consider any foreign airlines? 

(00:22:57) 

Arik: There is that question and there is another one, is the airline position a 

hedge against the heavy energy industry exposure, maybe can combine 

the two, and Sean, do you want to talk about that? 
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Sean: Sure. So on the first, regarding whether we would invest in foreign airlines, 

the short answer to that is our fund focuses purely on companies that 

have large domestic exposure, so I think that the mandate kind of 

precludes us from looking at those foreign airlines as potential investment 

candidates. 

  In terms of airlines being a hedge against energy industry 

exposure, I don’t think that’s our position, because really there's two 

reasons for that. The first is we model in our base case for $75 Brent oil, 

so we’re modelling about $20 over the long-term strip as a conservative 

assumption. The second piece is that we choose the low-cost airlines for 

a reason and in a higher oil price environment, their low-cost advantage 

tends to widen relative to the legacy airlines, making them more 

competitive on a relative basis. So these two airlines that we've invested 

in, Allegiant and Spirit, can actually outperform in a moderately higher oil 

price environment. 

Jonathan: All right, great, Sean, thank you. 

Arik: Maybe we can go to a question, the HMH questions there and Chris, 

maybe you can answer it. You want to read the question? 

Jonathan: Sure, so why is HMHC down year to date? 
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Chris: So we tend not to look at things on such a short time period, but I would 

say if we go back over maybe the last year, some of the problems that the 

stock dealt with, there was some fear that potentially the previous 

management team had underinvested, which led to them potentially losing 

a little bit of share. And I think those kind of concerns probably have 

carried over the last six months or so. 

(00:25:01) 

  The reality of that story, at least as we see it, is the fundamentals of 

the business are sound. This is a market-leading company. We’re buying 

it at I think what is one of the low points in the cycle. This is a cycle that 

works entirely independent of the economic cycle and when the cycle sort 

of gets working again, which we expect to happen late 2018, to see early 

signs of that, and then early 2019. The free cash flow that this firm can 

generate could be pretty substantial and I think as soon as that happens, 

the market may have to take another look at this company and potentially 

revalue it. And that’s sort of our thesis there. 

Jonathan: Okay, great. Thanks, Chris. There's a question about the team broadly. 

So we talked about building the team; have we added any staff. And 

regarding FPPTX management, have you added resources? Arik? 
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Arik: The team size has not changed. This team has been run by four people 

for a long time, and it’s still being run by four people. The only addition we 

made is we added an intern, who is helping us out. Otherwise, we think 

that we have the adequate resources to run this portfolio. 

Jonathan: Okay, great. Another question: what is a high energy allocation given the 

current circa roughly 30%? What is the rough window for opportunistic, 

two years? 

Arik: I will say that 27% is a high number whether it’s opportunistic or it is any 

type of company. This is a big statement on our part that we are finding 

the sector one that is giving us a lot of opportunities here. Opportunistic is 

simply opportunistic. It just depends on what opportunity set is out there. I 

cannot put a timeline to it. I believe the market is eating up the inventory, 

and oil prices start moving up, that means that energy stock prices should 

not be too far behind. Our hope and our expectation is that this is going to 

play out sooner than later. So I do not expect it to be at this level two 

years from now. 

(00:27:21) 

Jonathan: Great, and Sean, there were a couple of other questions that came in 

regarding energy. So how would energy stocks perform in a worldwide 

recession? And I’ll maybe talk through the next one just after that. 
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Sean: Yes, sure. So that’s a great question. Energy stocks would certainly 

experience a decline as a result of lower global demand, but as you can 

see on slide 14, there is a clear trend of secular oil demand, and that’s 

been driven by emerging markets over the last couple of decades. 

  At the same time, the world needs to start reinvesting in exploration 

and development after three to four years of historically high capex cuts. 

Oil discoveries over just the last ten years have been under about 100 

billion barrels, but consumption has been over 300 billion barrels. So we 

think that even in a recessionary scenario, the world still needs to invest in 

incremental supply growth to meet what looks like at least another decade 

of incremental annual demand growth from the emerging markets. 

Jonathan: Okay, great and then just as the world shifts a little bit, where’s the tipping 

point in electric vehicles and alternative energy takes off, how are we 

thinking about that? 

Sean: Yes, so another great question, and certainly it’s been a big part of the 

headlines, but you have to take a step back and think about electric 

vehicles as a percentage not of the global automobile sales but as a 

percentage of the global installed base. And from that perspective, it’s just 

0.1% at this point in time. I don’t think necessarily that the penetration of 

electric vehicles is a threat to our energy thesis given that we are taking 
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an opportunistic stance and believe that energy—or that oil inventories will 

normalize over the next year to two, year or two, probably within this year. 

So it could be ten years, it could be longer, but it shouldn’t affect our 

supply-and-demand thesis for the energy market. 

(00:29:26) 

Jonathan: Okay, great and the next question is on Western Digital. What do you feel 

is holding back Western Digital’s stock price? Chris, would you mind 

commenting on that? 

Chris: Yes, sure. So I think since the SanDisk acquisition, there were a bunch of 

things that people were worried about. There was worry just that the 

integration was going to be difficult. There was worry that the hard drive 

market was going to shrink faster. There was worry, eventually, about 

Toshiba’s JV that they have with SanDisk, and there was worries about 

the debt level and there was worries that NAND supply might be peaking. 

  As we’ve gone through the last year and a half, two years, virtually 

all of these concerns have been crossed off the list, leaving exactly one I 

think. The major one is just that the NAND supply cycle is near a peak 

and there's fear that the average sale price for NAND-FLASH will decline. 

That’s sort of the last worry out there, and our view is that bit growth is so 

substantial, and should be substantial over the next couple of years, that 
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as prices come down, volume will go up and there will be realization that 

the very last thing holding back this stock will be removed and we think 

that will be a great opportunity for people to take another look at a stock 

trading at 7 times P/E. 

Jonathan: Okay, great. That covers all of the questions that have come in today. So 

thank you for your participation in today’s FPA Capital Fourth Quarter 

2017 Webcast. I’ll now turn it over to the event specialist for closing 

comments and disclosures. 

(00:31:06) 

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

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

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

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

additional information on the Fund such as complete portfolio holdings, 

historical returns, and after-tax returns. 

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

your feedback and submit any comments or suggestions. We encourage 

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

valuable, and we really appreciate and review all of your comments. 
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  Please visit FPAFunds.com for future webcast information, 

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

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

three to four weeks following each quarter end. 

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

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

  We hope that our quarterly commentaries, webcasts and special 

commentaries will continue to keep you appropriately informed on the 

strategy. 

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

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

other conditions. These views may differ from other portfolio managers 

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

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

  Any mention of individual securities or sectors should not be 

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

performance is not a guarantee of future results. 

  Any statistics have been obtained from sources believed to be 

reliable, but the accuracy and completeness cannot be guaranteed. 
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  You may request a prospectus directly from the Fund’s distributor, 

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

Please read the prospectus and policy statement carefully before 

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

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

day. 

(00:33:19) 

[END FILE] 


