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(00:00:16) 

Moderator: Hello and welcome to today’s webcast. My name is Kelly and I will be your 

event specialist today. All lines have been placed on mute to prevent any 

background noise. Please note that today’s webcast is being recorded. 

  During the presentation, we will have a question and answer 

session. You can ask text questions at any time by clicking the green Q&A 

icon on the lower left-hand corner of your screen. Type your question in 

the open area and click Submit. 

  If you would like to view the presentation in a full-screen view, click 

the Fullscreen button in the lower right-hand corner of your screen. Press 

the Escape key on your keyboard to return to your original view. For 

optimal viewing and participation, please disable your popup blockers. 

  And finally, should you need technical assistance, as a best 

practice we suggest you first refresh your browser. If that does not resolve 

the issue, please click on the Support option in the upper right-hand 

corner of your screen for online troubleshooting. 

  It is now my pleasure to turn today’s program over to Mr. Mark 

Hancock. The floor is yours. 
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Mark H.: Good afternoon and thank you for joining us today. We’d like to welcome 

you to the FPA Crescent Fund’s Fourth Quarter 2017 Webcast. My name 

is Mark Hancock and I am a Partner here at FPA. 

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

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

  Prior to today’s call though, I’d like to remind our listeners that we 

will be hosting our Investor Day here in Los Angeles on May 3 of this year. 

For those who did not receive an invitation, registration is open and can 

be found on the landing page of our website FPAFunds.com. We are 

hoping to conduct an informative and enjoyable event, and look forward to 

seeing those of you there who are able to make it in a few months’ time. 

Back to the webcast. 

(00:02:01) 

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

Mark Landecker, the portfolio managers of the contrarian value strategy, 

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

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

managers in mid-2013. 

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

Steven: Thank you, Mark, and thank all of you for joining us today. 
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  The agenda is the same as in prior calls. We summarize our 

philosophy for those less familiar, and then move into the portfolio, its 

performance and the current composition. We then offer some thoughts 

on how we see the world today, followed by Q&A. 

  The key phrases in our investment objective continue to be equity-

like returns, long term, and less risk. Wishing to avoid permanent 

impairments of capital, we seek absolute return. 

  We look to make investments that offer a margin of safety, buying 

them for less than their estimated value. That generally means a company 

that is attractive on its own merits and not just cheaper than the stock 

market. Our team does a lot of work in trying to understand businesses 

and industries, and we are patient in waiting for opportunities. We have an 

unusual number of tools we use to try and achieve our equity rates of 

return. 

  We invest domestically and abroad, in both developed and 

emerging economies. We invest in companies that have varying market 

caps, in most industries. We will short stocks, and we will periodically 

invest in stub trades as a result. We invest in other asset classes, 

including high yield bonds and distressed debt, as well as the occasional 
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investment-grade bond. We will sometimes invest in illiquid opportunities 

as well. 

  All of this sometimes makes it challenging to find an appropriate 

benchmark by which to judge us. Last year was unusual; for the first time, 

the S&P 500 delivered a positive return in every month of the calendar 

year. The current month will likely make it the fifteenth consecutive month 

of positive returns, another record. 

  We have maintained a conservative posture into a rising market, 

given we haven’t found enough opportunities that were economically 

compelling. That is, when the potential upside greatly outweighs the 

potential downside. We are not saying the stock market can’t continue to 

rise; we are saying the potential returns being offered to us aren’t enough 

to justify the risk. 

(00:04:14) 

  Crescent returned 10.4% last year, less than both the S&P 500 and 

the MSCI ACWI. The Fund has outperformed relatively better over this full 

market cycle, slightly below the S&P but well ahead of the MSCI. 

  Since the Fund’s 1993 inception, it has generally underperformed 

in bull markets, only outperforming in 12% of rolling five-year cases—the 

right side of this chart. Crescent, though, has outperformed in 100% of the 
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rolling five-year down periods in the market and 97.5% of the time in more 

normal market environments—the left and middle part of this chart 

respectively. This is an outcome consistent with our objectives. 

  By protecting the downside and avoiding or minimizing permanent 

impairments of capital, Crescent has attracted many likeminded investors, 

as a result, our mutual investor experience has generally been favorable. 

  Looking over trailing ten years, Crescent returned 7.25%—less 

than the Vanguard 500 Index Funds’ 8.37%. However, according to 

Morningstar, the return of our Fund’s investors was 7.44%, higher than 

the Fund’s actual return. This is the result of our investors appropriately 

buying low and selling high. The Vanguard 500 investor didn’t fare quite 

as well, returning 3.95%, 4.4% worse than the fund’s return. Its 

shareholders have bought high and sold low, a less fruitful activity. 

  We’d like to believe that our communications with our shareholders 

have led to a more educated and discerning investor, but Crescent’s 

smaller maximum drawdown and 35% lower volatility probably has 

something to do with it too. Note though that lower volatility is not a stated 

objective of the Fund. It is merely a by-product of our value investing 

philosophy. The difference in the investor experience for the Vanguard 

500 is partially explained by its higher volatility, particularly in the 2008-
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2009 timeframe. The average investor is apt to trade more frequently 

when volatility is higher. 

(00:06:10) 

  The Fund’s long equity book, which generally represents the 

largest portion of its risk exposure, returned 21.07% gross in 2017, 

lagging the S&P 500 by 0.76% and the MSCI ACWI by 2.9%. Over time, 

however, your portfolio managers have added alpha of 2.75% and almost 

5.75% over the S&P 500 and ACWI respectively. 

  What is proving more important than our securities selection in this 

market cycle is our exposure to long equities and other risk assets has 

been too low, in retrospect. There is no hiding from the fact that this 

underweighting has reduced the benefits of the excellent performance of 

our long book. On our average delivered equity rates of return, while 

avoiding a permanent impairment of capital, we generally err on the side 

of caution. That said, when opportunities once again reveal themselves, 

you should expect us to once again to take advantage of them, and you 

should expect our average cash balances to be lower over the next 

market cycle. 

  Our bread-and-butter value stocks continue to lag the overall 

market. Value stocks trailed the S&P 500 by 6.47% and the S&P 500 
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Growth Index by 12.08%, their worst calendar year performance since 

1999—Crescent’s relative calendar year performance. Crescent’s long 

equity book underperformed the broader market last year, but it did 

outperform the value indices—the S&P Value Index by 5.7% and the 

ACWI by 2.8%. 

  Value and growth move in and out of favor. It has been growth’s 

time in the sun for the most part since 2009. Value hasn’t looked good on 

a trailing ten-year basis for five years. When valuing companies on a 

price-to-book basis, you can see that gross multiyear outperformance has 

left medium- and large-cap value stocks trading at their largest discount to 

growth since the dotcom era in the late 1990s, about a 25% discount to 

historic average. 

(00:08:06) 

  I’m going to step back to the value moving in and out of favor slide 

because the slide came on in multiple sections, so I just wanted to go 

through it a little more slowly, showing value outperformance for a period 

of time, followed by growth outperforming. So first, Jan ’78 to October 

1994, it was value’s time; and then it was growth from November ’94 

through the dotcom bubble through January 2001; then value again from 
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February ’01 to March 2012, again on a rolling ten-year basis; and then 

since 2012 to today, it’s really been growth. 

  Let me turn to some yearend characteristics of the portfolio. The 

Fund’s long equity book is 13 points higher than its average since 1996. 

It’s better, though, to look at the Fund’s net equity exposure, which was 

58.5% at yearend. That's the 67.2% long exposure you see here, less the 

8.7% short exposure. That compares to the average net equity exposure 

since 1996 of 49.4%, which is the 54.2% common stock long average 

minus the short—less the short exposure of 4.8%. That is 9.1% higher 

today in net equity exposure than our historic average. 

  However, our credit exposure—the Fund’s investment in high yield 

bonds and distressed debt—is more than 8 points below average. That 

leaves our net risk exposure at 63.3%, and really close to the Fund’s 

historic average of 62.0%. 

  The weighted average market cap of the stocks held in Crescent is 

about $136 billion, lower than the $197 billion for the S&P 500 and about 

in line with the ACWI. 

  The stocks we hold have an average forward P/E of 15.4 times and 

a price-to-book of 1.8 times, consistent with the Fund’s historic average 
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and, more importantly, a discount to the forward P/Es of the S&P 500 and 

the MSCI ACWI. 

  Excluding the Fund’s investment in financials, look-through 

financial leverage is on average much less than both the S&P and the 

ACWI. 

(00:10:11) 

  The Fund currently has just slightly more than 20% of its exposure 

in foreign-domiciled companies. We think looking at where our 

companies’ revenues are coming from is a better way to consider the true 

geographic diversity of the portfolio. On a look-through basis, more than 

half the revenues of Crescent’s companies come from outside of the 

United States. 

  In the past couple of years, most stock markets around the world 

have been on a tear. This has left stocks valued at the 97th percentile 

using Shiller’s CAPE ratio. As you can see, stocks have only been as 

pricey on two prior occasions—in the late 1920s and in the late 1990s. 

  If you prefer to consider valuations using projected earnings one 

year out, stocks still are valued at much higher than what is typical. The 

S&P 500 trades at 20 times next year’s earnings as compared to the 15.8 

times average since 1990. That’s a yearend multiple and would be higher 
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now the end of January after what looks to be the best January in 30 

years. 

  Globally, stocks are far from inexpensive, regardless of which 

valuation measure you choose. When looking at P/E, price-to-sales and 

price-to-book, US stocks are trading higher than they were at the prior two 

market peaks. Global stocks are valued higher than the prior two market 

peaks when considering price-to-earnings and price-to-sales. And just 

because a given valuation measure isn’t as high—isn’t at a high—it does 

mean that markets around the world are inexpensive or offer margin of 

safety to the prudent investor. 

  One last market valuation measure for your consideration: as a 

percent of GDP, the US stock market is at a post-World War II high, a 

higher level than was even breached in the dotcom bubble. Without a 

doubt, interest rates have been a big driver of valuations. 

  One could think of a stock as an infinite duration bond with a rising 

coupon. Inverting the price-to-earnings ratio provides a stock market’s 

earnings yield. It’s no great surprise then that as the credit risk-free 10-

year US treasury rate has declined, so has the market’s earnings yield. 

However, note that the earnings yield—the green line—now sits above the 

treasury yield—the blue line. Rates came down so hard and so fast from 
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the Great Recession that the stock market became one of the only games 

in town. 

(00:12:25) 

  This chart depicts the CAPE earnings yield less the yield on US 

treasuries: the spread. You can see that although the earnings yield 

remains at a premium to treasuries, the spread has fallen from its peak 

thanks to a major move in the US stock market. 

  What happens next will be a function of what happens to interest 

rates and earnings. If rates remain low and the global economy continues 

to expand, the stock market could easily expand with it. However, given 

higher than normal valuations and lower than normal interest rates, it does 

beg the question if that's a good bet. And although the economy has 

continued to expand since 2009, this has been the weakest post-World 

War II recovery on record. 

  Cumulative real GDP growth since the prior peak is the light blue 

line towards the bottom of the chart. Although not robust, the economy 

has continued to avoid a downturn. We are now in our 103rd month of 

economic expansion, the third longest on record. 

  The economy and the stock market have had tremendous support 

from low interest rates. Other than the stock market, there aren’t many 
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great and easily accessible alternative investment options. Interest rates 

were on a steady decline from the early 1980s, but the rate of change 

increased beginning in 2008-2009. 

  Junk bonds were a tremendous opportunity in 2008 and 2009, but 

like stocks, we argued there was little margin of safety. The headline yield 

on US high yield bonds is 5.8%, better than the 2.7% offered in Europe, 

but the headline yield isn’t the real return one would achieve if all of these 

bonds were held to maturity. It fails to take into account that there are 

some defaults. If one were to use historic default and recovery rates as a 

guide—just as a placeholder really, feel free to substitute your own 

number—then the net yield would be just 3.7% in the US and minus 0.1% 

in Europe. It would be a real struggle to call those yields attractive, and 

harder still to argue that they provide any margin of safety in the event 

that interest rates increase, spreads widen or the economy weakens. 

(00:14:21) 

  When the economy does hit a rough patch, many highly levered 

firms will find themselves scrambling. As a proxy, consider the ratio of net 

debt to EBITDA of companies in the S&P 500. This measure of financial 

leverage excluding energy is at its highest point since at least 1980, and 
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we are in a reasonably good economy. Usually this ratio increases going 

into recession—the shaded areas—when EBITDA declines. 

  Even with historically low borrowing costs, this high leverage 

translates into tighter interest coverage that would be lower still were the 

US to enter a recession. Note how interest coverage declines in 

recessions. As interest coverage declines, defaults increase. 

  The number of companies with very low interest coverage ratios, a 

common signal of distress, is already high. Currently, firms accounting for 

10% of corporate assets appear unable to meet interest expense out of 

current earnings, an interest coverage ratio less than 1. This figure 

doubles to 20% of corporate assets when looking at firms with interest 

coverage less than 2 times, and rises further if interest rates increase. 

Energy, real estate, particularly retail malls, and utilities currently account 

for about half of the firms struggling to meet debt service obligations. 

Should interest rise and/or the economy weaken, other industries will face 

similar challenges. Some companies will disappear while others will 

require a financial restructuring. 

  The robust market has contributed to unusually low volatility. 

Volatility, as measured by the VIX index, hit an all-time low in the fourth 
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quarter of 2017. Anyone concerned about weak balance sheets, high 

market valuations or recession, or higher interest rates, seems alarmist. 

(00:16:08) 

  All of this drives bears either into extinction or, into the very least, 

hibernation. The current ratio of bulls to bears is even higher today than it 

was in the dotcom era. That's saying something. 

  I’ll close our prepared remarks with some thoughts from John 

Kenneth Galbraith. We quickly forget financial disasters and the 

circumstances that brought them about and as a consequence, when the 

same or closely similar circumstances arise again, sometimes in just a few 

years, they are hailed by a new, often youthful and always extremely self-

confident generation as a brilliantly innovative discovery in the financial 

and larger economic world. It becomes a consistent cycle of illusion to 

disillusion and back to illusion. There can be few fields of human 

endeavor in which history counts for so little as in the world of finance. 

  Thank you for listening to the prepared remarks and we’ll turn to 

Q&A. We have some initial questions that were sent in in advance and 

some that are coming over the transom as we speak. 

  The first question, looking at the portfolios, we are looking for 

capital protection rather than growth. Is that how Crescent is positioned? 
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  Crescent was founded with the idea of protecting capital. We 

manage the portfolio as if our investors have given us all their money—not 

that we suggest that anyone should. 

  There was a question about has the adoption of electric vehicles 

affected the portfolio. 

  And we chatted about this in Q3 2017 on our quarterly call. I’d ask 

you to refer to that transcript available on our website. 

  I’m going to turn a question over to Brian, some questions relating 

to Tencent and Naspers. 

Brian: Sure. I think there have been a few of them. I think it’s first maybe worth 

explaining this has been on previous calls and I think this issue has also 

been in a few of Steve’s letters. 

  So we are long Naspers, which has a holding in Tencent. We are 

short a little bit less than our proportional share of Tencent through our 

Naspers holding. So I think that clears up maybe a confusion in one of the 

questions. 

(00:18:17) 

  Another question is does the rising price of Tencent work against 

the pair trade? How do you profit if Tencent performs well? 



FPA Crescent Fund - Contrarian Value - 01-29-18 

 

 

 

 
 

-16- 
 

 

  Well, there's two bits to the trade at this time. One is the net long 

position we have, a look-through in Tencent and the other associated 

assets of Naspers; and then the other, probably more impactful portion, is 

the degree to which there is a discount on those holdings in the trading 

price of Naspers relative to that discount. So the most important factor 

has been the widening of the discount over the last 12 months. I think that 

will continue to be the most important factor going forward. I think that it’s 

something of a mathematical oddity that there is such a wide discount on 

a large-cap liquid stock, but there's various theories about fund flows and 

liquidities in local markets as to why that might exist and persist. But 

certainly it’s not a logical position for securities to be in, where one trades 

at 30% or more discount to the readily observable value of its underlying 

holdings. 

Mark L: So when we originally put on the trade, the spread effectively was close to 

zero. So you were, in a way, getting something for free, and you ended up 

shorting Tencent proportionally. It’s now gone to the point where you're 

effectively actually get paid to buy Naspers because Naspers is trading, in 

aggregate based on our net asset value, to a 40% discount to the value of 

all its holdings, or just roughly a 30% discount to Tencent, which makes 

up circa 90% roughly of the value of Naspers 
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(00:20:19) 

Brian:  Yes, and to put it in perspective, this is a $50-$60 billion discount. 

So it’s very meaningful in the scope of the world. 

Mark L: And so if you look at holding companies—and we've got some that we 

have held in the portfolio in the past, and do still currently hold, Groupe 

Bruxelles Lambert would be an example that's been in the portfolio for a 

number of years—and you look at spread trades that we've done in the 

past, these discounts historically have not stayed this wide for very long. 

There are various measures taken to close them, either at the company’s 

behest or at the behest of investors who pound the table. The question 

remains as to what path Tencent—or excuse me, Naspers—is going to 

take. 

  They held an investor day for the first time, I think, in five years late 

last year. They seem open to potentially looking at various avenues such 

as having a dual listing in Hong Kong, assuming that there is a change to 

a restriction that limits shares with multiple voting classes, if that were to 

be lifted. The most natural market for which Naspers—to have a dual 

listing would be the same as that which Tencent trades their primary 

asset, and the argument is if that existed, you might see a narrowing of 

the discount. 
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  Now that said, Naspers has made some investments that we 

actually like. Most recently, they took a significant stake in an online 

delivery platform called Delivery Hero that we actually worked on at its 

IPO. They went in and bought a big stake. They have a historical track 

record of compounding at a double-digit rate of return on their investments 

outside of Tencent, which we would suggest argues that the hold-co 

should not trade at a discount as wide as it does. But needless to say, 

we’ve been disappointed with how the trade has fared thus far. We 

remain hopeful that value will out. 

(00:22:08) 

Brian: I think there's a useful follow-up question, which is why not make 

Naspers/Tencent position larger given the current spread? 

  I think the position sizing on something like this is certainly 

something that we struggle with, and we want to always be mindful of the 

mandate of the Fund, which is equity-like returns with less risk than the 

equity market. And that naturally leads to some limiting constraints in 

terms of size and individual positions or names, including something like 

Naspers and Tencent. And I think, as we've spoken about in the past, 

when positions get to a size that is beyond what we think is prudent given 

the mandate of defense first/offense second, we either scale those 
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positions down or we stop buying them. And that would be where we are 

currently positioned in Naspers/Tencent, so we don’t foresee taking it 

larger because we don’t think it would be consistent with the mandate of 

the Fund for it to be a larger position. 

Steven: But also note that the position has gotten larger as a result of the pivoting 

mechanism being the short position, which is Tencent. So as Tencent has 

increased, the position size in the Fund has also increased. 

  There are some questions that are a little bit more macro in nature. 

Hoisington believes that slow M2 growth will lead to slow GDP growth and 

lower long-term rates. What are your thoughts? 

  Another question from another individual is what are the potential 

outcomes if the dollar continues to fall? 

  I learned long ago, after successfully calling seven of the prior 

three recessions, that our stock in trade should be in not making calls on 

economic growth, interest rates or currencies. We do a reasonably good 

job investing in good businesses, when its price offers the potential for 

returns that are in the high single to low double-digits at a bare minimum, 

something that is in very short supply today. 

(00:24:03) 
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  Does the current environment of very low equity volatility mirror any 

other previous period? 

  Although it doesn’t mirror any previous period to my recollection—I 

haven’t actually studied it—I can speak to the fact that economies around 

the world are, for the most part, rising in concert. Interest rates remain 

near their lows, and a lack of viable investment alternatives have led 

investors to bid stocks up to levels that reflect something of a goldilocks 

environment. The US economic expansion I pointed out earlier is now the 

third longest on record, and the US bull market is now the second longest 

on record. Consistently rising prices certainly leads to some measure of 

complacency, and that shows up in low volatility. 

  A question I’ll throw over to Brian: what areas of the market have 

the most upside and what areas the most risk? 

Brian: This is probably consistent with Steve’s comments about us not having 

much useful to say in terms of macro considerations. You know, I think 

Steve’s opening slides would point out that we don’t see a lot of broad 

areas of opportunity currently, and so we probably tend to think there’s a 

lot of risk in valuations and in various businesses, and we don’t see a ton 

of upside. 
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Mark L: Just sticking to the theme, there's a question that came in, do you have 

any other long/short positions like Tencent/Naspers in the Fund? 

  So at present, we actually do. We have the Altaba trade—Altaba is 

the former Yahoo. It’s got a big stake in Alibaba. So there, again, much 

like Naspers is constructed, we have a short position in Alibaba and we’re 

long Altaba. That one, more favorably, has gone in our favor. In the past, 

we had Renault/Nissan a number of years ago. At the moment, we have 

Porsche as well. And then years ago, we had a—not exactly the same but 

we had a dual share class trade with Henkel. So these trades are not 

something that's new to the Fund. At any one point, we may have one or 

none of these trades on depending on what the market is offering us with 

respect to opportunities in this space. 

(00:26:16) 

Steven: There’s a question on does GE begin to look interesting again at its 

current price. 

  And I’m not sure if—I think the letter was just posted, and we 

actually speak about General Electric in the shareholder letter. So I’d like 

you to, if you wouldn’t mind, read the letter. If there's any follow-up 

questions, please reach out to us and we’re happy to share. 
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  That position, as a point of information, was voided from the 

portfolio in January and from cost, it impacted the Fund a negligible $1.3 

million. It was certainly a mistake and we talk about it as such in the 

shareholder letter. 

  Brian, do you want to add anything briefly to it? 

Steven: So yes, just read the letter if you don’t mind, and please follow up with us 

if it isn’t complete enough for you. 

Steven: Will you tell us about your roster of potential stocks that you'd like to buy if 

the price is right? 

  No. We certainly have a shopping list but why advertise and invite 

the competition? When we find some of those companies on sale, they 

will find their way into the portfolio and we will discuss them on future 

conference calls. 

  What is the current cash position and your assessment of 

downside volatility risk? 

  The Fund’s current risk exposure is 63%. We will partially 

participate in an up-market as well as down. And if the market becomes 

more volatile, we’d expect some of it to show up in the Fund, although if 

the past was a guide, it would be more muted. I’m not sure if that answers 
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the question on downside volatility risk but we welcome a follow-up call to 

Ryan Leggio if you'd like more color. 

  There’s also a question that just came across the transom about 

other well-known value investors and exposures in their portfolio, and one 

is referenced as being, having—well, if they had 20-40% and this investor 

is talking about, is very, very bearish, how can we be comfortable with our 

current positioning? 

(00:28:06) 

  I think it’s important, one, to look at another’s—if one looks at 

another’s portfolio, it isn’t just—when somebody says they own 20-40% in 

public securities, they might have a lot of other things in the portfolio as 

well. So it’s important to be aware of that, one. 

  But we aren’t clear as to what the market will do. We don’t have a 

clear roadmap. We believe that over the course of ten years, that the 

market will generally do reasonably well but along the way will afford us 

some opportunity to commit additional capital. It just isn’t one of those 

moments today. 

  Brian, Mark, do you want to add to that? 

Mark L.: Sure. This I think ties back a little into a question Steve answered two 

questions ago when someone asked about the shopping list, and I believe 
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it was in the last conference call—Brian and Steve will correct me if I’m 

wrong—where we talked about it being a fairly slow period for actionable 

ideas over the past year, and so we have had one of our analysts almost 

exclusively dedicate themselves to look at software companies, SaaS 

companies and the like that wouldn’t even largely have been public 3-4 

years ago. And so they’ve spent the better part of this year, and another 

analyst has probably dedicated roughly half his time in that same space. 

  So when you think about the shopping list, what we've been doing 

is working on companies—as odd as it sounds—that are actually quite far 

away from our potential purchase price, with the idea if Bill Parcells says 

how do you get ready for a game, you’ve got to lift the weights in advance. 

And so we've been busy lifting weights over the past 12-18 months in the 

technology sector and we simply hope there's a game that we can attend. 

Brian: And if you get a chance to meet Mark, you will be able to see that he has 

literally been lifting weights over the last 12 months in addition to the 

research effort. 

Brian: I think that also rolls into a question that it says Seth Klarman wrote in his 

recent letter, with a lot of ink dedicated to technology, and recently said 

that value investors can no longer ignore technology because it affects 
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every company. How has your view/understanding of technology change 

evolving? 

(00:30:10) 

  I think there are a couple of things, and there's been a few broad 

discussions of this by people over the course of the last year or the last 

couple of years, and certainly something we've been talking about 

internally. The universe of businesses for which traditional value investing 

based on reversion to a mean recurring regularly and cyclically over time 

has probably shrunk. So if that used to be applicable to 90% of the 

market, it’s probably applicable going forward to 50-60% of the market. 

There is some portion of the market that is just too difficult for us to 

understand, let’s chuck that to the side, call it 10-15%. And then there is a 

huge portion today that is driven by genuine economic franchises, largely 

technology-enabled, whether they're directly SaaS companies or internet-

based companies, and they follow somewhat different economics than 

traditional industrial businesses do from both a capital, scale and return 

perspective. 

  And it’s an area that I think, as Mark just alluded to, that we've 

spent a lot of time analytically over the last year with not much to show in 

terms of new names or something in the portfolio; most of it has been 
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fairly expensive. But I think we would think it’s imperative for people to try 

to understand it and get ahead of the game a little bit in terms of what 

they might want to buy. 

Mark L: I think an example too of that is we actually worked up the online travel 

agency space a year and a half ago, if I’m not mistaken. 

Steven: Yes. 

Mark L.: And then you would have seen in Q4 of 2017—do we hide it? 

Steven: No. 

(00:32:01) 

Mark L: Okay, we purchased Expedia, which I’m just making sure, sometimes we 

hide positions when we are buying; that one wasn’t hidden. So that was 

the outcome, as we said, of one of the individuals who is dedicated to the 

space, Byron Sun specifically had done some good work. We continue to 

monitor, follow the sector, and then when the shares traded off due to 

some near-term concerns over earnings over the next 6-12 months, we 

took an opportunity to build a position. 

  And if you look at the portfolio going back even 5-6 years, we have 

never been ones to shy away from technology. Microsoft, for many years, 

was a company that held the top spot in the portfolio as the largest 

holding. Now we bought it when the company was a left-for-dead single-
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digit P/E software company and we generally, on these calls, spend 

roughly 10-15% of our time defending why we owned it. But what I think is 

somewhat interesting is we always knew that there was a dream there. 

We didn’t buy it because we necessarily believed in it, but seeing the 

company execute on a vision where they’ve been able to be the leader in 

the—or a leader, I should say—in the enterprise cloud space, we've 

managed to watch the company step by step execute upon that, and 

we've actually continued to hold the shares going back since 2010, 

despite the fact the multiple has increased significantly. 

  Google we would have bought at a single-digit EV to EBITDA 

multiple back in 2000… 

Steven: ’11, I think it was ’11. 

Brian: 2012. 

Mark L: ’11 or ’12. Once again, we've held that for a number of years, and at the 

time there was concern that the business was going to be displaced by 

the app on mobile devices. 

  Other companies that we've managed to buy at reasonable 

multiples and continue to still hold would be Analog Devices, which has 

been in the portfolio again, I’d like to think, 5+ years easily; Thermo 

Fisher, which is not leading-edge tech but definitely in the medtech space. 
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And then you have more recent acquisitions like Expedia, which I 

mentioned, and even Baidu that we talked about on a call probably a 

couple of quarter ago where we thought we’d purchased it at a reasonable 

multiple. And even with the name trading up, we've continued to own the 

stock and hold it because it has favorable exposure to some of the long-

term trends we discussed previously such as artificial intelligence, 

autonomous driving, so on and so forth. 

(00:34:17) 

 So I suppose where I’m going is looking at technology is not something 

new for us, but we are trying to force ourselves to look at companies that 

don’t simply trade at that 10, 11, 12 times earnings, very deep margin of 

safety. We’re having to be a bit more creative and we may at times also 

have to take a bit more downside risk if we do decide to leg into some of 

these names, we warn you in advance. 

Steven: Brian, why don’t you answer this question and it says—how much cheaper 

on a relative…? 

Brian: How much cheaper on a relative or absolute basis would defensive 

dividend-paying sectors have to become before they're of interest to the 

team? Do you imagine a scenario where a strong economy pushes 
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cyclical stocks and interest rates higher, causing underperformance of 

defensive dividend plays? 

  You know, I think we are absolute investors and absolute-minded in 

everything we do, so it’s hard for me to answer on a relative basis. On an 

absolute basis, we would have to see the businesses that we think are 

defensible and viable long term trading at solid double-digit expected 

returns over time. And I think that that, in terms of decline they would 

need to experience, it really depends on how expensively they are trading 

today. 

Steven: There's a question, what do you think the duration is for the stock market? 

I’m wondering if some type of duration kind of placement might give a 

thought to a potential market decline if interest rates rise. 

  Well, that's actually, in theory, a company—its life is infinite and its 

duration is therefore infinite. So that's just in theory whereas in fact, 

there's companies have a lifespan to them, and it brings to mind, like 

Theseus’s paradox, which is the idea about if you can replace all the 

components of something, is it still the same something that it originally 

was. 

  So we can’t answer the question what the duration is but it’s really, 

really long. 
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(00:36:16) 

Brian: Yes. There's a question, what's our current thought on AIG and the new 

CEO. 

  You know, the new CEO at AIG is a very credible leader for the 

company. He has a great record at a couple of different insurers, having 

sort of founded Ace and run Marsh & Mc very well. We’re optimistic that 

he will have a positive impact on AIG and that the business will begin to 

perform as a competitive insurer. And if it does and earns returns similar 

to others, the stock ought to do very well given that it trades right around 

tangible book value. 

  There's a question that given financials in the portfolio and 

likelihood for rates to rise—I guess I’m not sure that I follow—does it affect 

the EV to EBIT in any way, or this icing on the cake? 

  You know, we think about financials, if they're balance sheet-

intensive, on a first and foremost book value basis. And I think that for 

some businesses that have differentiated funding—you know, Bank of 

America would be the top of mind in our portfolio because they have a 

very low-cost deposit base—the increase in rates should fairly 

mechanically improve their earnings. There are other financial businesses 

that are less favorably positioned or competitively positioned from a 



FPA Crescent Fund - Contrarian Value - 01-29-18 

 

 

 

 
 

-31- 
 

 

funding perspective, and they shouldn’t see the same benefit. So I guess 

that answers. 

(00:38:02) 

  There are a handful of questions about Puerto Rico, given that we, 

I think, have shown that we bought some Puerto Rican bonds in the fourth 

quarter. I think that the first thing I’d point out is that there are probably a 

dozen issuers on the island of Puerto Rico and there is the potential for 

dramatically different outcomes for each independent group of creditors. 

Our specific exposure is in an entity that has not yet filed for protection 

and has continued to make interest payments. We think that the entity is 

solvent under reasonable scenarios, and I would caution that reasonable 

scenarios mean the rule of law and sort of politics not overwhelming the 

economics. From our perspective, politics is probably the greatest risk to 

our investment in Puerto Rico. In terms of the necessity of the water utility, 

we think that’s pretty absolute, and in terms of their ability to pay, we think 

that’s fairly strong. Willingness and governance will be the big issues for 

us. 

Mark L: There's a question, in general, how frequently is the intrinsic value on the 

investments measured and evaluated internally? I’m thinking about names 

that have been in the portfolio for a long time. 
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  So it would be our observation that market valuations are much 

more volatile than our intrinsic valuations. So generally speaking though, 

we update our models when companies report or if there's an event, 

whether it be an acquisition, a spinoff of assets, financing of some sort 

that merits a change to the model. But otherwise, you can generally think 

we’re updating models quarterly. But it’s not so much that we are deriving 

a big change in intrinsic value; more just staying on top of the investment. 

(00:40:10) 

  We build our cases historically with a low/base/high scenario and 

we’re not trying to pinpoint to the decimal point what a company is worth, 

but we are trying to come up with a range of value that we would expect to 

play out depending on both company-specific factors as well as the macro 

environment. So it’s an ongoing process as it relates to intrinsic valuation 

estimation. 

Brian: So there's a question, have lower tax rates changed your assessment of 

the stock market’s value? How would you handicap the lower corporate 

tax rates being reversed or unwound in the next five years? 

  I think the question in some way involves the answers. To the 

extent that a company is a full US taxpayer and tax rates went from 37.5% 

to 20%, the free cash flow or earnings power of the business is up 25+ 
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percent mechanically. And if you think that that is sustainable in 

perpetuity, the businesses or the equity is worth 25% or 30% more. 

  But you point out the wrinkle, which is whether or not these policies 

will end up as long-term or short-term. 

Steven: And the other wrinkle is depending upon the company and its industry, 

whether or not some of that additional return on capital, because of the 

lower tax rates, will get competed away. 

Mark L.: There’s a question, do you agree with GMO’s near-to-zero 10-year 

expected real return on US large-cap equities. 

  I am one that’s easily swayed. I’ll read GMO and I’ll say that makes 

sense, zero returns. Then I’ll read somebody else who says look, the 

dividend yield is 2%, stocks are going to grow 5% a year, probably make a 

7% from here on out, and I’ll say yeah, that makes sense too. So at the 

end of the day then, what I decide to do is go back and be a bottom-up 

securities analyst because I find that going back to first principles, I can 

get more comfortable with something, ultimately, that I have conviction 

with than being swayed by the macro. So I effectively try to, at least for 

myself, largely restrict that from limiting my thoughts of how I go about 

investing on a regular basis. 

(00:42:33) 
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  Now that said, when things are expensive, it’s much more difficult 

to find names on a bottom-up basis that meet our valuation criteria. I don’t 

know if Brian and Steve want to… 

Steven: This is why Mark is, depending on the day, a Republican, a Democrat, a 

libertarian or a communist. 

Mark L.: I still can’t vote either way. 

Brian: He’s always Canadian so he doesn’t have to vote; it’s automatic. 

Mark L.: What is your cash position yielding and what types of exposure are you 

taking to get that yield? 

  It’s not a very exciting answer. Brian, do you want to—it’s 

treasuries, commercial paper… 

Brian: Yes, treasuries and commercial paper, less than 50 bps. 

Steven: And the good news is, in recent months, that yield has gotten higher. 

Brian: Yes, going up as the paper rolls. 

Steven: Express your feelings in regards to the S&P 500 value versus if we had a 

growth divergence, would FPA go long the value index and short the 

growth index, or how do you capture that outperformance by growth? 

  I mean, it’s not a trade that we put on. Harkening back to Mark’s 

statements, we’re bottoms-up value investors, and I guess our portfolio is 

effectively short the growth index in and of itself given our value bias, and 
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we believe in what we do. We believe as a company buying good 

businesses at good prices will manifest itself in good performance over 

time. 

(00:44:03) 

Steven: Oh, there is one important question. Is the long equity performance 

comparison in the charts containing long equity from equity long/short 

trades? 

  No. We do not have—there is not the benefit of the Tencent’s 

tremendous performance over the last couple of years in the portfolio. I’m 

sorry, Naspers, Mark, thank you for correcting me. Naspers’ tremendous 

performance in the last couple of years. That’s taken out of the calculation 

to give you a true look just at what the pure long equities have returned. 

Mark L.: A question: how much cash are you currently carrying in your portfolio at 

quarter end for Q4? 

  Roughly 36.5%. 

  Recent books worth reading? 

Steven: We’ll close on this. 

Brian: Well, I’d like to thank my sister-in-law. She gave me Better Angels of our 

Nature for Christmas, and it’s a very interesting book. 
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Mark: I caught up on some reading over the holidays. I read the new, I think it’s 

new, the Google book by Eric Schmidt. I enjoyed, I got around to reading 

the Elon Musk book, which is more like a piece of well-written tabloid but 

it’s very entertaining. I enjoyed that. And I’m reading The Phoenix Project 

right now in our effort to improve our tech-savviness, which was 

recommended by Byron. 

Steven: And I’m reading, the book is quite interesting, Geoffrey West, a theoretical 

physicist’s, book called Scale. Basically it’s a book about, it discusses 

getting bigger is better, and how that happens. 

Mark H:  Thank you for today’s call, and appreciate you listening. We will now turn 

it over to the moderator, who will walk through the closing comments and 

disclosures. 

(00:45:39) 

Moderator: Thank you for your participation in today’s webcast. We invite you, your 

colleagues and shareholders to listen to the playback of this recording and 

view the presentation slides that will be available within a few days at 

FPAFunds.com.  We urge you to visit the website for additional 

information on the Fund such as the complete portfolio holdings, historical 

returns and after-tax returns. 



FPA Crescent Fund - Contrarian Value - 01-29-18 

 

 

 

 
 

-37- 
 

 

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

your feedback and submit any comments or suggestions. We encourage 

you to complete this portion of the webcast. We know your time is 

valuable, and we do appreciate and review all of your comments. 

  Please visit FPAFunds.com for future webcast information, 

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

towards the end of each current quarter, and expect the calls to be held 

three to four weeks following each quarter end. 

  If you did not receive an invitation via email for today’s webcast and 

would like to receive them, please email us at crm@fpafunds.com. 

  We hope that our quarterly commentaries, webcasts and special 

commentaries will continue to keep you appropriately informed on the 

strategy. 

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

on this call are as of today and are subject to change based on market 

and other conditions. These views may differ from other portfolio 

managers and analysts of the firm as a whole and are not intended to be 

a forecast of future events, a guarantee of future results, or investment 

advice. 
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  Any mention of individual securities or sectors should not be 

construed as a recommendation to purchase or sell securities. 

  Past performance is not a guarantee to future results.  

  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 this prospectus carefully before investing. FPA funds are 

offered by UMB Distribution Services, LLC. 

  This concludes today’s call. Thank you and enjoy the rest of your 

day. 

(00:48:14) 

[END FILE] 


