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Ryan: Good afternoon, and thank you for joining us today. We would like to 

welcome you to FPA Crescent’s second quarter 2015 webcast. My name 

is Ryan Leggio, and I’m a product specialist here at FPA. The audio, 

transcript, and visual replay of today’s webcast will be made available on 

our website, fpafunds.com. Momentarily you will hear from Steven 

Romick, Brian Selmo, and Mark Landecker, the Portfolio Managers of the 

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: Thank you, Ryan. Welcome, and thank you for taking the time to join us 

on the call. As always we want to start with the philosophy page and how 

we hope to achieve long-term equity-like returns with less risk than the 

stock market while avoiding permanent impairments to capital. And we 

strive to do that with an absolute return focus, a flexible approach that 

allows us to invest across the capital structure in various asset classes 

and around the world. One of the imperatives in our process is to conduct 

deep research in companies we own and are considering, including of 

course industries in which they operate. Even though our goal is to 

perform as well as the market over time, we have exceeded that hurdle, 
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and our product, particularly on a risk-adverse basis, we’ve been able to 

exhibit less volatility than the market, although importantly that is not 

something we manage to. 

  The Crescent Fund decreased 0.15% in the second quarter and is 

unchanged since year-end 2014. The S&P 500 increased 0.28% in the 

second quarter and increased 1.23% year-to-date. Larger companies on 

average performed better. (2:01) Returns for both the quarter and the year 

thus far were driven by growth stocks. The Russell 3000 Index has both 

growth and value components and, although not perfect, gives some 

sense of which style is outperforming. This year so far has been all about 

the growth stocks, with the broad Russell 3000 Growth Index returning 

4.84%, while the Russell 3000 Value Index declined 0.51%. With rates 

rising, bond markets have suffered as well. The Barclays U.S. Aggregate 

Bond Index declined 1.68% in the second quarter and 0.1% in the first six 

months. 

  As bull markets get longer in the tooth, it’s more of a challenge to 

look good over the short term. We’re now in Year 7 of this bull market, one 

of the longest on record. If you believe it’s likely to continue, we’re 

probably not the fund for you. On the other hand, if you’re comfortable 

investing for the long term over market cycles, we have confidence that 
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we will continue to deliver. Performance in our two most recent market 

cycles is shown here and shaded in blue to the right. You can see we’ve 

exhibited that. And I’ll speak more to market cycle in a few moments. 

  In the second quarter, our winners and losers largely offset each 

other, with the winners adding 0.94% and the losers detracting 0.93%. No 

distinct news drove the price change for these securities during the period. 

  Reflecting the bull market run, Crescent’s equity portfolio is more 

expensive than it’s been on average but still valued at less than the 

market. You can see that the price/earnings ratio at the end of the second 

is running about a little over 19 times, which is slightly below the S&P 

500’s 20 times, but well above our 16.7 average. The price-to-book is a 

little bit less than the… above our average but below the market. However 

the credit quality of our portfolio is better than our historic average and far 

better than the S&P 500. The minus 5.2% that you see in this table means 

net cash, which we’re carrying… our companies on average are carrying, 

(4:02) versus the 9% average that we’ve exhibited historically and the 

S&P 500’s far more leveraged state at 52%. 

  Having seen some opportunity, Crescent’s investment exposure—

that is, our net capital at risk… long stock and bonds, less shorts, plus 

other assets—has increased somewhat in the second quarter versus year-
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end. We currently stand at 58%, up from almost 54%... or up from rather 

almost 55% at year-end, but still below our 63% 22-year average. 

  We published a whitepaper in the second quarter on market cycle 

return that can be found on our website. With it, we hope to offer 

additional food for thought as to what is an appropriate timeframe by 

which to measure a portfolio manager’s capabilities. First, it’s paramount 

to understand a manager’s objectives. Second, we believe it’s important to 

measure this objective over a full… their delivery against this objective 

over full market cycles. We define a full 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 20% correction over at 

least a two-month period, which is in turn followed by a new market peak. 

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

followed by a bear market and ending with another bull market 

   Since the Fund began, our focus has been on long-term risk-

adjusted performance over a market cycle rather than short-term results. 

By that definition, since 2000 there have been two market cycles, as 

depicted in this chart. The first one ended in 2008, and the second one 

began in 2009 and is still going strong in 2015. 
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  So let’s move to how Crescent has fared over these last two market 

cycles. The left chart depicts the prior full market cycle from the market 

peak and dot-com bubble in 2000 through an estimated 45% correction, 

followed by a housing market and subprime loan-fueled new peak in 2007. 

(6:02) From March 2000 to October 2007, we delivered a 14.7% 

annualized return better than both the S&P 500 and an S&P/Barclays 

aggregate blend. And this occurred with much less downside. The right 

chart reflects the current market cycle that began in October 2007. Since 

then the Fund has returned an annualized 6.8%, also better than these 

indices and, quite importantly for the way we think, with less downside. 

  And you can see… Let me speak to the downside for just a 

moment. Less important than the markets… no less important than the 

market cycle return but relevant nonetheless is the drawdown. Put another 

way, how large was the decline from peak to trough? The maximum 

drawdown of the S&P 500 in each of the market cycles depicted on this 

page was approximately 45% to 51% respectively. It’s been some time 

since we’ve seen that kind of market weakness. But as long as there are 

economic cycles, wars, government intervention, fear, and greed, we’ll 

continue to have the ups and downs of a market cycle. If not, then we’d all 

be better off in an index fund or ETF. 
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  Now portfolio managers can certainly underperform for periods 

within a market cycle, and we are no exception. Crescent, using this as an 

example, the ’98/’99 period, tested its shareholders’ commitment. When in 

the midst of the internet bubble, a value investor’s nightmare, the Fund 

was cumulatively 59 percentage points behind the S&P 500 for those two 

years. Most shareholders capitulated, and the Fund shrunk dramatically. It 

was hard to blame them. However, the internet bubble burst, rationality 

returned, and Crescent was in the black for 2000, 2001, and 2002. The 

S&P 500 on the other hand lost money each of those years. As a result, 

after the five-year period ended December 2002—that includes the 

horrible ’98-’99 period—Crescent was almost 44% ahead of the S&P 

despite starting 59 points in the hole. (8:04) There’s something to be said 

for staying power. 

  We have been reasonably adept at understanding value. When we 

find it, we get more invested. And when it’s not there by our definition, 

cash builds by default. This chart reflects our changing risk exposure over 

time and highlights our flexible approach. When we have found value and 

been more invested, our returns have been higher. The reverse has been 

true when we have been less invested. Looking at the extremes in the 

table, when the Fund was more than 80% invested—11 quarters total—
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the Fund’s return in the ensuing two years was 15%. When the Fund was 

less than 55% invested, the returns in the subsequent two years was 

6.6%. And you can see that this chart, at the various levels of risk 

exposure, reflects with decreasing risk exposure decreasing returns on 

average. 

  Another interesting metric for consideration that hopefully allows 

investors to focus on returns over time rather than for a moment in time is 

that Crescent has accomplished its objective compounding better than the 

market despite underperforming the S&P 500 in 12 of 22 years. 

  I’m going to go and give you few slides now on market valuation. 

I’m going to start with a slide that we use regularly, and that’s the Shiller 

slide that shows P/Es on using ten-year average earnings.  And P/Es 

continue—no surprise—to remain above historic average. 

  Looking at the following slide, you can see that these same P/Es—

the Shiller methodology… you can see that in this chart that valuations are 

in the top decile. Now showing something a little differently, the Shiller P/E 

admittedly is not a perfect measure. However when looking at this scatter 

plot, you can see that the lower the P/E, the higher subsequent real 

return—three years forward calculated here. At current valuations—the 

red box—the expected range of outcomes is quite broad. We don’t know 



Q2 2015 FPA Crescent Conference Call 

 

 

 

 
 

-8- 
 

 

what’s coming down the pike, (10:00) but we do prefer the odds when 

valuations are more to the left—that is, lower. Besides looking at P/Es to 

reflect valuation, you can look at the stock market as a percentage of 

gross domestic product, which is also at a high. 

  And this bull market ranks as one of the longest in history—the fifth 

largest. At the bottom it says April 2000 and now, and now was a couple 

months back. So the 74 months is actually now at 76 months and 

counting. 

  Over-levered individuals and corporations, particularly in the 

financial sector cut back in the Great Recession to right-size their balance 

sheets. In the interim governments have since taken their place borrowing 

to spend. Since 2008, total U.S. household and financial sector debt 

declined $3.3 trillion, but government debt has increased 6.7 trillion and 

now represents 22% of total public and private debt, up ten percentage 

points from six years ago. Since governments own printing presses, 

they’re not bound by the same debt repayment principles as individuals 

and corporations. We hadn’t heard of quantitative easing a decade ago, 

and now central banks are using that hammer as if everything is a nail. 

Thus the game can be afoot for longer than we care to imagine. 
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  Despite that, we do have some opportunities and, as I expressed 

earlier, the portfolio is slightly more invested than it was at the end of 

2014. And I’m going to speak now to a trade that’s currently in the 

portfolio, which is our Naspers Tencent stub trade. Naspers is a South 

African holding company that has a mix of more traditional media 

businesses that throw off almost US$1 billion of EBITDA, of which some 

portion is being reinvested in e-commerce companies. A bit over a decade 

ago, they made a fortunate investment in Tencent, a Chinese internet 

company. Tencent has seen incredible success driven by its QQ instant 

messaging service and WeChat social app, two of the top six social 

networks worldwide, as depicted in this chart. 

  (12:01) Naspers’ $32-million Tencent investment in 2001 is now 

worth $63 billion, overwhelming the value of all else in the Naspers 

portfolio, but it’s still just one part of Naspers. Naspers’ equity stake at the 

end of June 30 is almost worth more than the… or as much as the 

Naspers market cap. We bought Naspers shares and then shorted the 

proportionate shares of Tencent that Naspers owns, creating a stub trade. 

At our cost, we have an investment where Mr. Market is paying us to own 

everything else in Naspers’ portfolio—its old media businesses and other 

e-commerce investments. The trade’s begun to work in our favor, and this 
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exhibit on this slide reflects the June 30 year numbers, not cost. We feel 

and continue to feel that Naspers is worth substantially more even after 

tax affecting for a disposition of Tencent. 

  So what we’re left with is the more mature South African pay-TV 

business with better than 90% market share, which has been growing 

EBITDA at a 10% rate, and it’s rapidly growing Sub-Saharan Africa pay-

TV business, whose EBITDA has been compounding at 20%. Combined 

along with the secularly challenged print business, these companies have 

on average delivered $300–400 million in annual dividends to Naspers 

over the last three years. This cash flow has supported and continues to 

support Naspers’ venture investments. 

  The portfolio of e-commerce investments is difficult to value. Since 

it does reputedly have the third largest e-commerce audience in the world 

ex mobile, it’s clearly worth more than nothing. And this trade after… at 

our cost we’re not paying for it anyway. Whatever it’s worth will be gravy, 

as I’ll show in a moment. 

  In online classifieds, Naspers’ portfolio companies have number 

one market share in significant countries including China and India, as this 

table from another one of their company presentations exhibits. Naspers 

also maintains leading positions in mobile shopping apps (14:00) and is 
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well positioned for the secular conversion from desktop to mobile. 

Naspers’ e-commerce portfolio currently loses money, but it expects it’ll 

reach EBITDA break-even by 2018. Meanwhile these losses appear to be 

about in line with the positive cash flow from Naspers’ paid-TV business. 

Importantly, management’s compensation is primarily share-based and 

tied to the e-commerce segment ex Tencent. 

  The more traditional media assets could be worth about $9 billion, 

with the majority of that attributable to Naspers’ pay-TV business. You can 

see the 9 billion when looking at this table and summing our estimate of 

value for Naspers’ private assets at 7.7 billion and the public equity assets 

valued at 1.25 billion. Add to that something for e-commerce and Naspers 

should be worth more than $21 a share, but we were able to create this 

$21 share pre-share value for negative $1. 

  The trade structure looks like this. There are approximately eight 

Tencent shares—7.65 actually—per Naspers share, so every share of 

Naspers one goes long, that many of Tencent shares will need to be sold 

short. At our cost we have no real economic exposure to Tencent—only to 

Naspers traditional media businesses and its remaining e-commerce 

portfolio. We wouldn’t be surprised if others ultimately appreciate this and 
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we make a bit of money here on what is essentially a negative capital 

investment. 

  So I’m going to take it now and turn it over to Q&A, and we have 

some questions that have come across the transom. And I’m going to turn 

it over to Brian to start. 

Brian: I’ll start with a question and wrap it into one that we got submitted 

electronically. And this is a… I’m going to make it a broad question on 

commodity investments, and so it goes something along the lines of: you 

guys have shied away from commodity investments. (16:00) They’re 

probably not great businesses but, given the depressed state of some of 

those industries, does it make sense or are you looking at them? 

  And so I’d say first the observation that commodity businesses do 

not tend to be wonderful franchises is a true statement. I think secondly I’d 

say that we look these industries both on a outright business, meaning 

that we have worked up in the last year aluminum, copper, iron ore, oil, 

and just recently coal—and that we have some thoughts on each of those 

industries in terms of where we might buy different commodity producers 

and/or where we might buy different companies who have… or maybe 

manufacturers or servicers of those industries. The general framework we 

use on any type of commodity industry—whether it’s shipping or a hard 
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commodity or soft commodity—would be to try to understand the long-

term demand picture for the underlying asset and then try to understand 

the underlying cost structure of the companies performing or producing 

that asset. So you come up with a cost curve, and you think about what 

the price needs to be to either incent marginal capacity additions or what 

price maybe things would shut in. And that gives you some anchoring to 

maybe where you think the commodity should be over time. And if we can 

find businesses or assets that are cheap to that normal or long-term price 

for the underlying commodity, that’s when we’d be interested. 

  I think what’d note is that to date we really have not made any 

investments to speak of that are primarily based on a commodity outlook. 

(18:00) But that could change. I shouldn’t say that. We have a couple 

positions in debt in oil companies that are maybe based on commodity 

outlook. 

Steven: I’m going to go to a question we have up here, which is: the performance 

of the second market cycle’s been less than impressive compared to the 

first one. Now that’s certainly true, but we’ve accomplished our goals: 

again to do as well as the market with less risk, avoiding permanent 

impairment to capital. Well, what’s important about the chart to the left that 

I had up earlier is that it started at a point where there was a huge 
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divergence between value and growth, and there was just a massive 

spread between them. That’s what started in 2000 when the market 

peaked. That was not the case in this last market cycle. So that was an 

unusual time that allowed us as value investors to outperform by an even 

larger margin. I would say this last cycle was probably more normal. 

  There’s a question that was asked about relative valuations and is 

the market slightly overvalued but not as many new opportunities out there 

to discount. What’s our perspective? And, look, I’ve been doing this for an 

awfully long time, and I’ve seen markets valued all over the map. But it’s 

important to distinguish between the market and the companies that are 

underlying that market—whether it be individual companies… Market 

could be doing well, and an individual company might be doing badly. A 

region of the world might be doing badly as well. So, look, this is a… 

everything’s cyclical. Things will come around and go around. And the 

Nehru jacket’s been around twice. The (inaudible @ 19:44) around for a 

second time, and things keep coming around. And so we’re going to be 

prepared, as Brian was speaking about looking at certain commodity 

industries, for when those opportunities present themselves. 

Brian: So we got a question on leverage at money center banks, (20:02) and I 

think specifically: do you feel that the leverage present at money center 
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banks had decreased substantially since the financial crisis? So the 

answer to that is yes. I’m really answering this question from the U.S. 

perspective. I’m not conversant in the leverage ratios historically and 

currently at some of the European banks. But I’d just share with you for a 

moment—and bear with me on some of the numbers—the specific ratios 

for the two money center banks that we own, which are Bank of America 

and Citigroup. 

  So in 2002 before the crisis, Bank of America had tangible assets 

divided by tangible equity, so the degree to which tangible equity was 

levered, 17.5 times. At 2007 before all the write-offs of the crisis, that was 

up to 30 times. At the end of the last quarter, that was down to 12.2 times. 

So the leverage at Bank of America has gone down 30% from 2002, again 

well before the crisis, and 59% from 2007 directly preceding the crisis. 

Now similar at Citigroup, in 2002 the leverage was 20.7 times, in 2007 it 

was 36.7, and at end of the last quarter it was 9.2. So the leverage at 

Citigroup has gone down 56% from 2002 and 75% from just preceding the 

crisis. So I think a lot of different ways to look at leverage or think about 

the increased solvency of some of the money center banks, but just as a 

quick tangible assets-to-equity, I think demonstratively these companies 
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are substantially well capitalized compared to seven and even 13 years 

ago. 

Steven: There’s a question on… following up on my comments on Tencent to 

Naspers. What is the weight of the Naspers trade in the portfolio, and is 

Tencent stock overvalued? (22:00) I understand your stub trade but 

curious what you think of Tencent? I know tech companies are hard to 

analyze.  Naspers is 2.5% on the long side, and Tencent is 2.4% short. 

The beauty of this trade is that we don’t really feel the need to analyze 

Tencent because we’ve neutralized it in the trade. For that which we are 

long inside of Naspers, we are short in the portfolio. So we are relatively 

agnostic as to that. 

Brian: A question for Mark: what are your top three concerns? 

Mark: So this question was submitted, and we’ve got to admit we don’t really 

have three, four, five top concerns, if you will. There’s generally a number 

of factors that I’ll say we think one should be concerned about. They might 

include margins being at historic highs, taxes being particularly low, 

quantitative easing from governments worldwide and central banks, and 

then lastly valuations having benefited from almost a decade-plus 

consistent decline in interest rates. 
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  So will any of those reverse at some point? We think they could. 

We’re not going to say when; we’re not going to say the magnitude of 

each. But needless to say, we think that valuations in general leave little to 

the imagination, and that means that we can’t find a lot to do with a margin 

of safety. And generally speaking, that’s what we look for each time we 

make a bottoms-up investment. But, we don’t sit around saying, look, what 

are we worried about today. It really comes down to bottoms-up valuation. 

Steven: There’s a question we have that asks about the real rate of return for the 

next five years, ten years, 15 years, and what would it be. That is, if you 

were advising a pension committee, what is a realistic real return bogey? 

I’m going to assume that the questioner means the U.S. market, but even 

that would require us to review both the nominal returns as well as the rate 

of inflation. Having never exhibited skill at projecting either, I’d suggest 

you look to the work of others—for an example looking at a group like 

GMO. (24:02) They’ve done a good job in this regard. Their view of 

projected rates of return in various markets would validate our own 

conservative posture. So we certainly hope they’re correct in that regard. 

We prefer instead to focus our energies where we do have a skill set—

understanding businesses first and establishing what’s a reasonable price 
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to pay to own them, such that enough upside exists to protect us in the 

event that we’re wrong. 

Mark: There’s a question about how hard you look outside the U.S. for stocks for 

the portfolio, or do you concentrate more on the United States? We’re 

generally agnostic, within reason, as to where we invest the capital in the 

Fund. If we look at just this past quarter, we’ve looked at names such as 

the Macau casinos, a U.K. aerospace company, Chinese manufacturer of 

auto glass, and a Russian retailer. None of those have been bought in the 

portfolio, which is why we can talk about them. But we haven’t bought any, 

but we’ve looked nonetheless. And so when we get up each day, we’re 

really looking for securities that have the most attractive risk reward as 

potential additions to the portfolio. We’re not trying to model based on 

EAFE weights or anything such as that. 

Steven: And there was another question that asked us specifically about the 

Fund’s international weight and what we can go to according to the 

prospectus. And there’s no limit to the Fund’s international weight. We can 

go where the opportunity is, which means theoretically we could have our 

entire portfolio invested in international businesses. Practically however 

it’s unlikely to find nothing done in the U.S. That said, we can’t tell you 

where the weighting’s going to be in the future. 
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  We currently have 20% of our portfolio invested in foreign 

companies, which represents about 36% of our long equity book. We also 

have about 3% sold short, leaving us with a 17% net international 

exposure. We consider the revenue source more important than the 

country of domicile anyway. Of all the companies we own, roughly half the 

revenues are derived outside the U.S. That’s calculated using a weighted 

average. 

Mark: Staying along the lines of investing internationally, a questioner asked: 

what are your thoughts on Brazil? (26:03) Do you guys feel comfortable 

adding exposure there at this point? First I’ll say we don’t actually have 

any existing exposure to Brazil, but going forward it’s a market that we’ve 

spent time studying. Brian and I went to a Brazil CEO conference a few 

years ago. Myself and two of the analysts attended an emerging 

conference… emerging markets conference earlier this year where we 

met quite a number of Brazilian companies. I think we know the 

companies we like, what we’d like to own, and a price. And I will say it 

actually is somewhat surprising to us that, given where interest rates are, 

given the economic environment in Brazil, valuations still trade at what we 

generally feel to be a somewhat lofty level. And so when we watch the 
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names we are comfortable adding, we’re not doing anything at the 

moment. 

Steven: So there’s a question that’s asking about the… there’s still a heavy 

amount of cash as in the past. Do you intend to deploy any of it? And if so, 

where do you see the opportunities? We absolutely intend to employ it. 

We’d like nothing more. Let me refer back to the risk exposure chart 

referred to earlier on Slide 11 when we have moved around in our 

exposures and our subsequent two-year returns. The market is emotional 

and will wax and wane, which inevitably provides opportunity. Patience 

has always been one of our virtues, but at times it can test the patience of 

our investors. At its core we’ve always believed that funds such as ours 

should be bought and held. As I described earlier, we don’t have the ability 

to outperform in all environments and therefore don’t try. We hope to 

educate our stakeholders through conference calls, shareholder letters, 

special commentaries, and speeches, all of which is intended to educate 

as to our philosophy and process. If at the end of the day we fail to 

convince you, then we are probably not your best option. We can’t tell 

anyone how to invest. We could only do what we believe and have done 

for the past couple of decades plus, explain it, and hope for alignment of 

interests. We won’t always be in vogue, but that’s as it should be. (28:00) 
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We seek to take advantage when businesses, industries, regions, or other 

asset classes fall from favor. If we don’t see such opportunities, it would 

be unseemly to be invested regardless. 

Brian: And we got a question as to what we attribute some of the Fund’s 

underwhelming performance year-to-date and over the last year. So I’d 

say we’re certainly aware of issue and feel some of the pain as we are 

largely invested in the Fund and eat our own cooking. And so I’d say the 

periods of underperformance both relative and absolute—are never fun 

but, as Steven I think has pointed out a couple of times in slides, they 

aren’t unexpected and they probably unfortunately will repeat again in the 

future portion of being a long-term value investing strategy. Now given 

that, we do think that we’re somewhat late in a bull market and we would 

generally expect late periods of a bull market not to be our strongest 

periods of relative performance. 

Mark: There’s a question: Russian sanctions seem to be in place for a long time. 

Can you provide an update on the Fund’s Russian companies exposure 

and why are you still bullish? I think if you go back to when we originally 

bought the Russian names, it’s not so much that we bought them because 

we were “bullish.” It was more a premise that good things happen to 

cheap stocks. The Russian names that we’ve owned when we originally 
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put what I will call “the basket” on remain unchanged, largely focused on 

companies with dollarized revenue streams. The sanctions have not had a 

significant impact on these companies. They continue to go about 

operations as a regular course of business. We’re still collecting dividends 

that one would’ve expected. But the prices have been impacted… I should 

say the stock prices have been impacted by negative commodity exposure 

for the majority of these companies. And the thesis remains unchanged. 

(30:00) So hopefully in the future good things will continue to happen to 

cheap stocks. But time will tell. 

Steven: There’s a fairly broad question asking about how we look at interest 

coverage and what happens basically if rates go up. And I think that’s an 

important departure point to consider just to talk about how, when we look 

at businesses, we look at normalized earnings. We don’t consider if a 

trucking business for example… if Class A trucks are running at a peak, 

we’re not valuing them based upon all-time high truck unit sales. We look 

back to normal. The same thing holds true for companies that have a lot of 

leverage, that are particularly leveraged that is relatively short term in 

nature or floating rate. So a lot of people we find, a lot of analysts, as we 

look out at these research reports, are not normalizing, they’re just 

assuming that rates will remain low—that companies will be able to 
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refinance. And we expect at some point rates will go up. We don’t know 

when. And we expect that some companies along the way won’t be able 

to refinance. 

Brian: And I would say we assume normalized interest rates when we look at 

companies and dock earnings for that. 

Mark: Take the Naspers… 

Steven: We’re behind in the questions. There’s some questions just crossing the 

transom. 

Mark: So there’s a question: what risk, if any, do you see with the Naspers 

Tencent stub trade? And, so clearly what we said is we think there’s an 

arbitrage in the valuation between Tencent, which makes up the majority 

of the publicly listed stake and the private entities, as well as mail.ru for 

example. That could get wider. It doesn’t have to narrow. That said, what 

should be mentioned is the company is not shareholder-unfriendly. 

They’re aware of the arbitrage existing. They hold Tencent in what they 

have told us is a largely tax-protected structure such that there would not 

be significant gains if it were to be sold. (32:00) So if the stub were to 

widen out incredibly wide, we think it wouldn’t go unnoticed by 

management. But that’s the risk. The stub valuation doesn’t necessarily… 

or the rump, if you would call it that, doesn’t necessarily have to revert to 
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where it traded in the past. But we think it’s not always traded at a huge 

discount, and we don’t think it will in perpetuity going forward. 

Brian: There’s a question I think I’ll say specifically on… I guess I’ll give some 

thoughts in terms of quoting a company’s thoughts on coal and then what 

do we think the demand/supply situation is for coal. First I’d say that coal 

is a more regional commodity than some others, and so I think I would 

amend this question by saying U.S. thermal coal versus maybe met coal. 

We would have a pretty negative long-term outlook for demand for U.S. 

thermal coal. I mean, I think that when we’re going to look at it, we’re 

going to assume there are major declines over the next 20 years in terms 

of U.S. coal consumption. 

Mark: There’s a basic question: at this point do you think equities are generally 

overvalued, undervalued? You probably picked up from our speech we’re 

not saying timing-wise but generally, as Brian said, we feel we’re in the 

later stages of a bull market would suggest that we’re not finding 

undervalued securities. So I think that addresses that one. 

  Looking at the next question: the UTX investment, what do you 

think about them selling Sikorsky? Valuations… 

Brian: They got a reasonable price. 
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Mark: Yeah, they’re selling it within a multiple turn of what we would’ve expected 

them to be able to realize on the asset sale. 

Steven: (34:10) There’s a question about if the U.S. never had corrections, but it 

had quite low returns in the next number of years, how would we expect 

your Fund to perform. And look, if rates remain low and companies 

continue to grow earnings, and there isn’t any volatility in the world, then 

our Fund will underperform the broader stock market averages for that 

period of time, should that be the case. 

Mark: Brian, there’s a question: doesn’t your…Okay, that one? Okay, we… it’s a 

name that we’re accumulating, so we’re going to hold back from touching 

upon that one. 

  I’m just going to… here, what are your views on Greece and other 

investment opportunities for the Fund over there? We did run our ruler 

over Greece the first time it sort of looked like it was in crisis mode several 

years back, and nothing caught our eye in terms of being sufficiently 

attractive for us to invest in. And that remains the case. So we’re not 

actively looking at anything in Greece at the moment. There’s one telecom 

bond that probably we should’ve bought and hadn’t, but that’s in the past. 

Brian: So there’s a question: last time we mentioned REITs, certain bonds and 

MLPs where you’re avoiding. Can you explain the risk factors you see 
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presently in these asset classes broadly? I think broadly it’s an exposure 

to rising rates and/or dependence on continued access to capital markets 

at super attractive rates to fund growth. And I think that either of those can 

reverse in a hurry, and that’s why we’d be concerned with them. 

Mark: There’s a short question about Naspers: am I thinking about the trade 

correctly? I imagine you still have to put the capital down for all of 

Naspers. So because it’s a stub trade, we actually have a long position in 

Naspers. And if you were to look through at the holdings, you’ll see that 

we have short position offsetting in Tencent of approximately equal size, 

(36:03) which means the net capital that’s invested would be, I’ll call it, 

relatively de minimis. So we’re only exposed essentially to a small portion.  

Steven: There’s a question about managers aren’t being rewarded as in Fund 

performance in a zero interest rate world because they own low leverage 

well capitalized businesses, and ZIRP essentially rewards the leveraged 

names, albeit temporarily. This may be true, but on the flip side that 

sometimes seems too convenient. He would welcome our thoughts. When 

the market applies eventually more realistic discount rates when 

calculating future cash flows, is your feeling that Crescent would be 

rewarded? The short answer is yes. I mean, in a low interest rate world, 

everything is more affordable—whether it be an apartment building, a 
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house, a stock, a bond, or anything, which is what has lifted anything with 

a yield and leverage in the REIT world, MLP world it’s been addressed. 

So, yeah, we expect to be rewarded when that happens. We just wish we 

could tell you when that might be. 

Mark: So there’s a question about… are you experiencing… there’s a few 

questions we’ve seen about outflows, inflows, etc. The Fund’s been 

broadly neutral in terms of inflows, outflows year-to-date. And I know one 

investor did say he still supports us, and we thank him for that support. 

Brian: And there’s a question: do you buy distressed bonds if you think there will 

be the equity-like returns? Any history of this? So, yes, I mean, certainly 

for long time watchers, people will remember that over 35% of the Fund 

was in high-yield and distressed during the financial crisis. And we 

continue to have a few high-yield bonds today, and it’s an active area of 

exploration, particularly on the commodity side. 

Steven: If you look at our history, we’ve been in the mid-teens on average over the 

last 20 years invested in distressed debt and high-yield bonds. Today 

we’re pretty close to an all-time low. (38:02) I mean, spreads are relatively 

low, and starting yield is relatively low. And as we’ve expressed, 

companies are doing reasonable well. There isn’t that level of opportunity. 

At points in time when that opportunity shows up and an extreme case is a 
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good example, you saw in 2008 going into 2009 our portfolio increased 

form mid-single digits in high-yield and distressed to low to mid-30s. And 

were that to happen again, and we’re certainly not counting on that to 

happen again. And we’re waiting for that to happen again. But you’d 

expect to see the same kind of increased exposure in distressed and high-

yield. It is absolutely a tool in our tool chest that we continue to use. 

Mark: So the question whether the Omaha trip produced any opportunities. We’d 

like to use this as a formal opportunity to thank Nico Mizrahi for organizing 

the trip for us. He did a great job, and we actually had what I’ll call 

backstage access to a handful of Fortune 500 CEOs who we had a 

chance to engage in unscripted, enjoyable conversations about the 

business there—challenges, opportunities that they expect to face over 

the coming years, and in particular on one of the names we’re actually 

presently working on. So it was very timely, and we look forward to doing it 

again, Nico if you’re kind enough to arrange it again next year for us. 

Brian: We’re just looking through some… 

Mark: We answered that one. 

Steven: There is a question about the universe of potential equities to invest in. 

What is your core approach to identifying candidates for investment? And 

I’d like to direct you to our website to the fpafunds.com, and then go to the 
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Contrarian section, look at our policy statement. We wrote a number of 

years back a lengthy policy statement, and reading that I think it’ll answer 

your question far more completely than we could do justice to in this call 

today. 

Mark: (40:08) There’s a question whether the weakness in commodities creates 

an opportunity or does it signal the market’s due for a correction? As 

Brian, mentioned earlier, when we do see an area in distress—whether it 

be a geography, sector, whatnot—we obviously run the ruler over it. We’re 

doing that with commodities, but we aren’t smart enough to tell you 

whether it hints at the market generally is due for a correction. 

Brian: And let’s connect this to the previous question that Steve answered. So 

where do we get ideas or opportunities? It’s really two broad buckets. One 

is the universe of franchise businesses we call compounders or the 

universe. And these are good businesses that we aspire to own and just 

waiting for them at the right price. And then the other continuous activity of 

research is in what you’d call fires or blowups or things that are deeply 

distressed. And these would be things like commodities or businesses 

undergoing restructurings or challenges where they might not be fabulous 

franchises but there’s reason to believe they might be too cheap for what 

they are, and so we start poking around. I mentioned that we poked 
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around in a number of different commodity sectors and to date really 

haven’t done much. 

  Then there’s a question… Sorry. There’s a question that’s just been 

moved to another page. 

Steven: Yeah, roll down… go down one more, Eliot. Keep going. Right there. Let’s 

go to that one there. Thank you. 

Brian: So there’s a question on the energy exposure. Now that it’s crashed, was 

your thesis wrong? So Steve had a slide on this a call or two ago, and I’m 

not sure if we still have it. But the Fund exited roughly 90% of its energy 

exposure (42:04) going back a couple of years. We did have two positions 

going into the selloff last fall. Were they mistakes? I’d say certainly as 

individual positions, yeah, they’re mistakes. But when we talk about and 

think about the Fund, we’re trying to build a portfolio that we say is robust 

to any eventuality and not perfect to any one. And so what that means is 

we’re going to have some things that will do well under certain scenarios—

perhaps high runaway inflation—and will do less well under other 

scenarios such as what we’re currently experiencing with energy. And 

that’s in our minds part of having a diversified Fund that is playing defense 

first and offense second. 
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Steven: A question was asked about: I’m getting old, I guess older, so what is my 

exit plan. Other than the fact that my partner, Dennis Bryan slamming a 

door into my head as I was walking into this conference call, I have no 

intention to exit the Fund any time soon. I’ve got four daughters at home, 

and I figure it’s not safe to go home till the last one’s out of the house. But 

in all seriousness, this is what I love to do, and I intend to be doing this for 

a very long time. 

Brian: And so everyone knows, Steve’s 52. I mean, you’re not that old. 

Mark: There was a question about comments and valuations in the healthcare 

sector. So we mentioned earlier that Brian said we sold some energy 

holdings, and we thought we got that right, tearing the book down by 

about I think he said 90% or so. Unfortunately healthcare was actually 

probably the biggest exposure in the Fund if you look back to what would 

say, Brian? 

Brian: ’11, ’12 we were talking… 

Mark: Yeah, ’11, ’12. And we had a pretty… we had exposure to HMOs. We had 

exposure to drug stocks. We had exposure to the retail pharmacies, so on 

and so forth. (44:01) So it was the largest exposure in the Fund. They 

were trading at deep values for what we thought were high-quality 

businesses. So we thought we were getting some growth for free, and we 
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essentially loaded up the truck relatively speaking in a Contrarian way. 

Now we definitely started taking profits on that sector too early. So just as 

though we sold the energy stuff and we think we did okay there, you don’t 

always get it right. We clearly would’ve been better served holding onto 

more of our healthcare holdings. And we still held Walgreen, CVS. We still 

own Express Scripts. But it has caused us great pain to see some of the 

other healthcare stocks that we formerly owned move from what we 

thought were fair value to quite rich valuations. 

  There’s a question about… is the boom in rollups and platform 

companies like Valiant, Post, so on and so forth, a function of current 

interest rates? Do you have any thoughts in any of these platform 

businesses? This is something we actually spend time talking about in the 

office. So do we spend time talking about interest rates, what the 

employment rate should be, what GDP growth is going to be? No. Do we 

spend time talking about topics like this? We do. We think it’s a little bit 

endemic of a toppy market and somewhat faddish. Now there’s certainly 

platform companies—and we’ll mention for example companies 

associated with the Rales brothers—that we hold in high regard and 

they’ve got a tremendous reputation well earned for being wonderful 

operators and great capital allocators. Now just because you’re going to 
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have a rollup strategy doesn’t mean you’re the Rales brothers. Now 

there’s no disrespect to any of the companies that were mentioned earlier 

in this question, but the valuations being placed on platform companies 

and rollups in general right now, we think reeks of frothiness. And when 

the tide goes out, we’ll see who’s not wearing shorts. 

  You have significant exposure to well established seasoned tech 

companies. What gives you the comfort they’re not at significant risk to 

intense competition from focused aggressive startups? Absolutely nothing. 

That’s one of our key concerns. So if you think about what we do, we 

underwrite each company independently, (46:01) but we’re well aware of 

the risks that each company face. And for that reason we choose to hold a 

larger number of investments spread across the sector than concentrate 

necessarily in single names. So the companies where we feel we’ve got a 

little less risk of being disintermediated, you’ll see size up larger—for 

example, Oracle and Microsoft. And then the companies where we’re less 

confident that the shifting sand may move between their feet, we’re going 

to be sized less, but valuation consider they still merit a place in the 

portfolio. 

Brian: And probably quicker to sell the ones where we have less confidence. 

That’s been happening. 
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Mark: Yeah. And you’ll see reductions in the past year to date in Intel for 

example. Checkpoint was a name we owned before that we probably 

bought primarily on valuations. We no longer own, and it’s caused us 

great pain to see that one move significantly higher as well since we sold. 

But we sold based on fundamentals, not based on thinking that 

speculation would take it higher. 

Steven: Yeah, as value investors, I mean, we tend to be earlier sellers, and most 

everything we’ve sold candidly has gone up. 

Mark: So here’s a story. Someone says: have you looked at IBM? If you think 

Buffett’s lost his way with one. So Brian and I were in Omaha, and we saw 

Ginni. 

Brian: Let’s say that he knows IBM a lot better than he might let on in public. 

Mark: So we had a chance to chat to Ginni about IBM if we wanted to, and Brian 

and I looked at each other and we said, “No disrespect to…” She was the 

CEO of IBM. We said what are we going to ask her? She’s just been dealt 

a tough hand. There’s not much she can do. So we did work on IBM with 

one of our analysts a couple years ago, and that one we just said too 

many headwinds; it’s just too challenging, not to mention, when you look 

at actual free cash flow multiples, it’s not really that cheap. It’s actually 

probably was trading at the time about 13 times free cash flow… 
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Mark: … because free cash flow’s less than actual earnings. (48:02) So IBM 

we’ve looked at. We passed. It doesn’t mean we’ll never own it, but it’s 

one we have not been able to get our heads around. 

Brian: We admire the financial discipline that they’ve shown. 

Mark: There’s a question: why are Crescent’s standards for investing in 

countries of poor governance so different from other funds which might 

refuse to invest in certain countries? I think that’s tough. You’ll see some 

funds invest in for example Korean chaebols who have awful corporate 

governance. If you’ll follow the Wall Street Journal, you’ll see how 

Samsung stuffed a deal down shareholders’ throats. So we do what we 

do. I think we think the Crescent Fund as a type of investment should be 

bought and not sold. So we’ll never try and sell somebody the Fund 

without being explicit about what we do and how we go about things. And 

if someone doesn’t agree with our… Go ahead, Brian. 

Brian: No, it’s Munger’s line right? If you have some problems with the regime or 

geopolitical risk, the price just has to be different. 

Mark: Yeah. 

Brian: And so at a price, I think it could make sense. 

Mark: And it doesn’t necessarily mean that we “support a regime” because we 

buy a stock in the secondary market. We don’t… I don’t mean to be glib. 
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Brian: Many of our stocks would do better if the regime were to change. You 

could almost argue that holding a position is a somewhat statement of 

optimism or hope that there will be a change. 

Steven: There’s a broader question that you mentioned, the market is emotional, 

this will eventually provide more investment opportunities. How does the 

intrusion of increasingly sophisticated expert systems impact this 

hypothesis? Do the automated systems render the market less emotional 

and do they diminish the opportunity to find value investments? I think the 

more computers get involved in this at a point in time, (50:05) the better 

it’s going to be. I think that there’s going to be… nobody gets it right all the 

time, including various “expert systems.” It’s very interesting. I actually 

think back to owning auto dealerships in the last decade, and some of 

these sophisticated algorithms that have bought into these businesses 

and sold them… and started pushing them way out. And they were just… 

there was an accounting change that the system didn’t pick up, and it was 

overstating operating cash flow because part of operating cash flow 

moved into investing. And so the cash flow wasn’t as good as it appeared, 

drove their stocks up inappropriately. So there will regularly periodically be 

opportunity. We don’t believe that’s going to change. 
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Brian: There’s a question on Google’s CFO. Are you pleased with the new CFO? 

Ultimately improve the firm’s capital allocation valuation recently so 

compelling. So she’s been there for 90 days maybe, 100 days. It’s 

probably too early to say anything. Certainly people were excited on the 

conference call. But we’re sort of fans of Google, and I think the notion 

that they are terrible at capital allocation is just a misnomer. I think they’ve 

made some of the best acquisition… certainly in tech some of the best 

acquisitions around in the last 15 years if you think about Android and 

YouTube. 

Mark: As Buffett and Munger disciples, at what level do you join Berkshire 

Hathaway family? Is the beast conglomerate too hard to value? (52:01) 

Brian, we’ve actually talked about it on a prior call. Why don’t you tell the 

story? 

Brian: It’s not too hard to value, but I think the one time we were close to buying 

it, they initiated a buyback within the week, and sort of that took it away. 

And subsequently they’ve increased the price at which they’ll buy back, 

which I think is probably closer to fair than super cheap. So we’re unlikely 

to get a chance just because mathematically or mechanically the company 

has set sort the limit price for the shares. 
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Steven: So we’re approaching the hour mark. We appreciate you all taking the 

time to join us on the conference call today. As a reminder for those of you 

who haven’t been… who have been on prior calls, but for those of you 

who aren’t on this current call… this is your first call, rather, there are 

some companies that… questions that were just specific to companies 

that we are currently transacting in. And those companies we refrain from 

answering so as to not invite additional competition into the marketplace. It 

wouldn’t be helpful to you, our shareholders. I’m going to turn it back to 

Ryan to close up. 

Ryan: Thank you, Steven and team. And if for some reason we missed your 

question, please feel free to email us at crm@fpafunds.com, and we 

promise to get back to you by the end of the week. 

  To our listeners, we would like to thank you for your participation in 

today’s second quarter 2015 webcast. We invite you, your colleagues, and 

clients to listen to the playback and view the slides from today’s webcast, 

which will be available on our website, fpafunds.com over the next week or 

so. We urge you to visit the website for additional information on the Fund, 

such as complete portfolio holdings, historical returns, and after-tax 

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

your feedback. We highly encourage you to complete this portion of the 

webcast. We really appreciate and review all of your comments. 

  (54:02) Please visit fpafunds in the future for webcast information, 

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

webcasts during the latter part of each quarter and expect the calls will 

generally be held three to four weeks following each quarter’s end. We 

hope that our shareholder letters, special commentaries, and these 

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

about the Fund. 

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

on this call are as of today, July 29th, 2015, 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, 

and any information provided is not a sufficient basis upon which to make 

an investment decision. The information provided does not constitute and 
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should not be construed as an offer or solicitation with respect to any such 

securities, products, or services discussed. 

  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 

their accuracy and completeness cannot be guaranteed. 

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

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

Please read the prospectus and the Contrarian Value policy statement 

carefully before investing. FPA Crescent Fund is offered by UMB 

Distribution Services LLC. 

  Thank you again for your participation, and this concludes today’s 

webcast. 

[END FILE] 


