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Mark H.: Good afternoon, ladies and gentlemen, and thank you for joining us today. 

We’d like to welcome you to the FPA Crescent Third Quarter 2017 

webcast. My name is Mark Hancock and I help oversee client service and 

business development here at FPA. 

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

made available on our website FPAFunds.com in the coming few days. 

  Before we get started, please note that we have recently 

announced the dates of our biannual “A Day with FPA” investor 

conference. That will be held on May 2 and 3, 2018. Please save the 

dates on your calendar and monitor our website for the registration 

information coming shortly. 

  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 Fund 

since its inception in 1993, with Brian and Mark joining Steven as portfolio 

managers in June 2013. 

  It is now my pleasure to turn it over to Steven Romick. Steven. 

Steven: Thank you, Mark. Thank you for joining Brian, Mark and myself for 2017’s 

third quarter conference call. 
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  Our Investment objective, philosophy and process is more or less 

unchanged for more than two decades. We look for the return of our 

capital before return on it. We want to buy businesses and assets that are 

inexpensive, an absolute value focus. We like great businesses at good 

prices as well as good businesses at great prices. We operate with an 

unusually broad mandate that allows us to invest in varied asset classes 

across the companies, capital structure, and around the world. We 

conduct thorough research to gain a comfort level on a given investment 

and that has allowed our batting average to be reasonably good over 

time. 

  With so many years into a bull market and continued expanding 

valuations, we patiently await opportunity. That patience is clearly being 

tested right now. 

(00:01:54) 

  Our goal is to outperform equity markets over full cycles. We have 

succeeded since inception versus all indices. This current cycle is 

marginally behind the S&P 500 but well ahead of the MSCI ACWI and 

60/40 stock/bond blend benchmark. Through September 30, Crescent 

increased 7.3%, which speaks more to our conservative stance than a 

poor security selection. In fact, our long equity book has performed quite 
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well this year, increasing 18.2% in the nine months ended September. 

This exceeds the S&P’s 14.2% and the MSCI ACWI’s 17.3%. 

  At 62.5%, the Fund’s net exposure is in line with its historic average 

of 62%, but has declined from 64.2% at the start of the year. Any 

movement not greater than 5% though is pretty much just noise. What is 

notable is that our corporate bond exposure at 4%, historically largely high 

yield, is way below the historic 12% average. I’ll go into the reasons for 

this later in the presentation. 

  Crescent continues to have a tilt to large cap stocks. Valuations are 

about in line with the Fund’s historic averages, about 15 times consensus 

projected earnings and 1.7 times book. Both these measures are less 

than the Fund’s US and global benchmarks. The S&P is 23 times trailing 

earnings and the MSCI ACWI is at 20.4 times. Price to book for the S&P 

is 3.2 and the MSCI ACWI is 2.3. 

  21% of the stocks held in the portfolio are based outside the US. 

More relevant than country of domicile is that 57% of the revenues of the 

companies owned in the Fund are derived from outside the United States. 

  I spoke earlier about Crescent’s broad mandate. This chart 

demonstrates its breadth as well as how it differs from other funds with 

broader-than-average charters. We can invest in US equities as well as 
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those from other foreign geographies. We’ll hold certain special situations 

including paired and stub trades. We will invest in high yield bonds and 

distressed debt, and we will sometimes sit on creditors’ committees to 

protect our common interests. There will be other fixed income in the 

portfolio as well as some shorting, and sometimes a very small allocation 

to certain less liquid securities. 

(00:04:12) 

  All these tools offer us a great flexibility as we strive to continue to 

deliver on our objectives. Crescent’s risk/return profile has been better 

than our benchmark since inception, delivering a higher rate of return with 

a lower standard deviation. Although the Fund’s volatility has been 30% 

better than the S&P, we think there are better ways to consider risk. How 

much Crescent moves versus the market is less relevant than if we made 

or lost money. 

  Looking at maximum drawdown is a step in the right direction, and 

that is how much the Fund has declined peak to trough. Drawing down 

almost 29% isn’t anything to crow about but it does stand in good contrast 

to the S&P’s 51% decline. 

  We are living in a time when most asset classes you can find are 

increasing in value. With interest rates at lows, bonds are already at 
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highs, stock indices keep setting new records, but it’s not just the public 

markets. Higher valuations have been found across private markets as 

well. 

  The CAPE ratio or Shiller P/E is an appropriate measure but it’s still 

notable that it has only been higher 3% of the time. The CAPE ratio is now 

30.6 times, 50% higher than the 20 times average since 1970. The stock 

market continues to rise at a clip faster than its earnings growth, 

something that’s not sustainable. The US forward P/E has rarely been 

higher. The last time it was at these levels was in the midst of the late 

Nineties internet bubble. Low interest rates certainly though offer some 

justification for higher valuations. 

  Although US stocks may be more expensive than other parts of the 

world, it’s not they're inexpensive elsewhere. Like the US, global markets 

are trading at P/Es and price-to-sales ratios higher than the prior two 

market peaks. 

(00:05:57) 

  Growth stocks have outperformed value stocks since the Great 

Recession but unless it’s somehow different this time—which we don’t 

believe—value will again have its place. It’s cyclical. Since the late 1970s, 

as shown here, it’s been value outperforming followed by growth, followed 
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by value again, followed by growth. The relative valuation of US value 

stocks versus US growth stocks is at 0.43 times. This is the Russell Value 

Index Price-to-Book versus the Russell Growth Index Price-to-Book, a 

ratio, if you will, of price-to-book ratios. In more than two decades, this is 

about as low as it’s been, though this doesn’t mean that it can’t go lower. 

  This chart hardly bears being shown as it is self-evident that 

valuation matters. The more expensive the price, the lower the future 

return. Current valuations suggest weaker future returns. In more than six 

decades, when the CAPE ratio has exceeded 31 times—about where we 

are today—one-year US Treasuries have outperformed stocks by an 

average 2% over the subsequent ten years, returning 3.5% versus the 

S&P’s 1.5%. On the other hand, when we look to the past to guide us in 

the future, it lacks any predictive power. Our crystal ball is no clearer than 

others, therefore we don’t act on what we've seen but what we think could 

happen with where the world is going. 

  As an example of what it’s like to invest in a backward-looking 

market and people who react on crystal balls that are foggy, take the 

market expectations for Bank of America, a position in our portfolio. Using 

rolling three-month options, the blue line represents investors’ 

expectations for the probability of greater than 20% decline in its stock 
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price, the green line. Notably, there was a 25% probability that BofA would 

decline 20% or more at the end of 2011, when its stock was trading at its 

low. Now of course, with the stock at post-recession new highs, the 

expectation for a 20% or more decline is near its low. 

(00:08:10) 

  Using the rearview mirror to invest is not just true of individual 

stocks but of the market as a whole. At the market low in 2009, option 

values suggested that there was a more than 30% chance that the S&P 

500 index would decline 20% or more, yet today, with the S&P at a new 

high after having increased more than 3 times, there's little expectation of 

a large decline. 

  The data in these charts has been calculated by others but reflects 

how investors want insurance at the wrong times. Oddly enough, when it 

comes to investing, people like to pay for fire insurance after the house 

has burned down. Because we don’t know what the future will bring, we 

do our best to anticipate what can go wrong and not pay too high a price. 

  I promised earlier that we’d get to high yield. It’s not cheap. Prices 

keep rising and US high yield bonds now offer a paltry 5.4% yield, lower 

than the 5.5% at quarter end. European high yield offers just 2.4%. These 

yields are just about at their historic lows and it’s important to note that 
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these are gross yields. There will certainly be some defaults that will 

cause the net yield to be less. If historic default and recovery rates apply, 

the net yield for US high yield bonds would be in the low to mid 3% range, 

while European bonds break the zero threshold and go negative. The high 

yield market has been a good place to be for such a long time. We don’t 

currently believe it’s a great place to commit capital until yields offer a 

more appropriate margin of safety. 

  A margin of safety is what we don’t see when we look at the 

elevated debt levels in North America. Debt to EBITDA is now higher than 

it was before the Great Recession and that's with the size of the high yield 

and levered loan market having increased more than 2x. 

(00:09:59) 

  Even with historically low borrowing costs, the higher debt levels 

are pushing interest coverage down. If something were to happen that 

would cause revenues to soften or margins to compress, like a recession, 

then we’d expect high yield bond prices to fall and that we get back on the 

dance floor. 

  Meanwhile, Moody’s shows that US borrowers continue to have the 

upper hand. Not only are borrowing costs low but companies are able to 

borrow with little by way of investor protection. This is true in Europe as 
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well where covenant-light loans—those loans that are missing traditional 

investor protections—now have reached the low standards of the US, 

where almost 75% of levered loans are covenant-light. 

  Low yields have kept us on the sidelines. You can see that when 

high yield offers an equity rate of return, when the red line is higher, and a 

margin of safety, we increase our exposure, sometimes quite quickly—as 

you can see with the blue bars, our exposure gapping up at points in time. 

  What can cause this to change? Maybe political—I’m sorry, let me 

take a step back, I’ve got the wrong slide, I skipped one. 

  The 35-year decline in interest rates has been a huge part of the 

stock market success. All else equal, the lower the interest rate, the more 

valuable a cash flow stream. And with rates as low as they are now, 

investing in bonds has been eliminated for many, which has driven some 

formerly fixed income capital into stocks. 

  What can cause this to change? Now I’m on the right chart. Maybe 

political missteps in Washington or North Korean aggression, China rolling 

over, a weaker US economy, maybe something else entirely. This US 

economic expansion has been the third longest in history. Maybe it will be 

the longest. We do not know that we’ll be excited to take advantage—we 
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do know that we will be excited to take advantage of the inevitable yet 

indeterminable future opportunity. 

  With that, I’m going to turn it over to questions. We have some 

questions that have been asked in advance. We’ll go to those first and 

then we’ll go to the ones that are currently being aggregated as they come 

over the Transom. 

(00:12:06) 

  Over the course of the hour, we hope to get all the questions. If we 

don’t answer a question, it would be for one of a few reasons, including it 

may have already been answered during our prepared remarks, it 

references a company we may be in the process of buying or selling, or 

we don’t have any useful knowledge to impart on the subject. 

  First question. Does the current environment of very low equity 

volatility mirror any other previous period? 

  I addressed volatility a little bit in the prepared remarks but as we 

have hit the all-time low in US equity volatility, this environment is quite 

unique unto itself. This will change one day. 

  What are the potential outcomes if the dollar continues to fall? 

  I’m not sure if this person is asking a macroeconomic question or if 

it’s more company-specific. We have no value-add in discussing 
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currencies, particularly with regards to what is likely to happen. Some 

companies in our portfolio will benefit from dollar weakness; others could 

be hurt. Our portfolio of companies do business all over the world and 

even though the US is the largest source of revenues, it still represents 

less than half of the total. 

  What area of the market has the most upside and what area has 

the most risk? 

  I’ll turn it over to Mark and Brian. 

Brian: So I guess I’ll say from—and Mark, please amend  however you'd like—I’d 

say from the risk side, anything that is unduly rate-sensitive are things that 

we’re trying to avoid. I think Steve talked about the low level of bond 

yields, and there's a number of equities that trade sort of as derivatives on 

bonds. Maybe equities in general trade as derivatives on bonds, but 

certainly things like REITs or MLPs have that characteristic. And so we 

have generally been avoiding that because again, there's not much 

margin of safety when the starting yields are so low. 

  In terms of upside, I don’t think there's anything obvious in terms of 

compelling opportunity right now, otherwise you'd see it as exposures in 

the portfolio. 

(00:14:07) 
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  But something we have spent a bunch of time on is where I think 

big profit pools of the future will be and those are the internet and 

software-based businesses, but the valuations are at a point today where 

we have not been buying. 

Steven: Why are you not increasing international exposure relative to US given the 

strengthening of the FPA team in that area, using the ACWI and 

benchmark comparisons and valuations, seemingly better EM and 

international? I’m not asking about increasing overall equity exposure but 

the split between the US versus non-US. 

Mark L.: So long-time listeners of these calls will know that our portfolio is truly 

made up of investment securities that are chosen on a bottoms-up basis. 

Those of you on the call probably know there's two ways to invest, 

amongst many, that are top-down and bottom-up. Top-down would be you 

take a macro view, you view perhaps an industry, a geography favorably 

and you allocate capital to that sector accordingly. That’s really not what 

we do here at contrarian. 

  What we do is we take a bottoms-up perspective, meaning we’re 

looking for individual securities that we think offer margin of safety at 

purchase ideally, and in doing so, we think about how they’ll look three to 
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five years out and then we make purchases when we think they're trading 

at valuations that skew in our favor. 

  Now with that said, those valuations could take us to opportunities 

in the United States, could take us to Asia, could take us to Europe. 

Effectively, we go where the value is. So if you look at the portfolio, we did 

once have some Japanese exposure that was made directly after the sad 

Fukushima experience several years ago. We responded by being able to 

buy Japanese securities at what we thought were particularly low prices. If 

you think about Europe coming out of the GFC a number of years ago, 

they aren’t in the portfolio at the moment but names we added at that time 

that we thought were particularly attractive were Henkel, Orkla. Brian, can 

you—there were more. I’m trying to think. WPP. 

(00:16:10) 

Brian: There were more European-centric as… 

Mark L.: I’m trying to think of other names that we were buying. 

Brian: UnileverMark L.: Yes, Unilever. But there would have been a number 

of names that would have been purchased. And so effectively we go 

where the value is. If there is a geography that is particularly out of favor 

at any one point in time, there is a greater likelihood than not that we’ll be 

able to find value there. At the moment, we’d say—and this alludes to 
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what Brian mentioned on the prior question—we’re having trouble finding 

value anywhere, which is why you're not seeing any particular exposures 

show up in the portfolio. 

Brian: The other thing I would say, because this was sort of a common theme in 

financial markets towards the end of last year and early this year, sort of 

the underperformance of international markets versus the US, and the 

relative attractiveness. When we think about the universe of 

compounders, the high-quality franchised businesses that we’ll tend to 

follow across industries, across the entire industry wherever the company 

is domiciled, we really don’t see a tremendous amount of valuation 

difference between companies that are headquartered in the US versus 

Europe. 

  So Mark mentioned the ad agencies, the consumer staples 

companies, the insurance brokers, the industrial gas companies, industrial 

manufacturing companies. You don’t see, in our experience, a 

tremendous amount of valuation difference based on domicile. So some 

of the things that are driving the index are probably a little bit more either 

index composition-specific or call it domestic cyclical lower-quality 

business-specific. 
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Steven: We liken it to, when we look at around the world and companies of a 

similar quality trade at relatively similar valuations, as a generalization. 

Real estate in the middle of Iowa, a 3,000 square foot home will be worth 

less than a 3,000 square foot home on a beach in Malibu. 

(00:18:12) 

Brian: Sure. Are we just jumping the question? 

Mark L.: Yes. There's a question: any value in the retail sector? 

Brian: Sorry, we still have… So there have been a handful of questions on GE 

and I suppose it’s large and in the news, and we've owned it for a bit. So 

I’ll sort of sum these up into a story of GE and acknowledging the fact that 

we've sold a fair amount of our position. 

Mark L.: In Q3. 

Brian: And earlier in the year, in Q4. So we bought GE a couple of years ago on 

the thought that they were going to get out of the finance business and 

restructure quite a bit and return a bunch of capital. They did that. The 

stock got to a point where we thought it was call it fairly fully priced late 

last year/earlier this year. We sold a portion of our position. If you roll 

forward into this year, maybe if we didn’t sell at all, but if you roll forward 

into this year, came to have a more cautious view or concerned position 

about the company’s long-term exposure to fossil fuels both in the oil and 
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gas side and on the power generation side. And so that would have 

caused us to think more critically and sell a fair amount of the position in 

the third quarter. 

  In terms of what has become more obvious recently is that there 

are deep cultural problems at GE and that hopefully the new CEO will 

successfully get the company on the right track. 

(00:20:04) 

  I’m sure everyone saw in the paper today they’ve got two Global 

6000s flying around shepherding the CEO, which is kind of absurd on its 

face, and I would also point out—which hasn’t been much in the paper—

that there's an 18-member board, I think 19 now that the Tryon guy has 

joined—member board at GE. So I think it’s completely dysfunctional from 

a governance. I think we expect and hope that that will change but that’s 

the thought on GE right now. 

  The businesses that they are in, away from the fossil fuel-heavy, 

which apprise circa 70% of the profitability, are very high-quality 

franchises where they have leading, number one/number two type 

positions and long runways of future competitive strength and probably 

growth behind them. So it’s a bit of a mixed bag. 
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Steven: As long as we’re talking about companies with aerospace exposure, why 

don’t we continue on to the next question. 

Brian: Oh, sure. 

Steven: Please share the insight on the recently announced Rockwell Collins/UTX 

merger and its impact on ESL, Esterline. 

Brian: Well, I guess I’ll share the impact from two perspectives. We are 

disappointed that UTX bought Rockwell Collins from a UTX perspective. 

  Then secondly, in terms of the impact on Esterline, I don’t have a 

clear estimate of the direct impact. Both companies are customers of 

Esterline. I think the merger represents a continued consolidation in the 

industry and you are seeing companies move into a position where they 

can provide more integrated systems and sort of a total solution to an 

airframer or Airbus or Boeing, and our read would be they are doing that 

because Airbus and Boeing are getting a little sharper on their costs and 

whether it’s programs like Partnering for Success or just day-to-day, they 

are going at their suppliers for cost-outs. And so I think those suppliers 

are trying to get bigger and stronger to negotiate with the two major 

airframers. 

(00:22:17) 
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  Esterline does not tend to be a systems provider. They tend to 

provide individual products or small components, and so they are a little 

bit in no man’s land in terms of the consolidation that’s going on. It’s 

certainly something that the company needs to think seriously about going 

forward, but I don’t have a view that this merger will be directly particularly 

impactful on Esterline. 

Steven: Thanks, Brian. There's a question about how closely we are correlated 

with the FPA Crescent Fund and Source Capital. We manage, our team 

manages the equity sleeve within Source Capital, a New York Stock 

Exchange-listed mutual fund managed here at First Pacific Advisors. The 

fixed income sleeve, unlike in Crescent, is managed by the FPA New 

Income team here at FPA—a longstanding track record, successful in the 

fixed income space for many decades. So we are happy to partner with 

them in that regard. 

  So at times, speaking to the correlation, at times we’ll move 

similarly, Crescent to Source, and at times it will be different. 

  There are absolutely differences. There was a question also asked 

can we short in Source. Source is run in a higher-level fashion where 

we’re managing the equity book above $10 billion in market cap and we’re 

not looking to do shorts in that portfolio. 
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  There’s a question is how does the adoption of electric vehicles 

affect the portfolio. 

  The adoption of electric vehicles will impact certain businesses, for 

example car dealers because there won’t likely be the same amount of 

parts and service, or certain oil companies if EV adoption increases. But I 

mean, US plugin EV sales represented less than 1% of total passenger 

vehicle sales. If that increases 10 or 20 times, it could certainly hurt some 

businesses, and there are numbers out there that it could increase to that 

degree in the future. 

(00:24:13) 

  As it stands today, it would not be particularly impactful on our 

portfolio either positively or negatively. But I want to use this as a 

departure for the way we think about investing and we think about 

different industries and businesses. We spend a lot of time trying to 

understand the existential risk to various businesses. 

  For us, the EV discussion has come up in the context of oil 

companies and car dealers to name a couple, which companies are the 

potential winners and losers. In the same way, we considered how 

Amazon and other online retailers hurt traditional bricks and mortar 
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retailers and, by extension, retail malls; or how more entertainment 

choices hurt movie exhibitors, etc. 

  We continually challenge ourselves with what might disrupt a 

business. Sometimes we develop a view that allows us to gain conviction 

in an investment. Other times, our conclusion—or that we find the 

question unanswerable—causes us to avoid a particular company or 

industry. 

  I guess with that, I’ll turn over to Brian and ask him thoughts on the 

retail sector in general. 

Brian: Yes, I mean a clearly challenged industry. I think if you kind of zoom out 

on it, you’ve got an industry that faces revenue decline as things—

traditional retail—as sales move online, and you probably also have gross 

margin pressure as you have more pricing transparency online. So 

essentially the profit dollars are shrinking, gross profit dollars are shrinking 

and you’ve got a fairly fixed cost base. So those are two lines that will 

intersect and result in distress and so we have largely avoided retail the 

last number of years. 

  There will be some that figure it out. I think an interesting 

counterfactual is that Best Buy has done much better in the last couple of 

years than I would have guessed if you'd have asked me three years ago. 
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So there is a future for some type of omnichannel solution but I don’t 

know that we've seen a lot of retailers where they have a real convincing 

offering going forward. 

(00:26:18) 

Mark L.: There’s a follow-up question on EV vehicles that I’ll take. We don’t own, 

as Steve mentioned, any direct exposure in the portfolio but if you look at 

TE Connectivity, just as an example, it’s been a top ten name going back, 

anyone hazard toguess, six years, five? 

Brian: Five. Oh yes, five, six. 

Mark L.: Five, six years, top ten position in the Fund, and it’s actually the world’s 

largest supplier of automobile connectors. So if you think globally, there's 

a car park of 90 million vehicles, only 3 million of those are currently EV 

vehicles, TE makes about $60 of content selling to a typical combustion 

engine content. Now when you sell to a hybrid, they’ll make about $100 of 

content supplying those manufacturers, but when you go to EV, it’s about 

$120 of content. So the content on an EV vehicle is actually double that of 

a combustion and with transportation being the largest segment of TE, 

that's an opportunity for TE to grow profits longer term. 

  And that would have been fundamental to our thesis if you go back 

five years. EV would have been small but if you think about the 
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electrification of the automobile, whether it be the GPS system or the 

engine, TE gave us exposure and so we were able to buy TE, when we 

did purchase it many years ago, at a valuation that we actually thought 

was very reasonable given the optionality on those future revenue 

streams. 

Brian: And much the same story could be said for ADI as well. 

Mark L.: Which is also a world leader in analog semiconductors to the auto 

industry. So we do have opportunities to participate in the growth of EV 

even if we don’t own say Tesla directly. 

(00:28:01) 

Steven: Can you comment on the status of your Sears Canada investment? We 

have a relatively small position in a loan to Sears Canada. We don’t have 

an equity investment in Sears Canada. We hope to have, over time, a 

basket of loans that are a little bit off-market, private placements where 

we can get higher rates of return. Sears Canada has been a fairly good 

example of that to date. 

  In March, we felt that there was  reasonably good odds the 

company would file bankruptcy inside of two years. It took less than three 

months and they filed bankruptcy. Our loan though was a loan that was 

collateralized, fully collateralized by largely inventory, and receivables but 
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mostly inventory and some real estate. So we felt that our loan to value 

was something about 60% and we underwrote this as if it was a 

liquidation, not a going concern. This was not a cash flow-based loan; this 

was an asset-based loan. We got paid 2% upfront and a commitment fee. 

We got paid annually, at an annualized rate of LIBOR plus 9.75. It was a 

little bit over 11%. 

  When it went bankrupt, we got paid back entirely within a couple of 

months and so our IRR on that first loan, that first sleeve, was just about, 

slightly higher than 20%. 

  We then rolled that into—not particularly roll it in, we made a 

separate distinct loan, the dip loan that paid us 3.5 points upfront and we 

were getting LIBOR plus 11, so a little over a 12% yield. Now the 

company is going to, it looks like it’s going to be liquidated and we are 

going to get that money back and it will be flowing through over the next 

number of months as inventory is sold, real estate is sold, etc. Our IRR 

expectation on that is going to be something higher certainly than the 

LIBOR plus 11 that we’re getting, and what it ends up being remains to be 

seen. 

(00:30:11) 
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  But with a very low loan to value, a great asset coverage, we’re 

very happy to make these kinds of loans and I think differentiates us a bit 

from what others do out there. 

Mark L: Okay, there is a question do the portfolio managers of different FPA funds 

share ideas? 

Brian: No. 

Mark L: Yes. So we have no—we may chat in the water cooler line or the lunch 

line but we don’t formally work together. So each portfolio is managed 

independently within the organization. 

Brian: There's a question about opportunities in bank loans given the 

unattractiveness of high yield and then also this question goes on, given 

high stock market values, it’s odd that your exposure was 62%, now 64%, 

versus 55% back in June 2007. That’s greater than the 5% delta Steve 

referenced. 

  I think there's two things. There’s one, the comment Steve made 

about high yield apply to the bank loan market as well. So no, there’s not 

a tremendous amount of attractiveness, other than the occasional oddball 

things like Sears Canada or other liquidations that might come up that we 

think we’re well-covered in and you can get a big yield. 
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  And then the second part of the question about the equity 

exposure, we think about it on a net basis and so I think our short portfolio 

or short positions are also larger right now than they were in the past. And 

so on a net basis, we are more like 57% and those shorts are paired or 

stub trades so there's really not a tremendous amount of basis risk in 

them, and so the real equity exposure is more like 57.5-58% than it is the 

64% or so that's being referenced in the question. 

(00:32:04) 

Steven: And also the point I was making on the prepared remarks was the 

sequential movement of just a couple of percent that would have made 

that—this is going back to 2007 and admittedly, neither Brian, Mark nor 

myself have any clear idea of where the market’s going. Not that we knew 

it in 2007 but we did have a greater sense of—I should say I at the time 

because Mark and Brian weren’t here then—I did have a greater sense 

that with the rise in subprime loans and the leverage in the system that 

there were going to have to be a lot of loans that had to be refinanced, a 

lot of loans had to be paid back, both by individuals and corporations. I felt 

the least was, call it the fuse rather was shorter. Today the fuse is long. 

Central banks are involved and we don’t know what's going—this can go 

on for a long time. 
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Mark L.: So speaking of things we don’t really have any view on, there was a 

question about are you worried about a large move in rates next year 

given Fed balance sheet shrink and possible tax cuts leading to higher 

deficits? 

  We haven’t historically run the Fund based on a macro view. So we 

talked earlier about taking a bottoms-up view based on being able to find 

attractively priced securities. So within our group, some of us may have 

views, thoughts about rates moving this, that, but they don’t impact how 

we manage the portfolio and it’s probably not worth the two cents we have 

to voice them on this call. 

  What's your opinion on municipal bond funds? I don’t think we have 

one, again. 

  Do you think emerging market bonds have a better risk/return ratio 

than emerging market equities? 

  I don’t think we do a view. I will say we subscribe to a research 

provider that put out a piece on an emerging market ETF bond a few 

months back and I know a bunch of us read it over the weekend and we 

came in on Monday and I think the first thing we all did was look for ways 

to short emerging market bond indices. So that probably speaks to what 

our bias would be there but I wouldn’t put any money behind that view. 
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(00:34:07) 

Steven: There's a couple of questions on upcoming distributions for realized short- 

and long-term gains. That information, for your tax planning, will be 

available mid-November, Mark Hancock? 

Mark H.: Hopefully before that. 

Steven: Hopefully before that. So by mid-November, that information will be 

available. If one is planning to buy the Fund in advance, I would—under a 

taxable account—I’d recommend that you wait. 

Brian: There's a question that Morningstar shows us having a short position in 

Tencent and Alibaba, is that correct and can you elaborate? Yes, that is 

correct and those are driven by the long that we have on the other side. 

So those are stub trades we’re creating where we are long a company 

that owns shares in Tencent, and that company is Naspers. We are long a 

company that owns shares in Alibaba, that's Altaba, and we are short the 

proportionate interest given the shares that we bought in Naspers and 

Altaba. And so we have a neutral exposure to those Tencent and Alibaba 

through those shorts. 

Steven: There's a few more questions about Naspers and Tencent, Brian, just 

read 4 and 5 and continue with that on that same vein. 



FPA Crescent Fund - Contrarian Value - 10-30-17 

 

 

 

 
 

-28- 
 

 

Brian: So there's an observation that we've owned, we've had the stub trade on 

Naspers and Tencent for a while. It hasn’t worked out; what has it cost 

us? It’s cost us cumulatively about 150 basis points in the portfolio on a 

mark-to-market basis. There's nothing about that mark that we think is 

necessarily permanent. So the merits of the investment are stronger now 

because the discount is broader. 

(00:36:09) 

  And I think that part of the stub, which are some of the internet 

investments that Naspers has, have either been monetized or have 

moved closer to a point where they are generating free cash flow. And so 

I think that the stub has actually increased in value over the last couple of 

years. 

Steven: Although it’s obviously not trading that way, Brian. 

Brian: It’s not trading that way, right, but trading at a bigger discount. 

Steven: This has been—this question was on, to elaborate it, it’s like what is the 

opportunity cost. Brian stated it’s not just an opportunity cost. It’s been an 

actual mark-to-market cost in the portfolio of roughly 1.5% or so this year 

alone. But we don’t see, as Brian stated, anything that's likely to change 

our view of this. 
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  But that doesn’t mean that we just go and increase the state by 

buying and shorting more to create the stub. Because what happens 

when you are short a stock and it is going against you, by default it is 

becoming a larger position in the portfolio. So the position in the Fund has 

increased since we initiated it. Now, through investments we initiated, a) 

we added to it along the way but recently, in order to manage risk in this 

fund, we have taken a little bit of it off the table just because of the size, to 

manage the risk in the portfolio. 

Mark L.: There's a number of questions on PBMs, the drug retailers, etc. People 

are probably asking because years ago, we owned these in the portfolio in 

a meaningful way. We actually haven’t had exposure now for quite some 

time so it probably doesn’t merit us offering our thoughts, and it’s not a 

space that we've been allocating resources to working on at the moment. 

(00:37:57) 

Steven: There's questions about Brian, Mark and myself and our commitment to 

the Fund and investments in the Fund, and in 2017 there's been amongst 

the three of us, there has been some addition but there has certainly been 

no detraction, no sale of our shares in the Fund. Over time, you will see 

additions to the Fund. I’d be very surprised if you saw any sales in the 

Fund while we’re portfolio managers. 
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Mark L: I don’t think any of us have ever sold. 

Steven: I don’t think I have since I’ve started this fund. I’d have to go back and 

actually check but in 24 years I don’t think that's ever actually… 

Brian: It’s incredibly unlikely that we’d ever sell a share I think across the three of 

us. 

Mark L.: There's a question what are your views on airlines. That's a general 

question. We have actually spent some time studying low-cost carriers 

outside of the US. We think we have some ideas which ones we are 

favorably disposed to and I say with great confidence that at some point 

before I retire, there will be something that goes bump in the night, that 

airlines will get cheap and out of favor again and at that point in time, we’d 

look to be able to purchase some of the names we've worked up. 

  As it relates here domestically, we think the industry is different 

than it would have been say a decade ago when I remember—or actually 

20 years ago—working in private equity and one of my favorite partners 

used to say, “Buy low, sell high, don’t invest in airline stocks.” 

Steven: I thought he said, “If God wanted Man to fly, he’d have made it profitable.” 

Mark L.: I think that was maybe Buffett. But Brian, maybe you'll talk a little about 

US airlines for a minute. 
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Brian: Yes, we have spent a little bit of time on US airlines also, both low-cost 

and some of the legacy carriers, and you know, what are our views? I 

think that there's reasonable prospects for both, so the consolidated 

legacy carriers who have strong regional hubs and may be protected or 

profit gardens around some of those hubs to do reasonably over time, and 

I think that at the same time, there's enough out there for some of the 

super low-cost carriers to either expand the market or continue to serve a 

lower-end demographic and also do well. 

(00:40:21) 

  But the industry as a whole is operating at a very high level of 

profitability right now and part of that is the consolidation that's happened 

that's real and part of that is the benefit from fuel prices, and I think that 

that's happening also. 

Mark L.: There is a question what aspects over the next 9-12 months provide 

opportunity, domestic, Europe, Asia, South America. If we knew, we’d 

have all our capital in that region. Unfortunately, we don’t, and so as you 

can see from the portfolio, we don’t have any huge exposure at the 

moment so we really don’t have any strong views as to where opportunity 

will be found over the next 12 months. 
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  There's a question, tell us about a position in the portfolio you're 

excited about, something you think the rest of the market is missing—a 

special situation? And I actually say thanks for your good word, guys. I’m 

looking at Brian. Can we, I think…? 

Brian: Well, I think there are businesses we are excited about, right? Mark talked 

about TE or ADI. There's other businesses that we’re investing in that I 

think have very exciting futures. I think the challenge right now is that the 

valuation of them expects that future to be bright. So the market asks you, 

or stocks ask you different questions at different prices, and the questions 

on those businesses right now are, “How good is it going to be?” And so 

it’s hard to be super excited about the businesses as an investment even 

if it might be very compelling as an economic entity. 

(00:41:58) 

  In terms of a position, I think Naspers/Tencent is highly mispriced. 

There's nothing that is, there's no catalyst, there's no reason for it to 

change but it is absurd for essentially there to be $30 billion of negative 

value trading around in the market. And that’s just the difference between 

where Naspers trades and where Tencent trades. There is another 

multiple billions of dollars of value in the various pieces that Naspers owns 

and the stub, and I think that’s sort of absurd, particularly when you 
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consider Naspers’ record of deploying capital in the stub. It’s not like this 

is a company that’s destroyed oodles of money over time. They actually 

have a very respectable record. 

Mark L.: Compounded at a double-digit rate of return excluding Tencent. 

Brian: Yes. 

Mark L.: With Tencent it’s obviously off the charts because that’s been the home 

run of home runs. 

Brian: But depending what you do with the FX, it’s low to mid-teens on the 

portfolio excluding Tencent, so. 

Mark L.: I mean if you think about when we get together now and we talk about 

what we view as potentially actionable additions to the portfolio, we’re 

often having a narrative that says look, we probably shouldn’t lose money 

over the next three years here if it doesn’t work out as opposed to wow, 

there's an opportunity to make incredible returns over the next three 

years. 

  I mean, an example would be Axalta. So Axalta we started nibbling 

at in the portfolio last quarter. They’d had a weak quarter. Stock traded 

off. We’d actually worked it up about a year and a half ago. We didn’t 

purchase it at the time. But it was a valuation where we could just pinch 

our nose to buy it, and part of the investment thesis behind Axalta was 
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look—Axalta is one of the largest coating players in the world, for example 

they would provide paints to OEM customers, they have a huge refinishing 

business, they also have an industrial coatings business. We said this is 

an industry that is consolidating; there is a scarcity to their position. Buffett 

already owns 9.99%, it’s not inconceivable that Berkshire might want to 

own more, as Buffett has an investment in other paint companies. 

Perhaps one of those paint companies would be interested in 

consolidating. Maybe Sherwin-Williams would look at it one day. 

(00:44:16) 

  Nonetheless, we said the valuation here is just attractive enough 

that we think if over three years, even if things don’t go well, we’ll probably 

break even. It's not the worst thing in the world. And then we could craft 

an upside case where we make an equity type rate of return. And so that 

was a very… 

Brian: Reluctantly we bought it. 

Mark L.: Yes, with a strict limit. And then sometimes good things happen to 

cheapish stocks, I’ll say, but it’s very hard for us at the moment to find a 

handful of ideas where we think there's fantastic upside, and that’s just 

given because valuations are where they are. And we probably 

subscribe—some of you might read, we’ll direct you there if not—the 
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GMO forecast, Grantham Mayo, where they put out a deconstruction of 

what type of equity returns should be expected by the markets over the 

next I think it’s five years given where valuations are at the moment. And if 

I remember correctly, the expected returns at the moment are about as 

low as I recall since they’ve been publishing. They take it from a top-down. 

We’re bottoms-up but we’re probably ending up in a similar spot. 

  There's a question, can you talk about WPP and how you think 

about the business economics over the next 3-5 years given change in 

the media ad landscape, quality of management, doesn’t the CEO pay 

himself a lot—which he does—and the price relative to intrinsic value? 

  So WPP was originally purchased in the portfolio back in—I’m 

looking at Brian again—2010, ‘11? 

Mark H.: 2011. 

Mark L.: Oh, 2011 Mark Hancock says. 

Mark L.: So I think the average prices we've paid, you can all see in various 

disclosure. You can see the historical cost of the positions. 

(00:46:02) 

  The average price of WPP would be well, I’d say at least 30-40% 

cheaper than where it is today, and that’s because the position was 

largely established coming out of the great financial crisis where we were 
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able to buy the name at what turned out to be something like probably a 

single-digit multiple of forward earnings. 

  Lo and behold, if you look where we are today, the name is once 

again trading at a rather depressed valuation, particularly on a relative 

basis, but also on an absolute basis—and our numbers are somewhere 

circa 12 times earnings give or take a multiple turn. That looks attractive 

on a relative basis and not awful on an absolute perspective. But in the 

seven years over which we’ve held WPP, the world has been changing 

around it. 

  Now, Martin Sorrell, who leads WPP and the aforementioned CEO, 

who gets paid a lot of money, we think has actually done a very good job 

of positioning WPP versus all the other agencies to maintain a competitive 

position globally where they have a leading exposure to emerging markets 

of their peers, meaning they're larger than their peers in emerging markets 

and they also have a greater percentage of the revenue that comes from 

emerging markets as compared to their peers. They’ve also done an 

incredible job on digital. 

  That said, anyone who pays attention to advertising knows that 

there are two behemoths that account for roughly 80% of the growth in 

digital ads over the last seven years—that would be Google and 
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Facebook. Now, WPP is actually the largest customer of each I believe. 

Nonetheless, there is an opportunity for customers to disintermediate the 

agencies and go direct to Facebook/Google when purchasing their ads. 

  However, a counterpoint would be that the increased complexity 

that comes with a world where there's greater opportunities to advertise 

than just sticking an advertisement on Monday night football or the movie 

of the week means that that complexity must be navigated and the 

agencies have historically done a very good job of helping the customers 

navigate what's been an increasingly complex landscape over time and 

they’ve gotten paid fairly for that. 

(00:48:09) 

  Our fundamental thesis would be we don’t think that will change 

going forward. That said, the companies may not be as profitable in 

margins going forward as they’ve been in the past. They’ll still be a very 

high return on tangible capital business, largely because there's not a lot 

of tangible capital in these businesses. 

  So we still like the advertising companies. We still follow them. 

However, we think growth rates may be more muted versus GDP as 

compared to where they’d be in the past. However, companies are also 

returning more cash via buybacks, dividends—and I’m talking about the 
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industry in general—than they have in the past, and consolidation will 

likely play a smaller portion of sucking up cash flows than it has in the 

past because the industry is largely consolidated. The next big 

acquisitions will most likely involve one of the big four or five agencies 

getting together with either one of their peers or someone outside the 

industry. 

  Now that said though, I’ll tie this up by saying we haven’t been 

aggressive purchasers of WPP but if it got to a valuation where once 

again we thought it was a single-digit multiple of earnings and we thought 

there was a reasonable margin of safety, we could see it being a bigger 

portion of the portfolio. But it’s not at that valuation at the moment and 

when you look at our average cost versus where it is today, you'll see 

there's quite a significant gap. 

Brian: Question, I came in late, can you speak about Bank of America and the 

banks, your perspective on valuation, if you haven’t already? We haven’t 

spoken about the banks. The valuation on the banks has gotten less and 

less compelling over the course of the last year, and so our position in 

banks has shrunk a bit here recently. I don’t think they are horribly 

overvalued but they are not as compelling as they were. 
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Mark L.: So if you asked us as a question, tell us about a position you're excited 

about, if you were to go back a year and a half, it would have been the 

financials and you would have seen that in the portfolio where our 

aggregate exposure to balance sheet intensive financials— 

(00:50:07) 

Steven: Balance sheet, it was 15%. 

Mark H.: 15%. 

Mark L.: Yes, which for us is a big exposure. It was also in an industry where 

people were saying, the first two questions about those exposures were 

“that” and “now”, and when people have that response, that gets us 

excited because it means they are very contrarian positions. So not only 

have we done the bottom-up work and we felt confident about the 

valuations, the thesis, there was also an incredible amount of negative 

sentiment. And that’s generally what we look for in ideas but are unable to 

find at the moment. 

  There's a question, is contrarian view of Altaba similar to a closed-

end fund trading at a reasonable discount to your estimate of the NAV of 

its holdings? 

Brian: I don’t view it that way. I think Altaba is a unique security that there is a 

large incentive by the holders of it, and by the way, the management team 
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is compensated to resolve the discount and sort of split that difference 

with Alibaba. So I think it’s a little bit more of an event type security that a 

typical closed-end fund at a discount. 

  So I mean put it this way. A closed-end fund trading at a discount, 

the manager has every incentive in the world to keep the thing going to 

keep the fees, whereas Altaba’s management gets paid to close the 

discount and wrap the thing up. So I think it’s a different circumstance. 

Steven: It’s the kind of incentive we’d like to see at Naspers. 

Brian: Yes, exactly. 

Mark L.: And we should say as it relates to Source, which is a closed-end fund, 

which some of you may know we manage, we do buy back shares when 

they trade at a discount. So we have a threshold and when it exceeds 

that— 

Steven: Trades at a certain discount, when it exceeds a certain threshold, not just 

in a single-digit. When it gets to double-digit. 

(00:52:00) 

Mark L. : Okay. Where is cash parked and what is it earning? Mark or Steve? 

Steven: Well, the largest portion is rolling treasuries. That’s the biggest, most 

liquid use of our cash. We do have certain other shorter-term investment 

grade bonds in there and some commercial paper, but the largest portion 



FPA Crescent Fund - Contrarian Value - 10-30-17 

 

 

 

 
 

-41- 
 

 

of it is in treasuries, which yield is not terribly attractive today, admittedly, 

but the importance of cash is—for us it’s a byproduct of our investment 

process. It’s truly a residual as Mark was just talking about, not finding 

things to do, using the airlines as an example, and hoping at a point in 

time when they will inevitably go bump in the night, we’ll be able to pull 

down what's liquid and invest in such opportunities. 

Mark L.: There’s a quote about cash that I’m sure I’m mangle, but it’s equivalent to 

leaving your car at the garage at the airport in the parking spot. When you 

go back, you want to know that your car is there. We feel the same about 

the cash. When we land, we want to know where our cash is. So it doesn’t 

help us if we park cash for a number of years waiting to be lying in the 

weeds to pounce, and then we go to get it, we find out the cash isn’t there 

because we placed it in a risky venture, whether it is illiquidity that  doesn’t 

allow us to get out or we reached for yield and we have to take a big mark 

to sell. Hence we act very conservatively when it comes to the cash. 

  There's a question, can you talk about your thoughts/views on the 

Qualcomm NXPI takeover? How does the deal get done with so few NXPI 

shares tenders? So the arbs would hope that Qualcomm raises their bid. 

The deal hasn’t actually receive approval in all regulatory markets such as 

China. So you'd have to get approval even before the deal could 
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theoretically close. It’s probably taken longer than Qualcomm or NXPI 

thought up to this point. We’re not merger arb guys and we don’t have a 

particularly strong view to share there. 

(00:54:00) 

Steven: That covers all the questions that came through other than the ones that 

we may not have answered for the reasons we addressed at the outset. If 

there's a question that you felt should have been answered that we 

somehow missed in that process, please direct those questions to Mark 

Hancock and his team including Ryan Leggio at First Pacific Advisors. 

And if there needs to be follow-up from myself directly as part of that, then 

they’ll get me on the phone. Mark? 

Mark H: Thank you, Mark. Thank you, me—Steve, Mark Landecker and Brian. I 

got it, I got it. 

Steven: To your right. 

Mark H.: Thank you all to our listeners for your participation in today’s Third 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 available in the 

coming few days.  We had a few questions on this. As soon as 

Compliance has approved it, these slides and transcript and both audio as 
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well as written transcript will be on our website. So look out for them in the 

next few days, FPAFunds.com, as well as complete portfolio holdings, 

historical and after-tax returns. 

  Following the webcast you’ll have an opportunity to provide 

comments.  Please do so.  We take them seriously and we review them 

and try and utilize them to improve these websites going forward. 

  Please visit FPAFunds.com in the future for webcast information, 

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

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

the case today, to take place three to four weeks following each quarter 

end. 

  We hope that our shareholder letters, commentaries and these 

conference calls will help to keep you, our investors, and your respective 

clients appropriately updated about the funds. 

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

this call are, as of today, October 30, 2017, and are subject to change 

based on market and other conditions.  These views will 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 or future results, or 

investment advice. Any mention of individual securities or sectors should 
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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. 

(00:56:15) 

  The information provided does not constitute or 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 recommendations made 

in the future will be profitable or will equal the performance of the security 

examples discussed. 

  Any statistics have been obtained from sources believed to be 

reliable, but the accuracy and completeness cannot be guaranteed. 

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

UMB 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 through UMB 

Distribution Services, LLC. 

  Thank you again for your participation.  This concludes today’s 

webcast. 

[END FILE] 


