
Q2 2016 FPA Crescent Fund (FPACX) Conference Call 

 

 

 

 
 

-1- 
 

 

Ryan: We would like to welcome you to the FPA Crescent’s Second Quarter 

2016 webcast.  My name is Ryan Leggio and I’m a Senior Vice President 

and Product Specialist here at FPA.  The audio, transcript, and visual 

replay of today’s webcast will be made available on our website, 

fpafunds.com, in the days following today’s webcast.  One housekeeping 

item before we get started, on the homepage of our website you can now 

find a link to the slides, audio, and transcript from our most recent A Day 

with FPA.  We hope the material helps you gain a better understanding of 

the funds we manage. 

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

Mark Landecker, the Portfolio Managers of 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, over to 

you. 

Steven: Thanks, Ryan.  Thanks for taking the time to join Brian, Mark, and myself 

today.  We believe it’s important to educate our investors as to how we 

invest.  In addition to these calls, we publish quarterly commentaries, 

provide the transcripts to speeches we've given, and offer the occasional 

special commentary.  We also share our investment policy statement that 
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reflects the path we've taken for more than two decades and that we 

continue to follow today.  All of these are available on our website. 

  Crescent’s philosophy remains the same.  We want to make our 

shareholders money without accepting undue risk.  That’s a hallmark of a 

value investor.  For Crescent’s shareholders, our goal isn't to beat the 

market over time.  It’s to do as well over market cycles while avoiding 

permanent impairment of capital.  The goal is not to outperform in short-

term market downdrafts, although it would be nice.  That’s an 

impossibility, although who wouldn’t like to?   

  We manage an idiosyncratic portfolio, one that at a point in time 

may be more or less exposed to any given company, sector, or asset 

class.  In narrow timeframes, anything can happen.  Just because our 

work suggests that a given investment offers an attractive risk/reward 

doesn't mean that others will immediately agree.  As a friend of mine has 

said, “No one becomes a value investor for the group hugs.” 

  We've accomplished our goals over the long term.  Note the 1998, 

2000 time period when Crescent underperformed.  The green line that is 

the S&P 500 gapped up, while the blue line that is the Crescent Fund 

gapped down.  Nevertheless, by 2001, the lines crossed as Crescent 

earned back that previous underperformance.  
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  Over the most recent market cycle, the Fund’s performance is 

about in line with the S&P 500 but well ahead of the MSCI ACWI Index.  

It’s important to note that our max drawdown in this current cycle is more 

than 60% of either of these two benchmarks, but not a lot more.  We 

concern ourselves with protecting in large drawdowns.  We view 5 to 10% 

moves, as has come to pass recently, as nothing more than general 

market noise. 

  The Q2 rebound in the energy sector pulled three of our 

investments into the top five quarterly performance contributors:  

Occidental Petroleum, Halliburton, and the CONSOL Energy bonds.  

Other than that, there wasn’t much of note. 

  Crescent continues to maintain large exposure to companies based 

outside the United States.  More importantly is that of the companies we 

own, more than half of the revenue is derived from outside the U.S.  We 

believe that’s a more appropriate way to look at geographic exposure. 

  The Fund continues to be more exposed to larger capitalization 

companies and there's a weighted average market cap of $98 billion, 

although the median market cap is a smaller $32.7 billion.  Other than our 

exposer to financial companies, the companies we own continue to have 
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better-than-average balance sheets as is expressed in the debt-to-capital 

line you see here with a -17%.                     

  Our portfolio, importantly, is less expensive on a price-to-book 

basis at 1.3x versus the S&P 500’s 2.8x.  The MSCI ACWI price-to-book 

is 2x.  The Fund’s P/E is higher in a trailing basis at 25x versus the S&P’s 

21x or the MSCI ACWI at 19x.  That would seem to be inconsistent with 

being a value manager.  There's an old saying, “Buy the high P/E and sell 

the low P/E.”  We will frequently buy companies when their earnings are 

low ebb, which of course make the P/E higher.  It’s what comes next that’s 

important.  If consensus estimates are accurate, then Crescent’s forward 

P/E is 15x as compared to the S&P’s 17x.   

  The Fund’s net exposure at 65% is about in line with its historic 

average.  Although our corporate debt exposure has moved up to 5.6%, 

it’s still well below average.  A function of high-yield bonds offering a paltry 

7.6% yield, close to its all-time low.         

  Given that the S&P’s P/E is at its second-highest level in history, 

we'll remain cautious.  The S&P, and for that matter markets around the 

world, have benefitted from interest rates declining to historic lows.  That's 

not a coincidence.  Lower yield means a lower discount rate used to value 

a company’s expected cash flows, increasing its equity value all else 
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equal.  And in the hunt for something better than what bonds offer, 

investors have shown a willingness to assume more risk.  

  This has left stocks at their highs.  The earlier slide that showed 

P/E using 10-year average earnings is a little bit different than this one 

that shows P/E on a trailing 12-month basis.  And on the trailing 12-month 

basis it’s now higher than it was in the prior two market peaks.  Other 

commonly used valuation measures, price-to-sales and price-to-book, are 

also now higher than they were in either March of 2000 or September of 

2007.  Some investors are substituting the certainty of income for the 

uncertainty of capital appreciation.  It’s understandable given certain 

alternatives, but that doesn't make it right. 

  This chart shows that there are $9.6 trillion of sovereign bonds 

trading with a negative yield.  I’ve seen other sources quoting almost $12 

trillion.  It’s hard to fathom why someone would buy a security 

guaranteeing that, if held to maturity, they would receive less than their 

principal back.  But that’s what's happening.   

  In a bit of a disconnect, we find ourselves with stock valuations at 

highs, bond yields at lows, but the economy’s slogging along delivering 

the weakest economic expansion off of a recession since at least the 

Great Depression.  Cumulative GDP since the Q4 2007 peak is shown 
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here as the blue line at the bottom of the chart and is lower than every 

other instance since the 1940s.   

  The S&P 500 earnings peaked in Q3 2014.  In each of the 

subsequent seven quarters, its earnings have declined year over year 

and, yet, the S&P 500 has hit new highs.  Crescent owns a portfolio of 

businesses that have recent been growing fast on the market, yet trades 

less expensively.  According to CapIQ, Crescent’s equities had trillion 12-

month earnings growth of +3.3% compared to a -4.5% for the S&P and a -

10% for the MSCI ACWI.  And as I already pointed out, our portfolio is 

less expensive.  Imagine you have two stocks; one’s earnings is growing 

and its P/E is going down, while the other one’s earnings is doing down 

and its P/E is going up.  Which would you rather own?   

  The best performing securities on average have been the highest 

quality, highest yielding, and longest duration.  Value stocks are generally 

of lower perceived quality and they've underperformed.  The green bars 

depict the years when value has beaten growth.  The red bars reflect 

when values underperform growth.  Since the last downturn the Russell 

3000 Value Index has had a cumulative return of 134%, while the Russell 

3000 Growth Index delivered a cumulative return of 201%.  Value 

outperformed growth in just one of the last seven years.  
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  I’m going to turn it over to Brian to talk about a sector that clearly 

comes under the heading of value.  

Brian:  Thanks, Steve.  So I’m going to speak for a minute about our 

investments in balance sheet-intensive financial companies. 

  So this chart shows Crescent’s increased exposure to financials 

over the last year, year-and-a-half.  It’s important to note that this is a 

GICS-code-based chart and includes companies that are financial 

according to various indexes but don't have the balance sheet or business 

fundamental or economic characteristics of what I would think of as a 

typical financial, things like banks and insurance companies.   

  So if we were to amend this chart and just think about the balance 

sheet-intensive financials, traditional things like lending institutions and 

insurance companies, Crescent’s exposure to those type of financials is 

closer to 15%.  And those type of financials have accounted for almost all 

of the growth in the portfolio’s exposure to financials more generally over 

the last year or so.  

  Now, coming as no surprise to those of you who are familiar with 

the Fund and our strategy is that banks, traditional balance-sheet-

intensive financials, are currently trading at price to tangible book values 

as low as at any time in the last 20 years.  And so it should come as no 
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surprise that we're finding more and more to do in an industry that is 

deeply out of favor and is priced at absolute levels that are attractive.   

  Now, moving on to what do we own specifically, we’ve got one 

company left out which is a company that we're buying.  And so what's 

changed?  So if you remember back going into the financial crisis, the 

Fund really didn't have any exposure, might have been net short 

financials.  At that time, as you can see on this chart, at least the 

companies that we own were fairly poorly capitalized with an average of 

5% of equity against tangible assets.  At the same time, the businesses 

were fairly expensive, trading at an average of nearly 2x tangible book 

value.  So you had a less-safe, less-well-financed business trading at a 

fairly high price.   

  Now, what's happened over the last seven or eight years is that the 

balance sheets of these companies have been radically improved.  So 

you can see in the middle column that the tangible equity to assets has 

increased by more than 2x on average across this portfolio while, 

simultaneously, now moving to the fourth column, the price to tangible 

book value has gone down from over 2 to less than 1.  And this is as of 

June 30 our portfolio is trading at .7 of tangible book.   
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  Now, as anything else, it comes with a bit of a rub and the rub is 

that the return on tangible equity is fairly paltry at 7.9% you can see varies 

by company.  And so, currently, we have a portfolio of financial 

companies.  Balance-sheet-intensive financials makes up about 15% of 

the portfolio that is much better financed than at any time in the last 20-or-

so years, really as far back as we can find.  And, two, is earning a fairly 

low return on tangible, but more than compensating for that low return in a 

low price.  So as you see, if I earn 8% on tangible and I trade at 70% of 

tangible, I’m trading at a single-digit multiple of those earnings.   

  Now, when we think about financials or we think about any 

investment in the portfolio, risk is always at the front our mind.  And so the 

first thing we would observe is that these companies are much better 

financed than they have been historically.  That increases the safety of 

each company individually and the group as a whole.  In addition, for 

those of you who participate in the financial market, you can know from 

your own experiences that these companies are involved in less-risky 

business activities than they were prior to the financial crisis.   

  What do I mean by that?  I mean trading desks have been closed 

down.  Proprietary capital at risk has been shrunk.  I mean SIVs don't 

exist anymore.  And on an individual level, you probably will have noticed 
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if you’ve tried to get a home loan or possibly even expand your credit card 

financing in the past two or three years, the process is fairly difficult, fairly 

onerous and you might even think that some of these banks have been 

overly conservative when lending to you.  Certainly that’s been the 

experience of some people at FPA.  

  In addition to the statistical and qualitative experience we have with 

these businesses, we run various tests.  We consider what would happen 

if books of their business experience high level of losses.  For instance, 

we would have spent a bunch of time in the first quarter thinking about oil 

and gas exposure and what the losses might be if the price of oil had 

stayed at $20 or $30 for an extended period of time. 

  We also think about the aggregate losses were to these 

businesses during the financial crisis and how, on the current earnings 

base and the current capitalization level, they might fare if something like 

that were to repeat.  And for a number of these companies we can benefit 

from the results of the Fed stress tests which are, generally speaking, 

extreme economic scenarios.  And for those paying attention, the 

companies in our group passed that test with flying colors recently and 

were able to increase their returns to shareholders.   
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  So while we can never be completely certain given the high 

leverage and relatively opaque nature of the businesses, we think that 

individually the companies are better financed.  But with that said, we also 

want to think about where our risk aggregates on a portfolio level.  So as I 

mentioned, we've kept these investments to about 15% of the aggregate 

fund.  One could argue just on the cheapness and relative competitive 

position of these companies that the position could be much larger.  But, 

again, we don't want to expose the aggregate fund to any type of 

catastrophic loss.  And given the inherent leverage in these businesses, 

we would be uncomfortable making them as a group too 

disproportionately large portion of the portfolio. 

  So lastly, thinking about this for a minute, so what might we hope to 

earn on our financial portfolio?  What you're looking at here is a chart that 

shows the return over a three-year holding if one were to buy a company 

at 74% of tangible book value, that company were to earn the returns on 

equity shown in the top column, and then that company were to trade at 

the price-to-book value shown on the left column. 

  Now, I’ve highlighted in yellow roughly where our companies trade 

and where they earn from an ROE perspective.  As you can see, if 

nothing were to change and they were to just repeat the same 
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performance as last year and hold the multiple over the next three years, 

we'd make 28-or-so percent, a high-single-digit equity-like return; certainly 

not spectacular, but reasonable nonetheless.   

  Now, each of the companies in question have concrete plans in 

place to improve their returns on tangible equity all of which targeting 

greater than 10%.  And in addition, from the previous chart, you can see 

that prices of less than tangible book value are exceedingly rare in the 

financial sphere.  So that would suggest that if those things were to come 

to pass, an improved trading multiple, an improved return on tangible 

equity, that one could expect to earn returns in the upper-right quadrant, 

which would be quite attractive indeed.           

  And I’ll say that I don't think it’s just a matter of these companies 

sitting around standing still.  When companies trade at big discounts to 

liquidation value, the general winds of capitalism, at least in the United 

States, often come to bear. 

  And in this case we have a few things going on.  I apologize; I’m 

losing control of the slide deck.  There we go.  And that is “Love ‘em or 

hate ‘em, activists are coming for [to] the banks.”  This is according to 

Crain’s Business.  Now, one of our holdings, AIG, has recently appointed 

a representative of Carl Icahn and John Paulson to the board and they 
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are pressuring the company to split up into various pieces.  Another of our 

holdings, CIT, is exploring strategic alternatives for their commercial air 

business and have also put a number of other portfolios into discontinued 

operation or the for-sale pile.  So what we think is happening here is that 

market forces are recognizing the significant discounts available and 

forcing these companies to either improve or split up and sell themselves. 

  Here you can see Mike Mayo, longtime bank analyst, saying that 

no bank is immune from activist pressure.  And our personal favorite is 

when capitalists agree with socialists and, here, perhaps Bernie Sanders 

could be our representative because he thinks these huge banks should 

be broken up as well.  So whether it’s for social purposes or economic 

purposes, hopefully one way or another, returns are achieved in these 

holdings. 

Steven:  Thanks, Brian.  Let’s turn it over to question and answer.  We'll 

start with some of the questions that came in in advance of the call, the 

questions that are currently coming over the transom.  First question will 

address, “Can you speak to the allocation decision for such a high cash 

position and its drag on performance?”  Cash has always been a 

byproduct of our investment process for those who know us well.  It 

decreases when there's opportunity and it increases where there isn't.  
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For us to draw cash down substantially today—in other words, to increase 

our exposure to risk assets—we'd have to see a meaningful decline in a 

broad U.S. market or in other markets around the globe or in some 

industry group or asset class.  If markets continue to rally then one 

shouldn’t expect that the fund will keep up.  On the other hand, we feel 

that we are reasonably well-positioned to take advantage of opportunity 

when it arrives one day.   

  There is a specific question about “Given our exposure investment 

in Microsoft to their LinkedIn acquisition,” I’m going to turn it over to Mark 

Landecker.   

Mark: So Microsoft acquired LinkedIn recently.  The deal hasn’t closed.  The 

exact question I think was rather open-ended, if I recall correctly.  So as to 

what we think of it, it’s obviously an expensive acquisition.  The multiple is 

circa 7x revenue.  In an ideal world, we like to see portfolio companies buy 

their targets for roughly 7x pretax operating profit.  So clearly there's a 

strategic significance here. 

  From a financial significance, the deal is broadly neutral with 

respect to earnings looking out the next couple of years.  On the plus side, 

the company did finance it with long-term debt, much of it which was 

announced today.  And if you were to go and look at news, you can see 
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that they actually financed going out as long as 40 years.  And that 

particular tranche, if I remember correctly, was financed at roughly 

treasuries plus about 180 bps. 

  So we do live in a unique environment at the moment where 

companies of the credit quality such as Microsoft, one of the last AAA 

companies in the world, can finance acquisitions using debt at extremely 

advantageous rates.  That muddies the water and makes it a little more 

difficult to compare a typical financial transaction versus what might have 

been done in a time of higher rates.  

  Now, all of that aside, it’s obviously an expensive acquisition but, 

strategically, we think it does fit in well with what Microsoft is doing.  The 

company’s pivoting towards a subscription recurring revenue model which 

very much is what LinkedIn offers and it also is moving towards a higher 

operating margin which, again, is what LinkedIn offers. 

  And if you think about how LinkedIn could be connected to the 

Microsoft ecosystem, you only need to think as simply as imagine you get 

a phone call on your Skype system and when you click to see who’s 

calling, up pops the LinkedIn summary of who you're going to be chatting 

with.  Or you're about to walk into a meeting room, can't remember exactly 

the eight people you'll be meeting with, you click on the calendar, you see 
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the eight names, you can click on the individual whose name looks 

familiar but can't quite place them and then say, oh yeah, they used to 

work at Merrill Lynch where I knew them five years ago, so on and so 

forth.  

  So, strategically, we think it’s a neat fit.  The new CEO, Satya 

Nadella, has earned our trust thus far and so we think about the 

acquisition, we'll need time to tell exactly how well it works, whether the 

company integrates it well, and the business continues to maintain some 

of the momentum its shown in the past.  But, for now, we've got our 

fingers crossed.               

Steven: Thanks, Mark.  Now, there are a few questions looking for the drivers of 

performance both absolute and relative to the market and what's been 

higher than the norm downsize capture of late.  First, it’s important to 

know we don't target a specific downside capture percentage.  As value 

investors, one should expect over time that our downside capture would 

be or should be less than the market.  That has historically been the case 

and we expect that will continue to be the case; however, there have been 

and will be times when we do participate more on the downside.   

  Stocks can trade higher and lower than you might think.  We don't 

know why internet stocks peaked in March of 2000.  They could have just 
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as easily have peaked at a higher level, or a lower level for that matter.  

We don't know why our financial lenders were trading at such large 

discounts to book in Q1, but they certainly could have traded lower still. 

  There are only two sectors in the S&P that declined through June 

30, financials and technology, which happen to be Crescent’s two largest 

sector exposures, although our technology exposure actually increased 

somewhat in value.  Just because they decline, though, doesn't mean that 

they won't rebound and even outperform in the future. 

  But, in truth, we don't know what will happen.  The biggest drag in 

performance has been financials.  Crescent’s financial exposure declined 

8% in the first half, but it’s also been a drag not owning other sectors.  For 

example, we don't own any utilities, an interest-rate-sensitive sector that’s 

up more than 20% this year.  If rates stay lower for longer, maybe utilities 

that already trade an all-time high P/E, will continue to outperform.  Again, 

anything’s possible.   

  All we can promise is that we will continue to consistently apply our 

value-oriented principles.  We focus on how the Fund performs over full 

market cycles over which there'll be a bear market, something we haven't 

seen in almost eight years.  We do hope to protect capital in the larger 
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market declines.  More importantly, it’s how we do over time rather than a 

moment in time.   

  In the first six months of 2016, Citigroup, CIT, and Bank of 

America, a few of the companies in Brian’s table, declined an average of 

19%.  We don't think any of these companies’ intrinsic values changed 

much at all.  In fact, each of these companies has seen its tangible equity 

per share increase in 2016.  And it also increased in 2013, ‘14, and ‘15.  

In fact, it increased almost every year for all these companies since the 

recession and there's just one instance where one company didn't. 

  It shouldn’t then be a surprise that we increased our exposure 

during the period.  Foreign stocks have been weaker on average than 

U.S. stocks, which has been a drag as well, (though Crescent is still 

ahead of the MSCI ACWI over the trailing 12 months.  Holding cash has 

hurt performance recently.  As we've said, cash is not an asset allocation 

decision.  It’s the result of not having more attractive opportunities.  Just 

because a stock is up 30% doesn't mean it was attractively priced to begin 

with.   

  I read in the LA Times today about a guy who jumped from 25,000 

feet without a parachute and landed safely in a hundred-foot-by-hundred-

foot net.  Just because he didn't die doesn't mean he should have made 
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the jump.  We continue to judge ourselves over full market cycles.  On 

that basis, we are still meeting our stated goals compared to each of our 

benchmarks.  

  There's a question here, I’m going to turn it over to Brian, it’s “How 

insulated are financials and information technology from a drop in global 

trade?”                   

Brian: Yeah.  I think maybe more generally both, broadly speaking, are sensitive 

to the broad economy.  I mean I think that in terms of the financials, the 

valuation largely compensates one for a tough year or two along the road.  

I’m not sure that any of them, though, would expect to have improving 

results if the economy were to get significantly worse.   

Steven: “If rates stay flat, what is the upside if any to U.S. bank majors…banks as 

utilities?”  I’ll refer back to Brian’s presentation on the different banks that 

we own.  A lot of negatives are already pricing these stocks.  We don't 

need to assume much to make a low-double-digit rate of return.  The price 

to book of these companies is way below norm.  That doesn't change if 

the relatively poor 8% ROE doesn't change either. 

  And if we keep dividends and earnings flat, then we'd estimate that 

a low-teens rate of return is possible.  That's not a bad thing.  And we 

don't feel we're assuming a lot of risk to achieve that.  But if these 
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companies were able to achieve their goals and get ROE up—again, as 

Brian pointed out—and/or they're efficiently able to return capital to 

shareholders and that the price-to-book ratio increases, then we can 

make substantially more.  That’s an “if,” of course.  But we like the way 

this investment stacks up, good upside for what we believe is not 

significant downside.  We do discuss our position in financials in greater 

detail at our recent Q2 shareholder commentary that’s available on our 

website.       

   “What's the maximum position you would allow in the Fund for a 

single stock position?”  We would love to have ten 3 to 5% positions, but 

given the dearth of opportunity, today we don't.  It would be unusual for us 

to take in the Fund more than a 5% position at purchase.  It would also be 

unusual if this position were to be larger than high single digits at any 

point in time as a percent of the Fund.  We manage Crescent as if 

someone has given us all of their money, not that we ever suggest 

anyone should.    

Brian: I’ll just say the question’s come in that sort of pegs onto that, Steve.  We 

run a diversified portfolio and what prevents us from concentrating on our 

best ideas?  I think it’s a couple of things.  I think Mark sometimes likes to 

say if we knew what idea would go up the most, we would.  And so there's 
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a bit of humility in that.  But also, going back to what Steve said, the 

mandate of the strategy is one of defense first and offense second.  And 

so when you think about that, that suggests a portfolio that has a 

reasonable amount of diversification.  So the diversification is very much a 

byproduct of the strategy.  And so in keeping consistent with that mandate 

or goal, we would remain diversified over time.   

Steven: Thanks, Brian.  “In light of the Brexit vote, are the managers finding more 

opportunities abroad or domestically?”  Well, Brexit caused a move to risk 

off for all of a couple days.  The U.S. market is now higher than it was 

before the vote in the U.K. referendum to exit the EU, and most of the 

European markets have rebound at close to the recent pre-Brexit trading 

levels, so not much has changed in other words.   

  Upside versus downside risk in U.S. Government and other parts of 

fixed income. Interest rates are as low as they've ever been.  This is a 

grand experiment.  And like with any experiment, no one knows the 

outcome.  We're not partial to the idea of buying long-dated bonds, 

whether they be government or corporates.  And that does tie into a 

question that had come in over the transom… 

  We are in uncharted territory with very low rates and possibly low 

rates for a very long time.  Might we look back in several years and find 
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that “average P/Es” have moved to much higher levels as a result and that 

becomes a new norm? So if rates remain low, then obviously—or go lower 

then owning a long-dated bond works well and owning infinite duration 

securities like stocks that are good businesses could work quite well as 

well.  We don't know.  We're not just focused on the average.  We just 

look at the risk/reward of what might or could happen. 

  But because of what could happen and then because it could be 

lower for longer, which is why our average exposure to risk assets today is 

not lower than its norm.  It’s about at its norm.  And we are kind of playing 

both sides of the fence here where we're hoping for opportunity where we 

can put our cash to work efficiently and effectively to make money over 

the full market cycle for all of us, but we also recognize that there could be 

a lot of inflation that does come up one day or maybe we're on a 

deflationary path to inflation.  But if that were to be a stair-step function 

and rates would remain lower for longer until that happens, then it’s 

entirely possible that the stocks that we own will able to do well for an 

extended period of time and we will get that big opportunity. 

  So as much as we hope for opportunity, we recognize that it might 

not happen.  We always come back to the risk/reward, what we can make 

versus what we can lose.  And with 10-Year Treasuries where they are in 
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the 1%-and-change level, there isn't a lot of room for error.  If the stocks 

where they are and as a generalization, again, there's areas where we 

have found opportunity, there's not a lot of room for—there's not a big 

margin of safety and we like a margin of safety.  

Brian: And I think Steve pointed it out in his earlier comments, there's not a lot of 

margin of safety in a 20-multiple market that’s shrinking earnings.   

Steven: We're asked the question how we feel about high yield.  In a word:  “sad,” 

sad that there hasn’t been a great opportunity since 2009.  Since then 

spreads have narrowed and rates have declined precipitously.  Yields 

today are less than 8%.  I think they should just take the word “high” out of 

its name.  We were able to move our high-yield exposure from 1% to 5% 

in the last nine months.  We had hoped for more but the opportunity 

wasn’t broad-based with most of the weakness centered in the energy 

and metals-and-mining sectors. 

  The high-yield and leveraged-loan market now stands at about $2 

trillion.  Eventually, those loans will have to be repaid or refinanced.  A 

majority of them come due in the four years beginning 2019.  That would 

mean far greater than the average historic issuance, around $450 million 

a year.  Maybe the market will be accommodating but then, again, maybe 

it won't.  Eventually, interest rates will be higher which all else equal would 
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cause the high-yield market to weaken and it would certainly make 

refinancing more expensive for many companies.  And eventually there 

will be a weaker economy that will cause some companies’ cash flow to 

drop such that it won't cover its interest expense.  Either or both could 

create an opportunity to further increase our exposure; refi risk, that is, or 

weak economy and/or higher interest rates.  We wish we could tell you 

when.   

  “How does the Fund’s size impact/alter your management of the 

Fund going forward?”  We manage the Fund the same way today as we 

did when we started more than two decades ago.  We're value investors.  

We seek to commit capital when the risk/rewards attractive.  When there's 

a margin of safety.  There are some tradeoffs given that we are larger 

today than we were 23 years ago, admittedly. 

  Small caps clearly won't mean as much to the portfolio today as 

they did when we were $1 billion in assets under management.  But it's 

not like small caps are any more attractive than large caps today.  Our 

team, though, is much larger, more seasoned, and more skilled than it’s 

ever been.  We are able to invest more broadly in different asset classes, 

in different regions, that we haven't been able to prior.  We are also the 
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size that management’s more likely to spend more time with us helping us 

to understand their businesses.  

Ryan: At this point, I think Steven’s done with the pre-submitted questions and 

we'll hold for just a moment to get the questions submitted over online.   

Steven: So Brian and Mark…have been looking at some of these questions.  So 

I’m going to turn it over to them since I’m just looking up to take some of 

those incoming questions as they look down the list.   

Brian: There's a question on European banks.  We don't have a comment or 

thought on them, necessarily.   

Mark: So Brian largely leads the financial charge for the group.  That’s why he 

talked about financials earlier in the call.  I think our viewpoint is if we're 

going to lose money on financials, we'd rather do it in the U.S.  We don't 

need to go do it overseas as well.  But on a more serious note, we're most 

comfortable with U.S. financials and so we don't think you're making a 

hugely different investment whether you go into a European bank, a U.S. 

bank, et cetera, the same underlying drivers. 

  That said, the little time we spend looking at the European banks 

their solvency rates and their level of comfort, sorry the level of comfort 

that we have with their balance sheets would pale in comparison to what 

we're able to achieve when we're buying the U.S. banks.  So if they don't 
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go bust, they've got greater upside.  But everything you know about us, 

you should know that we're more concerned with the downside— 

Steven: Not only are they worse capitalized, you have worse capitalization than 

the U.S. banks.  If you go look back to 2007 when U.S. these big banks 

that we're looking at had tangible equity to tangible assets of around 3%-

or-so-and-change, that’s tripled.  Many of these banks in Europe have not 

seen anything remotely like that and have actually seen a deterioration in 

those capital ratios.  So on average, as a generalization, there's more 

downside protection to invest in U.S. banks than there is to invest in 

European banks.      

Brian: They also have amazing currency exposures through various euro-

denominated government bonds, both home country and out of country, 

which I think make them essentially a derivative play on the continuation 

of the euro.  And I'm not sure that that’s something that we have a 

definitive view on.   

Steven: There's a few questions here that, I just want to be clear to everybody op 

the call, we just don't have answers to.  We never will.  I mean what 

happens in a presidential election, how it might impact a portfolio?  And is 

there going to be a correction in the coming months?  And what's our 

outlook for the remainder of the year?  I mean those are questions we're 
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not able to answer.  We've never been able to answer those.  And we 

believe that the companies we own will do well over time.  And on average 

we've been right in the past.  What happens in a given month, quarter 

year or two, is anybody’s guess.   

   “Does the current market environment remind us of the late ‘90s 

when the Fund lagged during the last few years of the bull market?”  Well, 

to the questioner, thank you for reminding me of that period.  It was quite 

painful.  It’s always good to relive that.  We were—I don't remember the 

numbers exactly in my head, but something on the order of 56 points 

behind the market over the two years, ‘98 and ‘99.  We didn't play the 

internet game.  Stocks were reaching crazy, crazy multiples of revenues, 

not earnings—to throw back to what Mark Landecker just mentioned—is 

what we'd like to see.  

  And when we look at these internet stocks, we knew it was going 

to, we just didn't know when so we just stayed on the sidelines.  We were 

willing to accept that underperformance.  Then in 2001 and ‘02, we 

outperformed substantially.  So when we look back from 2002 back to 

1998, despite starting with a in the hole 56 percentage points or so on 

January 1 of 2000, we ended up outperforming by about 40 points or so in 

that timeframe, over the five years, cumulatively. 
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  So is it like that?  Yes it is, in a way.  But here's where it’s different:  

Back then we knew these companies couldn't rise beyond the ether.  We 

didn't know how high but there's some level.  I mean, today, with the 

central banks managing this, it could go on longer than we would 

otherwise hope.  We are in uncharted territory.  I’ve called it this before, 

government-managed capitalism.   

Mark:  There’s a question “What did you learn from Berkshire’s annual 

meeting?  Are you still not buyers of Berkshire?”  We talked about this a 

little bit on the last conference call.  Berkshire’s a name we monitor, track, 

we came close to owning once in the past, didn't pull the trigger.  We don't 

own it at present.  As for what we learned at the meeting, it’s always 

enjoyable to go.  You chat with other likeminded individuals, catch up with 

old friends, but I don't think there's anything that stands out.  Brian?   

Brian: No, nothing. There's a question on spending time on healthcare and 

particularly retail pharmacies.  Something that we've owned in the past 

and I think something that we don't have any update to our previous 

comments, that is those have gotten more expensive and would certainly 

be at the high end of multiples, as Steve was discussing earlier, has not 

been an area we’re spending time recently.   
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Steven: We like companies, industry groups that are out of favor.  It’s not one 

that’s out of favor.  We bought into this sector, Walgreens and CVS 

specifically, at a point in time where there was some concern surrounding 

their prospects.  And that was at a point in time when the generic wave 

was still heavily in their favor, which is clearly not in the same way today.  

As drugs go from brand to generic, it’s more profitable to the retail 

pharmacies.  One, and two, it was also at a point where you did have and 

you still have the aging population and older people tend to take more 

medication.  Big macro trends that were drivers of these stocks that we 

were able to pick up and invest in at a point in time when they weren't in 

favor and, as to Brian’s point, they're more in favor today.   

Mark: There's a question, “A strong dollar would have a negative impact to the 

Fund’s international exposure.  What are your views on the U.S. Dollar 

versus other currencies?”  Aside from the occasional currency such as the 

yen where we actually don't have any direct equity exposure at the 

moment, we don't hold any strong particular views on one currency versus 

the other at the moment.  You'll see some small hedges in place against 

different currencies but, for the most part, we're widely unhedged and, 

again, don't have any specific views.  
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Brian: So there's a question on the financials specifically asking about asset 

sensitivity and whether intermediate rates stay long that would put 

pressure on them?  I think that question demands a little bit of granularity.  

On the large money center banks, I think the NIMs have largely stabilized, 

maybe will slightly be under pressure.  And then we have two companies 

in particular that have slightly longer dated assets and some legacy 

funding from the financial crisis or shortly thereafter.  And as that funding 

rolls over, they're actually going to have a benefit from the lower rate 

environment given the somewhat longer duration of the asset.  So across 

the financial portfolio that we have, I don't think there is tremendous 

earnings pressure over the next call it 24 months from a continuation of 

lower rates.  But each company is its own story.   

Steven: “You’ve stated your feelings on cash but if you look over the past 15+ 

years you’ve never had less than 29-ish percent cash, or at least not for 

long.  Can you comment on the persistently high level of cash over 

various market cycles?”  There actually was a point in time where we 

actually were in the single digits in cash for some period of time.  But your 

point is a valid one.  We would expect that over time, over the next 10 to 

20 years, that our average cash will be less than it has been.  I would 

point out—and the reason for that is a few. 
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  One, we've got a deeper bench, team to take advantage of 

opportunities so we can act—be up to speed on a lot more companies on 

a daily basis and be close to pulling a trigger, which that work allowed us 

to buy bonds in one specific metals-and-mining related company last year.  

And we also have an inventory of higher-quality global businesses that we 

think of as our compounders, as Mark talks about in great detail 

frequently.  I call them infinite duration bonds with rising coupons.  And so 

for those reasons, we expect to be on average more invested in the future 

than we've been in the past.  Again, that’s on average, of course.  There'll 

be points in time like this where that’s not the case. 

  Now mind you, of course, that with greater exposure, that people 

would like to see us have, there will come some additional volatility in the 

Fund.  There will come some additional downside participation when that 

occurs.  We're going to always do what we think is right for the Fund, for 

our investors and ourselves as investors, over the full market cycle.   

Mark: There's a question, “What's your view on emerging markets?”  As you’ve 

heard a few times in this call, we're really looking on a bottoms-up basis to 

find securities to purchase.  We're not finding much in emerging markets 

right now and, for the most part, the majority of our work on emerging 
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markets is tilted towards higher-quality companies and they generally 

aren't cheap right now. 

  You could buy banks, you can buy telecoms, you could buy 

commodity-oriented companies, but that’s really not what where we're 

spending our time looking at emerging markets.  And so we don't have a 

view on emerging markets in general, but on the companies in the higher-

quality universe within emerging markets, they’re not currently trading at 

valuations that would offer us a margin of safety.   

Brian: There's a question that I’ll broadly define as “What have you learned from 

your mistakes in the last couple of years?”  One, some of these have 

actually been successful from a profit perspective.  But, two, in a broad 

portfolio, particularly in a difficult time for opportunity, we're going to 

always have a handful of situations that don't work out.  When you think 

about how we invest, we invest on a scenario basis, kind of low, base, and 

high.  And sometimes the low-case scenario plays out either 

fundamentally or just trading level, and that’s sort of to be expected.  So 

I’m not sure that we have any major takeaways from the last two years 

other than sort of consistent lessons of be disciplined, stick to absolute 

levels of valuation, think about the downside first.      
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Mark: There’s a question, “Congratulations on your Alphabet/Google pick and its 

performance over the years, is Baidu the new Google of China?”  With the 

help of Byron Sun, one of our analysts, we've actually spent time over the 

past year looking at internet business models across the world.  That 

would include both Alibaba as well as Baidu.  We actually purchased 

Yahoo! sometime in the past.  We hedged out our BABA exposure.  But 

then if you were to look at our holdings, you'll see that we actually 

removed our BABA short such that we had an unhedged position and 

underlying exposure to BABA. 

  And then similarly with respect to Baidu, we actually purchased it 

early in the year.  We didn't manage to build much of a position.  It moved 

away from us.  Since we had a bit position, we sold it, and then we started 

to reestablish a position once again.  I think it’s a little overstated to say 

that “Baidu is the Google of China.”   

Brian: It’s very unlikely that Baidu is the Google of China. 

Mark: But it has a unique business in search, is also investing in areas like 

artificial intelligence, much like Google.  The primary difference why Baidu 

is not the Google of China is because, when people go to search for a 

good or to learn about a product for example they wish to purchase, they 

often do that using Google in North America, Europe, and the like; while, 
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in China, they’ll actually go directly to BABA to search.  Instead, Baidu’s 

sales are largely concentrated in some key verticals:  finance, education, 

healthcare—to name three of the largest—and so it has less of a tail than 

would Google.  But it’s a nice business, generates very good margins, 

very high return on incremental capital. 

  And when we look at Baidu, we actually think we're creating the 

search business at a low-double-digit multiple to after-tax earnings, which 

we think is an attractive multiple.  And then we've got some optionality on 

other businesses within Baidu.  So, trading opportunistically, we hope to 

be able to build that position over time.  It’s still not as large as ultimately 

we would have liked at the average purchase price.   

Steven: “Would you please discuss sizing?  I believe you have stated in the past 

that were valuations more attractive you would, for the most part, own 

more of what you already own.  Is it simply valuations that lead you to 

own, less, or some other macro considerations?”  I would split it into three 

parts as we think about sizing.  The better the business, the better the 

price—which means the risk/reward, upside/downside, margin of safety, 

however you want to define it—and the better our ability to understand 

that business and industry, combined with our ability actually to be able to 

get a position in the company based upon its liquidity.  Those are the 
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factors, the four variables that drive our sizing.  Anything you guys want to 

add to that?     

Mark: Historically, if you look at the largest positions over the past few years, the 

names that have been the largest are ones where we think—I’m going to 

put it bluntly, we're unlikely to get our faces ripped off.  So if you think 

about what we've talked about on the call a few times is downside 

protection.  And we're most comfortable making larger positions and 

names, not necessarily that have the greatest upside but, while they could 

move down, we could have losses, we don't think they're going to be 

Armageddon, if you will.  And so the businesses that have tremendous 

resiliency in their earnings and then the multiple allows potential for 

appreciation and not significantly lower valuation because they're 

absolutely attractive at the time of purchase.   

  There's a question, “What's the most attractive industry to invest in 

right now?”  Brian talked earlier about our exposure to financials.  I think 

it’s where we're finding the most opportunity, the most value.  Brian, 

anything to… 

Brian: No, nothing, financials are cheap— 

Mark: If you look at the data. Yeah.  
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Brian: —about how the businesses perform and what happens with the macro 

background and rates are certainly risks, but they’re unambiguously 

cheap currently. 

  There's a question, “Financial valuations, what do we think of small 

cap financials?”  I would say, generally speaking, they're not as 

attractively priced as large cap financials in the U.S. right now.  

Steven: I think that’s fair. There's a question, “While FPA is known as an absolute 

value shop, based on today’s economic data and record low interest 

rates, does it lead you to be more concerned about the prospects for 

higher inflation or a possible increase in deflationary trends?”  Factor in 

rapid changes in technology. 

  I mean this goes back to something that I stated earlier and 

something that the three of us believe:  We don't know what's coming 

next.  And so we try and position our portfolio to be robust in more than 

one outcome.  It seems likely that we're on a deflationary path to inflation.  

It seems that the policy response to every time there's a downtick is to 

print more money.  Again, we've never seen anything like this.  When it 

ends and how it ends I should say is anybody’s guess.        

Mark: So there's a question, “How much of the demand buying of negative yield 

bonds is government institutions bound by government regulation?  
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Negative yields don't make sense to investors, but are the buyers really 

investors weighing the prospects of their holdings?” 

  We'll go on our soapbox for a moment and not restrict the 

comment just to yields relating to bonds, but if you think equities as well.  

We are in an environment that’s unheralded in terms of passive 

investment flows.  And what we think that’s done to a large degree is 

eliminate the price discovery that comes from the active market 

participant.  And so prices get pushed around by people simply deciding 

they want to buy at the abstract level and it removes the need for 

fundamental analysis or to give secondary consideration to the valuations 

that are being purchased.  

  So with that in mind, we think that you see some funny things 

happen.  Some of them might be from central banks.  You'll have various 

monetary objectives that they look to fulfill with their purchases.  Some 

might be simply from flows that overwhelm the active purchaser and 

essentially swamp the ability for a fundamental investor to establish price 

discovery based on the fundamental value of the underlying security. 

  So we indeed live in interesting times.  Where we hold hope is that 

we think when there are dislocations, there is a potential for them to be 

somewhat quick, somewhat severe, and that would be well-suited to 
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individuals who've done their homework in advance and are ready to act 

quickly.  So as Bill Parcells says, “That’s why you lift the weights.” 

Steven: So Morningstar states that you have 46 other holdings (meaning not a 

stock long/short or bond long/short, what are these investments?  To this 

questioner—and I wanted to read it on the call in case others will look at 

Morningstar data, I don't know how exactly they categorize certain things.  

You can reach out to Ryan Leggio if you have this question.  In addition to 

this person, Ryan will reach out to you directly.  Having been a former 

Morningstar analyst, I think he’s well-suited to answer the question.  But it 

includes a host of different things in there, so he'll address that for you. 

Mark: So there's a question, “Can you comment on the Russian oil investment 

versus expectations?  Ignoring the obvious low price of the commodity, 

how have the individual components performed/managed?”   

  We talked a little bit on this the last call as well.  So the oil 

companies and total energy companies, they're roughly 100 basis points 

in totality.  The underlying investment at the time we made the purchases, 

but these are actually utilities in disguise rather than direct energy plays.  

And that simply comes from the way that the Russian taxation is leveled 

onto these companies where there's a very high marginal tax rate.  And 

commensurately, when energy prices decline, the companies are largely 
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shielded from that decline in the early stages because much of that high 

price was essentially being taxed and going back to the government. 

  So as for how the individual names have performed versus 

expectations, I don't think we had tremendous expectations when we 

bought them.  Clearly, oil as an energy complex is lower than when we 

made the purchases.  But they've continued to generate cash flows.  They 

have continued to pay dividends, some of them actually very handsome 

dividends if you were to look at the constituents that we own.  And so 

they've probably performed in line with what one would expect given 

where the commodity has traded.  

Steven: One follow-up to the Morningstar question because Ryan actually slipped 

me a note.  It’s very misleading to look at the other category because it 

includes every single tranche of our FX hedges that we have in there and 

other things.  And there's some other smaller, privates and partnerships 

we have in there, but those are negligible part of the Fund.  Again, if that 

question hasn’t been answered to your satisfaction, Ryan can follow up in 

greater detail. 

  And so I’m going to turn it back to Ryan to close the meeting.  

Those are all the questions that we had for today.   
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Ryan: Thank you, team.  To our listeners, we would like to thank you for your 

participation in today’s 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 coming 

days.  We urge you to visit the website for additional information on the 

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

returns. 

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

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

webcast.  We do appreciate and review all of your comments.  Please visit 

FPAFunds.com in the future for webcast information including replays.  

We will post the date and time of the prospective webcast 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, commentaries, and these 

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

updated about the Funds.  We do want to make sure that you understand 

that the views expressed on this call are as of today, August 1
st
, 2016, 

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

views may differ from other portfolio managers and analysts of the Firm 
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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 

should not be construed as, an offer of solicitation with respect to any 

securities, products, or services discussed.  Past performance is not a 

guarantee of future results.  It should not be assumed that 

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 Fund’s 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] 


