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

welcome you to the FPA Crescent Funds First Quarter 2016 webcast.  My 

name is Mark Hancock.  The audio transcript and visual replay of today’s 

webcast will be made available on our webcast, FPAFunds.com, in the 

days following today’s webcast.  As most of you know, we will be hosting 

our third FPA Investor Day here in Los Angeles on June the 6
th

.  

Information on the event is on the front page of our website and we look 

forward to seeing those of you who are planning to attend.  For those of 

you who still wish to attend, please register as we still have a little space.  

For those unable to attend, the presentations from the day will be made 

available on our website in the week or so following the event.   

  Momentarily, you will hear from Steven Romic, Brian Selmo, and 

Mark Landecker, the Portfolio Managers of our Contrarian Value strategy 

which includes the FPA Crescent Fund.  Steven has managed the FPA 

Crescent Fund since its inception in 1993 with Brian and Mark joining 

Steven as portfolio managers of the Fund in June of 2013.  It is now my 

pleasure to introduce Steven Romick.  Over to you, Steve.  

Steve: Thank you, Mark.  We believe it’s important to educate our shareholders 

as to how we invest.  Through our quarterly commentaries, conference 

calls, we hope to leave you better informed as to our investing principles 
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and the strategy by which we try to execute on them.  We've followed this 

path for more than two decades and memorialized it in our policy 

statement in 2009.  Although there's something to be said for consistency, 

it does make it challenging to find new ways to say the same thing.  We 

therefore apologize to our longstanding shareholders for any redundancy.   

  Our goal continues to be to generate equity-like rates of return over 

the long term, take less risk in the market, and avoid permanent 

impairment of capital.  We try and accomplish this by operating with 

flexibility, investing in different industries and different asset classes 

around the world.  (1:57) We strive to invest with a margin of safety.  Two 

things help us to achieve that.  One, being sensitive to price and, two, 

doing a lot of work on the companies we consider for investment.  This is 

translated to performance and has met our goals over time both in terms 

of absolute return and downside protection, although our Q1 return was a 

small decline of 19 basis points.     

  It’s important to consider investments over full market cycles.  As 

you can see in the top right shaded area, we've outperformed our 

benchmarks over the most recent market cycles.  You may note that 

we've added an additional benchmark for your consideration, the MSCI All 

Country World Index, known colloquially as MSCI ACWI.  The choice of 
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the additional benchmark reflects our team’s growing capability to analyze 

and invest in overseas companies.  In our early years, we had only 

negatival exposure outside the U.S.  Today, though, almost 30% of the 

Fund’s long-equity exposure is foreign domiciled totaling almost half of the 

number of the names in the portfolio.  We therefore consider the MSCI 

ACWI a pertinent additional benchmark.  It captures large and mid-cap 

companies across developed and emerging markets with the U.S. 

carrying the largest country weight of 53%.   

  The shaded-blue area of the prior slide has been blown up here.  

An important takeaway is the downside protection Crescent has 

historically provided.  It’s most apparent in the bigger drawdown periods.  

When market declines are smaller, more noise creeps into the numbers.  

However, we do not want to be so concerned with downside protection 

that we forget how to make money for our shareholders.  In the current 

market cycle, Crescent’s max drawdown was 30.6% versus the S&P’s 

54.7%.  This also compares favorably to the balanced benchmark and the 

MSCI ACWI.   

  In Q1, the five biggest contributors to the Crescent’s return have 

added accumulative 1.66% while the five largest attractors were 1.9% 
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down.  There wasn’t any specific news that drove any of these companies 

up or down.   

  (3:59) Seventy-five percent of the companies we own are based in 

North America, which of course leaves 25% outside North American.  This 

again points to our need to use the MSCI ACWI as an alternate 

benchmark.  More important to us, though, is where a company’s revenue 

is derived. A far more global story is told, with almost 60% of our portfolio 

companies’ revenues being sourced overseas.  Crescent’s portfolio 

continues to be tilted to larger-cap stocks and has a weighted average 

market capitalization of $103 billion.  It's important to note that 17% of our 

equity exposure has a market capital of less than $10 billion.  That grows 

to almost 27% if you include market caps up to 20 billion.   

  The Fund’s average P/E on a trailing basis is 21.5x.  This does 

include various hopefully-nonrecurring charges and write-downs as well as 

earnings for businesses that are currently cyclically depressed, something 

which is traditional for us to be engaged in as value investors.  Wall Street 

consensus estimates our portfolio companies will earn more in 2016 

thereby pushing the prospective fee down to 15x.  However, since these 

estimates are usually wrong, the projected P/E will likely be higher or 

lower.  On a price-to-book basis, Crescent trades at 1.4x - a discount to 
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the market and to our Fund’s historic average.  Debt to capital, excluding 

our investment in financials, is around 15% which mean our non-financed 

businesses run with net cash.  Note that this is a weighted average and 

some companies are more levered than others.  Crescent’s ROE is lower 

than average at 10.5%.  And that’s a trailing number and biased by the 

write-downs I mentioned earlier.  On a normalized basis, we expect ROE 

to be higher.  

  On this portfolio allocation page you can see that in the past six 

months we have increased our portfolio exposure to 63.8%, up 2.6% from 

yearend, and now stands at about our historic average.  We've actually 

been far more active in purchasing both stocks and high-yield bonds than 

that 2.6% might suggest.  The first quarter is quite volatile, as you know, 

At the February bottom, our investments, but not the portfolio, were down 

more than 10%.  (6:01) So even to get the portfolio back to its yearend 

exposure let alone increase it for its first-quarter-in exposure meant 

putting substantially more than 2.6 of the capital to work.  The market, 

though, continues to be expensive.  The U.S. market P/E is around 26x 

using 10-year average earnings as the denominator.  That means the 

market is more expensive than all the two periods in 1929 and 2000.   
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  We showed this S&P 500 stock valuation table in our yearend call.  

These valuation measures—P/E, price to sales, and price to book—all 

depicted the market at a similar level to the market seen in 2000 and 

2007. 

  Which brings us to most recent quarter end.  The U.S. market is 

now trading at even higher levels on each of these measures.  The S&P 

500’s trailing P/E is now 19.6x, price to sales at 2.2x, and price to book at 

3.1x.  Finding attractive risk rewards in this environment is not easy.  

Sitting and waiting for opportunities isn't easy either, though.  But our 

focus in delivering risk-adjusted returns causes us to follow our own path.  

This might be uncomfortable at times, but as Seth Klarman, Manager of 

Baupost recently wrote, “Value investors must be strong and resilient, as 

well as independent-minded and sometimes contrary.  You don't become 

a value investor for the group hugs.” 

  We're not going to beat the market nor meet our stated objective of 

delivering market rates of return with less risk by investing the same the 

market does.  For instance, we are unlikely to ever have the same sector 

exposures as the market.  Sometimes we'll own a lot of financials like we 

do now, but sometimes we'll own none.  The sum total of this means that 

our returns, when compared to the market over short and intermediate 
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periods, might differ wildly, possibly making us appear unusually smart or 

stupid.   

  One reason for the elevated valuation levels of risk assets is the 

historically low level of interest rates globally.  (7:59) Low rates pervert 

capital allocation decisions of companies, governments, and both 

professional and individual investors.  Rates aren’t just low.  In many parts 

of the world they're negative.  Almost $7 trillion of sovereign debt is now 

trading with a negative yield.  People and institutions are effectively paying 

governments to hold their cash.  This can't be a good thing. 

  Meanwhile, and yet low and negative interest rates haven’t 

reinvigorated economies to any great levels of growth.  In the U.S., GDP 

growth has been anemic.  This has been the worst recovery relative to the 

size of a downturn that the U.S. has ever seen despite rates at all-time 

lows.  Low interest rates haven't been enough in Europe.  So in trying to 

stimulate their economies, several of Europe’s central banks have cut key 

interest rates below zero and yet nominal GDP growth continues to be 

weak.  And Japan’s GDP growth has been running negative on a 10-year 

rolling basis, although its nominal GDP growth has been marginally 

positive for the last few years. 
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  We continue to invest opportunistically which includes being 

flexible.  We try and buy good assets at inexpensive prices while avoiding 

things that aren’t cheap even if they are good assets.  Looking back at our 

high-yield exposure the last two decades tells that story.  The blue bars 

represent Crescent’s exposure and the green line reflects high-yield 

spreads.  As you’d expect, when spreads are wide, exposure is high and 

when spreads are low, we generally have less invested in high yield.  If 

you look at the left side of the graph, you'll see that Crescent had low-

teens exposure high yield even though spreads weren't wide back in the 

mid to late ‘90s.  Interest rates, though, were a lot higher then, averaging 

close to 5 to 6% for the five-year Treasury versus just 1.3% today.  A 400 

basis-point spread to Treasury could get us a 10% yield back then, an 

equity rate of return with a margin of safety.  Today, though, it would give 

us just 5% and change.  Maybe that is an equity rate of return in the 

future, but we don't see a great margin to safety for high-yield given that 

low yield in general.     

  That said, we have found some opportunities in some industries.  

(9:58) As spreads and yields are rising in certain sectors our high-yield 

exposure has increased and we've moved from about 1% exposure last 

summer to about 5% today.  The high-yield index declined in 2015, but 
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not all sectors were weak.  Last year we increased our exposure to 

companies on the right side of this chart where returns were negative 

largely in the fourth quarter that include purchases bonds of companies in 

the industrial, energy and metals-and-mining sectors.  The yield to 

maturity on our credit portfolio at yearend was 13.4%.  Thanks to some 

market strength, that yield declined to 12.2% at the end Q1.  This 

compares favorably to the 8.6% yield of the BofA Merrill Lynch high-yield 

index.   

  In 2016, these sectors turned around and have delivered positive 

performance.  Therefore, as you might expect, we haven't been active as 

of late.  We recently increased our equity exposure to financials to around 

20%.  This is up from a net negative exposure during 2008 and higher 

than the S&P 500’s current weighting of 15.6%.  We don't want to own an 

industry that’s expensive just because it’s in some index.  Conversely, 

we're happy to overweight the inexpensive and financials, particularly 

banks have been trading at cheap prices.  Let me turn it over Brian Selmo 

to walk through Citigroup as an example of one of these banks.  

Brian: Sure.  So, first, to unpack our financial exposure for a minute.  The 20.4% 

that’s Steven alluded to includes companies that we would both think of 

as intrinsically balance sheet-sensitive, like banks, and other businesses 
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that show up in the Financials GIC code but really operate more as 

professional services, operations, or branded consumer-products 

companies and we think have very different risk-reward and fundamental 

profiles.  So when you think about our exposure it looks like 20% in 

“financials,” but really only about 12% in what we would think of as 

balance sheet-intensive, traditional lending, or risk-taking financial 

situations. 

  (12:08) Citigroup, which is the largest of those types of exposures 

is a name that we've owned for a period of time and have increased 

recently in reaction to the absolute attractive level of the company’s 

securities.  And it represents a good proxy for the rest of the 12% that is in 

what I will call balance sheet-intensive financials.  When I say “good 

proxy,” I mean it has some of the following characteristics, or all of that 

12% has some of the following characteristics.  As you can see on the 

slide with regard to Citi in particular, the balance sheet in terms of tangible 

equity to assets has strengthened significantly over the last decade.  One 

can say that the balance sheet of Citigroup, as well as other financials in 

our portfolio, look almost nothing like the balance sheets of 2006 and 7 

preceding the great financial crisis. 
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  We can also see that underneath an under-earning, low-return-on-

equity business, Citigroup as well as other financials in our portfolio, have 

strong core operations that earn strong returns on tangible equity.  Many 

of the businesses in our portfolio are rapidly shedding assets, divisions, 

and business units in an effort to shrink down to what we would think of as 

a strong, competitively-advantaged core position.   

  And then lastly, and what has caught our attention and resulted in a 

large exposure in our portfolio, is the valuation.  So both with regard to 

Citigroup and others—and this is not necessarily the prices of the 

quarter—but at the end of the quarter you can see that the price to 

tangible book value is less than 75%.  (14:04) On a normal earnings 

power, we're paying less than 9x earnings.  And importantly, you can see 

from the perspective of a margin of safety, if one were to take reasonable 

worst-case scenarios on the company’s credit book, you would still result 

in a business that we would expect to earn money in a negative credit 

environment and follow up that environment remaining well-capitalized 

and able to return to normalized earnings power.  We think this has 

created an attractive investment opportunity and that is why you’ve seen 

the portfolio increase its exposure in this area.  Steve?   
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Steve: Thanks, Brian.  If at one point during the first quarter at the depths of the 

market decline in February, Citigroup was trading a little less than 60% of 

its tangible equity.  And our philosophy is always to kind of lean into the 

wind and buy that which we only believe the story’s intact and buy into 

that weakness and those are the kinds of things that we've done over time 

and things that we continue to do with respect to financials. 

  Now turning to Q&A, there's a question here that asks, “How have 

your equity market picks performed relative to the S&P so far during the 

cycle?”  So the current cycle began in October of 2007.  And if you look at 

the performance of our equities during that time you'll see that we've been 

able to add value.  This table compares Crescent to the S&P 500, the 

S&P 500 Value, and the MSCI ACWI indices.  When compared to the 

S&P 500, Crescent has outperformed six of the past nine years and in 

three that Crescent underperformed, it was by an average of 1.2%.  But 

that was more than offset by the six years of outperformance when we 

exceeded the index by an average of more than 6%.  When compared to 

the S&P 500 Value index Crescent outperformed in each calendar year.  

(16:01) Crescent, meanwhile, has only underperformed the MSCI ACWI 

index in one of the last nine calendar years and that was in 2007 and that 
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was by -0.19% as compared to the average 7.5% average 

outperformance of the other eight years. 

  And there's a question that was posed with respect to the 

economy:  “Is inflation beginning to move into world economies?”  We 

don't have a strong view as to what happening to inflation.  If you had told 

me in 2009 that rates would be this low and quantitative easing would be 

used so aggressively, I would have guessed that we'd have inflation.  And 

I would have been wrong.  We are, however, really good at identifying it 

after the fact.   

  There's a number of questions here that we have as to our cash 

position, both its size and reasons for it.  Cash at the end of Q1 was 

29.6%, which is 7 points less than a year ago of which 2 points the decline 

was in the last quarter.  When prices drop, there are generally more 

opportunities to present themselves.  Stocks declined during the last 

quarter of 2015 and declined further during Q1 2016.  In that time, we 

were able to both initiate a few new positions and add opportunistically to 

existing investments.  It’s helpful as a reminder that our cash expands and 

contracts as a function of the investment opportunity set.  It is a residual 

of the investment process rather than some kind of top-down macro call.   
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  The question regarding real estate, “Could you explain your 

decisions regarding real estate during this cycle?”  For the most part, real 

estate in the public markets is accessible through real estate investment 

trust.  REITs in recent years, like most other vehicles that deliver a higher-

than-average yield have not traded at a sufficiently-discounted price to 

attract us.  The more interest rates decline, the hungrier people are for 

yield.  A decade ago, if one were to have lived off the income from their 

conservative bond portfolio and spent all of that income and then that 

person in today’s historically-low interest rate environment would be faced 

with three choices.  (18:00) One, he can spend less reducing his lifestyle.  

Two, he can spend some principal to maintain his lifestyle.  Or, three, he 

can assume additional risk in his investment portfolio.  Generally 

speaking, most investors begin with assuming some greater level of risk.  

The first choice for many is to select a path that is not perceived as being 

so risky and might offer some of the higher levels of income to which 

they've become accustomed.  REITs, along with MLPs and high-yield 

bonds have been that first step for many.  We'd argue that risk has either 

been misunderstood or ignored, and these sectors have been bid up to 

unattractive levels in the past few years.   
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  There's a question here from somebody asking for a little bit more 

detail on Alcoa for an update.  I’m going to turn it to Brian.  

Brian: Sure.  And I’ll start with a little bit of history for this.  For those of you who 

weren't able to attend some of our previous Investor Days, some will 

remember that we discussed Alcoa and Norsk Hydro at our Investor Day 

in 2014, I believe.  Our initial investment in Alcoa and in Norsk Hydro was 

premised on a thesis for the aluminum market.  That thesis was that the 

market would tighten and improve and the market would begin to operate 

at above a cash-breakeven level. 

  That played out for a period of time.  The securities appreciated 

and we realized our investment in Norsk Hydro.  During that period of 

time, Alcoa pursued a number of strategic acquisitions that further tilted 

the business towards its high-quality engineered and aerospace 

operations.  Over time, we've had an opportunity to increase our position 

in Alcoa and today the investment is really in two separate businesses as 

Alcoa will be splitting up later this year.  (20:01) What we will be left with is 

an attractive, highly-engineered, competitively-and-technologically 

differentiated metals business largely serving aerospace and auto 

customers.  And then we will also have the legacy Alcoa smelting and 

mining aluminum operations. 
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  I think that at the current prices and certainly at prices available in 

the first quarter, one was not paying much, if anything, for the upstream, 

more-commodity-like operations.  Alcoa has an opportunity to simplify and 

improve its operations in the upstream and with regard to the higher-

quality, value-added operations, we believe the assets are of a high 

quality and that management and a few new board members will help 

ensure that the new firm is well-run and exemplar in terms of capital 

allocation.  So we think there's more to go in that story.   

  The next question is, “What is your investment thesis with Owens-

Illinois; oligopolistic industry, but poor business record.”  I think we would 

agree with your comment.  In terms of our thesis at this point, I think there 

are a few points.  Number one, there is the potential that someday 

demand for glass in the form of mega-beer will recover or stabilize or 

strengthen, both in North America and Europe.  If that were to happen, we 

think there is a possibility that, given the oligopolistic nature of the 

industry, some pricing power will be able to manifest itself.  And in 

addition to that, the company has a number of self-help initiatives that we 

have confidence the new management team, particularly Andres Lopez, 

will be able to successfully execute.  (22:01) Coupled with an 

undemanding valuation and a declining legacy liability for asbestos, we 
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think the company will be in a position over the course of time to be a 

strong dividend and/or free-cash-flow and buyback-stock type of a 

business.   

Steve: There's a question following up on my statement I made because I had 

misspoken when I was speaking to cash.  I just pulled up some numbers 

as I was talking and looking at the wrong line.  Cash and equivalents to 

correct is, in fact 36.3, not the 29% I mentioned.  But more importantly is 

the decline from a year ago is 8 points decline from a year ago.  So we've 

actually even put more capital work than I stated.  And 2½ points of the 

decline in that liquidity bucket was in the last quarter. 

  There is a question on the size limits on investments in the Fund; if 

so, how much?  We prefer to have our largest ten positions account for a 

third or so of the Fund.  The top ten currently represent 30.6% of the 

portfolio at quarter end.  Our largest position is Oracle at about 5%.  We 

generally do not prefer positions less than 1%.  For those positions 

smaller than 1%, you can assume that they are either part of a basket like 

our Russian stocks, or being reduced in size, or that we have recently 

initiated or that we hope to see decline in price so that we may buy more.  

  There's a question, “When it comes to valuations, does FPA focus 

more on free cash flow or P/E multiples?”  This question is asking to 
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compare a measure of financial health to a valuation measure.  So let me 

frame it a little differently.  Our focus is always on free cash flow, how 

much a company throw off today and what do we expect that it might 

throw off in the future?  That cash stream is what gets valued.  P/Es are 

dependent on earnings which may or may not be reflective of cash flow.  

Mark L.: (23:59) There's a line some of you might have heard before.  Brian’s 

smiling because he knows what's coming.  Revenue are vanity.  Earnings 

are sanity.  Cash flow is reality.  And I’ll say that rings true with FPA in our 

analysis. 

Steve: “How do opportunities in Japan compare to those in Developed Europe?” 

Mark L.: Sure.  So right now the portfolio doesn't own any investments in Japan.  If 

you go back roughly five-or-so years ago, the market would have been 

deeply out of favor and we were able to buy a couple of very high-quality 

companies that had reasonable capital allocation and very attractive 

valuations, that being Kao and Secom.  They were sold a number of years 

ago once they traded up to our view of fair value.  We keep our eyes wide 

open and our antennas attuned for more opportunities that may come our 

way.  But right now, we don't have any investments in Japan.   

Steve: There's a question regarding a recent blog’s commentary on Crescent and 

the question’s raised as part of that, “Is the fund too large to buy small 
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and mid-cap stocks?”  Given that we manage a sizeable amount of 

money, small-cap stocks are not going to be a large part of our future.  

They haven't been a part of our recent past either, for that matter.  And 

that goes back to the last five years—plus, even.  And I could refer you 

back to the slide that I showed earlier which showed that at the security 

selection has differentiated us.  And, yet, I do want to point out that mid-

caps are something that are part of our present and will be part of our 

future.  And as I pointed out—I think it was in the prepared remarks, 

maybe it wasn’t in response to a question—roughly 17% of our long-equity 

book are market caps less than $10 billion.  And if you go less than 20 

billion, then that jumps up to 27%.  

Brian: And maybe, Steve, spell out what you mean by small and mid-cap in 

terms of cutoff so everyone’s on the same page. I think when we think 

about it, it’s unlikely that Crescent will have material positions in sub-

billion-and-a-half-dollar companies.  It’s really not on the radar screen in 

terms of what we're spending a lot of our time from a research 

perspective.  Now, that said, in the two-to-ten-billion range—as Steve 

mentioned—that is an area we are active currently, have been over the 

last number of years, and would expect to be in the future.  And 
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depending on valuations, is an area we could see a large portion, plurality 

if not majority of the portfolio. 

Steve: I think it would be fair to say today at the current size, if you saw positions 

in our portfolio of less than a billion dollars, they probably got there the 

wrong way; that is, they declined or we made a mistake. Brian, there’s a 

question, “Is value being found in terms of asset and sub-asset classes?”   

Brian: So I think as Steve mentioned, the world has changed quite a bit in the 

last two or three months from a valuation perspective.  If we go back to 

the early part of this year, we had a lot going on in terms of credit and 

financials.  That has lessened as those two—if you want to call them 

asset classes or sectors—have rallied.  The other thing I would point out 

from Steve’s comments that maybe aren't immediately clear is that while 

we are eight points more invested over the course of the last year, the 

portfolio composition has actually changed quite a bit in terms of selling a 

number of generally higher quality, but companies that we've owned for a 

period of time that have gotten quite expensive.  When you think about 

why the market’s at 20x despite maybe financials and some others under 

stress, it’s largely because there are some high-quality desirable 

companies that are trading very expensively and we've been selling them.  

(28:03) And so even in the first quarter I think net we've changed 
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something like eight names entirely in the portfolio.  And so, for us, that is 

quite a bit of turnover which has resulted in us being a little bit more 

invested in names that we think are more attractively valued.      

Steve: There's a question on Valeant Pharmaceuticals and would we invest and 

is it a contrarian bet—first, let me just preface that by saying that generally 

we won't answer questions about companies that we don't own.  And if it’s 

something we might own, we certainly wouldn't answer it because why 

invite additional participation in anything that we think could be attractive.  

But I think it's important to understand—I think Valeant can serve as a 

good example of this—as to how we think about businesses.  And so 

certainly you could expect when a company that’s owned by some very 

smart people declines in value that we're going to go look to underwrite it, 

both the equity and the debt. 

  And so we did.  And we came to the view that we didn't really know 

how to value it at the end of the day.  We didn't know how much revenues 

might decline because unit volume might be challenged.  We didn't know 

how much revenues might decline because pricing might get challenged.  

They're in the middle of changing their business model to a more 

traditional form of business where they have to spend a lot more on R&D.  

So these are the kinds of things we do look at, but we always try and get 
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back to what is normal in any business.  That's the only reason why I bring 

up and address Valeant to context is if we can't get to an understanding of 

what normal is and what a company might earn in the future, we just tend 

to sit on the sidelines and not participate.  And a company like Valeant will 

go up or down without us at this point.  

Brian: I’d just say we were close on the bonds for like a day or two, but the 

bonds, Valeant and the market sort of ripped and we just haven't done 

anything.  But we have spent some time on it, to Steve’s point.   

Steve: (30:01) There's a question on demographic headwinds, boomers and 

distribution headwind and how that might, as they take more distributions 

affect indices.  And I’ll just take this opportunity to make a larger 

statement is there's a lot of things we just don't understand and what the 

demographic effects will be on businesses, economies over any short 

period of time of investable time horizon.  It’s too hard for us to determine.  

So we don't have an answer to that or other questions of its ilk. 

Brian: So there are a couple of follow-up questions on the bank discussion or 

bank slides and so let me just grab the first one.  “Regarding your bank 

exposure, how do you account for the fact that loan losses are running 

well below historic averages?  Would that not make the single-digit P/Es 

look much more expensive?”  So like everything else, I’ll say that it 
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depends.  First off, when we think about the worst case you'll maybe recall 

from the earlier slide, not only do we stress individual assets in the energy 

and metals-and-mining and China portfolio, but we also assumed a base 

doubling in the credit expense from 2015 in addition to the specific asset 

stresses.  So I think the low level of charge-offs is something that's front of 

mind for us. 

  And why I say it depends is because if charge-offs increasing is 

accompanied by a growing loan book at higher yields, it’s not necessarily 

going to negatively impact earnings.  And so one would need to 

understand and appreciate how much more conservative the balance 

sheets of most of these banks have become.  And so in order to get to a 

materially higher charge-off environment, you'd need a combination of a 

change in the balance sheet and the type of assets that were there in 

addition to a weakening economy, in my opinion.  (32:09) And if you got to 

a weaker balance sheet, it’s possible that it would be accompanied by 

some higher-earning assets that might offset some portion of the increase 

in charge-off. 

  In addition, it’s possible that interest rates will be higher in the 

future, which should help some of our financials earnings power.  So 

when I say it depends, it really is not clear from a number of different 
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perspectives.  And the most important takeaway is at the valuation that 

we're getting into these companies, all we really need is for them to 

maintain and support their tangible book value and, at some point in the 

next three to five years, earn a competitive return and trade near tangible 

book value.   

Steve: So why don't you just flow that into the question right here at the bottom? 

Brian: “Would you please comment on the expected future state of traditional 

banks in the U.S. or globally?  Will they be curtailed in growth and profit 

opportunity thanks to new regulations and be more utility-like?”  There's 

another question that I would say is the same.  “There remains substantial 

ongoing regulatory pickpocketing risk in a time where all politicians excel 

at vilifying banks daily.  How do you account for the future governmental 

policies and regulatory profit-sharing?” 

  So I think these have both been significant headwinds for the 

financials, contribute to their low valuation.  And what I’d observe is that I 

think the market is going to work this out.  And why I observe that is 

because it appears that both Bernie Sanders and Carl Icahn are uniquely 

aligned on this issue.  When I think about politicians vilifying banks and 

wanting to break them up, I find it humorous that at the same time 

capitalists such as Carl Icahn—and from time to time I would throw 
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ourselves of this view too—think that it would be value-creating to break 

up a number of these financials.  (34:04) So given that reality, I think it is 

likely that over the course of the next five years, there will be some type of 

conclusion.  Either the regulatory environment will recede and these 

companies will be able to earn an adequate return, or the shareholders of 

these businesses—or possibly new shareholders such as Carl Icahn at 

AIG—will enter the stocks and push for an economically-rational either 

dissolution or separation of the various businesses.   

Steve: So this question of “In terms of capital allocation and maximum exposure 

in any given sector.” 

Brian: Right.  “Understanding the strategy’s flexible approach with 20% allocated 

to financials and in consideration of my comment that only 8% are in 

money-center banks, how do you think about prudent capital allocation 

and maximum exposure?”  So it’s going to be different for different sectors 

and different types of businesses.  So I think as Steve mentioned in the 

beginning, we really don't care about what the categorization is from GICS 

code or the S&P or anything else.  So we want to be opportunistic.  The 

other very important factor and key in our mind is avoiding permanent 

impairments of capital.  And so there are some industries and sectors—
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well-financed consumer-staples businesses, for instance—where we 

could have 100% of the portfolio in it at the appropriate valuation. 

  There are other businesses, because of some of their inherent 

risks—and in that group I would include leveraged financials such as 

banks and money-center banks—where we need to create some type of 

risk limit in our own minds.  And so when we've talked—and this is the 

three of us—about what our risk appetite is in terms of total portfolio 

exposures to something like leveraged financials or balance sheet-

intensive financials, we've currently settled at around 15%.  So we've 

gotten up near that limit if you think about where we are in the first quarter 

at 12, 13%. 

  (36:05) Now, what I would point out though is that it is not a risk 

limit to “financials” at 20% because 3 or 4% of that 20 is AON—which, 

sure, it’s a financials according to the S&P or whoever figures these 

things—but it has completely different business risks and return profiles.  

So we want to limit our economic risks where we identify them.  And in 

that case, or in the case of financials, we've thought about that being 15% 

balance sheet-intensive financials.   

Mark L.: There was a question about “What do you own in healthcare?  What do 

you look for in the sector?”  So we don't actually have any healthcare 
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holdings at the moment in the portfolio and that speaks a little to what 

Steve has come back to a few times over the call, that we look for assets 

generally that are out of favor, that we can buy at a discount to our 

estimate of intrinsic value or at a margin of safety, if you will.  So if you go 

back again a number of years—it might have been 2009, ‘10, I can't 

remember exactly—healthcare would have been the largest exposure in 

our portfolio.  We owned Pfizer, Roche, CareFusion, Covidien, J&J, 

Express Scripts; and then which I will classify as healthcare as well, 

Omnicare, CVS, Walgreens.  So we had a large number of holdings in the 

sector because we felt we found high-quality companies that were deeply 

out of favor, with attractive growth prospects, generally having recurring 

revenue.  And each of them, while they had a different twist, we thought 

their businesses had generated attractive returns on capital with good 

stewards of capital.  Ultimately, that sector, largely in our minds, traded up 

to fair value.  A number of the holdings were monetized through 

transactions that evolved – buyouts – such as CareFusion and Covidien, 

Omnicare after we sold it, et cetera.  So we follow the sector.  We keep 

abreast of developments.  (38:04) But at the moment there's nothing that 

meets our valuation requirements.  There’s a the question, “Have you 

done much work on Apple?”  For that matter, for stocks you don't own, do 
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you have intrinsic value estimates on them?”  Admittedly, we’ve actually 

not done a ton of work on Apple.  Every now and then we've looked at it; a 

few years ago, not recently.  We're not particularly sharp on it.  So if you 

think about Apple, we’d have a lot of trouble, if you went around the table 

asking the three of us what we think Apple is going to look like in 10, 15 

years, you might get three different answers.  Or you might get the same.  

Steve: You might get four different answers! 

Mark L.: The ones we do have an intrinsic value would be companies who we’re all 

generally in agreement that the businesses are largely going to look in the 

future as they do today because they've got some sort of moat that allows 

us to come up with an estimate of intrinsic value many years out.  And so 

for those types of businesses, we generally do some sort of general 

valuation at which we'd like to buy them.  

Brian: There's a question, “Can you discuss how much shared research versus 

your own research was done on Meggitt PLC, which I believe is in FPA 

International.”  This is the first I’m hearing of Meggitt being in FPA 

International and so 100% of our research is our own.  There's no sharing 

between us and FPA International on any names, to my knowledge. 

Mark L.: This maybe just goes back to FPA is really structured very much as a 

boutique multimanager.  So you have large investment houses such as a 
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Fidelity, for example, where you have analysts who report to a number of 

masters.  So you'll have an analyst to cover the sector and then they 

report to a value PM, a growth PM, so on and so forth.  At FPA we each 

have our own research teams.  And so within that there may be 

watercooler conversation or there may not.  (40:05) In the case of Meggitt, 

Brian and I are intimately involved along with our analyst, Sean Korduner, 

and I don't think any of us has ever chatted with the International team.  

  There's a question on, “I found Leucadia to be an interesting 

purchase.  How do you value such a disparate company as Leucadia - 

SOP?” which is an abbreviation for sum of the parts.  And very much 

indeed that’s how we value Leucadia.  We would also go so far as to say 

we interact with management to best understand how they view the 

allocation of capital going forward, where they see levers for value 

creation.  And with that in mind, we were out in New York a couple months 

back and we sat down with Rich Handler, who essentially is responsible 

for running Leucadia these days.  And so we think we know what we're 

buying.  We think we know what the values are.  And we think we know 

how Rich can try and bring some of that value out over time.   

Brian: And the follow-up question is, “What's our thesis on Leucadia/Jefferies?”  

I think it’s a combination thesis of it is cheap on a sum-of-the-parts basis; 
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that Jeffries is largely a mark-to-market business that is under earning and 

we have a high degree of confidence in the management team making 

good capital-allocation decisions going forward.  So we think it’s an 

attractive set of assets with an attractive team of allocators on top of 

them.  And hopefully they surprise us with some interesting deals.   

Mark L.: There's a question, “Comment on your tech exposure in Oracle, Cisco, 

Microsoft, and Yahoo.”  It’s a bit of an open-ended question so what I’ll do 

I’ll rank the companies qualitatively as to how we like them based on 

competitive position, management, et cetera.  And they'd line up 

Microsoft, Oracle, Cisco, Yahoo.  Then if I rank them by valuation, I’ll say 

we go Yahoo, Cisco, Oracle, Microsoft. 

  (42:02) Now, each of these businesses is a little different.  Yahoo, 

really when it was originally purchased was a stub trade where we shorted 

out BABA and we were effectively creating Yahoo for largely nil value 

even if we fully taxed BABA and then we shorted out the stub, including 

Yahoo Japan.  Microsoft we originally purchased probably six years ago 

when we thought it was a compounder trading at a cigar-butt valuation.  

Cisco we thought was a cigar-butt, we still do, and we bought largely on 

valuation, less qualitatively.  And Oracle sort of lines up in the middle; 

sharing qualitative characteristics that are similar to Microsoft that we like 
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a lot.  Valuation was also attractive when we bought it, but maybe not as 

attractive as Microsoft at our initial price of purchase.   

Steve: There's a question about turnover.  “Turnover appears to be higher in 

2014 just because of short-term liquid investments being included.  In the 

turnover ratio and necessity of reinvestment was announced several times 

during the year.”  Well, first, turnover was higher in ‘15 versus ‘14.  And 

historically we've averaged in the 20s or so in turnover, our average 

holding period being four to five years.  But there are points in time when 

given that we will purchase an industry aggressively in a short timeframe 

and frequently that means selling some other industry out.  And it may 

take a while for us to own that position in that industry, and before we 

unwind it, the next one comes around.  So it happens in a clustered 

fashion.  So you'll see our turnover move in a very lumpy fashion.  So one 

year it'll be high, another year it'll be very low; another year will be high, it 

could be low for a couple of years, and so on and so forth.  (44:03) So I 

think that’s the answer to your question more than it is any kind of thing 

happening in the short-term liquid investment bucket. 

Brian.: There's a couple of questions on American Express.  I would say that it 

does not fit into our description of balance sheet-intensive financials.  It 

probably certainly has a financing portion to it and that portion might be 
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growing as they have more struggles in their card business.  But it 

certainly doesn't look anything like a bank in terms of its economics.  In 

terms of our view of American Express’ competitors, I think that American 

Express has a strong position in the industry, but certainly one that is 

under pressure from a number of different competitors.  And that situation 

is likely to continue and even intensify.  So we have bought American 

Express, but it is not from the view that it’s necessarily going to be quite 

the business that it was in the past.   

Mark L.: This question, “Was Berkshire not cheap enough during Q1?  Why do you 

keep avoiding Buffett-Munger management?”  We looked at Berkshire a 

number of times over the last five or six years.  We actually revisited back 

in Q4 of 2015.  And simply on valuation we couldn’t get there.   

  There's another question, “Could you please update”—we're going 

to Omaha— 

Brian.: We're not avoiding them!  We're going tomorrow!  [LAUGHS]  

Mark L.: “Could you please update us on the portfolio exposure to Russian 

assets?”  So since we did the basket it’s vacillated between roughly 1 to 

2% of the portfolio.  If you look at the portfolio at quarter-end it would have 

still been in that range.  And the names in the basket are largely 
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unchanged from—or they are unchanged, I guess, from the end of the 

year.   

Steve: (46:05) There's a question about a specific country and whether or not, 

you know, what’s going on with fundamental demand and is there a false 

start.  We're not going to ever answer that question with respect to any 

country, whether it be in Asia or in Europe or even where we live in the 

United States.  We just don't know.  And that exhausts all our questions 

that we have.  We appreciate your time.  I’m going to turn it back over to 

Mark Hancock. 

Mark H.: Thank you, team.  To our listeners, we would like to thank you for your 

participation in our Q1 2016 Crescent webcast.  We invite you, your 

colleagues and clients to listen to the playback and view the slides from 

today’s webcast which will be available on our website, FPAFunds, over 

the coming few days.  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’ll have the opportunity to provide 

your feedback.  We highly encourage you to do this as we take counsel 

from the feedback we get given.  Please visit FPAFunds.com in the future 

for webcast information including replays.  We will post the date and time 
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of the prospective webcasts during the latter part of each quarter and 

expect the calls, as is the case today, to be held three to four weeks 

following each quarter end.  

  We hope that our shareholder letters, commentaries, and these 

conference calls will help to keep you, our investors, appropriately 

updated on the Fund.  We want to make sure that you understand that the 

views expressed on this call are as of today, April 28
th

, 2016, and are 

subject to change based on market and other conditions.  These views 

may differ from other portfolio managers and analysts of the firm as a 

whole and are not intended to be a forecast of future events or guarantee 

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.  (48:04) The information provided 

does not constitute, should not be construed as an offer of solicitation with 

respect to any securities, products or services discussed.  Past 

performance is not a guarantee of future results.  It should not be 

assumed that the recommendations made in the future will be profitable 

or will equal the performance of the security examples discussed.  Any 
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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 the Contrarian Value policy statement                   

carefully before investing.  FPA Crescent Fund is offered by UMB 

Distribution Services, LLC.  Again, thank you for your participation in 

today’s webcast.  

[END FILE] 

 

    

             

     


