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Mark H.: My name is Mark Hancock and I’m director of client service and business 

development here at FPA. We appreciate you joining us today for the FPA 

Crescent Fund 2015 first quarter webcast. It is our goal during these calls 

to give you, our stakeholders, a clear understanding of our current views 

as the team discusses the portfolio, the market, and the economy. 

  It is our expectation that, with the appropriate consents, the audio, 

transcript, and visual aspects of today’s call will be posted on our website, 

fpafunds.com over the coming days. 

  Momentarily you’ll 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 co-portfolio managers in June of 2013. Steven, over to you. 

Steven: Thank you very much, Mark. And thank you all for taking the time to join 

Brian, Mark, and myself today. I’ll begin with our usual reminder of our 

Contrarian Value Strategy’s philosophy, which is to seek long-term equity-

like returns with less risk than the stock market while avoiding permanent 

impairment of capital. There’s three key categories that we focus on. We 

have an absolute return focus, a flexible approach, and deep research. 
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  So in an absolute return focus, we are more concerned with trying 

to end up in the black than we are with trying to hug one kind of 

benchmark or another. In terms of flexible approach, we are able to invest 

across the capital structure, varied asset classes, and in different 

geographies. And as far as deep research is concerned, we spent most of 

our time trying to gain a strong understanding of individual businesses 

and the industries in which they operate. 

  We’ve delivered, if you look at the performance slide, on our stated 

goals since our inception. And if you look at the slide following that, in 

addition to the year-to-date annual and trailing performance numbers, we 

also now report a market cycle performance. A hat tip to Ryan Leggio, 

who’s in the room with us, for his effective arguments for their 

consideration. So please take a look at the new commentary, which Mark 

I believe has posted today—a new commentary entitled “The Importance 

of Market Cycle Returns” that you’ll find on our website. 

  (2:05) And so let me turn, if you would, to page 4, and you will see 

how Crescent has performed in the two most recent market cycles—the 

one we’re in currently and the one prior. We define a market cycle as the 

period from one market peak to the next that includes a market correction 

along the way—that is, a market high followed by at least a 15% 
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correction, followed in turn by a new market peak. We don’t think it’s 

helpful to examine a period of only rising stock prices or only falling prices. 

A market cycle by our definition therefore begins with the ending of one 

bull market followed by a bear market and ending with another bull 

market. 

  For example, look at the chart on the left side. It depicts the prior 

completed full market cycle from the market peak and dot-com bubble in 

2000 through a 45% correction, then a housing market and subprime-

fueled new peak in 2007. From March 2000 to October 2007, we 

delivered in Crescent 15% return—better than both the S&P 500 and an 

S&P/Barclays Agg blend. And this occurred with much less downside 

along the way. In the current cycle that’s still ongoing—it began in October 

2007—we have returned 7%, also better than these indices and also with 

less downside. 

  I’d like to call your attention to the max drawdown of the S&P 500 

in each of the market cycles depicted—45% in the one on the left, the first 

one, the prior one; and the current one on the right, 51%. Now we 

recognize it’s been some time since we’ve seen that kind of market 

weakness. But we believe, as long as there is fear and greed, economic 
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cycles, wars, and government intervention, that we’ll continue to have 

market cycles. If not, we’d all be better in an ETF. 

  A market cycle analysis is more consistent with our longer term 

approach to investing rather than the Snapchat crowd that’s more 

concerned with what’s happening over shorter timeframes. We believe 

there’s more to be gained with the former. 

  We are happy to report we’ve been able to generate equity-like 

returns with less risk since inception and over market cycles. (4:00) And 

by less risk, we don’t necessarily mean less volatility, although that has 

certainly been a byproduct. On average since inception, we’ve had about 

70% of our capital at risk in stocks, bonds, and other risk assets and have 

still achieved equity-like returns. This is because we’ve been disciplined in 

our research and patient in waiting for opportunities but committing capital 

when opportunities arise. 

  So thank you, Ryan, for really pushing us as a firm in this direction. 

I think it’s a very important consideration and one that we’ll be reporting 

heretofore. 

  If you turn to the next slide if consider the winners and losers for 

the quarter, this is another quarter where winners and losers didn’t have 

any real significant news surrounding them that might have driven their 



 Q1 2015 FPA Crescent Fund Conference Call 

 

 

 

 
 

-5- 
 

 

stock price one direction or another. Now note that the number one winner 

and the number one loser are really the same trade. We were long 

Naspers, which owns a stake in Tencent. So by shorting a proportional 

amount of Tencent, we created a Naspers stub. We talked about this in 

our Q3 2014 shareholder letter, so you can certainly reference that for 

additional information. 

  In looking at our portfolio characteristics on page 6, not much has 

changed this quarter versus last quarter versus the prior year. We still 

have a focus on larger-cap, high-quality global businesses. The equities 

are, on average like the rest of the market, not particularly cheap and as 

you can see from the portfolio’s PEs and price to book. However, our 

book is still slightly cheaper than the market. And more important than that 

we feel at this point in time is that the balance sheets are a lot better. We 

run on average… our companies on average are running with net cash. 

  The exposures—looking at page 7 at portfolio allocation—haven’t 

changed much in the last year either. We are still below average. And the 

biggest win in that average continues to be our corporate debt book, 

which is ten points below our historic average. With yields as low as they 

are, that can’t be any kind of great surprise. 
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  (6:06) We put in front of you here on page 8 a chart that depicts the 

life of various bull markets of the S&P 500. And right now as you can see 

looking at this chart in the far right a number of months, the S&P 500 has 

had the longest running bull market since World War II. We’re now in 

Year 7. 

   Turning to the next page and considering one of the big engines of 

this is per yield. Interest rates are low. If you just go to Bloomberg and 

punch in… if you have a Bloomberg, WB <GO> it gives you 19 bond 

markets, sovereign returns around the world. And we put those here in 

front of you dated April 24th, a few days ago, last week. And you can see 

that the yield is 2.2% for these 19 companies—not selected by us; it’s just 

when you just go to that Bloomberg homepage on world bonds… 

sovereign ten-year yields, 2.2%. If you take out Greece, you’re at 1.67%. 

And frankly everything looks cheap in the world, all kinds of risk assets 

become cheaper with a 1.7% hurdle rate. The historic PE ratio using ten-

year average earnings—the Shiller Methodology as it’s known—remains 

quite high at 27 times, again closely tied to the ten-year Treasury. Stock 

valuations are also… another way to look at stock valuations being 

historically high… using another source shows that PEs are in the 95th 

percentile, again using that ten-year average earnings as the 
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denominator. Meanwhile operating margins are at a high, and corporate 

profits represent the largest portion of the economy in our history. 

  So to summarize, valuations are at a high. Interest rates are at 

lows. Margins and profits are at highs. It’s tough to be a betting man and 

expect that the world keeps going that way. (8:00) But it’s also tough to 

bet the other way. A lot of people ask what happens when the rates go up, 

but first we’d like to know the answer to what happens when the rates 

stop going down. 

  And I’m going to turn it over to… for just a few brief remarks on just 

some bigger picture items on how we see the world, I’m going to turn it 

over to Brian to go through an investment example. 

Brian: Oh, okay. Thanks, Steve. So we’re going to talk through an investment 

example of something we bought in the first quarter, and our goal is to let 

this reflect our process and thinking and offer a little bit of insight possibly 

into what motivates corporate behavior. 

  So the investment in question is GE. We bought GE in the first 

quarter at slightly less than $24 a share. Now as you know, we have a 

continuous research process that focuses on two areas. One is 

maintaining awareness and knowledge of a universe of compounder 

franchises, and the other is pursuing opportunities in industries and 
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businesses and assets that are deeply out of favor, misunderstood, or 

simply too cheap for what they are. So GE comes from the universe of 

high-quality businesses. It’s a company we’re familiar with from reading 

initiation reports, following quarterly results, and having a number of 

investments in different businesses that compete with various GE 

divisions. 

  So for $24, what did we get? We got $1.75 of consensus earnings, 

which means we paid 13.7 times headline earnings for GE. Now a good 

portion of those earnings—again these would have been the earnings 

expected for 2015, roughly 30–40%—are expected to be generated by a 

finance business that we believe was over-capitalized by nearly $2 a 

share. So net of the excess capital, we paid more like 12.5 times 

earnings, which is a reasonable price for a quality business like GE. But, 

in addition to the earnings, we got a company that was undergoing a 

transformation. (10:00) Specifically GE had announced a pivot, publicly 

committing the company to transform from being an overly bloated 

organization generating 30–50% of earnings from highly regulated and 

increasingly commoditized finance business—GE Capital—to a business 

that would generate 80% of its earnings form high-quality industrial 

businesses. 
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  I believe, Eliot, you have a slide? This slide shows the 

transformation of GE’s business over the last 15 years beginning in the 

early 2000s through to the financial crisis and then looking out a couple 

years in terms of what the company planned to look like. Now, the 

company’s taken important strides to transform the business. It’s shrunk 

the finance business by over 40% since the great financial crisis, 

increasing the tangible common equity to tangible assets to 12% from less 

than 5%. And the company has pending transactions—specifically the 

complete spinout of the Synchrony credit card business and an acquisition 

of Alstom that would further position the company with greater industrial 

earnings. 

  So we could look over the past few years or look at transactions 

announced and feel fairly confident that GE of 2018 would look nothing 

like GE of 2007. And if we had any doubts, at a December investor 

meeting GE shared the following, clearly showing the company’s near-

term intention to transform into an industrial business. 

  So GE had begun the pivot and was publicly promising to transform 

the portfolio over the next three years. After completion of the pivot and 

giving credit to share repurchases funded by the proceeds of wound-down 

financial operations, (12:01) we estimated that in a few years GE would 
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have somewhere between $1.70 and $2.10 of earnings power coming 

largely from franchise industrial businesses with good technology, leading 

market positions, and a solid installed base. The large installed base and 

number one share in things like power turbines, aircraft engines, 

locomotives, hospital imaging should allow GE to generate nearly 80% of 

its industrial profits from long-term service-oriented after-market 

operations. In addition, GE’s industrial businesses generally benefit from 

long-term structural tailwinds associated with improving living standards, 

global industrialization, energy efficiency, and healthcare spend. 

  Now to help you understand how… okay, so the following slide is to 

help you understand how we frame an investment. It is not meant to 

accurately reflect the future or form any type of expectation for where GE 

might or might not trade. But, we want you to understand that, when we 

consider an investment, we look at it in a number of different cases or 

scenarios. We try to apply some sense of what we think is most likely or 

reasonable and then a reasonable range of multiples and some thoughts 

about what the value might be a few years out. Now these scenarios are 

all based on the purchase price that we had—again slightly less than $24 

a share. 
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  Now we share this with you because we want you to understand 

that we look at a bullish scenario—in this case the Street view—and then 

more bearish or reasonable worst-case scenario. It’s also important to 

understand that, when we think about the earnings power of a business, 

we’re trying to be approximately right—not particularly fixated on any one 

number or one earnings per share. So at the time of purchase, it 

appeared to us that GE offered equity-like returns (14:02) under 

reasonable scenarios—those highlighted in bold—and relatively little 

downside to what we would think of as value over time if things didn’t work 

out quite so well for the company. 

  Now we were able to buy GE at an attractive price because it was 

suffering from a whiff of price weakness because of the oil market. It was 

coupled with reputational damage from years of bloated G&A, expensive 

acquisitions, and a challenging finance portfolio. Now these challenges 

caused GE to be unloved on Wall Street at the time of our purchase. GE 

was so unloved that the management team recently felt the need to 

reiterate their commitment to exit the finance business and to do so as 

quickly as possible. The haste and certainty associated with the April 10th 

announcement sent GE shares up more than 10%. Now while we support 

the continued strategic direction of the company—shrinking the finance 



 Q1 2015 FPA Crescent Fund Conference Call 

 

 

 

 
 

-12- 
 

 

business and growing the industrial business while returning capital to 

shareholders—it’s right to wonder what strategic financial advantage 

might GE attain by so overtly tipping their hand. And I’m afraid we were 

unable to think of any advantage that might accrue to the company. 

  But the following slide highlights the first question that CEO Jeff 

Immelt received during the conference call announcing the company’s 

sped-up timeline to divest the financial asset. As you can see, keeping 

one’s job might shed a little bit of light in terms of the motivation of 

corporate behavior. 

  Steve? 

Steven: Thank you. We’re going to turn to question and answers. I’m going to sort 

of start with a little bit of an introduction, which we’re going to do each 

quarter now because we’re not going to answer everything. If you 

submitted a question that we don’t answer, then some combination of the 

following conditions may apply. (1) Our answer may impact our ability to 

position the portfolio. (16:00) This might pertain to positions that we are 

either currently buying or selling or reasonably intend to do so. (2) We 

don’t have either an educated view or a strong view; therefore an answer 

from us would be of little value. For example, one asks us in which 

direction we think rates are going and when or how far, we have no value-
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add to that. And (3) we believe that prepared remarks or answers to 

previous questions have already successfully addressed the topic. 

  Our hope is these quarterly calls are helpful and they help you 

understand what recent drivers of performance were and through the 

discussion have various examples that explains our investment 

philosophy and process. So I thank Brian for walking us through General 

Electric today. 

  If there are questions that we don’t have time to get to or should 

there be a question to which you prefer a more robust response, then 

please reach out to Brande Winget, who leads our Client Service team. 

We’ll do our best to get you the information you seek in a timely fashion. 

  So beginning with some questions that came in over the transom in 

advance of today’s call, and then we’ll get to the questions that are 

currently being sent through right now, first question is… I’m going to lump 

a few questions together because they’re similar questions. Any pockets 

of value being found among asset or sub-asset classes? And similar 

question to that, with so much liquidity in the world, how much more 

difficult is it to find under-valued securities? Now with low rates near 

historic lows—virtually every asset class has had cause to appreciate—it’s 

been the rising tide that’s raised all but the leakiest of boats…. Clearly 
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making it a little bit more than a little bit of a challenge rather for a value 

investor. We hold tight to the idea that economic and market cycles aren’t 

dead. 

  There’s another question. If a low inflation environment persists, 

what portfolio businesses would succeed? I don’t think there’s an easy 

answer to that. I think one has to always ask such questions as how is the 

economy going and there are too many moving parts for us to address 

that question well. 

  (18:01) There have been a number of questions about cash in the 

portfolio. What is it currently? Will cash increase or decrease over the 

course of the year? Why take new capital if holding so much cash? Talk 

about AUM…I’m going to kind of lump these questions together and give 

you a series of responses. 

  (1) We believe the focus should be on net exposure, which you can 

see in the portfolio allocation slide on page 7 of the presentation. 

Crescent’s net exposure is around 56%, up two points from a year ago 

and almost a point since the end of 2014. Ideally we’d like to be more 

exposed, but this is not an ideal environment for us to be committing 

capital for value investors anyway. What we have done for more than two 

decades is to commit capital when we believe the upside potential 
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warrants the downside risk. As we addressed in our prepared comments, 

this path has been successful in prior market cycles. That said, given the 

greater analytical and portfolio management depth of the Contrarian 

Team today and a greater willingness to own those types of high-quality 

global businesses that we call compounders, we would expect that our net 

exposure will be higher in the future and therefore the average cash 

balances will be lower over future market cycles. 

  Second, cash is a repository. Would you pull up that slide on cash 

please? It is a byproduct of our investment process. Since we cannot 

answer when the market will serve up some fat pitches or at least more 

that find their way over the plate, we aren’t able to tell you when the cash 

will be drawn down. But as we’ve done before, we will get more invested 

when there’s opportunity. 

  With regard to taking new capital, when we hold so much cash… 

I’d like to direct your attention to our 2012 year-end letter where we 

addressed the topic of closing the Fund to new capital. We framed our 

thinking in three parts: capability, opportunity and Fund flows. We said 

that, as long we remain confident in our team’s capabilities, the Fund’s 

positioning, and the impact of assets flows, and as long as we believe that 

we could continue to meet our stated objectives, that we’d remain open. 
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The team is strong. Opportunities aren’t rich, but we’re able to comfortably 

maintain our current exposure and inflows and outflows have mostly offset 

each other thus far in 2015. (20:03) So Fund flows aren’t an issue either. 

  Brian, you had something too? 

Brian: And I would just say we got a question on the cash balances that was 

largely answered by Steve’s comments there. And so if people are seeing 

Morningstar report something different from what we’re showing, please 

call Mark Hancock and Brande’s group to get that worked out. But Steve 

has described how the Fund is positioned currently. 

Steven: Right. Yeah, I would go by our numbers certainly that we’re reporting to 

you here today. And then also the cash page… can you pull up the cash 

chart? So focusing on that cash you can see in front of you, and you’ll see 

this flexible approach that we have shows up in lots of different ways—

that we move in and out of certain industries or regions, and cash is a 

byproduct of it. So you can see at various points in time that cash has 

been elevated. And at these various peaks that we show… Eliot, will you 

flip on the page that we show the H’s and L’s, the highs and lows. Did that 

show up on that chart? Yes, one more. Thank you. So you can see these 

high points and these low points. In the succeeding two years following 

these highs and lows on this chart, you will see that our returns over the 
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next two years were, in the high case when we had a lot of cash, just 

about 6%; and when we were at trough cash, when we were finding more 

opportunity returns in the ensuing couple of years was 15%. So at least 

relative to ourselves, is all we’re saying… is that we do understand what a 

value is, and we are willing to go and commit that capital when we do 

figure that the IRR prospectively justifies the risk that’s being assumed at 

that moment in time that we make the purchase. 

  Have anything you want to add to that, Mark. 

Mark L.: No. 

Steven: Okay. Another question is would you invest any money now in the Fund? 

(22:00) What we do for ourselves is we more or less… Brian, Mark, and 

myself, we just dollar cost average. I mean, it’s not precise; it’s not every 

month. But as we have capital available, we put money into the Fund 

without really regards as to where the price of the Fund is. 

Mark L.: So a tagline we’ve used in the past many times. Long-time listeners have 

heard it before. We never tell anyone to give us all their money to 

manage, but we act like you have. So with that in mind, seems like 

everyone listening is aware of the cash position in the Fund. So when 

someone asks is it a good time to invest in the Fund, obviously if we don’t 

see value in the markets, then in our holdings you see that cash position 
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go up and get elevated. So we’re never going to try and advise anyone 

good time/bad time necessarily. But if you look at our actions rather than 

our words, I think that speaks volumes. And we do try and manage the 

Fund based on the values and opportunities that are out there in the 

market today. 

Brian: Also Steve mentioned the historic subsequent returns from high points 

and low points and cash. So historically the fact is that, when cash was 

higher, the subsequent returns are lower. And when cash was lower, the 

subsequent returns are higher. Now with that said, it’s important to note 

that what I think the key attributes of the Fund is is the flexible mandate so 

we’re not forced to hold highly expensive, unfavorably priced securities. 

And so we’re able to hold cash, or we’re able to switch into different 

markets that make more sense. 

Steven: Another question is has the Fund been looking at the senior distressed 

debt of small to mid-size energy companies. I’m going to broaden the 

question out and consider energy as a whole, and Brian’s going to take 

the second part of that question as well. 

  Beginning in the fourth quarter 2014, many of us in the team have 

been spending a heck of a lot of time looking at energy companies—debt 

and equity of both E&P and service companies. Sean Korduner and Chris 
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Lozano have been particularly devoted to their study. We are generally 

cautious when it comes to E&P companies, and there are a couple 

reasons for that. (24:00) There are a few reasons for that actually. These 

are businesses with depleting assets run by and large by… well, many 

people run them; I shouldn’t be speaking the absolute. Many of the people 

who run these have been historically poor allocators of capital, and one 

generally needs to have a view on commodity prices of these companies 

as well. And so for us to achieve our desired margin of safety, we need a 

security price that reflects our conservative outlook for the commodity. 

  That said, we were able to put a small amount of capital to work in 

one E&P debt situation. But that price ran up, prohibiting future 

purchases. However with the work we’ve done, we feel that, should oil 

prices remain weak for some period of time, that we will be able to 

allocate additional capital. 

  Energy services companies can be better businesses than E&P 

depending on the service of course. But those, too, haven’t reached our 

hurdle rate for investment. 

  However if oil prices rise, energy securities are going to rise as 

well. It does beg the question then, why not just buy the commodity rather 
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than doing all the work on these individual companies. I’m going to turn it 

over to Brian. 

Brian: So just want to bring this back to the process for a minute. So we talked 

about GE earlier. They do about 10% of their business will be in oil and 

gas services. That’s probably part of why the stock got a little bit cheap in 

the first quarter. And so if you think about it, maybe that came from oil, 

that opportunity. But if you go back to what we do, high-quality 

compounder businesses, when they get nicked for whatever it might be, a 

whiff of a commodity or oil, we’re prepared to buy them. But then when an 

industry or a sector is down 50% in the commodity, we repurpose people 

and we try to go through and price the different opportunities that are out 

there. We did that with energy companies, as Steve mentioned, in the first 

quarter, and we didn’t really find much that we thought made sense from a 

margin of safety perspective without assuming a significantly higher go-

forward commodity price. And that’s why you don’t see an increase to any 

great degree in the energy exposure in the portfolio. 

Steven: Yeah, it’s important when we look at these companies to… (26:01) you 

can have oil drop to a certain… drop to under $50, but the question then 

that we have to ask is do the companies that we’re looking at reflect that 

sub-$50 price, or is it reflecting something that’s different and higher in the 
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future for a market… as least as far as the curve is concerned is in 

contango. 

  A few questions from one person… are you familiar with John 

Hussman’s work? Ever thought floating rate debt? Why or why not on 

Berkshire? We periodically read John Hussman. We enjoy hearing his 

views, as well as a host of other market participants and observers. We 

also periodically own floating rate debt usually in the form of bank 

revolvers. 

  And Brian actually I think answered a question on a call last year 

some time on Berkshire. You may want to give the Cliff Notes version of 

that today. 

Brian: Cliff Notes is we were very close to buying Berkshire a few years ago. We 

follow it, as we follow other compounders. Unfortunately the company 

front-ran us with a buyback announcement. I think currently it trades about 

1.5 times book, which we don’t find particularly cheap. But that said, Mark 

and I are going to Omaha this weekend, so we don’t want to cast any 

dispersions on it. 

Steven: What percent of the portfolio is illiquid? What is max illiquid? We have just 

around 2% in our illiquid bucket. The regulatory max is 15%. But it’s 

unlikely we’d contemplate going anywhere near that. We talked in the 
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past, if we were able to avail ourselves of the right series of opportunities, 

we could see it maybe being in the 7–8% range. 

  There’s a question up there—scroll up please—on… may as well 

answer it at the same time because it falls into the illiquid bucket. And I 

should just again emphasize that illiquid bucket is not a large percentage 

of the portfolio and therefore can’t be a large driver of return being as 

small as it is.  

Brian: And for those asking about the fight, I mentioned that Mark and I were 

going to Omaha, not Las Vegas this weekend. And so I don’t have a pick 

for the fight. 

Mark L.: But I think we do have a venue where we get to watch the fight. 

Brian: Yeah, yeah, we’ll get to watch it, but I don’t have a pick. 

Mark L.: Part of the reason I’m going on the trip. 

Steven: Mark will fly all the way to Omaha on a free ticket just to be able to get 

free pay-per-view. 

Brian: Doesn’t have a TV at home, it makes sense. 

Steven: There is a question, Brian, I’ll flip to you… putting capital to work on 

pullbacks. 

Brian: I mean, generally speaking we have a handful of names that we’re 

interested in buying on weakness. I think I’ll actually loop this into a 
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question that was asked about a specific company but gets at a little bit 

broader discussion of what we’ve been doing with the portfolio in the last 

couple years. Someone asked about… I’m not going to get into the stock 

specifically, but about a company that has become more expensive from a 

multiple perspective from when we bought it. 

  And what I would say is that, as the market became more 

expensive a year, year-and-a-half ago, we started to exit a lot of 3:1 

positions, lower quality businesses as they’d approach the price targets or 

maybe the expectation we had for them. We’ve tended to hold the higher 

quality businesses at less spectacular multiples, meaning more 

expensive, largely because they are companies that we’d be interested or 

even eager to purchase more of on pullbacks. 

Steven: And also add one other thought. As you look at our portfolio you may see 

one position not actually decrease the number of shares owned, it may 

not seem like we’re… it’d reflect the fact that we haven’t reduced 

exposure to that position. (30:00) However there might be another 

company tied to that same commodity, for example, that might have that 

position size reduced. So as a basket, if one were to look at it, you would 

see the total position size having declined. But we chose in this one 

specific instance I’m referencing, but I’m going to be relatively opaque 
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about… in that one specific instance, we chose what we view to be the 

higher quality, less commodity-sensitive business. 

Mark L.: I think what—Brian might want to talk about this—we internally refer to… 

one can take multiple risk, meaning the value at which a stock trades in 

relation to its earnings, or one could take business risk. And at this point in 

the cycle—we’re not technical analysts or making calls—when things are 

rather extended and it’s tough to find inexpensive securities to purchase, 

we’d rather take multiple risk, which we think can be less than… when you 

go to a more lower rated company or lower quality, I should say, you’re 

effectively sometimes taking both business risk that the business may 

perform demonstrably worse than you hoped, and then you’re also 

probably taking some multiple risk as well just because generally things 

are trading at elevated levels. 

  So we’re more comfortable taking multiple risk right now. And as 

Brian said, those are companies we’d probably be eager to add to should 

they sell off, while with the commercial opportunities we do generally have 

a three-, four-year expectation, but truthfully when we buy them we’re 

really hoping they go up rather than hoping that they go down to add 

more. 
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Brian: And the sort of conclusion to that thought is that the companies where 

we’re taking multiple risk are businesses where we think the franchise is 

worth more five and ten years from now, such that we think even at the 

current multiples one should expect to earn reasonable returns over a 

longer term holding period. 

Steven: I may have gotten that wrong and maybe I didn’t hear that. I think Mark 

said that backwards, or I think he actually said that backwards. We prefer 

that they go down rather than up when we first find them. Is that what you 

said? 

Brian: No the commercial one. 

Mark L.: The commercial opportunities, just to be clear… maybe we buy them 

they’re a percent position. We don’t have aspirations to make companies 

a 5% position. 

Steven: (32:02) Right. I thought you were referring to compounders. You’re right. 

Let’s go to the first question that’s up there. Under which scenario might 

Crescent perform best or worst? And there’s a bunch of series of 

examples of the economy going up or down and context with inflation. 

And I’m going to adapt the question to deliver a different answer, so I’m 

going to pivot in a GE fashion. 
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  Because we really don’t know what the economy will do and 

whatever the economy might do in the future could be a function of a host 

of different things, it isn’t just a dual variable model. Inflation and the 

economy, what’s going on with interest rates and what’s going on with 

wars, and there’s a lot of different factors that can drive valuation. So I’d 

also note that question to be referring to a relative performance or 

absolute performance. But we will perform best over time if there are 

periods of dislocation, in companies, in industries, in regions, and in asset 

classes. Said another way, volatility’s our friend, and there could be a bad 

economy with… a bad economy will cause earnings disappointments and 

therefore some multiple contraction. And that might cause our portfolio to 

go down, although we at that point in time might be finding a lot of other 

things to do. 

  Brian was about to add something. 

Brian: I was going to say we’re in the business of being opportunistic in 

responding to opportunities or situations that come up—not in creating a 

portfolio that is positioned to benefit from some particular economic 

outcome. 

Mark L.: And there’s a quote. I actually can’t remember who said it. Steve or Brian 

might. But you really make your money in bear markets. Why? Because 
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that’s when you get to purchase stocks. We don’t need a general bear 

market widespread, but we need pockets of distress. And that’s where we 

would hope that we make our money coming out of. 

  There’s some questions on Alibaba. Brian, why don’t you take that? 

Do you still… 

Brian: (34:02) Yeah. I mean, we’re long Yahoo!, who owns a stake in Alibaba, 

and we are short Alibaba in order to create a stub in Yahoo!. And so… 

Mark L.: But we don’t have net exposure. 

Brian: I’m tap dancing because I’m looking for the question. So, yeah, I think that 

answers it. 

Steven: There’s a couple questions on gold actually, and some other people in our 

business own gold. Given the rampant currency debasements around the 

globe and unprecedented monetary policies, question is asked why don’t 

we hold that position. And it’s hard to value gold at the end of the day. It is 

a currency, and you have to value a currency. And it’s just not that easy 

for us. We’d rather own good businesses candidly over time which have a 

increasing earnings stream. 

  Now if you were to think about what gold could mean to a portfolio 

if someone actually put it in their portfolio and it’s a very small position—it 

probably won’t offer; a lot of protection to the rest of the portfolio if it is just 
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small… so I’m not suggesting for a moment that gold is not something one 

should buy. But it’s kind of along the lines of “go large or go home.” 

  I also think that, I mean, gold has also come down in part because 

a big chunk of its development cost… of its production cost rather is 

energy, and that’s obviously come down in value. That has some effect. 

Anybody want to… 

Mark L.: No, there’s people we’ve got a lot of respect for. I’m thinking specifically 

IVA, for example, First Eagle. They’ve got a long-term reputation of having 

gold in their portfolio. They’re very well known for that. We just have a 

different way of thinking. There’s many ways to get to heaven. We 

encourage you, if you’d like to own gold or for your clients to own gold, by 

all means purchase it through some of the ETFs that are available. You’re 

just on a regular basis not going to find it in our portfolio like you do some 

of the other value-oriented managers you’re familiar with. 

Steven: (36:00) The question’s asked: what is your typical workday like? Is it any 

different today than it was ten years ago? I think that it’s interesting 

because Mark, Brian, and I have very different work patterns—I mean, 

different hours of the day, different processes. And I don’t think that… I’ll 

speak for myself. Not a lot has changed in terms of what a typical workday 

looks like. I don’t know if Brian, Mark, how they feel. 
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Brian: Mine includes changing diapers, and it didn’t ten years ago. That’s the 

change. 

Mark L.: I wouldn’t say from ten years ago, but maybe from 15 years ago. The 

availability of information now is much greater than it used to be. So it’s 

sort of… I actually think it’s incredible. When I first… I’m dating myself a 

little here, but I remember when I first got into the business, if I wanted to 

get an annual report, I’d walk up to the library of First Marathon Securities 

back in Canada. I’d have to go pull the annual report that the librarian 

kept. Now we want something, you’ve got it in five seconds from one of 

our various service providers. It’s actually pretty incredible in terms of… 

research used to get these things in the mail or by fax each morning. Now 

I get them instantaneously. 

  So the world has changed. There’s a little more for us to keep up 

on. We’re not really interested in the noise that maybe you see in the 

newspapers on a day-to-day basis. But just in terms of developing one’s 

understanding of a business there’s more out there that you’ve got the 

ability to absorb and parse through on a daily basis. So a good portion of 

our day is probably spent still reading like it would have been in the past, 

but there’s even more available to us. And so the trick is I think to pick 
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what you want to focus on, what you want to read that you get the most 

productivity out of your day. 

Steven: Well said, Mark. Thank you. 

 There’s a question, a psychology question. How would FPA respond to 

clients who obsess over past returns, the need for yield-oriented 

investments? And I think that actually is a… (38:02) we appreciate is a 

very challenging question that all of our clients and shareholders get 

posed. And there’s lots of different ways to answer it, but so much of it 

really does depend on the psychology of that person to whom you’re 

answering the question, I mean, candidly. So we can only answer it the 

way we look at it. 

  And we look at it… and we’ll go back to the way we’re looking at 

these market cycle returns and how we think about protecting capital in 

difficult environments. And if somebody’s worried about past returns, that 

same person’s probably very excited about past returns that are very 

good, which might invite that person into the stock market in March of 

2000, which is obviously an inopportune time, or late 2007, also an 

inopportune time. 

  So it’s very important for each individual and in communicating to 

their clients, if there’s an intermediary there, to understand what their own 



 Q1 2015 FPA Crescent Fund Conference Call 

 

 

 

 
 

-31- 
 

 

psychology and what’s going to cause them to act. I mean, we have a 

debate—I mean, it’s not really a debate because we all agree—that 

volatility is a silly measure of risk. It’s absolutely for us because for us it 

really creates an opportunity, and that’s where we’re able to put that 

capital to work. 

  But we also recognize that volatility can cause people to take 

certain actions. Upside volatility can invite people in—as an example in 

the dot-com bubble, invite them in late to the party. And it also can scare 

people out, and you can memorialize losses. So we’ve been very happy 

that we’ve been able to do and deliver over 22 years… is to deliver over 

market cycles, is to deliver in various types of markets, not in any given 

year—we don’t think about that. And again I’ll direct you to the importance 

of market cycle returns as posted to the website today. And we hope that, 

by people investing with us, we hope that we can give people some 

comfort that we are very thoughtful as to downside protection. 

Mark L.: (40:03) There’s a question: do you ever look at businesses that have risk-

tied to government-mandated outcomes? So, yes, we look at them. It’s 

one of the risks that we actually have a greater problem diligencing and 

coming up with scenarios analysis just because sometimes you do have 

tail outcomes that are hard to envision in what I’ll describe as a cold 
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environment where there’s no decision pending. But then something 

comes out of left field that can really disrupt a business and its 

economics. 

  So just as an example, somebody asked about Macau the last 

conference call. With the help of Byron Sun, one of our recent additions to 

the team, we actually looked at Macau recently, and Macau does have an 

overreaching theme of potential government regulations when 

concessions come up for renewal, as well as a limit on the inflow into 

Macau—visitor visas and such. And these are issues you have to struggle 

with. So as you can imagine, when we have a large variance between 

what might happen under various government decisions, we look for a 

more significant margin of safety, with the hope that that will protect us in 

the event that something goes against us. But it’s not a risk we love to 

diligence. It’s probably one of our least favorite, and we’re probably least 

comfortable. 

Brian: As a group, yeah. 

Mark L.: As a group. 

Brian: There’s a question on any sectors that have particularly alarming 

valuations that might be fertile grounds for short positions. So I’d call out 

European government debt. It hasn’t come up as a question, but negative 
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interest rates… I think it was in the paper the other day… on 3 trillion of 

debt is something like inconceivable and insane, but it’s current reality. 

And, yeah, I think that’s a valuation that doesn’t make any sense. 

Steven: There’s a question: why not more international investments. And, I mean, 

we look at international investments, not just… we look at all our 

investments not by country of domicile but where the revenue is sourced. 

(42:01) And roughly half the portfolio has its revenue source from points 

of origin outside the United States, and it’s really the more important way 

to consider it. So it’s actually a very substantial international portfolio. 

Mark L.: There’s a question about a specific holding. Do we look at the holdings of 

other managers? And I’ll just say I think it would be a general trait that 

managers look at the holdings of other managers they respect. It’s not 

because it necessarily tells you everything, but the idea in this business is 

to try and produce risk-adjusted returns that are reasonable—not to 

necessarily come up with original ideas. So we’re in the business of trying 

to make money regardless of where the idea comes from. 

  Within the group, including the analysts, some of us talk to other 

managers, and some of us don’t. So if we do see a holding, we may know 

the person, but I’ll say on my part, I… not a big part for me. I don’t know 
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but… in terms of speaking to other managers. But I do look at other 

managers’ holdings. 

Brian:  Yeah, I think that’s across the board. 

  Buffet is known for holding good businesses forever. Are there any 

companies in your portfolio that come close to holding period forever? 

Where would you balance capital gains taxes versus over-valuation of a 

particular stock? And would you hold a more valued company? 

  So I’m going to step back and say something general. And I don’t 

have this exact statistic, but it’s been published a couple times. The life 

expectancy of a company in the S&P has gone down dramatically over 

the last few decades, meaning that, if a company has reached S&P 500 

or Fortune 500 size, it used to expect that that corporate entity would 

survive—I’ll get this slightly off, but directionally correct—30 years, and 

now that’s down to I think a third of the S&P disappearing every ten years. 

And so what that says is that the world has become much more dynamic 

(44:03) and much more difficult to predict, including some of Buffet’s 

favorite franchises. Newspapers come to mind. 

  So I think the hurdle on a forever investment is getting higher and 

higher. With that said, there are one or two positions in the portfolio that I 

think one could expect to own nearly forever. Now in terms of would we 
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hold them at any valuation? No, we would hold them until… what I say: as 

long as we can keep a straight face. What’s a straight face? It means that, 

if we look at what the expected returns are from the current position, we 

think it’s at least equity-like or at least reasonable on a risk-adjusted basis. 

So we’re not going to hold franchises at 30, 40, 50, 60 times earnings just 

because we think they’re great businesses. 

Steven: It’s also a function of what else might be available to us in our portfolio. 

Mark L.: There’s a question on… given today’s high valuation—Steve, do you want 

to take it—why don’t you have more pure shorts? 

Steven: Yeah, I mean… yeah, there was another question actually I think that got 

deleted that I didn’t get a chance to address quickly, which was… I’ll lump 

that with where do you see places of excess in the market. And, look, 

we’ve always been a long fund that does some shorting. We’re not a short 

fund. We have a few absolute shorts in there. We don’t talk about them 

publicly on calls. I think that shorting is a very challenging thing to do. It 

certainly has not been a great thing to do at any point in time over the last 

few years. And when we do short, we want to find businesses that are 

really damaged goods; we really see something changing in that 

business. To go and spend a lot of time and devote our resources to have 

a short that might be 25 basis points in the portfolio, when that same 
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amount of time if we put it to work on something that could be a 3% 

position, is not the best allocation of time. (46:00) And given that we have 

the desire to be more fully invested than we are currently, which again we 

will need some opportunities to do so, we feel that we are best suited to 

allocate the energy of our resources, our team, ourselves and the people 

who work with us, to look and work through different businesses and 

industries that could be good size long positions for us. 

  One area that… but also areas that we wouldn’t touch although we 

may not short them, are just areas that I just think are particularly 

benefiting from a very low interest rate environment. Those are more 

leveraged companies. Those are more yield-sensitive companies where 

people are looking for that yield and so they bid up whether it be real 

estate and investment trusts or certain bonds or MLPs—certain MLPs 

certainly more so than others; I don’t want to generalize because there’s 

good companies in all of those spaces. 

  But we do wonder who’s actually buying things like 100-year 

Mexican bonds denominated in euros that were issued in the first week of 

April. We wonder also whose mandate it is that would have to be invested 

against a certain benchmark, who therefore is required to own Swiss 
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bonds that were issued also in the first week of April, 10-year paper, at 

minus 0.055%. There are things that we just don’t understand. 

Mark L.: Just going to knocking of the questions, do you ever reference periodicals 

or other resources that do not come from the financial media or specific 

research to source ideas? If so, which ones? So various members of the 

team do subscribe to various periodicals. Ones I’ve seen floating around 

the office are Coatings World, American Banker, just to give you a flavor. 

So each analyst or member of the team generally based on their interests 

will have subscriptions to periodicals that might be helpful in sourcing 

these ideas. But it varies across the group, and it’s largely driven by 

individual curiosity than mandated from the Investment Committee. 

Mark L. (48:09) What’s your take on the market rally in China? I don’t think we 

have a take. 

  Do you think it’s a reflection of an improving economy there? We’re 

just nowhere on providing any value to that question. We just don’t have a 

view. But we recognize… we talk internally. We’re aware that the market 

did look cheap, particularly in companies we were probably somewhat 

uncomfortable investing in. If we did invest, it would’ve been statistical 

investments, which we generally haven’t done in a big way historically. 

And we didn’t do the banks; we didn’t do the real estate companies. We… 
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Steven: There’s a question on… many funds had high capital gains in 2014.. What 

does it look like currently, 2015 versus ’14? What percent of the portfolio 

had gains in ’14? I realize the future is hard to predict on gains, but just 

curious on outlook. I think it’s important that people understand that in the 

first quarter of a year we wouldn’t have any idea anyway. But in general, 

you can look at a portfolio and see what’s been realized—at what point in 

time is there a tax estimate – is there a tax estimate that gets given? 

Mark L.: So what I’ll direct people to—or you guys think about that—if you go on 

the website, what I think is interesting…  fpafunds.com, and you go to 

Contrarian, we actually show the after-tax returns. I don’t know if we can 

pull it up here. Maybe. Eliot’s shaking his head. So we actually show what 

the theoretical after-tax returns would be. And we think that’s very 

important for taxable investor because really what you want to be thinking 

about when you compare various investments is what do I get to keep at 

the end of the day. And a 10% return on a fund that turns over 100% each 

year for a taxable investor is much different than a fund that, maybe like 

our own, has an average holding period that can be measured in years 

rather than months. (50:00) And so for those of you with taxable clients or 

if you’re taxable yourself, we encourage you to go on the website, and 
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you’ll click around within the Contrarian section and be able to see those 

after-tax numbers. 

Steven: All right. Thank you all for the call. Thank you very much for the time. I’m 

turning it back to Mark Hancock. 

Mark H.: Thank you and… to all of you listeners for joining us and your participation 

in the Crescent’s first quarter 2015 webcast. Going to say this a little 

differently than the script, but many people have asked us where can they 

get copies of slides, etc. As I said in the beginning and I’ll reiterate again, 

within the coming days the audio, the visual, and the transcript versions of 

what we’ve just gone through—going through the correct compliance 

procedures—are and will be on the website, as it each and every time. So 

that hopefully answers all your questions around that. 

  We urge you to visit the website in the future for additional holdings 

and 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. We highly encourage you to complete this portion of the 

webcast because we appreciate and acknowledge all your relevant 

comments. 
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  Please visit fpafunds.com in the future for webcast information 

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

webcast during the latter part of each quarter and expect the calls, as is in 

the case today, to generally be held three to four weeks following each 

quarter end. We hope that our shareholder letters, commentaries, and 

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

updated about the Fund. 

  (52:02) We do want to make sure that you understand that that the 

views expressed on this call are as of today, April the 30th, 2015, and are 

subject to change based on market or 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 the individual 

securities or sectors should not be construed as a recommendation to 

purchase or sell such securities, and any information provided is not a 

sufficient basis upon which to make an investment decision. The 

information provided does not constitute nor should not be construed as 

an offer or solicitation with respect to any such securities, products, or 

services discussed. 
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  Past performance is not a guarantee of future results. It should not 

be assumed that recommendations made in the future will be profitable or 

will equal the performance of the security examples discussed. Any 

statistics have been obtained from sources believed to be reliable, but the 

accuracy and completeness cannot be guaranteed. 

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

UMB Services LLC, or from our website, fpafunds.com. Please read the 

prospectus as well as the Contrarian Value Policy Statement carefully 

before investing. FPA Crescent is offered by UMB Distribution Services 

LLC. 

  Again this concludes today’s webcast, and we thank you for your 

participation. 

[END FILE] 


