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 Note: Items in brackets [ ] are meant to be clarifying statements but are not part of the 
actual audio recording of the webcast. 

 
This transcript must be read in conjunction with the corresponding webcast slides, 
posted on fpa.com. 

 
 You should consider the FPA Capital Fund's (“Fund”) investment objectives, 

risks, and charges and expenses carefully before you invest. The Prospectus 
details the Fund's objective and policies and other matters of interest to the 
prospective investor. Please read the Prospectus carefully before investing. The 
Prospectus may be obtained by visiting the website at www.fpa.com, by calling 
toll-free, 1-800-982-4372, or by contacting the Fund in writing. 

 
 
(00:00:00) 

Moderator: Hello and welcome to today’s webcast. My name is Emily 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. Click the green Q&A icon in the 

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

and click Ask to submit. 

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

the Fullscreen button in 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 blocker. 
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  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 Jonathan 

Rahbar. Jonathan, the floor is yours. 

Jonathan: Thanks, Emily. Good afternoon and thank you for joining us today. We’d 

like to welcome you to FPA Capital’s Second Half 2018 Webcast. My 

name is Jonathan Rahbar and I’m a product specialist here at FPA. 

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

made available on our website FPA.com. 

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

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

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

(00:01:41) 

Arik: [Please reference slide 2] 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. 

  We are a long-only absolute value fund. We look for market-leading 

companies with a history of profitability, strong balance sheets and good 
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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. 

  [Please reference slide 3] Here is a quick look at how unique our 

offering is. Out of the 320 funds in our category as compiled by 

Morningstar, there are only two other funds similar to us. 

  [Please reference slide 4] In today’s call, I will start with a few slides 

about our views on current valuations. I will then summarize what we have 

done over the past five quarters since I became the sole portfolio manager 

of the Fund, and finish up with a discussion on why we are increasingly 

excited about our portfolio. 

  But before I go into these topics, let me start with an important 

announcement. Dennis Bryan retired from FPA after 25 years of service. 

He has been instrumental in FPA Capital’s strong long-term track record. 

Dennis has been a fantastic mentor and partner to me. I look forward to 

continuing our relationship for years to come. 

  [Please reference slide 5] Let’s start with our thoughts on the stock 

market. The runup in household wealth has largely been driven by 

financial asset inflation, which includes equities. The two prior peaks we 
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saw in this ratio occurred during the internet bubble and during the 

housing bubble. Both of these time periods were followed by steep 

declines. Since the financial crisis, global monetary stimulus, much of 

which was from quantitative easing, has kept rates low, encouraged debt-

fueled growth, and caused investors to march up the risk curve. 

 (00:03:53) 

  [Please reference slide 6] Now let’s look at where we are today. 

The first chart shows the strong relationship between the S&P 500 and 

Federal Reserve assets, while the second chart shows global equity 

performance versus the asset growth of the Federal Reserve, the 

European Central Bank and the Bank of Japan combined. The red circles 

in each chart illustrate the recent regime change toward quantitative 

tightening and the clear impact is it having on equity markets, particularly 

as the effects of fiscal stimulus have worn off. As we have discussed in 

the past, a large chunk of performance in the broader equity market has 

come from multiple expansion where share prices rose without an equal 

rise in earnings. Most likely this price action was driven by investors going 

into riskier assets, which was induced by lower yields, which was induced 

by central bank easings. 
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  [Please reference slide 7] 2016 and 2017 were really exceptional 

years as every asset class produced positive returns. But with central 

bank liquidity reversing in 2018, the only category producing a greater 

than 1% return was cash. [Please reference slide 8] But just as cash was 

the best place to be, retail investors had their lowest allocation to it since 

the Great Financial Crisis. We were on the right side of that trade, with 

nearly 30% of our assets in cash. 

  [Please reference slide 9] We started our third quarter letter with 

the chart shown on the left. At the time, the Russell 2500 Index was up 

10%. During the last quarter of 2018, the index lost over 18% of its value. 

(00:05:44) 

  [Please reference slide 10] Let’s talk about what we did during the 

past five quarters since I assumed the sole portfolio manager position. We 

have finished the transition of the portfolio, with the exception of our 

energy book. When I took over the portfolio, there were 22 positions. Over 

a five-quarter period, we have eliminated 10 positions and added 11 new 

ones. The weight of legacy positions changed significantly as well. The 

only part of the portfolio that is still to change is our investments in the 

energy space, and I will talk about that segment later in the webcast. 
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  [Please reference slide 11] Not only did we change the names in 

the portfolio but we also focused on increasing the quality of the names. 

We talked about our desire to do a better job in differentiating between 

long-term and opportunistic investments. We now have a new segment in 

our investment memos that discusses the quality of the investment 

candidates. It is mainly a Porter’s five forces analysis and a thorough 

assessment of the cyclicality of the industry the company participates in. 

After a discussion, we assign a quality score to every company. Our new 

purchases have had almost a 20% better quality score compared to our 

sold companies. We exited certain companies because their stock prices 

reached our view of fair value, and others simply because they did not 

meet our quality versus valuation gap threshold. 

  [Please reference slide 12] The third improvement we have 

communicated was to be more nimble. We took steps to accelerate both 

idea generation and portfolio execution. 

(00:07:25) 

  Let’s look at the first chart, which shows our investment in Spirit 

Airlines. The green line shows the stock price and the blue line shows the 

number of shares we own. You can see that as the stock price increased, 

we increased our position size, and did the opposite when the stock price 
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decreased. Ultimately, we sold out of our entire position because the stock 

price reached our view of fair value. 

  The second chart shows how we have been managing our more 

volatile energy exposure using Noble as an example. While we manage 

position sizing more actively, nothing changed in our research process. 

We just were more nimble in managing the weights. 

  [Please reference slide 13] After years of staying away from banks, 

we have selectively grown our exposure to about 7.5% weight across 

three different large community banks. Across the industry, capital ratios 

and underwriting standards are much healthier than they were in the later 

stages of the last cycle. 

  Our three holdings share a common trait. They manage their 

balance sheets very conservatively and as a result, they perform well 

through an entire economic cycle. At the same time, they each have a 

unique set of fundamental drivers. Capital Federal has a large excess 

capital position and a very stable earnings profile; therefore we believe 

they can support an ongoing dividend yield above 6%. Investors Bancorp 

also has a large excess capital position but here, we believe the 

management team’s goal is to grow the balance sheet over time on what 

is a very fixed overhead cost structure. In a lower loan growth environment 
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or one that does not provide adequate compensation for credit risk, we 

believe management will appropriately buy back their shares at attractive 

prices in lieu of low-return asset growth. First Hawaiian is unique as they 

have some of the stickiest and lowest costs of funding in the country, an 

attractive mix of variable rate loans, attractive lending opportunities, and a 

relatively fixed overhead cost structure. Additionally, our research suggest 

they can materially improve earnings per share without changes in rates 

and growth in assets simply by executing on a limited number of low-risk 

balance sheet restructuring opportunities. 

 (00:10:00) 

  [Please reference slide 14] This slide shows another commonality 

and that is that all three banks are trading at what we believe are 

depressed valuations. The chart at the bottom shows that the 

diversification of our bank holdings also extends to their interest rate risk 

profiles. Capital Federal and Investors Bancorp are liability-sensitive, 

meaning that their earnings will face headwinds when the yield curve 

increases, while First Hawaiian will see their earnings benefit. This serves 

as a partial hedging mechanism to changes in rates, meaning that you 

should not interpret our bank investments as a bet on rates one day or the 

other, but as a bet on the characteristics of each holding. 
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  [Please reference slide 15] Let’s talk about energy. This sector 

made up approximately a quarter of the portfolio but accounted for over 

half of our negative performance. The remaining portfolio performance 

was significantly better than the performance of our benchmark. In the 

next few slides, I will talk about why we had such a large allocation to 

energy at the end of 2018. 

  [Please reference slide 16] This slide does a nice job of 

summarizing all of the reasons oil prices plunged in the fourth quarter. 

Three of these four points are related to sentiment, where popular opinion 

has yet to be confirmed in any data and only one was a substantiated 

fundamental factor that can be explained by data. 

  The first leg down was due to markets’ worry about a slowdown in 

China. 

  The second leg down was because of OPEC’s decision to supply 

additional oil to market based on President Trump’s promise on sanctions 

against Iranian oil. Contrary to what some people believe, OPEC does not 

want an oil shortage which might result in really high oil prices because 

that might destroy long-term demand for oil as consumers search for 

alternatives. However, OPEC was caught off-guard when President Trump 

provided waivers to all the large buyers of Iranian oil. So not only Iranian 
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oil did not leave the market, but the market ended with additional oil from 

OPEC. This created an oversupply situation. This is the only factor among 

these four that is based on actual data. 

(00:12:35) 

  The third leg down was based on a worry. The market participants 

thought that OPEC will not cut production and they will simply let the 

oversupply situation continue. 

  And the final leg came with the drawdown in equity markets. As 

equity markets sold off, investors started selling assets in their risk-off 

trade. 

  [Please reference slide 17] So of the four causes we mentioned in 

the previous slide, three were based on investors’ worries and only one 

was based on actual data. The extra production by OPEC without the 

corresponding cut in Iranian exports added 150 million extra barrels in the 

market. The chart shows where OECD oil inventories ended up at the end 

of 2018—this is the bold maroon line—while the dot at the bottom of the 

chart shows where inventories would have been had Saudi Arabia, Kuwait 

and the UAE not pushed an incremental 150 million barrels into the 

market in the back half of the year to make up for what they thought a 

decline in Iranian exports due to US sanctions. As we have said before, 
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crude prices are inversely correlated to inventories so fundamentally, it 

makes sense that crude prices declined. The good news is OPEC has 

already agreed on a substantial cut in production to reverse this situation. 

(00:14:04) 

  [Please reference slide 18] Moreover, the data suggests oil prices 

overshot where they should have declined to simply based on inventories, 

and this was largely the result of crude becoming a risk-off trade tied to 

the big equity market decline. Energy equities fell to levels lower than they 

were when oil was $26 per barrel in early 2016, despite the fact that 

OECD inventories were still 177 million barrels below where they were 

when OPEC implemented their late 2016 quota. 

  [Please reference slide 19] We think the setup in 2019 is favorable 

for a big reversion as OPEC plus Russia and other small producers 

pledge to take 1.2 million barrels per day off the market beginning this 

January, while there are meaningful supply disruptions outside of OPEC. 

  The biggest question revolves around global demand, given all the 

negative macro signals we have seen recently. The data shows that 

OECD inventories still grew modestly in the fourth quarter of 2018 despite 

the added barrels discussed previously, while we would note that trailing 

China demand remained robust. Even so, we think it’s important to keep in 
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mind what the pattern in global oil consumption growth has looked like 

going back to the early 1980s, and we can see that in the top right chart. 

The bottom chart shows estimates for 2019 demand growth, and even the 

lowest estimate is calling for a robust increase in demand. 

(00:15:55) 

  [Please reference slide 20] We are very excited about our portfolio. 

First of all, during the major meltdown the markets went through in the 

fourth quarter, the performance of the non-energy part of the portfolio was 

good. In the second chart, you can see that valuation multiples started to 

come down during the last quarter, and we had ample cash to both initiate 

new positions and add to our existing positions. Funds that were 95% to 

100% invested did not have that luxury. 

  And finally, our portfolio is very cheap, both at an absolute level at 

about 13 times price-to-earnings ratio and relative to our benchmark. Our 

portfolio’s price-to-earnings is almost 45% lower than that of our index, 

and the price-to-book is a third lower than that of the benchmark. Our 

portfolio is off to a very strong start so far in the first quarter. 

  With that, we can open the call up for questions. 

Jonathan: [Please reference slide 21] Great, thanks, Arik. At this time, we’d like to 

take any questions you might have for us today. To ask a question via the 
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web, click the Q&A button on the lower left-hand corner of your screen, 

type your question in the open area and click Ask to submit. As usual, we 

will pause for a few moments as we compile the questions. Thank you. 

Jonathan: Okay, it looks like one of the questions we received: You used to have a 

large position in Arris for a long time but it’s no longer listed as a position. 

Why did you sell it? 

Arik: Yes. We first bought Arris in October 2010 and it became a top ten 

position for us within a couple of years, it grew to almost a 5% position. In 

early November 2018, a public company called CommScope has made an 

offer to acquire Arris. The stock price quickly jumped about 20% and we 

decided to exit the position. 

(00:18:07) 

Jonathan: Okay, and we received a few questions that are along the same line. So 

where are you finding most of your opportunities? Where did you deploy 

cash during the recent market pullback? And, how did you take advantage 

of the recent selloff in Q4? 

Arik: Our cash level was 28% at the end of the fourth quarter compared to 29% 

at the end of third quarter. So on the surface, it does not seem like a major 

change but in reality, we did a lot. 
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  First of all, the market was down almost 20% in the quarter. That 

means that had we done nothing, our cash level would have increased to 

over 35% just by virtue of the decline in value of our invested part of the 

portfolio. Also, we have sold out of a 5% position in Arris, as I mentioned. 

So we put quite a bit of money to work during the downdraft. 

  We initiated two new positions in the quarter, First Hawaiian which 

we talked about in our prepared remarks. The second new position is a 

company that provides outsourced transportation and logistics services. 

They buy, maintain and sell trucks for their lease customers. You have 

probably seen their trucks in your neighborhood. 

  We have also increased our share count in 16 of our existing 

names. The largest increases were in Carter’s, which is the largest 

branded marketer of apparel for babies and young children; Investors 

Bancorp which we just described; and Rowan, one of our service-related 

energy names. The investment increase in all these three names was 

more than 100%. There were three other names where we increased our 

share count by more than 50%. So these were very meaningful increases. 

(00:19:57) 

Jonathan: Okay, and Arik, there is a question that is a bit more broad, so: What other 

macro factors are you paying attention to? 
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Arik: The most important one is us really monitoring what the Fed is doing. 

Yesterday, Federal Reserve Chairman Powell made his statement, and 

we believe that he actually capitulated. Our partner emeritus Bob 

Rodriguez quickly sent me an email with his observations. He mentioned 

how immediately the dollar got hit, the yuan strengthened, so did gold. 

Additionally, the yield curve flattened. The stock market has read the 

implications of the Fed’s reversal incorrectly. This capitulation is about 

economic weakness and we need to understand how are they going to 

impact stock prices going forward. 

Jonathan: Okay, great. The next question: You’ve owned technology distributors for 

many years now. Why do you hold them today? 

Arik: You know, we have a slide about this in the appendix. Can we find that? 

Thank you. 

  [Please reference slide 29] One aspect that we think is 

underappreciated about our technology distribution companies is their 

inherently countercyclical cash flows. It’s our view that these firms can be 

opportunistic during downturns and use their prodigious cash flows to 

acquire companies, lower debt levels or buy back their own stock. Given 

this view, we don’t find it all that surprising that tech distributors have 
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tended to outperform during downturns. So we think that is a good hedge 

against any major decline in the market. 

Jonathan: [Please reference slide 21] Okay, thanks and the next question is: 

Western Digital has underperformed. What's happening there? Has your 

thesis changed at all? 

(00:21:49) 

Arik: Our views on Western Digital have not changed. We continued to view 

data storage as a growth business with multiple long-term secular drivers 

and an ever-expanding set of end markets. Furthermore, as one of the 

leading storage companies, we believe that Western Digital is well-

positioned to capitalize on this growth. 

  Having said that, as many of you know, this is a cyclical business 

and we happen to be going through a relatively nasty downturn right now. 

The downturn began when chip makers improved their yields on the 

newest flash memory products faster than expected, and this led to an 

excess of supply. 

  But the downturn really accelerated when demand disappointed 

because two things happened simultaneously, both hyperscale cloud 

service providers and mobile phone manufacturers pulled purchases back 

at the same time. Tis supply/demand imbalance has led to rapidly falling 
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prices. Obviously we have been frustrated by the magnitude of this 

correction. However, we continue to believe Western Digital’s long-term 

normalized earning power is $10 per share. We expect the stock price to 

ultimately reflect this earning power. 

  The stock price is already up by more than 20% in the first month of 

2019 as it appears analysts have already started to anticipate that the 

trough might be only a quarter or two away, and management’s comments 

on their recent quarterly earning call seems to support this view. 

  Many of you have been long-term shareholders. Our team has 

historically done well adding to our cyclical names during pullbacks and 

we hope to ultimately notch another win when this cycle inflects. 

Jonathan: Great, thanks, Arik. And the last question was: When will current fund 

holdings be available? And we've made the fund holdings available on the 

website FPA.com generally around midmonth following quarter end, so 

you can find the 12/31/2018 holdings on our website and they have also 

been distributed to all the major data providers such as Morningstar. 

(00:24:11) 

  That is the end of our questions for the webcast, so thank you for 

your participation in FPA Capital’s Second Half 2018 Webcast. We now 
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turn it over to the system moderator for closing comments and 

disclosures. Have a great day. 

Moderator: [Please reference slide 31] 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 FPA.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 an 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 FPA.com for future webcast information, including 

replays. We will post the date and time of 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@fpa.com. 
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  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. 

(00:26:09) 

  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. 

  You may request a prospectus directly from the Fund’s distributor, 

UMB Distribution Services, LLC, or from our website, FPA.com. Please 

read this 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. 
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(00:26:58) 

[END FILE] 

 

  


