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(00:00:16) 

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

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

any background noise, and please note that today’s webcast is being 

recorded. 

  During the presentation, we will have a question and answer 

session. You can ask text questions at any time. Click 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 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 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, then 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 Ryan Leggio. 

Ryan, the floor is yours. 
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Ryan: Thank you, Crystal. Good afternoon, everyone, and thank you for joining 

us today. We’d like to welcome you to the FPA Crescent’s Second 

Quarter 2018 Webcast. As Crystal mentioned, my name is Ryan Leggio 

and I’m a partner here at FPA. 

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

made available on our website FPA.com. 

  Prior to today’s call, I wanted to remind our listeners that the 

presentation slides from our recent Investor Day are now on our website. 

  Momentarily, you will hear from Steven Romick, 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 in June of 2013. 

  At this time, it is my pleasure to introduce Steven Romick. Steven? 

Steven: Thank you, Ryan. Thank you for taking the time to listen today. I will offer 

the usual reminder of what we are trying to accomplish, followed by a 

discussion of the portfolio and a limited distillation of the markets. I’ll turn it 

over to Mark to run through a few investment examples and then we’ll 

open it up to questions. 

(00:02:04) 
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  Our objective and philosophy has been consistently applied for 

more than 25 years. If we can deliver market rates of return with less risk, 

we've accomplished our goal. Our broad charter, absolute return focus, 

deep research and our willingness to be patient have been the tenets of 

our success over time. 

  Our ability to invest in both stocks and higher-yielding corporate 

bonds in the US and overseas, in paired trades, some selective shorting 

are just some of the unique characteristics of Crescent. This table 

compares our unusually broad opportunity set to that of other mutual 

funds that invest in more than just one asset class. Crescent has more 

tools at its disposal. The other fund categories listed here are generally 

viewed to offer breadth yet have fewer places to invest—just two to four 

assets classes to choose from versus Crescent’s ten. 

  Crescent has met or exceeded its objective over time, although in 

this current market cycle led by growth companies, we find ourselves 

behind the S&P 500 benchmark by about a point. The Fund’s 

performance in this current cycle has, though, exceeded that of the MSCI 

ACWI by about 2.6% compounded. As is consistent with the execution of 

our process, Crescent has outperformed in all longer-term down markets, 

resulting in an index-beating performance in every five-year rolling period 
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where the market has declined, as well in more than 97% of the rolling 

five-year periods that we would consider more normal, that is with a rolling 

five-year return range between 0% and 10%. 

  Lower volatility and smaller declines in tougher markets, along with 

a disciplined investor outreach and education has resulted in the typical 

Crescent shareholder having better average pre-tax returns than a typical 

passive fund. Although the Crescent Fund’s compounded return has been 

lower than the S&P 500 over the last ten years, its investor return or 

dollar-weighted rate of return has been better than the average S&P 500 

index fund investor return. 

(00:04:06) 

  The average Crescent shareholder has returned 6.9% over the 

past decade, slightly in excess of the Fund’s total return. The average 

S&P 500 index shareholder, on the other hand, returned 6.8% despite its 

net return totaling 10%. The Crescent Fund’s return was higher than the 

MSCI World Index Fund but its excess investor return was better still. The 

MSCI World Index Fund—the only world index fund with a ten-year 

record, which is why we use it in this table—had a total compound return 

of 5% but a shareholder return of just 1.7%. 
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  Crescent’s success over time has been driven by our team’s strong 

securities selection. As you can see from this table, Crescent’s long 

equities have outperformed its comparative benchmark. Since 2007, the 

Fund’s equities outperformed by 2.2% versus the S&P and 5.3% versus 

the MSCI ACWI. The periods of individual year outperformance are 

highlighted in green and the periods of underperformance are highlighted 

in red. You will also note that on average, the magnitude of Crescent’s 

long equity outperformance exceeds that of its underperformance, with a 

couple of periods of double-digit outperformance but more nominal 

amounts when the Fund’s equities have underperformed. 

  Relative performance continues to be driven by growth outrunning 

value. 2018’s first half is a repeat thus far of 2017. You can see the value 

indices have declined through June—the right-hand side of this table. The 

FAANG stocks plus Microsoft have contributed 96% of the S&P 500’s first 

half return. As dramatic as that might sound, it is generally the case that a 

few stocks drive an index. 

  You can see Crescent’s exposure to these companies in the far-

right column. The Fund overlaps by slightly less than half, with no 

exposure to Amazon, and Amazon accounted for more than one-third of 

the S&P’s first half return. 



FPA Crescent Fund (FPACX) - Second Quarter 2018 Webcast Transcript 

 

 

 

 
 

-6- 
 

 

(00:06:05) 

  Interestingly, the stocks that investors consider most negatively, as 

reflected by their large short interests, have significantly outperformed the 

S&P 500 this year. In the six months ending June 30, the most heavily 

shorted stocks increased 15% as compared to the S&P’s 2.7%. Short 

sellers have proven more apt at finding stocks that underperform the S&P 

500 when looking at a longer timeframe, as you can see here in this chart. 

  Over the past five years, the S&P 500 has outperformed the most 

heavily shorted stocks by almost three times. Cumulatively, the S&P 500 

has returned a bit more than 85% over the last five years while the most 

heavily shorted US stocks returned just slightly more than 30%. 

  Growth stock outperformance has left it more expensive relative to 

value, to where it has traded historically to value stocks when using a 

price-to-book metric. In the past quarter century, value is now about as 

cheap as it has ever been when compared to growth. Now, reasonable 

arguments could be made that book value isn’t as relevant today, in 

today’s intellectual property age. However, if we were to look at a price-to-

earnings ratio, value stocks still screen cheaper than growth stocks 

relative to where they have each traded historically. At some point, value 
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should be back in the market’s good graces as it tends to move in and out 

of favor over time. 

  Crescent currently has net risk exposure of around 67%, slightly in 

excess of its historic average, but I wouldn’t read too much into that. First, 

we lack a crystal ball and since we prefer not to be much less invested 

than we are currently, our cash exposure will benefit us when the market 

turns down but will continue to be a drag if the market continues to rise. 

Second, a few points’ delta in net exposure is just noise; a combination of 

market movement and the natural cadence of companies moving in and 

out of the portfolio easily causes such a swing. 

(00:08:06) 

  Crescent’s portfolio continues to be on average less expensive 

than the market and as far as the nonfinancial stocks are concerned, have 

less financial leverage. Crescent’s projected P/E is 13.9 times as 

compared to the S&P 500’s 17.2 times and the MSCI ACWI’s 15.4 times. 

Of course the actual earnings in both our portfolio companies and the 

markets will differ from the projections. Other comparative data is listed 

here for you to review at your leisure. 

  Geographic exposure hasn’t changed by much in recent quarters. 

20% of the Fund’s companies are based outside the United States. More 
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importantly, more than half the revenues of our portfolio companies are 

derived from outside the US. 

  Well, it’s challenging to find opportunities when stock markets are 

near highs. It’s not a surprise that we find it easier to get invested when 

markets are weaker. But global markets are at or near peaks around the 

globe. 

  This chart shows the rising market tide has lifted most boats. There 

is little skew. By that I mean the cheapest quintile of the market isn’t 

priced much different than the market average. This chart shows the 

valuation spread between the cheapest quintile and the market average 

for the largest 1,500 US stocks. A high standard deviation means a large 

pricing disparity. As you can see, the standard deviation is low, which 

means that there isn’t a large pricing delta between the cheapest and 

most expensive stocks. We prefer it when a sector of the market is being 

ignored. When that happens, we are generally able to find attractive 

risk/rewards. The last time we had some skew was the beginning of 2016 

where we were able to invest aggressively in financials and some high 

yield. 

  But that’s not the case. Stocks, you know, aren’t so cheap. The 

only time the S&P 500 has ever traded at its current level based on a 
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cyclically adjusted P/E was back in the 1990s internet bubble days and in 

1929. By this CAPE ratio measure, the market has only been higher 3% of 

the time—the US market that is. 

(00:10:04) 

  Although the CAPE ratio is a steady measure, it’s far from perfect. 

Looking at the US market relative to the economy or GDP, you can see it 

also depicts the US market at peak valuation. Although not setting any 

records like the US, global equity markets aren’t far from their peak 

valuations either relative to their respective economies, as can be seen 

here in this chart when looking at Europe, AsiaPac and the world in its 

aggregate. And we've shown this table many times. Stock valuations are 

historically high globally, not just in the US, exceeding or near past peak 

valuations in trailing 12-month P/E, trailing 12-month price-to-sales and 

price-to-book. 

  There is a view that stocks are much cheaper outside the United 

States but that’s a view from 30,000 feet that doesn’t hold up once you 

drill down and compare a US company to a reasonable analog abroad, as 

shown in this slide. Like-for-like-ish companies are priced similarly around 

the world. A few examples, on a trailing 12-month basis, as you see in this 

table, Nike trades at 33 times earnings while Germany’s Adidas trades at 
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26 times even though Adidas has grown earnings slightly faster over the 

last decade. Procter & Gamble trades at a 14 discount to Unilever but it 

has still a substantial trailing 12-month price-to-earnings ratio of 19.2 

times versus Unilever’s 21.9 times. Unilever did grow earnings at a faster 

clip over the last decade but just earnings growth of 2.7% compared to 

Procter & Gamble’s 1.9%, both rather meh. And if the future were to be 

similar, poor justification for their valuations. SAP’s—one last example—

trailing 12-month price-to-earnings at 28.1 times is 70% higher than 

Oracle’s, which is hardly validated by SAP’s 6.8% earnings growth in the 

past decade. Oracle, with its far lower price-to-earnings ratio of 16.5 

times, had only slightly lower earnings growth of 5.9% over the past ten 

years. 

(00:11:59) 

  The US market isn’t expensive on projected earnings though, that 

is if the US can avoid a recession in the next year, borrowing costs don’t 

move up dramatically, and Wall Street analysts are correct in their 

earnings estimates. 

  On that last point, one should be circumspect. Company analysts 

have historically overshot with their earnings estimates. In the last four 

decades, analysts overestimated company earnings 79% of the time. 
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Moreover, their average miss was far greater than their average beat. In 

this current bull market, the consensus has been too high on average. 

  Let’s look at valuation another way. One can determine a free cash 

yield by dividing free cash per share by a company’s stock price. Take 

that as the inverse of the P/E but using free cash flow rather than 

earnings. For the purpose of this chart, free cash flow has been calculated 

as operating cash flow less capital spending. This is oversimplified as it 

considers growth and maintenance capex equally and doesn’t take into 

account one-time factors, among other caveats. However, when 

calculating a free cash yield, there is value in its consistent application, 

that is a bias today with a similar bias in the past. By using only 12-month 

data, we can exclude the optimistic analyst error factor. 

  As this chart shows, the S&P 500 has only yielded a lowly 7% on 

just two prior occasions in the last five decades—in this last five decades 

priced, although this chart only goes back to 1990. One explanation for 

this is that the hurdle rate for a free cash flow yield declines along with the 

interest rates—but rates too can change. Low interest rates have 

functioned as market fuel most everywhere, with global bond yield low 

around the globe. Debt in most developed economies has increased 

significantly and has been a driver of economic growth yet despite more 
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leverage in the system, borrowing costs remain near their lows—that’s 

unusual. Reasonable economic growth, currently due to rising debt and 

low interest rates, has allowed this US economic expansion to be the 

second-longest on record. 

(00:13:57) 

  At some point something changes—the economy, the interest 

rates, inflation, etc. We don’t know what it will be but we’ll go out on a limb 

and suggest that most won’t be ready for whatever it is. Individuals are 

about as complacent as we've ever seen. The result is that households 

now have a higher-than-normal investment in stocks. 

  The blue line in this chart shows the trailing ten-year return of the 

S&P 500. The green line shows household equity as a percent of 

household financial assets—the amount that households have invested in 

stocks. So we shifted that forward and flipped it upside down to more 

clearly depict its correlation to the S&P’s return. You can see the green 

line reaching its nadir in 2010. That was really the peak—remember, the 

chart is flipped. Since it’s also shifted forward ten years, that peak of 

about 40% really occurred ten years earlier in 2000. In other words 

household investment in stocks at a high in 2000 had suggested the 

returns would be negative single-digits, and that’s what happened. 
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  The inverse relationship between household ownership of financial 

assets and future market returns has clearly been present for about half a 

century, at least. So what does today’s household financial asset 

exposure suggest about the future? 

  Current exposure suggests that the US market’s projected return 

will converge towards the low single-digits—the green line data point to 

the far right of the chart suggests that the blue line will end up there. We 

don’t know what it’s going to be. It could be higher than that, it could be 

lower than that. This is just meant to give you a flavor as to what we see 

as complacency in the market. 

  It’s not just stocks that are in vogue though. High yield is gracing 

the pages of investors’ portfolios as well, so much so that the US high 

yield unlevered loan market has grown by almost 2x in the last decade 

and there’s less primary dealer support for all corporate bonds. Back in 

2007 before the financial crisis, dealers had almost $300 billion of 

corporate bond inventory supporting a $2.3 trillion corporate bond market, 

both investment and non-investment grade. Today, the corporate bond 

market is around 2.5 times larger but dealer inventory has shrunk by 80% 

or so to less than $50 billion. 

(00:16:06) 
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  With less grease in the system, when there is a high yield bond 

correction, we’d expect some sticking of the gears, particularly if the high 

yield index funds and ETFs have redemptions and become sellers. If that 

happens, these passive funds generally sell across the board, which 

should create some big markdowns in price and opportunity for us. 

  This does beg the question why are investors accepting such low 

yields? We can’t answer that. US high yield bonds offer a gross yield of 

just 6.5% but EU high yield offers just 3.6%. Those are gross yields. 

There are always bankruptcies that bring the gross yield to a lower net 

yield. If there are defaults in line with historic averages then the US net 

yield would be just 4.4% and the EU net yield would be just 0.8%. And we 

don’t know what future defaults will be. We’re just using history as a 

placeholder. You can plug in your own numbers. Whatever it’s going to 

be, it’s going to be something that will take the gross yields lower. For us 

it’s a why-bother, which explains Crescent’s negligible 4% high yield 

exposure. 

  Adjusted for defaults, US high yield bonds do not offer any excess 

spread to investment grade, as can be seen in the left graph. The graph 

on the right shows default-adjusted high yield bond yields close to their all-
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time lows. Unsurprisingly, high yield bond returns are highly sensitive to 

their starting yield. 

  We don’t see a good margin of safety in high yield bonds today. It’s 

a seller’s market, which explains why so many borrowers are taking 

advantage of this accommodating time to increase and/or refinance their 

debt, and that leverage of S&P 500 companies is higher than it’s been in 

the past. A recession would take the net leverage ratio higher still as 

EBITDA would generally be weaker. And interest coverage in the US is 

about as low as it’s been outside of a recession. 

(00:18:03) 

  Companies are not only taking advantage of being able to put on 

low-cost debt, but they're able to do so with very light covenants, about as 

light as we've ever seen. A loan covenant requires the borrower to fulfill 

certain conditions or forbid certain actions. The less restrictive the 

covenants, the weaker a lender’s protection. As you can see in the chart, 

it’s at a new low on the far right. 

  Low yields, tight spreads, increased debt, reduced interest 

coverage, poor dealer support and light covenants have created a 

risk/reward that’s just terrible. Some call it return-free risk. 
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  Some fear has been creeping back into the market and it’s showing 

up in increased volatility. Volatility is great, we think, whether it be 

downside or upside volatility. Its presence allows us to buy and sell 

positions. Volatility was at an all-time low in 2017 but has rebounded in 

2018. 2017 had just four days where the S&P 500 declined 1% or more. 

The MSCI ACWI had just two days in all of 2017. In the first half of 2018, 

the S&P 500 has already had 16 days where the index declined 1% or 

more, while the MSCI ACWI has seen 12 days. That is more volatility than 

we've seen in the past five years and has allowed us to put both capital to 

work and take some positions off the table. 

  In the first half, we established 11 new positions and exited 7. 

There have been additional transactions since quarter end, which we look 

forward to discussing in the Q3 conference call. Meanwhile, I’d like to turn 

the meeting over to Mark Landecker, who is going to walk through some 

investment examples. 

Mark: Sure. Before we jump there, there were a number of questions that came 

in that I think Steve actually covered during his talk, so there's some 

questions on high yield and our ability to put money to work, do you think 

this space is expensive? Hopefully Steve answered those. If you have any 

more detailed questions, feel free to submit. 
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  There's a handful of questions on Facebook, which I now will touch 

upon later in my prepared comments, and so we’ll dive into those. 

(00:20:03) 

  So just so you're aware, we are actually going to be reviewing our 

presentation from Investor Day back in Q2. With that in mind, please take 

note that any numbers relating to valuations or estimated earnings are as 

of April 13 when the slides were prepared, and they have not been 

updated. Rest assured, however, that our investment thesis for each 

name hasn’t changed since the original presentation, including the bad 

jokes. 

  On that topic, if you previously attended the Investor Day in person, 

now is a good time to grab a snack or check your email because I won’t 

be covering anything new in the next ten minutes that you didn’t hear live 

in person should you have attended. 

  Now starting with the artist formerly known as Google, I think all of 

us on the call are intimately familiar with Alphabet, given the 

pervasiveness of core products ranging from Maps, Android, Chrome, 

Google, etc. There’s actually six products in total that each have over 1 

billion users. 
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  Now we originally purchased the bulk of our position back in, I 

believe it was 2012 or maybe even ’11, when the company was just plain 

straight-up cheap, trading at a low double-digit multiple of enterprise value 

to forward earnings. Now as you probably know, we continue to hold the 

shares in a meaningful size, from which you can infer we must believe 

there’s at least a semblance of value in the current price. 

  However, to get there, we have to make a number of adjustments 

to the valuation, starting with the company’s balance sheet, which 

includes a net cash position of $98 billion plus other non-marketable 

investments at $7.8 billion. I should add, however, that following the 

preparation of this presentation, Google released the value of these 

assets for the first time ever and the market value was circa $11 billion. 

Regardless, the aggregate value booked of these assets on this slide are 

equally to roughly 15% of the market cap of the company. 

(00:21:53) 

  Moving over to the income statement, Alphabet’s financials 

separately disclose the performance of the company’s other bets, which 

include Nest, Verily, Google Fiber and Waymo amongst others. This 

collection of assets is currently loss-making to the tune of $3.4 billion pre-

tax or about $2.7 billion on an after-tax basis. We think it’s unfair to 
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penalize the company and assume these losses persist for perpetuity, 

particularly when Ruth Porat, the company’s relatively new CFO, uses 

each quarterly conference call to discuss the greater financial discipline 

that the organization has taken towards the other bets. At the time that we 

presented this, the most recent comments during the Q1 were 

quote/unquote, “For other bets, we remain focused on moving towards 

commercial applications in a number of areas, with a continued focus on 

calibrating investments to metrics for success.” Now, the adjustment to 

add back the losses from other bets increases our estimate of normalized 

earnings by circa 10% or so. 

  Our next adjustment reflects recognition for the value of YouTube, 

which has developed into something more than just a place to watch 

videos of cats playing with string, and it’s now actually the second most 

popular website in the world behind, drumroll, Google of course. Now, 

users watch more than one billion hours of video a day and the average 

viewing session is well north of 30 minutes. In addition, YouTube 

accounts for one in four hours of legally streamed music worldwide. 

YouTube generates revenue by utilizing four different advertising options 

for customers. These include short, non-skippable videos called bumpers 
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through to discovery ads that appear as a thumbnail on search results or 

alongside videos. 

  Unlike the other bets, Alphabet does not disclose the separate 

financial results for YouTube, though we assume it is breakeven to mildly 

profitable, as per the company’s comment in Q1 2015 that, quote, “If you 

just want to make YouTube profitable tomorrow morning, it’s very easy. 

You put the brakes on growth and then it just turns into a profitable 

business.” 

(00:23:53) 

  Nonetheless, it is clear that YouTube has a ton of positive 

momentum behind advertising growth and as you can see on your left, the 

company is currently monetizing viewable hours at only one-fifteenth the 

rate of linear TV. Further potential for profitability can be seen by the chart 

on your right that illustrates the annual change in ad-supported YouTube 

channels. 

  Rather than take you through our YouTube DCF, which would be 

as exciting as watching paint dry, I think it’s worth keeping in mind that if 

you strap the two dead horses in CBS and Viacom together, you’d have 

an enterprise value of circa $50 billion. Given the potential for increased 

viewing trends and improved monetization at YouTube, this is my 
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unscientific method of suggesting it’s not crazy to think that the segment is 

worth 1.5 times that on the low end, or $75 billion. 

  Next is Waymo, Alphabet’s autonomous driving segment. Having 

made meaningful investments in the early days of the industry, Waymo 

sits in a leadership position, having logged four times more autonomous 

testing miles than its closest competitor. This includes 5 million test miles 

in 25 US cities and literally billions of simulated miles. In fact, Waymo is 

already offering a driverless minivan service in Phoenix. That said, the 

majority of testing for autonomous driving actually takes place in our great 

state of California due to liberal testing laws. 2016 data shows that during 

the year, Waymo logged over 645,000 miles while all the other companies 

had just 20,000 miles combined. 

  Now if you look at the far right of this slide, you can see that human 

engineers had to physically intervene only 0.2 times per 1,000 miles 

driven, or roughly every 5,000 miles on autonomously driven Waymo cars. 

The next closest competitor, BMW, managed just 638 miles between 

disengagements. Now given we believe Waymo will be the market leader 

in what will eventually prove to be a large addressable market, our DCF 

model suggests a value of $25 to $50 billion, but let’s just use the low 
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case for simplicity. For reference sake, that puts the value of Waymo in 

line with Suzuki Motors. Suz-who, you might ask? My point exactly. 

(00:26:06) 

  When the smoke clear, we have a market cap—keep in mind, 

these are back at the Investor Day, April 13—713 market cap, from which 

we deduct $98 billion in net cash, $8 billion in investments at book for the 

VC segment, YouTube and Waymo each using our low estimates, and 

then we take GAAP consensus net income for ’18-’19 and we add back 

$3 billion for the other bets. I draw your line to the yellow-shaded numbers 

at the bottom of the slide for the grand finale, which reveals an enterprise 

value to adjusted earnings multiple in the mid-teens, which we think is 

actually in line or a little cheaper than the P/E of the S&P 500, which I 

should add is a levered P/E. 

  Next is Expedia, a position we have accumulated over the past 

nine months or so. As you probably know, at its core, Expedia is an OTA 

or online travel agency. Brands you might recognize and hopefully may 

even have used include the namesake Expedia, as well as Orbitz, 

Travelocity, Hotels.com, to name but a few. 

  You can see the historical revenue and EBITDA on this slide, just 

for the core OTA segment, and both have been growing nicely over the 



FPA Crescent Fund (FPACX) - Second Quarter 2018 Webcast Transcript 

 

 

 

 
 

-23- 
 

 

years, but we should note that current earnings are depressed by two key 

factors, the first being a transition from a reliance on capex investments 

such as self-operated datacenters to third-party hosting via Amazon Web 

Services. This will ultimately reduce depreciation but in the near term 

creates higher opex, which negatively impacts EBITDA and ultimately net 

income as well. 

  Secondly, the company has accelerated their investment plans to 

sign up more properties both within the United States as well as 

internationally, which should improve long-term profitability but currently 

weighs on earnings. 

(00:27:50) 

  Outside of the core OTA business, Expedia also owns Egencia, an 

online corporate travel solution. Egencia is growing faster than the core 

OTA business by taking share from traditional travel management 

companies. From 2013 to 2017, revenue has grown at a CAGR of 9% and 

adjusted EBITDA 12%. We believe Egencia can continue to grow 

earnings at a low double-digit rate over the next five years, and we value 

the division at circa $700 million based on a terminal multiple of 15 times 

earnings. 
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  Another separately reported segment within the Expedia financials 

is HomeAway, which is a vacation rental platform purchased by the 

company for $3.6 billion in 2015. HomeAway is the number two 

competitor versus Airbnb and operates several brands, the most well-

known of which to most of us is probably VRBO, particularly if we've ever 

tried to book a room in Mammoth. Though the business was historically 

subscription-based, post-purchase, Expedia has been transitioning the 

revenue model to one that places a greater emphasis on transactions, 

thereby increasing the share of the pie in HomeAway’s favor. HomeAway 

is already a sizable business, generating north of $900 million of revenue 

in 2017, which represented growth of 30%+. Despite already delivering 

juicy EBITDA margins in excess of 20%, we think there is tremendous 

potential for margin expansion as the business benefits from scale and 

cycles through opex-type growth investments. We estimate the value of 

HomeAway to be circa $6 billion, which compares to a reported valuation 

of about $30 billion for privately owned Airbnb. 

  With respect to the balance sheet, Expedia has a number of 

investments we adjust for, which include a stake in Trivago, the hotel 

comparison site; Despegar, the leading LatAm OTA; as well as private 

investments that include the leading OTA in Indonesia called Traveloka. 
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Looking at the ultimate valuation net of all adjustments, we believe we are 

paying circa 15 times our estimate of somewhat depressed earnings one 

year out. 

(00:29:53) 

  On to Baidu, the smallest of the Chinese BAT stocks, a name 

we’ve owned for a few years now. Baidu has been described as the 

Google of China, which it sort of is and sort of isn’t. With Alibaba and JD 

having cornered the market for products, Ctrip for travel, Baidu is a clear 

leader in the search for services, with the largest advertising categories 

being finance, health and education. Baidu no longer breaks out segment 

profitability for search but rather lumps it in the general category of online 

marketing services, which captures 86% of company revenue. That said, 

in prior S-1s filed with the SEC through 2016, Baidu disclosed that search 

generated an operating margin of about 50%, which is well north of the 

margin currently being reported for the organization as a whole. 

  Two of the key factors weighing down group profitability are 

investments being made in each of autonomous driving and artificial 

intelligence, both areas in which Baidu holds leading positions in China. 

The chart you see on the lower left was put together recently by Navigant 

Research. They use ten criteria to rank the leaders in autonomous driving, 
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with Baidu being the only Chinese company on the list and placing ahead 

of other notable companies such as Tesla and Uber. Baidu has already 

been named the official driving platform for various smart cities in China, 

including Beijing, Chongqing and others. 

  Now, moving to the right, you can see the number of aggregate 

academic citations filed in the artificial intelligence field emerging from 

each major industry player, with Baidu once again being the only Chinese 

company on the list—I should add along with other portfolio companies 

such as Google, Microsoft and Facebook. 

  Like Expedia, which I just discussed, Baidu also has some publicly 

listed investments, including stakes in Ctrip, the leading Chinese OTA, 

and iQiyi, most easily described as the Netflix of China. In addition, the 

company has a handful of private investments that we value at cost. 

Notable stakes here include Didi, which is basically the Uber of China, as 

but one example. 

(00:31:55) 

  Going through the math reveals that we are effectively paying a 

mid-teens multiple of our estimate of Baidu earnings. Keep in mind, 

however, that unlike Alphabet, Baidu does not provide segment 

profitability so the earnings figure gives no value for the upside optionality 
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that exists in the form of autonomous driving or artificial intelligence for 

example. Baidu earnings are also impaired by a nascent financial services 

segment, but interestingly, the company announced back in Q2 that the 

division was being spun off in a deal in which a consortium including TPG 

and Carlyle invested $1.9 billion. So at around 15 times our estimate of 

2019 earnings, we think you're paying a fair multiple for the core business 

while getting a lot of shots on goal for free. 

  Last but not least brings us to Facebook, which I did notice in the 

Q&A probably set the record for having the most questions ever for the 

23rd largest position in the portfolio. Now we recently purchased Facebook 

in Q1, though we originally worked up the name back in 2017. Facebook’s 

biggest revenue stream comes from what I will call Blue, which is the 

traditional Facebook used by a billion plus people like Brian and myself, 

whose hair has either gone gray like mine or just plain gone like Brian’s. 

As for Steven, nobody seems to be able to explain how the oldest guy in 

the team has the best flow. 

Brian: And Instagram account. 

Mark: Brian added: and Instagram account. 

  Now, Facebook’s other key product is Instagram, which is used by 

my children, Steven and likely yours as well if they have a mobile phone. 
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And for those that know me, yes, I have a five-year-old and yes, he has 

his own Instagram account with over 100 followers, albeit it was set up for 

him by one of his older sisters. 

  Now back to Facebook, just to put the size of the user base for 

each product in perspective, I think it's interesting to note that within the 

United States, the Super Bowl of advertising is, well, maybe you guessed, 

the Super Bowl, which had all of about 110 million viewers last year. On a 

global basis, the World Cup of soccer finale draws about a billion people 

every four years. In comparison, Facebook Blue has well over 1 billion 

daily average users, as does Instagram based on results that were 

released after our Investor Day. 

(00:34:05) 

  So when you read about Facebook being the world’s largest social 

platform, the scale it has achieved is sort of mind-blowing. The other 

important aspect to consider is that outside of the US, Facebook and 

Instagram are more than just social networks. They are ecommerce hubs 

as well. As an example, when I was in Vietnam earlier this year, I learned 

that roughly a third of businesses in that country actually run their online 

businesses entirely through Facebook, with the government recently 

introducing an initiative to tax just such retailers. 
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  Together, Blue and Instagram account for almost all of Facebook’s 

revenue and make Facebook the second largest digital advertising 

platform in the world behind Alphabet. These businesses allow Facebook 

to generate gaudy operating margins that historically have been roughly 

50%. 

  Now what's super interesting about Facebook is that the company 

has two other applications which each have over 1.3 billion plus active 

users but are currently generating immaterial amounts of revenue—that 

being Messenger and WhatsApp. Longer term, looking at the potential for 

these two businesses, you can see a recent quote from Facebook’s CFO 

Sheryl Sandberg where she basically says, “…again, early days. We’re 

not selling anything but long run, I think the potential is really big.” 

Facebook’s CEO, Mark Zuckerberg, intimated something similar back in 

Q2 2017 on a conference all when he said, “This is one of the rare times 

in business when you can look at messaging platforms that exist and see 

how they've successfully monetized in other parts of the world and have 

that be a floor. I think that over time, we should be able to do better.” In 

fact, just yesterday in the Wall Street Journal, there was an article how 

Facebook is beginning to monetize these messaging platforms for the first 

time. 
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  Facebook bought WhatsApp for $18 billion back in 2014 and based 

on our analysis, we think the present value could actually be double that. 

But for simplicity purposes, we’re going to call the purchase price a floor 

value. And we believe Messenger, which was largely built in-house, is 

worth a similar amount. As a frame of reference, social competitor Snap, 

had a market cap of roughly $18 billion at the time of the Investor Day 

despite only having 187 million active users, which obviously pales in 

comparison to the number of people using Messenger and WhatsApp at a 

billion plus. 

(00:36:11) 

  Tidying up loose ends, we also give the company credit for the $2 

billion spent on the purchase of the virtual reality company Oculus, whose 

platform you may have used to watch the NBA playoffs, if you were lucky, 

this past year. 

  Taking into account all of the adjustments we just discussed, 

Facebook trades at a forward enterprise value net of our adjustments of 

around 15 times as of the Investor Day. Now, the price has moved a bit 

since then as I look at all the questions coming up, and the earnings 

estimates have dropped by about 5%. So there’s some slight adjustments 

you should make to the multiple you see on the slide, but that goes for all 
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of the other slides that have been presented for companies in this 

presentation as well. 

  Lastly, we didn’t touch upon capital allocation individually during the 

discussion of these companies, but it should not go unmentioned that in 

each case, we have owners, if not owner-operators, whose interests in the 

business are well-aligned with shareholders. This includes John Malone 

and Barry Diller at Expedia, Larry Page at Alphabet, Robin Li at Baidu and 

last but not least, you know him from his recent congressional 

testimonials, Mark Zuckerberg at Facebook. Now to the Q&A. 

Steven Romick: Thank you, Mark. First we’re going to start with some Q&A, some 

questions that came over the—that were sent in advance, then we’ll take, 

following that, the ones that have come over the transom as we speak via 

email. 

  The first question is: what is the thesis behind the purchase of 

PG&E Corp.? Range of possible outcomes for intrinsic value of the stock? 

Now, PG&E has seen its stock price decline due to the 2017 California 

fires and then the Tubbs fire before that, for which they’ve been assigned 

some blame. Unlike other states, if a California utility is deemed 

responsible, it can be held liable for damages—and it’s something 

relatively unique in California, the inverse condemnation law—even if it 
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didn’t act negligently. The estimated total fire liability could be as high as 

$15 billion. PG&E’s stock price had declined more than that even though it 

will not be responsible for 100% of the liabilities, and the liability could be 

less than that. It will also receive insurance payouts, will likely see 

compensation from certain suppliers, and even if it doesn’t get relieved 

from inverse condemnation, it will still get a tax deduction on whatever 

payouts are made. 

(00:38:26) 

  Meanwhile, the utility is seeking both regulatory and legislative 

relief from inverse condemnation so the California utilities would be 

treated similarly to other states. 

  Therefore, we have a long position in PG&E, believing that the 

outcome will be better than what's been manifesting itself in the stock 

price of late, and that is balanced by a short position in the utility index, 

which hasn’t declined anywhere near as much. 

  Please provide an update on Naspers/Tencent pair trade. I’m going 

to turn it over to Brian. 

Brian: We continue to have a position in Naspers/Tencent. The thesis remains 

the same, which is that if you back out the holding that Naspers has in 

Tencent, you create the remaining company or stub at a negative implied 
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valuation. That negative stub moves around a little bit. It was particularly 

negative, so particularly attractive, in the first quarter. It’s moved a little bit 

back in our favor but you know, over the last number of years, Naspers, 

being the non-Tencent piece, invested fairly well and they have a handful 

of attractive holdings, many of which are publicly traded, and we think 

probably in the next two years, the entire piece will be in a profitable 

position. We’re hopeful that at some point, the market recognizes what we 

believe is obviously very valuable. 

Steven: There's a question that we got last quarter also, how does the adoption of 

electric vehicles affect the portfolio? This question was answered in the 

last conference call so I’d like to refer you to the Q1 transcript for the 

answer. 

(00:40:08) 

Brian: There's a question: why did we buy Broadcom/Avago? 

Mark: We’re going to table that I think for a future call. 

Brian: There's a question: does the current environment of very low equity 

volatility mirror any prior period? You know, I don’t think perfectly but yes, 

there was low volatility in the mid-2000s but no, I don’t think any periods 

are perfect mirrors of each other. 
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  There's a question: what area of the market has the most upside 

and what has the most risk? This is, you know, very difficult for us to 

answer. I think that we generally are avoiding things that are dependent 

on a perpetuation of very low interest rates, whether that’s high yield, 

whether that’s equities that have those characteristics. In terms of what's 

most attractive, I don’t think that any particular sector or segment calls 

out. Mark or Steve? No? 

  Have low interest rates inflated valuations? I think yes, and I think 

that—oh, what do you want to say to that? 

Mark: Yes, and even if you don’t think about the sort of mathematical part of it, 

the DCF, the reality is that super-low interest rates create financing costs 

for private and public buyers, and those private and public buyers put a 

floor under security prices. And so as long as there is ready capital in the 

high yield market and your starting yield is extremely low, it is very difficult 

for businesses to trade cheaply because they will get bought. 

(00:41:55) 

Steven: Yes, there's a private equity put but also think about it another way too, 

right. First, we've been dealing with interest rates have been declining for 

35+ years. A lower rate increases the value of all cash-flowing assets. But 

think about the person who’s lived off of the income from a higher-yielding 
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time and they’ve been forced, since rates have been declining, they’ve 

been forced to decide, in order to maintain that lifestyle, between reducing 

their lifestyle—this is one option obviously rather than them maintaining 

it—or to maintain it, to spend principal, or they can assume additional risk. 

And probably you can tell, as we travel, we find that more people have 

decided on the latter, assuming more risk, and that also has helped 

elevate valuations. 

  There's another question, Brian, any comment on the level of cash 

in the portfolio? 

Brian: Yes, I think you touched on it— 

Steven: Oh yes, we did. We made comments right at the beginning, yes. 

Brian: I don’t have anything to add. Just to reiterate, I think we've said in the 

past, there are a few questions that have come in on companies that we 

are currently buying or selling, and we don’t discuss those on these calls 

but when we’re reviewing the next quarter, we’re happy to discuss that. So 

if we don’t answer, please know that that’s one of the reasons. 

  I’ll just say there's a question that came in: one-third of the net 

equity is in financials. Are these firms, which appear to be mainly money 

center banks and insurers, appealing even without any material rise in 

interest rates? I would tease out this question a little bit. I don’t think that 
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that magnitude is quite correct if we’re talking about balance sheet-

intensive financials. When we talk about the traditional or balance sheet 

type financials, we really have a couple of different types in my mind. One 

are the most franchise type banks, I would put Bank of America and Wells 

Fargo in there. And then the other are the really just book value discount 

to tangible asset plays. 

(00:44:00) 

  And on the first one, we think they have a sustainable earnings 

power and attractive long-term ROE potentials. On the other, we think that 

they are kind of reversion to the mean or you know, reversion to a sale 

process where eventually the assets will be used in a manner that they 

can at least earn a cost of capital and that there ought to be an 

investment gain for us in them. 

  The other thing that sometimes confuses on the financials 

exposure is it includes things like AON, it includes things like holdings 

companies in Europe—GBL—and it includes some service companies like 

American Express or LPL, which you know, I don’t think have the same 

financial characteristics as the balance sheet-intensive money center 

banks. 
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Mark: This is a simple question: is there a cap to the number of shorts you 

make? Thanks. There’s not, just to nip that one in the bud. 

Steven: Yes, and to expand on it, I think people have noticed the short exposure 

has gone up in the last 6-12 months. The vast majority of that is pair 

trades. So it’s either Naspers/Tencent, it’s Porsche/Volkswagen, and then 

the other? 

Brian: Yes, there’s Pacific Gas and the utility short. There’s Altaba/Alibaba and 

then we have also put an index short in financials on because we have 

one financial position that we hope gets sold but don’t necessarily want to 

own it outright. 

Mark: Are you willing to target more downside capture in exchange for the 

growth opportunities offered by the likes of JD, Expedia, Facebook, etc.? 

Actually I think that’s a very succinct and accurate way of putting it. If you 

actually go back to the videotape, meaning you read the transcript from 

Q1, I think I might have actually used that exact phrase where I said we’re 

willing to take more downside risk of these names commensurate with the 

upside opportunities that are afforded to these growth-oriented 

companies. So good question. So you can again go back to the Q1 call for 

more detail. 

(00:46:20) 
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Steven: Based upon the Q2 ’18 commentary, surprised to see a long common 

stock exposure of 73.6%, more than 10% greater than a year ago, 

although shorts are 5% with long stocks near all-time highs as a percent 

of the Fund. This is a bit odd in light of your outlook. 

  A few points. One, you can’t separate the two. You have to look at 

it, the net exposure, and that’s still the relevant number to consider and 

the net exposure is not up 10%; it’s up 15%, and we have been able to 

find some opportunity, as I said and stated in my prepared remarks, as a 

result in part of volatility, and some companies and sectors have been a 

bit out of favor, and so we've been taking advantage of that. But I don’t 

think that we gave an outlook. We gave a backdrop. We said why it’s 

difficult to find certain opportunities or the broad opportunities to fill out our 

whole entire portfolio and be fully invested, but we don’t have an outlook. 

We don’t know what the market’s going to do. We don’t know if it’s going 

to go up or down, and if it does do either, why it might do either. 

Brian: There's a question: what about emerging markets, what are your thoughts 

upon the risk/reward of them? Again, we don’t really have a macro view 

per se. However, when securities go down, it does attract our attention 

and so we have had some increased exposure as of late either to 

companies that are domiciled in a developed market, albeit they have 
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meaningful emerging market exposure, or even some direct emerging 

market companies as well. So we’re spending more time on companies 

that have exposure to emerging markets, obviously because we think the 

risk/reward is more balanced, let’s say, than it would have been 

previously. 

(00:48:02) 

  There's a question about the two classes of public shares, GOOGL 

and GOOG, relating to Alphabet and why you think they did this and what 

makes up each in terms of businesses. They actually just have separate 

voting classes so that the founders could control the company. They each 

have the same exposure to the underlying economics of Alphabet. So 

regardless of which one you own, it’s just a matter of both. 

  Can you—do you want to go ahead? 

Steven: Go ahead. 

Mark: Yes, it was a question: can you please touch on Oracle? Revenue and 

operating income have been relatively flat. What do you see going 

forward? So what's interesting is on contrarian, we do have separate 

accounts that we manage and there was a mandate that we've been 

discussing with one, you know, party over the past couple of weeks and 

they say hey, Oracle, revenue and operating income have been relatively 
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flat the past few years. What do you guys think? And so we pulled up a 

presentation that we did on Oracle I believe back in 2013 on a webcast, 

and in the presentation we basically said we’re buying Oracle for its 

stability. We don’t think the business is really going to grow that much and 

we don’t think it’s actually going to shrink that much. We just sort of think 

it’s the wrong price for what it is given the underlying earnings and our 

confidence in them. 

  And lo and behold, roll forward, Oracle did nothing but disappoint 

us over the past few years, such that they never did really grow the 

company, but that was discounted at the price we bought it and that was 

sort of the thesis at the time. We thought there was optionality that they 

could grow a bit faster than they have. It hasn’t delivered. That optionality 

is probably still out there, especially if you listen to management. You 

know, but we probably view Oracle management a little like we view 

politicians. I think you guys can add that line. Steve’s looking at me with… 

Steven: No, and the stock has gone up. I mean, you know, despite that. 

Mark: Yes, but if their mouths are moving, they’re lying, but that aside. So that’s 

sort of…yes. 

(00:49:59) 
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Steven: Can we get a copy of the presentation? The presentation and transcript 

will be posted, so that’ll be—I’m not sure exactly when. 

Brian: Speaking of disappointments, here’s a question. What are your thoughts 

on Arconic and what its board should do in light of the PE firm interest? 

Steven: So I assume they're referring to the PE firm’s interest in the entire 

company, not just the panel division. 

Brian: Yes. So I think a couple, for one, what do we think about it? We think 

Arconic has a strong underlying competitive position. It has been a 

mismanaged company for a number of years and we think that the old 

board was reprehensible in their behavior. Now that there is a CEO that 

we are somewhat excited about, it is not surprising to us that it will take 

more than six months to turn the company around. I think, probably, that 

the numbers are out so we've bought a bunch more stock in the second 

quarter, right? Our second quarter stub is up. 

  We think it would be a horrible idea to sell the company prior to 

demonstrating its earnings power, and so you know, I would observe that 

private equity is not magic. They put their pants on one leg at a time and 

so all that will happen if this board goes out and sells Arconic in what is a 

depressed environment is that passive outside shareholders will get 

screwed and the board management and the PE firms will get a payday 



FPA Crescent Fund (FPACX) - Second Quarter 2018 Webcast Transcript 

 

 

 

 
 

-42- 
 

 

on rightsizing the business and then take it public or sell it to the strategic 

in three years—all things that could be done by this board in a public 

format. 

Mark: There's a question, with industrials lagging due in part to trade concerns 

and continued strong dollar opportunities presenting themselves in the 

sector? To be honest, we haven’t found much to do in industrials as of 

late. I think the economy is humming. Multiples strike us as rather full. 

Margins have improved off of lows post-GFC, etc. So it’s not a space 

we’re currently spending time on. 

(00:52:11) 

  There's a question I saw somewhere about Baidu. Given the state 

of corporate governance in China and government intervention, how much 

can we trust that Baidu’s numbers are accurate? I think we take them at 

face value. Baidu actually is the, you know, it’s like the poor man’s 

Google. It actually hasn’t been as successful in China as say Google has 

been in US or other parts of the world. So I think if Baidu wanted to lie 

about their numbers, they would have made them a lot better than they 

are. So yes, we treat them at face. They generate cash. They use some 

of it to buy back stock sometimes and make investments in other 

ventures. Sometimes they sell ventures like their financial subsidiary I just 
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mentioned where I think they took in a billion dollars of cash. And again, 

the outside investors there were, you know, big private equity firms that 

would have had due diligence and likely had one of the big accounting 

firms scrub the numbers pre-purchase because that's the standard modus 

operandi. So yes, we trust the numbers. Hopefully they don’t turn out to 

be wrong. But no reason to suspect they're not what they are. 

Steven: With interest rates rising, are you able to look at alternatives to bonds, for 

example alternatives or real estate? I mean, to be honest, I don’t really 

entirely understand the question. In a rising rate environment, it depends 

what rates do and how quickly they rise, but real estate in general is worth 

a little bit less, all else, again, all else equal. Alternatives cover a wide 

gamut and we do take advantage of alternatives. We do different kinds of 

things—private loans, we have certain derivatives in the portfolio. So 

whether interest rates are rising or falling, we’re always looking at 

alternatives, period. 

(00:53:54) 

  And the bonds, just for a point of clarification, the bonds that we 

invest in in this fund are largely higher-yielding, you know, corporate 

bonds and more recently the first municipal bond we've ever owned. 

Another thing with interest rates though I just would say is the one good 
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news about higher rates is that our cash is yielding more than it was a 

year ago. 

Brian: Yes. With that, there is a question on Puerto Rico. What is the investment 

thesis for the PR muni bonds that are all long-term? I think that means 

long-dated in nature. Is this a bankruptcy or restructuring? Yes, it’s a 

restructuring and we would expect to get a new instrument that has 

different terms than the instruments that we own. 

Mark: There’s a question following up on the Naspers question, we tweaked the 

ratio, can you share your thoughts? I think Brian actually covered that in 

the Q1 transcript in some length. Was it Q1? 

Brian: I think. And just to sort of mention, if people aren’t familiar, Naspers did 

sell part of their position in Tencent and so sort of the hedge changed. 

Mark: Yes. Question: with the world going to digital advertising, what is the 

thesis of owning WPP if you still own it? Isn’t it the equivalent of the 

newspaper value trap of a decade ago? So we still owned it at the end of 

Q2. You know, here’s a trick question. Who do you think is the largest 

advertiser or customer of Google? It’s WPP. So that sort of speaks to why 

we still own it. WPP, we think, as well as the other agencies, will all 

continue to help play a role in helping largely the MNCs of the world as 

well as large local companies navigate the world of advertising, promotion, 
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etc. There's actually parts of the business that are not even pure 

advertising, but that aside. 

 So what are you paying for that business? You're paying about 10 times 

earnings, not to mention there are some other businesses in WPP like I 

said, whether it be the research division that is rumored for sale that 

effectively has less risk of getting disintermediated than straight 

advertising. 

(00:56:07) 

 So we sort of think it’s in the price. We probably don’t—or not probably—

we don’t think these companies are going to grow as fast as we did when 

we purchased them say back in 2010 maybe, I think? 

Brian: Yes, ’10. Yes. 

Mark: Thinking back to when the original purchase, it was 2010. 

Brian: Yes. 

Mark: But that said, that’s incorporated in the valuation. And when we did buy 

these companies, we actually bought them at probably what were single-

digit P/Es, so we never bought them at a higher multiple thinking they had 

a future where they could grow to the… 

Steven: And there were others in the portfolio that have since been liquidated. 
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Mark: Yes, we've sold Interpublic. We sold that because we did have a less 

optimistic view of the industry. We chose to pair that. 

Steven: What are your thoughts on closing the Fund when you can’t find attractive 

opportunities in the market and/or of large cash allocation in the Fund? I 

mean, generally speaking, if we can’t find attractive opportunities, we do 

end up with cash by default. But I think it’s important to know that we've 

averaged a lot of cash from inception over the last 25 years. 30% of the 

Fund has been in cash on average, give or take, and you know, arguably 

in hindsight that’s been too much, and I think it’s important to bring up that 

over the next ten years, our hope and expectation is that there will be less 

cash in the, on average, in the Fund. 

Brian: But to be, also maybe answer the question behind it, the size of the Fund 

is not driving the allocations between cash, equities and high yield. Its 

fundamental bottoms-up opportunities. The positions we have, we could 

easily be much bigger if we thought that that was the appropriate decision. 

Mark: We had a question, thesis on Mondelez, which is a new name to the 

portfolio. Steven mentioned we had a number of new additions year-to-

date. I think it was 11 if I caught his math correctly. So Mondelez is at a 

real high level. Consumer product companies generally have traded off; 

multiples have come down. We think Mondelez is a case of the baby 
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being thrown out with the bathwater. If you look at the company, it has 

40% exposure to emerging markets. It’s 80% snacking, which we think is 

less exposed to the internet and various other disintermediation threats 

than other CPG companies, and snacking is actually increasing in 

consumption as opposed to say the consumption of soda for that case. 

(00:58:28) 

 So, because we’re running out of time, that’s the high-level thesis on 

Mondelez and we think we bought it at a very fair valuation given the 

underlying characteristics of the business as well as there is room for 

some operating margin improvement, which we think may come to fruition 

under the new management as opposed to the drawn-out debacle under 

Irene. 

Steven: We do think that people would want their Oreo cookies more than their 

Campbell’s soup. 

Mark: That’s fair, yes, good point.  

Steven: Yes, there's a question: could you describe the thesis and the risk behind 

the swaps? So we have really two different swap positions. One is on a—

I’ll describe the thesis in the past but one is to pay off in the event of rising 

bond volatility on long-dated treasuries. In terms of the risk, the risk is the 
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notional that we paid for the options and it’s a de minimis 10 type basis 

points. 

  The other swap positions we have on is an option on the 

relationship between the 2 and 10-year and the 2 and 30-year and so 

those pay off at different strike prices for that relationship. So the yield 

curve, so first position, bond vol is very low right now. I think there are 

number of different scenarios where that volatility could increase. We are 

in a position that if the current realized vol just maintains itself, we will 

make a little bit of money if the volatility levels go back to anything that 

looks normalized, we should make multiples of that position and again, 

the total loss would just be what we have in it, meaning worst possible 

case. But that would mean literally volatility is zero for the 30-year, which I 

don’t think is probable. 

(01:00:33) 

  The second position is an option on the, you know, on the spread 

between 2 and 10 and 2 and 30-year, and that works like an option 

contract in that if the spread is below the strike and the maturity on these 

options are three and five years out, if the spread is below the strike at the 

expiration date, the option is worthless. If the spread is above the strike, 

the option could be very valuable. It could be multiples of what our cost of 
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the option is. The reason for doing that it because the 2 and 10-year and 

2 and 30-year spread is very low. It’s close to flat. Flat tends to be the low 

point. There are occasional times when that spread has gone negative. It 

doesn’t tend to remain negative for long. And we think that that position 

possibly has performance characteristics that should move on the 

opposite direction of equity markets. So we think that’s a diversifying 

exposure. 

  It’s important—this is an example of the breadth that exists in 

Crescent, the tools that we have available at our disposal, and we avail 

ourselves as we invest in this portfolio. 

Brian: The other thing I would say is just so everyone on the phone understands, 

these positions are very, very small right now and even if they were to 

work out massively in our favor, we’re talking probably 20 or 30 basis 

points. Now these positions may become larger but just to put this in 

context, this is not even a flea on the tail of a dog if we’re thinking about 

what's driving the portfolio. 

(01:02:19) 

Mark: And just to reiterate, given some questions that have come in, we are 

limited to the cost of the options that we've paid. So effectively, our losses 

are capped to a degree. 
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Brian: Yes, less than 20 basis points. 

Steven: Finite… 

Mark: Yes, so our total exposure, if they go to zero, the absolute worst possible, 

no matter what, end of the world scenario, when the aliens come, we lose 

20 basis points. 

Steven: Sometimes these work, frequently they don’t, and a good analog for this is 

looking back when we did the yen puts and we had 8 or 9 basis points 

invested, and it could have been a total loss of all of 8 or 9 basis points to 

the portfolio. You know, fortune did smile upon us in that transaction and 

we were able to book a gain, I can’t remember what it was, exactly, 80-90 

basis points over two years. I think it was 2013 and 2014. So it was a ten 

bagger. 

Mark: I wish we had done more. I think we’re going to. I think actually if you go 

back, the first, the day we bought it was like a low and then we were like 

well, it’ll come back, and you know, so our penny wise, pound foolish. 

  Last question, what are your expectations for Amex, American 

Express? Equity-type earnings. 

Brian: Return. 

Mark: Yes, equity-type returns. 
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Steven: And you know with that, I’m going to turn it back over to Ryan. We 

appreciate your time very much. If there are any questions we didn’t 

answer that you feel—or we need to give you a more robust answer, 

please reach out to Ryan Leggio, our partner here at First Pacific 

Advisors, and our client relations team and they’ll get back to you with a 

more robust answer if it is something that we’re not currently engaged in 

transacting in. 

Ryan: Thanks, Steven, Mark and Brian. Thank you, everyone, for listening to 

today’s FPA Crescent Second Quarter 2018 Webcast, and I’ll now turn it 

back over to Crystal for closing comments and disclosures. 

(01:04:19) 

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 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 the opportunity to provide 

your feedback and submit any comments or suggestions. We encourage 
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you to complete this portion of the webcast. We know your time is 

valuable, and we do 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 the prospective calls at, 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. 

  We hope that our quarterly commentaries, webcasts and special 

commentaries will continue to keep you appropriately informed on 

strategy. 

  We do want to make sure that you understand 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. 
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  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 the prospectus 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. 

[END FILE] 


