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

welcome you to the FPA Crescent’s Second Quarter 2017 Webcast.  My 

name is Ryan Leggio and I’m a Senior Product Specialist here at FPA. 

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

made available on our website, FPAFunds.com. 

  Before we get started please note that we recently announced the 

dates of our biannual “A Day with FPA” will be on May 7 and 8 of next 

year.  Please save the dates on your calendar until registration opens up 

on our website sometime in November. 

  Momentarily you will hear from Steven Romick, Brian Selmo and 

Mark Landecker, the Portfolio Managers of our Contrarian Value Strategy 

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

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

Steven as Portfolio Managers in June of 2013. 

  At this time, it’s my pleasure to hand it over to Steven Romick.  

Steven, Over to you. 

Steven: Thanks Ryan.  Thank you for joining us today.  Our investment philosophy 

remains unchanged.  We have a flexible approach with an absolute return 

focus that’s characterized both by deep research and patience.  

Crescent’s year-to-date performance has had two main drivers:  
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Continued strong security selection mitigated by a larger than average 

cash position dictated by a dearth of opportunity. The Fund returned 5.3% 

in the first half of 2017 and 1.8% in the current quarter, behind our 

benchmarks over this short timeframe. 

  The performance over this market cycle continues to meet the 

Fund’s targeted equity rates of return while avoiding a permanent 

impairment in capital.  The Fund’s cash position is increasing in this aging 

bull market to the high 30% range.  Cash builds, as always, by default, 

when we do not find investments that meet our risk reward parameters. 

(00:01:59) 

  Crescent’s long equity book returned 12.7% gross of fees in the 

first half of 2017 in excess of both the S&P 500 and the MSCI ACWI 

indices.  Since 2007, the far left column, Crescent’s long equity book has 

returned 10.9%, more than 5 percentage points better than the S&P’s 

5.7% and the ACWI’s 4.5%. 

  Winners offset losers in the quarter but there wasn’t much by way 

of news that had any significant impact on these securities.  Oracle did 

beat earnings in the most recent quarter but there are always beats and 

misses and what Oracle recently delivered didn’t stand out as terribly 

unusual. 
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  Crescent’s risk exposure is in line with its two-decade average.  

The composition, though, is tilted more towards equity, away from 

corporate debt, given the low yields currently offered.  I’ll give you a little 

bit more on that later. 

  The average market capitalization of Crescent’s holdings falls in-

between the S&P and the ACWI.  Crescent’s portfolio trades at the lower 

price of the book and a lower projected PE than the two index benchmarks 

and is in line with the Fund’s historic average. 

  Crescent’s portfolio continues to be geographically diverse.  But the 

more important metric, in our view, is not where a company is domiciled 

but where it derives its revenues.  More than half the revenues of the 

companies held in the fund are originated outside the US.  In support for 

our view that the stock market isn’t particularly attractive we offer a 

number of valuation measures.  The current CAPE ratio, the PE using a 

10-year average earnings and the denominator is at 30x and has been 

higher in only two occasions in the last 100 years. 

  If you don’t prefer the CAPE ratio let’s look at the S&P’s PE on 

forward earnings.  Since 1990 the forward PE was only higher during the 

internet bubble.  Valuations are somewhat higher in the US but it’s doesn’t 

mean they’re cheap elsewhere.  The median valuations for the market, 
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both in the US and globally, are, for the most part, above the levels seen 

at the prior two market peaks.  Moreover, it’s not just equities that are 

trading at rich levels, high yield bonds trade at yields about as low as 

they’ve ever been.  It’s difficult to justify even using the word “high” in their 

description. 

(00:04:15) 

  The US high yield market offers a yield to maturity of just 5.7%.  But 

that does seem high in comparison to 2.7% that owners of European 

corporate high yield currently receive.  And those yields are gross and will 

only be achieved if there aren’t any defaults.  If one were to assume that 

historic rates of default and recovery will be the case prospectively, the US 

high yield market would offer just a 3.4% yield and the European market 

would be negative.  We call this setup “return-free risk.”  Someday, 

though, rates will be higher and the economy will weaken. 

  This explains, though, why our high yield exposure is low, as seen 

in the blue bars in this chart.  We have habitually invested in high yield 

and historically have averaged roughly 2x what we own today.  We prefer, 

however, to participate when yields are more attractive.  You can see in 

this chart how the Fund’s exposure has moved opportunistically with the 

yield and, secondarily, spread.  While we might otherwise have invested in 
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high yield in a riper period, stays in the sidelines in cash until the return 

justifies the risk. 

  We find investor complacency to be quite high.  Let me give two 

examples in support, one with regard to the stock market and the second 

concerning the US high yield market.  The VIX index is a measure of 

estimated future volatility.  As depicted here, investors currently expect 

there to be little volatility on the horizon.  Markets are typically guided by 

fear and greed.  I would characterize today’s environment being more of 

fear and need.  Yields on the conservative fixed income are lower than 

we’ve ever seen.  If one needs a certain return that cannot be achieved in 

fixed income one can get pushed to a riskier asset class.  This can be true 

of individuals as much as it is of pensions, endowments and foundations 

and can force a need-based, rather than greed-based, decision.  At some 

point, though, something will happen and volatility will increase.  We hope 

that brings opportunity with it. 

(00:06:14) 

  While need can push some investors to accepting a bond yield 

lower than they otherwise might, as previously depicted, it also shows up 

in a willingness to accept weaker investor protections.  Moody’s Investor 

Services rates bond covenant quality in a 5-point scale with 1.0 denoting 
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the strongest investor protections and 5.0 the weakest.  The rating 

agencies Covenant Quality Index, a 3-month rolling average was about an 

all-time low at the end of the quarter, as you can see, at 4.48.  On a 

monthly basis June had the highest concentration of covenant light bonds 

on record, driving last month’s average quality score up to 4.68, a new 

high. 

  Complacency aside, there’s been a lot of fuel driving markets 

higher.  Interest rates remain near all-time lows, both in the US and 

abroad.  There continues to be robust share repurchase in the US that 

keeps demand for shares high while reducing supply.  Meanwhile, M&A 

continues to remove shares from the market more than offsetting new 

supply from IPO and secondary share offerings.  US corporate operating 

margins are facing a new high, benefitting corporate earnings. 

  When things are reasonably good financial leverage can make 

them look better still, something we see today as companies continually 

aggressively tap the debt markets.  This is translated into reduced interest 

coverage.  It’s easy to turn a blind eye to a lower margin of safety when 

things are good. 

  All this fuel has been put into the tank of a car that’s running the 

third longest economic expansion on record, now at 97 months.  But it’s 
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not like growth has been fantastic with just 2% US GDP growth the last 

decade and a half, well below the historic average.  The market cap of the 

US market now trades at more than 200% of GDP, just about the high.  

US corporate debt as a percentage of GDP is about as high as well.  This 

is not a great setup for value investors. 

(00:08:12) 

  It’s not that we haven’t found anything to do.  I’m going to walk 

through a few investment examples.  In the first one, though, we would’ve 

been better off doing nothing, to date anyway.  We have been long 

Naspers and short Tencent for longer and less profitably than we care to 

remember.  Naspers, a South African holding company, made a prescient 

investment in Tencent, a technology business with a market capitalization 

among the top 10 globally.  Naspers’ $34 million investment in 2001 is 

now valued at well over $100 billion and more than a 60% IRR. 

  The passion to own Tencent shares has caused it to be valued at 

more than 40x current year’s earnings, 36x, I guess, if you exclude cash 

and investments, and dwarfs investor interest in Naspers.  Its Tencent 

stake now exceeds its $80-odd-billion market cap by almost $30 billion.  

We don’t believe this should be the case.  Naspers profitably operates a 

pay-TV business in South Africa and has made successful investments in 
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other valuable technology investments, such as Allegro, Avito and Ibibo.  

Yet the market insists on paying us to own Naspers.  Unfortunately, we’re 

being paid far more today than when we initiated the trade.  The price of a 

Naspers stub was trading then at negative $1.5 billion but is now trading at 

negative $27 billion. 

  This chart shows the point in time when we initiated and added to 

the Fund’s position.  Although pair trades have a long and short 

component, we simply refer to them in this chart as “buy,” reflecting when 

we put a pair trade on.  And when we take it off we characterize it as a 

“sell.”  If nothing else, you should note that we have no ability to pick either 

bottoms or tops.  We continue to think, however, that Naspers will not be 

valued so irrationally in the future. 

(00:09:56) 

  As is typical, we buy into weakness.  That may beg the question 

why you don’t see a buy in recent months given that trade has continued 

to work against us.  When a short position increases in price its size 

increases in the portfolio almost equal.  That has been the case here.  We 

have greater exposure in Naspers/Tencent as this trade has worked 

against us. 
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  This trade exemplifies both a type of risk-reward sought by our 

Contrarian Value team and our willingness to buy down as long as the 

thesis remains intact.  And we believe the Naspers/Tencent thesis 

remains intact.  For more detailed attributes of the Naspers/Tencent trade, 

including a description of each business and our investment thesis, please 

see my speech to the CFA Society of Chicago, “Don’t Be Surprised,” 

available on the FPA website. 

  We’ve had experience waiting things out in the past. A similar 

thought process led us to invest in Renault at two different times (in 2006 

and in 2012-2013), while shorting its ownership stakes in Nissan and 

Volvo Truck - whose combined value exceeded Renault. In the most 

recent instance we established our position when our Nissan and Volvo 

Truck interest exceeded Renault’s enterprise value.  The market was 

paying us to own Renault.  But its stock price appreciated lower than that 

of its equity stakes, creating unrealized losses in our portfolio for a period 

of time.  This lasted for 1.5 years but eventually the market appreciated 

that Renault is worth more than zero, let alone a negative number and we 

profitably unwound the trade, as noted in this cell in this chart. 

  We anticipate that the same could be true of Naspers/Tencent.  We 

made a loan to Sears Canada in the second quarter, the details of which 
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you may find in my recent “Two Decades of Winning by not Losing” 

speech.  Sears Canada’s existential challenges are similar to many other 

bricks and mortar retailers and they could very well go bankrupt at some 

point. 

  Well, that point came within months of the loan origination.  Since 

we underwrote the loan predicated on liquidation value, we remain 

comfortable that we will be paid in full in the next couple of months.  We 

expect that our 2% commitment fee will now be amortized over a shorter 

maturity resulting in a higher than budgeted IRR.  We are expecting to 

fund the DIP (debtor-in-possession) loan that will allow the company to 

conduct either its restructuring or its liquidation in an orderly manner.  This 

prospective DIP loan should afford us some somewhat better asset 

coverage, with a higher starting yield and an additional and higher 

commitment fee and a shorter expected duration, which we think should 

result in underwriting at a higher than expected IRR as exhibited in this 

table. 

(00:12:25) 

  The Fund’s investment in balance sheet intensive financials has 

performed well over the past year.  Earnings have improved and book 

value has increased but the largest driver has been increase in valuation, 
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as seen in this table.  In that time price to tangible book of our portfolio of 

financials has increased from 0.7x and change to just slightly over 1x.  As 

we discussed more than a year ago, we thought it was reasonable to 

expect equity-like returns on all but extremely negative scenarios.  Our 

company still traded at discount to historic norms based on tangible book 

value, as exhibited here, but can no longer be valued as dirt cheap. 

  We still have the chance for reasonable returns prospectively but it 

ain’t what it was.  The current investment case for these financials to 

continue to perform will increasingly rely on a continued favorable 

regulatory climate, the US avoiding a recession, increasing capital return 

and, in some cases, higher interest rates and/or steeper yield curve.  If our 

portfolio companies can improve return on tangible equity, ROTE, to an 

average of 10% less than their historical average, and trade at 1.05x our 

tangible book value to a sizable discount to historic multiples, as depicted 

in the prior graph, our positions would offer decent returns over the next 

three years. 

  Note, however, that a little more than a year ago when these 

institutions were trading at just three-quarters of book, we believe we were 

well protected on the downside.  And we had more upside.  We do not 

have that same protection today.  We aren’t finding much of anything 
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that’s so statistically inexpensive which explains why we maintain a 

significant position in these financials.  Although we have taken some 

money off the table, our exposure to balance sheet intensive financials at 

quarter end stands at about 15%. 

  Thank you for taking the time to listen to the prepared remarks.  I’m 

going to turn it over to Q&A.  And I’m going to start with...  And Brian, let’s 

talk about the…  There’s a question here that:  What is the thesis behind 

Mylan and how big is it now? 

Brian: Mylan is a little over a percent in the portfolio and the thesis behind Mylan 

is that they have a number of strong positions in viable long term business 

and trades at a very low multiple to current earnings.  The business 

positions include a low-cost position in small molecule generics, a strong 

position in more difficult to manufacture creams and injectables, or more 

difficult to develop.  They also have the trailing down business annuity 

declining of EpiPen and then they have a private label business primarily 

in Europe. 

  And so, all three of those are somewhat different in terms of how 

they go to market and their particular competitive dynamics.  All three we 

think are reasonably strong or leading.  They also have an exciting 

opportunity in biologics, should it gain traction.  The major detractor for 
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Mylan, though, is the quality of the Board in corporate governance.  And 

so the position is likely to remain small because they have as offensive a 

governance structure as we’ve ever seen. 

  In terms of next questions...? 

Ryan: Well, there’s a question on:  There’s some/many companies that surprise 

the upside earnings or revenue.  Looking back, you’ve been too 

conservative on your estimates over the last few years.  Mark? 

Mark: Sure.  So, as we have discussed in prior calls, when we’re looking at 

potential candidates for additions to the fund we generally model out low 

base and high cases.  Now, unlike some of our peers, we don’t try and 

calculate to the decimal point what the probabilistic outcome is.  We really 

just want to see if it plays to the low case, are we going to lose money, 

and how much can we make if it goes to the high case.  And the base 

case is usually somewhere in-between. 

(00:16:34) 

  Now, of course, there’s fundamental theses and we’ve got reasons 

for why the low base/high case might play out.  But in the case for some of 

our companies we’ve seen the high cases play out; others we’ve seen call 

it the low to base cases play out.  But if you think about since we came out 

of the GFC starting in 2010, I think it would be fair to say that companies 
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have probably come in around the base case or a little higher.  And if you 

think about what’s gone on and you look at top line sales growth for the 

S&P, if you want to use that as an example, it’s been very paltry, barely 

low single digit over this time.  Where you have seen growth is on 

earnings and to a large degree that’s due to share buybacks and other 

variables that aren’t actually directly related to underlying operating 

leverage of a business. 

  So, when we think about earnings growth what I think is important 

to clarify is if you’re thinking about the fundamental underlying operating 

earnings of a company or the reported EPS earnings, meaning on a per 

share basis due to change in the capital structure which would be 

increased in leverage and reduction in share count.  But overall we’d say, 

coming out of 2010 through now, companies have probably played to sort 

of our base case to high with the occasional stinker coming in at the low 

case. 

Brian: There’s a quick follow-up:  What do we think of Mylan versus Teva.  I 

guess I’d observe that we own Mylan and we don’t own Teva. 

Mark: So maybe this is actually a reasonable opportunity to go into how we 

tackled the industry when we decided to look at it.  So we saw that the 
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health care space was under pressure.  Those of you who are long time 

followers of the Fund will note that back in—anybody correct me—2010— 

Brian: ’12, yeah…2012, yeah. 

Mark: ’10 to ’12, around that range, health care was actually the biggest portion 

of the Crescent portfolio.  At that time, we owned a number of different 

names such as J&J, Roche, Covidien— 

(00:18:37) 

Brian: Covidien, Pfizer. 

Mark: Yeah, Pfizer, so on and so forth. 

Brian: The drug stores. 

Mark: Yeah.  CVS. 

Brian: Walgreens. 

Mark: Walgreens. 

Steven: Health insurance, healthcare.  

Mark: So, we haven’t—sorry. 

Brian: We owned it all. 

Mark: Yeah.   

Brian: You name it, we owned it.  
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Mark: That’s an exaggeration.  So we haven’t actually owned anything in the 

space now for quite a number of years.  We saw healthcare was coming 

under pressure, I suppose it was late last year, early this year. 

Brian: Following the election. 

Mark: Yeah.  So we said we’re going to dust off the sector.  The segment we 

thought that looked the most interesting was the generic space.  So one of 

our analysts actually looked at the industry, or the segment, I should say, 

and we completed research on each of the major generic players.  That 

would include Teva.  For what it’s worth, it will also include Perrigo and 

Mylan. 

  As Ryan mentioned, the one we own is Mylan.  But we did do a 

decent amount of work on each of the three names I mentioned.  Teva, it’s 

public knowledge, the company has a very high level of leverage, 

something that perhaps we would be uncomfortable for a larger position.  

It doesn’t mean you can’t have a small position with that sort of balance 

sheet but it’s unlikely we’d have anything the size of Mylan, at least given 

the variability in the earning streams of these businesses. 

  Now, when we looked at these businesses we tried to basically say, 

“What do we like about these companies that might let us own them?”  So 

one of the things we looked at was revenue that came from outside the 
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United States because the United States was under pressure.  

Interestingly, in 2017 Mylan will probably generate more than half of its 

revenue from outside the United States.  Brian alluded to that.  This is a 

very profitable earning stream in Europe, this private label, not under the 

same pressures as the US earnings.  Then we also said, “Do they do 

anything unique?  Do they do anything specialty that is less exposed than 

a small molecule pill which is a simple foruma generic where you’re largely 

competing with low-cost Indian manufacturing?” 

  When we look at Mylan, as Brian mentioned, as well, they have 

been diversifying largely through acquisitions into more specialty generics.  

And, when you look at what are the most profitable generics, generally 

you can conclude that generics of the most profitability are those where 

there’s the greatest market share amongst the top two or three 

competitors.  When you have a large number of competitors in a 

fragmented market the profitability tends to be very low, and this is a 

generalization.  What we liked about Mylan was a portion of the US 

earnings were coming from segments where they and their closest 

competitors held a much larger share than, let’s say, more fragmented 

product lines which would be a small molecule with very low barriers to 

entry. 
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  So at the end of the day I’ve talked so long I don’t even remember 

the question but— 

Brian: Mylan versus Teva. 

Mark: Oh, Mylan versus Teva.  So because— 

Brian: They have a little better cost position in manufacturing than— 

Mark: Yeah, than Teva.  So at the end of the day we did a decent amount of 

work on Teva but we ultimately went with Mylan. 

Steven: There’s some questions that ask about recent transactions, additions and 

trimming in different positions.  And questions about:  Are we going to add 

in the future?  Are we going to trim further in the future? 

  It’s just not in our collective best interest to comment on 

transactions that are likely to come in the portfolio.  So please understand 

if we don’t answer those. 

  There’s a question:  How important do we feel Trump’s tax changes 

for corporations are for Crescent holdings?  And:  If repatriation does not 

materialize or pass what do you believe the impact will be? 

  First off, we don’t know what’s going to pass.  We have no idea 

what’s going to happen.  And taxes could be lower for corporations, could 

be lower for individuals.  And it will benefit some companies for a period of 

time but companies tend to migrate towards a certain return on 
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investment.  And tax benefits tend to get competed away over time.  We 

don’t look at anything like that as being a big part of our thesis as we look 

at our companies. 

(00:22:32) 

Mark: There’s a question on: on your Tencent short, do you pay a high borrow 

cost? 

  And, for those that don’t know, sometimes when you have a short 

position you have to pay your fund broker or the lender a cost to borrow 

the shares.  Tencent is what we would classify as an easy borrow; 

meaning it is large, super liquid and we do not have a high borrow cost for 

Tencent. 

  Do you have any opinions on cryptocurrency?  None that are worth 

sharing.  We don’t own any in the Fund. 

Brian:  There’s a question:  What are your thoughts on the current 

aerospace cycle? 

  I would say nervous but aware that the current rate of travel 

probably supports the existing new build schedule when you consider a 

modest amount of planes are going to be retired.  So the big question will 

be whether the diversification of the end markets makes this a more stable 
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business over time, or, whether this is just a temporary little reprieve of 

stability in what will revert to being a highly cyclical business. 

Steven: Why don’t you keep going with one and two then just to tie us to that? 

Brian: Sure.  There’s a question:  Arconic appears to have higher level of 

leverage than your typical investments.  Are you concerned about the debt 

load? 

  I think Arconic will end up well within their targets and below three 

turns of debt sort of in the current year.  I don’t think that is an 

unreasonable debt load for the company.  It’s something we’re aware of 

but, no, we’re not unduly concerned.  And I would say, in addition to the 

magnitude of debt load, something else that we’re always very sensitive to 

is the term and structure of debt load.  Companies almost never go 

bankrupt from not being able to pay interest payments.  It’s usually 

maturities.  And, importantly, Arconic does not have any secured debt. 

(00:24:37) 

  So, not only do they have a staggered maturity structure to their 

debt, meaning no big chunks of debt becoming mature any given year that 

would cause them headaches, but, even more importantly, they have 

tremendous flexibility in terms of the ability to secure assets and business 

lines to senior lenders if they should end up having difficulty repaying any 
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of the modest maturities that comes due every year.  So I think the 

combination of quantum and structure is pretty reasonable at Arconic. 

  There’s another question on Arconic:  Do we believe the prospects 

are the same or better than when we first were involved?  Do you believe 

the new board has influence to make the needed change? 

  Look, I think…  We originally got involved in Alcoa and I think the 

spin made sense.  You can probably see we publically were supportive of 

changes at the board.  I can tell you that we were privately supportive of 

those changes going back years.  There’s no guarantee what the new 

board will do but they’re highly likely to be better than the old board.  And 

we would hope to see a couple of remaining legacy directors removed in 

the not too distant future. 

Steven: Why don’t you just add a follow-up on that about concerns that headlines 

about the liability associated with the panels involved in the fire in London? 

Brian:  Where is that?  Oh, sorry. 

Steven: For those of you who aren’t aware Arconic, known as an aerospace 

company, also had the misfortune of having a--- 

(00:26:08) 

Brian: They have a building materials division too which is small in the scheme of 

things.  No one knows for sure what the liability will be from the tower fire 
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in London but it shouldn’t, by any basis of reason, be unduly large relative 

to the company.  You can read on this.  You can read the company’s 

comments on their most recent call.  But they’re fairly removed from the 

decision of how and what’s put together on the building.  As far as anyone 

knows everything was done in an acceptable manner to UK code despite 

the resulting tragedy.  And I think Arconic would also end up having 

reasonable insurance should there be any liabilities.  But certainly not 

something that we would think would be material in the scheme of the 

company. 

Steven: There’s a question on the relative merit of higher education and MBAs and 

CFAs and such.  And let me just turn it over to Mark.  Brian, do you guys 

want to address that? 

Brian: Sure.  In terms of people looking to join the team we don’t have any pre-

prescribed certifications or education levels.  I would say that we don’t 

favor one over the other.  We’re looking to hire people who have a 

particular skill set, particular mindset and a sort of intellectual approach to 

analysis and thinking through business and what matters.  We’ve certainly 

met a lot of CFAs that aren’t any good.  I would…  Although, I think the 

three of us all have one, I’m not sure it’s worth the— 

Steven: You 
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Brian: Yeah.  I was going to say my…  The value I place in the designation will 

be proven by when someone was doing diligence on us it came up that I 

failed to pay my $400 or $500 bounty, or whatever they charge you every 

year, to keep the sticker.  But I paid it. 

Steven: He’s now current, right. 

Brian: I’m now current. 

Mark: sheepishly, Brian wasn’t alone in that regard. 

Brian: Yeah. 

Steven: By “not alone” he means Mark.  He doesn’t mean Steven.  Let’s just be 

clear. 

Brian: Steve probably has an automatic payment set up somewhere that we’re 

not aware of.  It’s not something we put much, if any, value on, though. 

Mark: Look, we do job postings.  People maybe have seen these on Bloomberg 

at times, where we’ve posted them historically. 

Brian: Sure. 

Mark: We’ve never asked for a CFA in the posting.  But we do ask for people 

who can perform critical reasoning and fundamental analysis. 

Steven: This question may just be posed from somebody who’s just looking for 

their career path. 

Brian: Sure. 



FPA Crescent Fund - Contrarian Value 7-31-17 

 

 

 

 
 

-24- 
 

 

Steven: Do you think an increase in volatility would shift investors back into fixed 

income? 

  I mean, look, at some point volatility comes and when volatility 

comes it’s responsible for selling in different parts of the market.  And 

hopefully it shows up in high yield.  Hopefully it shows up in equity.  That’s 

what we hope to see happen.  Will money flow back into fixed income?  Or 

will it sit in the sidelines in cash for a bit of time until people have a greater 

comfort that the world isn’t coming to an end?  I have no idea. 

Mark: Question:  Can you explain in more detail why you feel the revenue 

percentage of international countries is more important than country 

allocation? 

  Steve, do you want to answer? 

Steven: Yeah.  I mean, look, we’re of the view that if you have a business that 

sells…that sells brokers insurance, as an example, we held a position in 

Aon for a number of years.  It was based in the US for a long time.  It re-

domiciled and went overseas to benefit from a lower tax rate.  We just 

analyzed the business as a business wherever it is.  And so, companies 

can be based wherever they are.  And what matters is the metrics that the 

opportunity set for whatever countries and regions they’re operating in and 

how those companies are valued.  So that’s why we tend to focus on 
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where the…  And “focus,” I think that’s too strong a word, but at least have 

that strong consideration in mind where we look and where our companies 

are in business. 

(00:30:28) 

  I mean, you could have a company based in the US, mining 

diamonds in Sierra Leone.  I mean, the fact that it’s domiciled in the US 

would not be germane to the discussion. 

Mark: A question:  Do you have an opinion on mall REITs? 

  We have actually spent a little time on the sector but not from the 

long side, in full disclosure.  It should not surprise anyone who is a 

consumer in the United States that we’ve been so intelligent as to observe 

that people are spending less time in malls than they used to.  That 

could… 

  Steve, were you going to say something? 

Steven: Or retail in general.  I mean, we fortunately have not been invested in 

retail for a number of years and there’s some exceptions to that.  The fact 

that we owned Walmart and we didn’t sell it and we had CVS which had a 

different thesis attached to it and not located in a mall.  The unfortunate 

corollary to that is that we didn’t buy Amazon, recognizing that Amazon 
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was going to put pressure on retail and its like.  The disappointing factor is 

that we did not actually own Amazon. 

Brian: We were smart enough to sell all the retail and dumb enough not to buy 

the winner. 

Steven: And so, and in terms of what it means for mall REITs in the future, look, 

there’s going to be some restructuring.  A lot of these...  And you see … 

you malls…  They see malls are going to go.  I spoke to a CEO two 

months ago of a major mall REIT in this country and he pointed out to me 

that he could buy back…  He could sell his A malls and have it exceed the 

value of the rest of his portfolio B and C malls.  The problem, as he 

acknowledged, was that—and he didn’t want to do it, was that—he didn’t 

know where these B and C malls were going.  There’s going to be a lot of 

different ways to turn them into something different in the future. 

(00:32:23) 

Mark: There’s a question.  Elliot we may need you to bring up the slide.  It says:  

Can you elaborate a little on the first slide which shows your equity 

outperformance versus the benchmarks but looks like the cash pile is 

hurting the overall return? 

  Elliot is just bringing up the slide.  We want to hear which one 

they’re referring to. 
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Steven: Yeah, the active security selection 

Mark: Brian’s got the Lasik, so he can read the numbers there.  Elliot is making it 

bigger.  So I think what this individual is pointing out, these are the returns 

that are underlying equities… 

  Do they see the slide as I talk about it?  They do?  Okay. 

  So you can see on historical performance here this is essentially, if 

you think about the top row, FPACX long equity, that is the return of our 

invested long equities.  You can compare that to various indices below 

such as the S&P or MSCI ACWI and you can see how the performance 

has been. 

  Obviously, our reported returns in most cases have been lower 

than those FPACX long equity returns and that’s very true due to the cash 

drag.  So when the person asks “Is a cash pile hurting the overall return?” 

in years where we had positive performance that would be the case.  In 

years of which there’s, two it looks like we had, negative performance 

obviously the cash pile stopped us from losing more money than we did. 

  This goes very much hand-in-hand, however, with our defense first, 

offense second proposition, in that as stewards of your capital we very 

much look to protect capital first and grow it second.  We run a somewhat 

diversified portfolio, not as diversified as many of our mutual fund 
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brethren.  But, nonetheless, we think about, when we manage the money, 

making sure that we’re trying to move forward rather than backwards but 

not at the risk of capital preservation. 

  So I think that answers it. 

(00:34:23) 

  There’s a question:  Do we still have a position in Gazprom?  How 

will the sanctions against Russia affect it? 

  We still have a very small position in Gazprom that was purchased 

a number of years ago when the first annexation of Crimea was 

announced.  The newly discussed sanctions against Russia should not 

have a demonstrable impact on Gazprom as we have understood it, vis-à-

vis the past few years. 

Steven: There’s another question that just came through so I’ll respond to this 

person, regarding a specific trade.  Again, I just want to reemphasis 

current trades that are currently in process, we will communicate on if 

they’re relevant on a quarterly basis.  There are some trades that we are 

currently active and engaged in and we will not be commenting on in the 

interim periods, or even at the end of the quarter, if we’re still actively 

involved. 
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Brian: There’s a question:  Can you talk about Bank of America which appeared 

to have the highest tangible book multiple on your slide? 

  And so, someone is observing that Bank of America trades at the 

highest multiple to tangible book of our financials.  That’s true.  And I think 

the implied question is:  Why would you be comfortable with something 

that’s more expensive?  There’s a couple of reasons.  Bank of America 

has one of the more attractive business mixes of the companies on that 

page.  And then, probably most importantly, is Bank of America has about 

a trillion dollars of deposits.  And, if as interest rates increase—I’ll probably 

get this slightly wrong—but I think 40% or 50% of those deposits are 

primary checking which would be pretty sticky and stay around zero in 

terms of cost.  And so, Bank of America has huge embedded earnings in 

their balance sheet that sort of doesn’t come through in a low interest rate 

environment. 

  And that’s a pretty neat asset to have and that’s a reason why it 

can justify a price higher relative to tangible book than some other 

businesses that are less differentiated. 

(00:36:29) 

Steven: In addition to the question that was posed earlier on cryptocurrency that 

Mark gave his answer to which was we don’t have a view, there’s other 
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questions that have been flowing over the transom about battery 

technologies, cement companies, other global macro questions.  Not to 

ignore them, but to ignore them, because we don’t have a lot of value add 

enough to spend the time on the call just to talk about things we don’t 

really have any real basis to be passing judgment on, we’ll be passing on 

those. 

Mark: So if anyone has any questions now is the time to submit them.  

Otherwise this will be a very short call, which is fine with us. 

Steven: And follow-up questions, also, as we pointed out, can be passed on to our 

Client Relations team.  Ryan Leggio who kicked off the call for us today is 

happy to offer follow-up and connect with us if there’s something we didn’t 

address that we can constructively address. 

Mark: There’s a question on a name, however.  We are actively in the midst of…  

We’re active on that position.  We won’t say which way.  But so, generally, 

as is our course of business, when we’re active on a position it doesn’t 

make sense to talk about it on the call. 

  There’s a question:  Any comments on Baidu and the turnaround? 

  So we talked about Baidu, I think it was the last call or the one 

before.  Somebody asked about it.  And I’ll try to keep it short but we sort 

of said, “Look, there are three companies that are referred to as BAT, 



FPA Crescent Fund - Contrarian Value 7-31-17 

 

 

 

 
 

-31- 
 

 

Baidu, Alibaba and Tencent.”  Baidu probably actually doesn’t belong.  

They haven’t executed as well or been strategic visionaries to the same 

degree as the other two. 

(00:38:22) 

  However, we thought that and then more so it was in the price.  

When we bought Baidu, once we made some adjustments we thought we 

were buying a core search business at circa, call it, 10x to 12x earnings.  

And we were getting optionality on a number of interesting investments, 

such as artificial intelligence and self-driving cars, to name but a few. 

  What has happened recently is the search business looks to have 

turned around after it went through some, I’ll call it, almost own goals, over 

the past year.  And so, we’re seeing the company lapse those 

comparisons and put up some impressive growth.  They have got cost 

under control.  And in the previous call I spoke about Baidu’s investments 

in something called O2O, Online-To-Offline, which essentially we’d 

assumed the company just incinerated all the cash they spent on those 

investments with no benefit.  The company actually won’t be spending as 

much as they originally communicated to the market.  They’re pulling back 

on those investments. 
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  So at the end of the day there’s some cost savings.  Revenue is 

growing a bit faster.  And now, instead of people looking for the negative 

things to talk about with Baidu, they’re now starting to think about the 

positives.  And this is just how the market goes.  Things go in and out of 

favor.  So right now Baidu is in favor again but we don’t think even at the 

present valuation—which after some adjustments we think is circa mid-

teens margin for a business that deserves a better than market multiple—

is particularly rich.  So we’re not active in Baidu but we continue to hold 

our position.  

Steven: There’s a question:  Any interesting summer reading that you would 

recommend? 

  One book I think is actually good beach reading is “Red Notice” by 

Bill Browder.  And it’s a true story.  It reads like a work of fiction, however.  

And after you read it you’ll follow up next quarter and ask why we don’t 

have anything in Russia.  But that’s my synopsis or recommendation. 

  Brian and Mark, do you have anything of late? 

Mark: Brian recommended to me, which I read, the Sam Zell book “Am I Being 

Too Subtle?” which is an afternoon read:  Very enjoyable, entertaining.  I 

don’t know, it’s not particularly deep but it’s… 

  Right, Brian, you would say? Enjoyable. 
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(00:40:37) 

Brian: Yeah.  No, I don’t have anything. 

Mark: Anything else?  Anything else you’ve been kicking around? 

Brian: I like those two.  I like those two.  Okay. 

Mark: Did you read Howard Marks’ most recent memo? Thoughts? 

  I think he said the same thing we’ve been saying for the last year.  

He just says it better.  Maybe that’s why he manages a lot more money 

than we do.  I don’t know.  But he— 

Brian: Yeah, I think he also said he’s written it three other times. 

Mark: Yeah. 

Brian: And we read the three other ones too.  We read them all. 

Mark: He said— 

Steven: We’re back to 2012, his letters… 

Mark: Things are expensive.  They’re expensive.  Yeah, there’s not many 

pockets of opportunity.  There’s a great Buffett line, “Be greedy when 

others are fearful.”  People actually forget it’s tough in the institutional 

management business to be fearful when others are greedy.  And that’s 

something I think we’ve always been somewhat cognizant of.  And so, 

you’ve seen over the past couple of years our exposures have gone down.  

You’ve seen in some richly valued sectors, like consumer discretionary, 
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we started taking chips off the table.  And we’ve had those chips on our 

table literally for a number of years in many names but we started to pare 

back those positions.  And you’ve seen our exposures decline. 

  We’re waiting and hoping that we get opportunities to get back into 

the market in a meaningful way on many of the companies we continue to 

follow and are members of our coverage universe.  We’ll be so bold as to 

say that something that can’t go on forever won’t, because forever is a 

pretty long time.  So we hope we get a chance to buy some cheap stocks 

again at some point in the future. 

(00:42:12) 

  Any thoughts on airlines; do you think they can maintain their 

current margins? 

  We’ve not been spending time on the airlines.  We don’t really have 

a view. 

  Have you looked at mining stocks? 

  Uranium, again, I apologize, we’re not trying to be glib; we just 

haven’t spent time as a group so we have nothing here to add. 

Brian: Where do you invest the cash, treasuries and commercial paper? 

Mark: Usually short duration. 

Brian: Short duration, yeah. 
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Mark: Yeah, high quality commercial paper. 

  I apologize if you already discussed but can you provide an update 

to Leucadia? 

  We can refer you to a recent Barron’s article where they spoke to 

Brian and Brian just said, “Please don’t quote me and keep me out of the 

article.”  But that is a good…  If you want the bold thesis on Leucadia it 

was published last week.  It’s a pretty good summary. 

  Brian, if you want to elaborate? 

Brian: And we’ll tie that into another question:  What widely held publications do 

you trust more or less than others? 

  I’m not going to go into the specifics. 

  On the flipside:  Which ones are the worst? 

Steven: We’re not going to list the worst. 

Brian: I’ll note that I canceled my Barron’s subscription years ago and I don’t feel 

any worse for it.  So, Mark, actually had to tell me about— 

Mark: I still read it.  I still read Barron’s. 

Brian: About the article last week. 

Mark: For the record, every Friday at about midnight I usually read Barron’s 

because we’re on the west coast. I read it before it comes out.  I still enjoy 

it.  So, look, we have varied reading in the group. 
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Steven: And Brian has canceled his subscription to the journal to which he just 

offered that counsel, right? 

Brian: Yeah. 

Steven: Yeah, so…   

Brian: I took their call; I just didn’t read their paper. 

Mark: We read, look, we read Grant’s Interest Rate Observer.  We are paid up 

subscribers.  We read…  Look, The Journal has gone a little downhill 

since Rupert bought it. 

Brian: Fair… 

Mark: We still read it.  Other ones, we look at subscriptions kicked around the 

office of Bank Credit Analyst. 

Steven: Mark Fabers doom and gloom.  I mean, we all read different things. 

Mark: CLSA, they have a couple weekly publications, Chris Wood Greed & Fear. 

Brian: We read Horizon. 

Mark: Yeah, Bits and Pieces, What I Learned This Week, the Murray Stahl 

Group.  Horizon Kinetics:  We’re subscribers to various publications of 

theirs. 

(00:44:22) 

  So we’ve had various reading lists and spinoffs, reports, etcetera.  

There is no one holy grail, if you will. 
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  I’m just reading questions here.  Oh, it got deleted, okay. 

  What are your thoughts when the consensus states that although 

equity valuation is elevated they’re not that high and have room to run? 

 So we’ll argue they are near historical highs.  The only way you argue that 

they’re relatively not that expensive is when you look in comparison to 

where rates are at present.  We try to look at things at a normalized basis.  

If rates are low for the rest of our investment careers—I’m not going to say 

whether they will or won’t—then maybe things aren’t quite as expensive. 

Steven: And the economies don’t weaken at points. 

Mark: But, should rates stay this low if the economy is in a better place?  You’re 

getting into sort of circular arguments here.  So we prefer to defer and just 

do bottoms-up security analysis.  And we have to think that greed and fear 

have not been eliminated from the world and we will get opportunities to 

buy securities with a margin of safety again in the future, from my lips to 

someone’s ears. 

  Can you discuss your thesis on UTX which we’ve owned for a 

number of years? 

  I’ll start chatting a little.  Brian is probably going to jump in.  UTX 

owns a portfolio of fantastic businesses in the industrial sector, including 
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aircraft engines, HVAC, aerospace parts.  And did I say aerospace 

engines?  What did I miss, elevators?  I can’t remember. 

Brian: Elevators.  There’s air conditioning, HVAC 

Mark: Yeah.  So, look, it is— 

Brian: Tires… yeah. 

(00:46:06) 

Mark: Yeah.  It’s run by a high-quality management team.  The business 

generates very high return on tangible capital.  These businesses would 

be virtually impossible to replicate given their brand names, dense 

networks, intellectual property, et cetera.  They’re not the fastest growing 

of businesses but UTX will see earnings growth over the next few years, 

because, at the moment earnings are held down by the negative earnings 

margin associated with their engine business and the new engine, which 

should result in improved profitability as we look out over the next two, 

three, four years.  Elevator business is a fantastic franchise.  That’s Otis.  

HVAC is great.  And UTAS has more parts that go in an airplane probably 

than any other manufacturer in the world that I’m aware of so, yeah, a 

bunch of great franchises. 
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  We bought it, I think, at a reasonable multiple. I want to say our 

average cost was probably in the mid-80s when we thought forward 

earnings was circa six bucks.  

Brian: 6.50/7 yeah.  

Mark:  Yeah, so, you know, aside from maybe modest movements we haven’t 

really added much to the position since our original purchases. 

  Have you ever look at railroads as investment opportunities? 

  We have.  They always look optically cheap on PE.  And then we 

start looking at the actual free cashflow and it always seems that there is a 

huge CapEx depreciation spread such that the railroads are spending 

more on depreciation, sorry, more on CapEx… 

Steven: CapEx. 

Mark: …CapEx, to support their infrastructure than is reported in depreciation.  

So you can’t really look at them as operating earnings companies.  We 

have to look at them as free cashflow companies.  And they haven’t been 

at what we view to be astoundingly cheap levels that have enticed us to 

purchase. 

  Are you looking overseas for opportunities? 
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  Yes, we always are.  We’ve had research trips to Asia this year.  

We go to conferences.  We’ll go overseas when necessary.  And if you 

look at our portfolio you will see, yes, international holdings represented. 

(00:48:10) 

Steven: So that’s the questions that have just come across the transom.  So I’m 

going to turn it back to Ryan to close.  Thank you all for joining the call. 

Ryan: Thanks Steven and team.  One question that we didn’t answer was in 

regards to if we can email out these slides from today’s presentation.  We 

will, to the people who asked that question, once it’s been approved.  And 

it’s normally posted on our website a few days after today. 

  Thank you team.  And to our listeners, we would like to thank you 

for your participation in Crescent’s Second Quarter 2017 Webcast.  We 

invite you, your colleagues and clients to listen to the playback and view 

the slides from today’s webcast which will be made available on our 

website, FPAFunds.com, over the coming few days.  We urge you to visit 

the website for additional information on the Fund such as complete 

portfolio holdings, historical and after tax returns. 

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

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

webcast and we really appreciate and review all your comments. 
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  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 you understand that 

the views expressed on this call are, as of today, July 31, 2017 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 

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.  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 or solicitation with respect to any 

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

guarantee of future results.  It should not be assumed that the 
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recommendations made in the future will be profitable or will equal to the 

performance of the security examples discussed. 

(00:50:22) 

  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 participation and this concludes today’s 

webcast. 

[END FILE] 


