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Note: Items in brackets [  ] are meant to be clarifying statements but are not part of the 
actual audio recording of the webcast. 
 

(00:00:00) 

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

welcome you to FPA Crescent’s Third Quarter 2018 Webcast. My name is 

Ryan Leggio and I’m a partner here at FPA. 

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

made available on our website fpa.com. 

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

Mark Landecker, the portfolio managers of our Contrarian Value Strategy, 

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

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

Steven as portfolio managers in June of 2013. 

  At this time, it is my pleasure to introduce Steven Romick. Steven, 

over to you. 

Steven: Thank you, Ryan. Thank you for taking the time to be with us this 

afternoon. 

  [Please reference slide 2] There's been a lot more volatility in 2018 

than in 2017, even more in this first month of Q4. This has allowed us to 

eliminate 10 positions during 2018 based on price, and reduced stakes in 



FPA Crescent Fund - Q3-2018 - 10-29-18 

 

 

 

 
 

-2- 
 

 

15 others. We also initiated 15 new investments that we believe offered 

more attractive risk/reward opportunities. That count somewhat overstates 

the total. There are a number of investments that reflect as much industry 

exposure as they do specifics to an individual name. Price has also 

allowed us to reduce our stake in 15 existing companies and increase our 

position size in 6 companies. 

(00:02:22) 

  [Please reference slide 3] Our objective remains unchanged. We 

hope, over time, to deliver equity-like rates of return but avoid permanent 

impairment of capital along the way. We've been able to achieve that by 

operating with a value-hewn investment philosophy and operating with a 

broad charter. 

  [Please reference slide 4] The Fund’s broad mandate allows us to 

invest across asset classes and the capital structure, and in a variety of 

market caps, geographies and sectors without regard to benchmark 

weights. We have more potential than most to allocate our capital but we 

only take advantage when opportunities exist in those areas. That can 

make us look a lot like other funds in certain periods and then nothing like 

them in others. 
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  [Please reference slide 5] This current market cycle, the blue-

shaded area to the right, has gone on longer than most. As is our habit, 

we tend to underperform later in cycles, which is where we find ourselves 

today. The Fund has underperformed the US market in the current cycle 

but has outperformed the global MSCI All Country World Index. 

 [Please reference slide 6] We have been able to achieve our goals 

despite carrying large cash balances. This has been in part due to good 

stock selection. Despite value having been out of favor for much of the 

last decade, the stocks we have held in Crescent have, on average, 

outperformed the S&P by 1.9% per year since 2007. It’s important to note 

that until this year, our worst relative showing, was just negative 2%. 

  In the first nine months of 2018, we were just over 7% behind the 

index. Notable, however, is that our performance frequently diverges from 

the index, although more often that divergence is to the upside, for 

example, [the long equity stocks held in Crescent have] outperforming [the 

S&P 500] by around 6% in ’07, 12% in ’09, 7% in 2010 and 6% in 2013. 

[The long equity stocks held by] Crescent outperformed its global 

benchmark index, the MSCI ACWI, by an average of 5.3% since 2007. 

This year, thus far, we look relatively better [against the MSCI ACWI 
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index] than we do versus the S&P 500 but our stocks have still lagged, 

albeit by just [approximately] 0.4%. 

(00:04:19) 

 As you can see by this table, [since 2007], the Fund has had some 

significant [seven] years of outperformance and only negligible [four] 

years of underperformance [excluding YTD 2018]. 

  [Please reference slide 7] Growth versus value continues to best 

describe the relative performance of our [the Fund’s] equities [positions] 

versus the market. In the year-to-date period, Crescent’s long equity 

returns (gross of fees) at 3.4% are about in line with the S&P Value Index 

at 3.51%, but well behind the S&P 500’s Growth Index and, as a result, 

the S&P itself. 

  Although also lagging the MSCI ACWI Growth Index, it’s not terribly 

significant and we are well ahead of the ACWI Value Index, which is down 

0.05% year-to-date through last month. 

  [Please reference slide 8] We report performance contribution by 

top and bottom securities in the portfolio over short time frames as a 

matter of convention and client preference. This data frequently reveals 

nothing more than a chart of recent weather would, as shares of public 

companies move around a lot more than the value of their underlying 



FPA Crescent Fund - Q3-2018 - 10-29-18 

 

 

 

 
 

-5- 
 

 

businesses. We have little idea where sentiment might cause any security 

to trade in the near term. Business value and stock price should converge 

over time. 

  We therefore expend our energies pursuing an understanding of 

businesses and then, once accomplished, valuing them. The table on this 

slide holds some good examples of why one should not focus too much 

on near-term price action. Year-to-date, Arconic’s stock price performance 

has landed it among the bottom five securities in the Fund’s portfolio. It 

was in a similar position in the first quarter, and was joined there by Nexeo 

in the second quarter as well. Yet here we are one and two quarters later, 

and each of these companies was a top five contributor to the Fund’s 

performance, collectively adding 1.1%. 

(00:05:57) 

  There has been no significant permanent impairment of capital in 

2018.  

 Our investment in various municipal issues of Puerto Rico was the Fund’s 

largest contributor for the first nine months of 2018, adding 0.74%. 

  [Please reference slide 9] Puerto Rico has been in the news in the 

last couple of years. First, it was its deteriorating financial condition, then it 

was Hurricane Maria’s horrible devastation that magnified its financial 
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decline. This was followed by President Trump threatening to wipe out the 

debt. 

  [Please reference slide 10] Puerto Rican municipal bonds sold off 

sharply, which pushed us to underwrite Puerto Rico’s finances and the 

potential asset coverage of its various bonds. We focused on one 

particular issuer, the Puerto Rico Aqueduct and Sewer Authority or 

PRASA, a government-owned corporation that owns and operates the 

water and wastewater systems. We purchased PRASA’s senior revenue 

bonds at a price of roughly 65 cents on the dollar; it currently trades in the 

90s. The reason we believe that the PRASA bonds are worth a dollar is 

that: a) the bonds benefit from a gross revenue pledge, which gives them 

priority over the payment of operating expenses, and b) have the ability to 

raise rates if they deem that economically and politically feasible. PRASA 

has been an uneconomic enterprise. Flat rates means that its revenues 

have been flat, because its $2.5 billion of capital improvement investment 

will achieve no return. If it were a US utility, that $2.5 billion would have 

shown up in the rate base. This is infeasible, and it seems to be generally 

understood that it cannot be that way in the future. 

  We also have an investment in Puerto Rico general obligation 

bonds that we purchased at roughly 27 cents on the dollar. In this case, a 
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dollar may not be worth a dollar but our work led us to believe that the 

bonds have little downside, providing us with an appropriate margin of 

safety that we would be satisfied with any number of negotiated 

settlements. Those bonds now trade in the 50s. 

  [Please reference slide 11] Crescent’s net exposure is slightly 

higher than its history but not by enough to be notable. Exposure from Q2 

to Q3 increased an insignificant 50 basis points, from 66.8% to 67.3% as 

we purchased some companies where their stock prices had declined.  

  (00:08:04) 

  The Fund remains far from fully invested as we await more 

attractive risk/reward opportunities. High yield continues to be one of the 

least attractive sectors of the securities markets. As a result, the Fund’s 

credit exposure is far lower than the average, at just 3.8% versus 12% 

historically. 

  The largest portion of the credit exposure—around 1.6%—is our 

aforementioned investment in Puerto Rico municipal bonds. We really 

have very little other than that. 

  [Please reference slide 12] Crescent’s projected [forward] P/E1 is 

slightly lower than its historic average, which does argue for somewhat 

                                                 
1 Price/Earnings ratio (P/E) is the price of a stock divided by its earnings per share. Forward P/E utilizes forward earnings 
expectations over the next 12 months. 
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more exposure, all else equal, but a) it’s not expensive enough to warrant 

putting the bulk of our liquidity to work and b) a half a point of projected 

earnings is just noise and c) it’s just a projection, and it’s not our 

projection, it’s consensus estimates, which have a great history of being 

wrong. 

  [Please reference slide 13] We have been finding more attractive 

opportunities outside the United States. This explains our increase in 

investments domiciled outside the US to 24%, up from 20% at the end of 

the second quarter. 

  [Please reference slide 14] Our cash hoard can be further 

explained by the fact that stock markets are near all-time highs around the 

globe. As you can see in this chart, foreign stocks have lagged the US 

more recently, particularly emerging markets. It should then be no surprise 

that some of our capital has recently been allocated to companies in 

those lagging markets but where we have confidence in the longer-term 

prospects of the companies in which we invest in. 

  [Please reference slide 15] Using the cyclically adjusted P/E ratio, 

US markets have only been valued more expensively on one occasion, 

and that was during the late 1990s internet bubble. [Please reference 

slide 16] The US valuations have never been higher when considering US 
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equity markets in the context of its own economy. [Please reference slide 

17] Global markets outside the US are also near their high valuations 

relative to the size of their respective economies, but less expensive in the 

aggregate when compared to the US. 

(00:10:01) 

  [Please reference slide 18] Interest rates have been a huge driver 

of stocks. I recently saw that Bridgewater argues that 40% of the market’s 

returns over the last two decades is a function of declining interest rates. 

A higher P/E has accounted for 20% or so of the market’s return over that 

time, and that can certainly be attributed to lower rates. Then add higher 

corporate debt and a lower rate on that debt and on the existing debt as 

well, and you can make your way to 40%.  

 [Please reference slide 19] We aren’t calling interest rates to go one 

direction or another; that’s not our strength. We prefer to respond to price 

rather than anticipate it. If rates do continue to increase, it will place 

additional pressure on the budgets of both sovereigns and corporates. 

Lower interest rates have been a big factor in this economic expansion 

that is currently the second longest on record. [Please reference slide 20] 

Which, in turn, has contributed to what has now become the longest 

equity bull market since 1942. 
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  [Please reference slide 21] Conditions for a good US economy and 

strong stock market have never been much better. This chart merges 

three measures—consumer confidence, unemployment (inverted) and the 

log US equity market valuation—and has only been higher on one 

occasion since World War II. We don’t know when that might change but 

there are certainly caution lights flashing. 

  [Please reference slide 22] We are currently in the midst of the Fed 

tightening. Ten of the last thirteen hiking cycles have landed the US in 

recession. No guarantee of what will happen this fourteenth time but a 

caution sign nonetheless. 

  [Please reference slide 23] The Great Recession of 2008-2009 was 

precipitated by excess leverage on the part of the consumer and banks. In 

the US, both now sit in a better financial position. This next downturn, 

excess leverage at the government and corporate level will likely either 

cause or magnify the problem.  

 Along with low interest rates, the increasing governmental debt has been 

a driver of economies and therefore, derivatively, market returns. 

Sovereign debt now stands at record high levels, with half of the G8 

countries carrying debt to GDP above their 90th percentile. Equity markets 
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may have to contend with slowing debt and economic growth, which may 

be more challenging still with higher interest rates. 

(00:12:11) 

  [Please reference slide 24] Our total debt number in the United 

States is understated by using a form of off-balance sheet entitlement 

programs as well as the unconsolidated financials of our individual states 

and municipalities as one quick example only. Note that only four states 

had at least 90% of their assets needed to pay promised benefits, and 

that’s assuming that the appropriate expected return on plan assets is 

being used. 

  [Please reference slide 25] Willing buyers at historically low interest 

rates have made it easy for US corporations to increase their leverage to 

the highest levels ever seen, not just relatively to the size of our economy 

as shown here in this chart, but in absolute terms. [Please reference slide 

26] The corporate bond market has gotten much bigger and much junkier. 

The total corporate bond market has increased 2.4 times since 2008. High 

yield bonds and levered loans have doubled in size and the increase in 

bonds that are BBB, just one notch above investment grade, has grown 

by a factor of four. 
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  [Please reference slide 27] The high yield market’s credit quality is 

lower than investment grade but its current yield net of average level of 

defaults offers a lower net projected yield. This makes no sense to us. 

  [Please reference slide 28] A lot doesn’t make sense these days. 

This chart shows US high yield spreads—the green line—near its lows, 

which is not something we've ever seen when corporate debt to GDP is at 

a high—the blue line.  

 A large increase in high yield bonds usually brings more risk to the buyer 

in the form of lower underwriting standards, higher leverage at the 

company level, and less cash flow available for interest payments. This 

usually translates to wider spreads. It hasn’t yet but [we believe] it will. 

  [Please reference slide 29] Default rates inevitably follow big 

increases in debt, as you can see in this chart that dates back more than 

30 years. [We believe] it’s only a matter of time for the green line—the US 

default rate—to move up towards the yellow line—the size of the US debt 

market. 

(00:14:04) 

  [Please reference slide 30] BBB bonds now account for 50% of the 

investment grade market, up from less than 30% of a much smaller 

investment grade market a decade ago.  
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 The last time BBBs were even close to this size as a percentage was in 

2002, after a recession and the attendant ratings downgrades.  

 This leaves investment grade bonds with the worst asset coverage I've 

ever witnessed. 

  The ratio of debt to EBITDA for investment grade bonds is 3.2 

times, up from 2.2 times in 2008.2  

 I believe that the next economic downturn will see an unusually high level 

of investment grade bonds become junk. 

  [Please reference slide 31] The US isn’t alone. A significant share 

of the outstanding corporate bonds in large developing economies are 

from issuers at a reasonably high risk of default. 

  [Please reference slide 32] Our preference is to wait for skew; that 

is, for a time when the difference between the average-priced equity and 

the cheapest equities is wide. When the line is up on this chart, it means 

that there is a price delta between the average stock and the inexpensive. 

When the line is down, there is little difference. As you can see, there is 

little difference today, which makes it harder for the active manager to 

outperform. We have said before, indiscriminate buying floats all boats. 

The last time there was some skew was in late 2015 and early 2016 when 

                                                 
2 Source: Morgan Stanley 
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banks and energy stocks traded down. There will be skew again and we 

look forward to husbanding cash until then. 

  [Please reference slide 33] Skew frequently results from more 

volatile markets, of which we haven’t seen much of for quite some time. 

There hasn’t been a 20% correction in US stocks in a decade. 2017 had 

just four days where the S&P 500 was down more than 1% and the MSCI 

ACWI had just 2%. This is very far from the norm.  

 Most domestic and foreign markets have had more volatility this year. 

Through yesterday, more recent than in this chart, which only depicts it 

through September 30, both the S&P 500 and the MSCI ACWI have had 

21 days where their respective indexes have declined more than 1%.  

 As some companies here and abroad have seen larger declines than the 

stock market’s average, we have been able to put some capital to work. 

(00:16:09) 

  With that, and those are our prepared remarks, I’d like to turn it to 

Q&A. We have some questions that have come over the transom in 

advance. We will go to those first and then to those that are currently 

coming across. 

  Could you comment on your 0% weighting in real estate? 
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  Most opportunities to invest in real estate in the public markets is 

via real estate investment trusts. REITs are required to pay out 90% of 

income and most pay out more as cash flow usually exceeds income. 

Those yields have kept trading at levels that don’t offer much margin of 

safety, and much closer to their NAV. We have stayed away from most 

asset classes, in fact, that are directly dependent on investors clamoring 

for yield. That includes REITs, high yields and MLPs with the exception of 

our investment in Kinder Morgan. We tend to own assets when they are 

out of favor. Other than mall REITs, real estate has been quite in favor, 

and mall REITs have very good reason to be out of favor. As Mr. Buffett 

has said in the past, sometimes rivers do run dry. Should that change, you 

can expect that we will pay attention to the sector. In the interim, it’s more 

likely that you will find us be involved in real estate through the debt 

markets. In the last decade, we have made private construction loans but 

those have mostly matured. We have also made other private loans 

collateralized by hard assets that included real estate, like our loan last 

year to Sears Canada. 

  Does Crescent have a target for international diversification or is it 

strictly opportunity-based? 
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  We’re opportunity-based. We want to be able to take advantage of 

our broad, flexible mandate to shift to the region or asset class, whatever 

has the most attractive upside/downside characteristics. 

  I’m going to turn it over to Brian Selmo for an update on Naspers. 

There was a request for that. 

Brian: Sure. There is a bit of an update and I think that we've got a couple of 

questions here on Chinese internet companies. So if you'll remember, 

Naspers owns a large position in Tencent and we have long been long 

Naspers and short Tencent. On both the price of Naspers coming down a 

little bit less than Tencent this year, so the spread compressing and the 

price of Tencent coming in significantly, we've elected to take off a portion 

of that short and essentially what that means is that through Naspers, 

we’re getting into Tencent at what we think is a very attractive underlying 

price to Tencent’s core businesses as well as the other holdings at 

Naspers. 

(00:18:35) 

  So, while we have long had the position on with an underlying net 

exposure to Tencent, that underlying exposure to Tencent is now greater 

and again, that’s a result of both Tencent trading at a more attractive level 

and as well as the discount remaining fairly compelling. 
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  So, I think when you piece through the various parts and you look 

at Naspers on a sum of the parts basis, it probably trades at a circa 40% 

discount and if you were to then look at Tencent and say what would it be 

paying for the core messaging/social platform and the gaming platform on 

a 40% type discount, we think that is a low double-digit multiples to cash 

earnings, and that seems to be an attractive price from our perspective. 

Steven: Thanks, Brian.  

 Another question: with value stocks underperforming growth stocks for a 

number of years, are the managers still not finding many attractive 

opportunities among the stocks they prefer, even in developed markets, 

given their continued weakness? 

  As we mentioned in our prepared remarks, we've been able to take 

advantage of greater volatility and the underperformance of certain 

industries and companies and a number of new positions in the Fund. 

This includes finding more opportunity outside the United States and our 

foreign exposure is now almost one-quarter of our long equity book. 

  How has the capitalization shift from large cap to smaller cap 

impacted expected long-term returns? 

(00:20:02) 
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  We honestly don’t know what the impact of that shift will be. It is 

something we think carefully about and the reason we have not been out 

on the road with a big sales team marketing our fund. When thinking 

about assets under management, there are puts and takes to being, you 

know, larger, and some of this exposure has just become being larger, 

candidly. On the one hand, being larger keeps us from having the same 

small cap exposure, but we have plenty of ability to purchase midcap and 

it’s not as if small cap won’t play a role. Most recently, Brian went on the 

board of a sub-$1 billion market company last year, Nexeo, and since 

then, they’ve announced their acquisition—they have been acquired by 

another company—exhibiting not only our ability to invest in small caps 

but the more active role we periodically take with managements. Being 

larger also has some benefits. Our strong research team of 11 gives us 

the breadth and depth that the typical small fund lacks. It also gives us the 

opportunity to have a seat at the table for certain larger deals like our 

partnerships with others in many of our private loans, for example. 

  There is a question that’s come across that asks about our fixed 

income duration being at 5.7%. it was asking if it was due to the Puerto 

Rican muni bond holdings. The expanded duration is really just a function 

of—well, first, one should really focus on duration when we look at our 
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corporate bond book because we look at credit risks more than interest 

rates and our exposure is so negligible on bonds, it doesn’t mean much of 

anything. But we’ve also had some government bonds move out of the 

equation that were in there that had, that lowered the, that had lowered 

the duration in the previous quarter. 

Brian: Yes, but the quick answer is yes, the Puerto Rican bonds are very long-

dated but we bought those at big discounts. So think about those more as 

a percent of par, not duration. So that skewed that from a perspective of 

reality. 

  So there have been a couple of questions on AIG which I’ll take, 

and I think it is noteworthy because the stock is down quite significantly. 

You know, I don’t think that we have any particular comment or insight in 

terms of why the stock is down. I don’t think it is obviously merited by the 

catastrophe losses in the third quarter. Those losses are greater than 

what would have been expected but you know, I would keep in mind that 

when you look at a P&C underwriter, a quarter or two quarters or even a 

year of catastrophe losses do not necessarily impair the business’s ability 

to earn prospectively, and the losses AIG took will essentially amount to 

one quarter of earnings being wiped out, maybe a little bit less, maybe a 

little bit more. 
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(00:22:39) 

  But that really shouldn’t impact the turnaround that’s going on 

there, so why the stock is down so much, you know, we don’t know. I think 

it currently trades at circa 60% of tangible book and probably less than 7 

times generally believed earnings power. So you know, don’t have 

anything more than that. 

Steven: There’s a question, could you comment on the Fund’s higher capture of 

the recent downturn from September 28 ’18 through 10/26 despite having 

about a third in cash? 

  And I think it’s a question that we get periodically and how Crescent 

fares relative during a market decline is a function of where we see value 

in the market. Just because we decide to start buying something doesn’t 

mean that the market is going to recognize that opportunity at the same 

time we are and then it’s going to start going right back up. And you can 

look to summer of—summer and fall—2015 into 2016 when we were 

buying banks and we had pretty good downside capture then as well. 

  As we've discussed, the market is not inexpensive and also I think 

it’s important to note that this—oh no, you did say versus the ACWI, sorry. 

As we’ve discussed, the market is not inexpensive and despite this recent 

drawdown, that explains why our risk exposure remains in the 60s. The 
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Fund’s cash balance has certainly afforded some downside protection but 

that can at times be mitigated by greater volatility of the stocks that we do 

own. 

(00:24:11) 

  Sometimes you find value in stocks that are more volatile and 

sometimes the stocks are less volatile. We do not think about volatility 

when we make an investment. We try to determine how a business and its 

stock price will fare over the next five to seven years, and sometimes 

there will be cyclical bumps along the way. Berkshire Hathaway owns 

Precision Castparts, Crescent owns Arconic. They have a large company 

that supplies the aerospace sector with engineered products and 

solutions. Berkshire owns Shaw Industries, we own Mohawk. They have a 

large global flooring company. All four of these are good businesses, 

really good businesses. Berkshire is owners of a stake in Precision 

Castparts and Shaw is 100%, so no shares trade publicly. Crescent owns 

minority stakes in their public analogs. Berkshire therefore doesn’t reflect 

the volatility of those investments but Crescent will. 

  What is important to us, again though, is where these businesses 

and stocks will be down the road. There have been two downdrafts in 

2018 and I don’t want to get caught up in any one of them or any one 
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point in time, again because we’re looking to see what we’re going to do 

over time as we try to avoid permanent impairment to capital. In late 

January and early February of this year, the S&P declined 9% and the 

MSCI ACWI declined 8.4% rounding off. Crescent had just 62% of the 

downside of the S&P but had 67% of the downside of the ACWI. 

  The most recent downdraft through last Friday, we had 93% of the 

S&P’s, you know, we participated in 93% of the S&P’s drawdown and 

89% of the MSCI ACWI. 

  We have had both larger and smaller downside participations in the 

past. This time, the larger participation relative to the S&P can be 

explained by the financial sector having captured 135% of the drawdown, 

whereas only 103% of the drawdown earlier this year. And one of the 

things which long-time shareholders are aware of is that we are the 

furthest thing from a closet indexer and if you had to pick one company 

within that mix that really was a big driver of that, Brian just addressed it, 

which is AIG and AIG is going to move around, and we've owned AIG for 

some time and first started buying it at, you know, not quite half the price 

of where it’s currently traded, a decade ago. 

(00:26:14) 
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Brian: Yes, I’d expand on that a little and I think seeing it through the point of an 

individual name and then how that impacts how we manage a portfolio is 

maybe useful. 

  So, as Steve mentioned, stocks bounce around. So AIG over that 

time period is probably down 23%, I don’t know, something material, in 

the last four weeks. And as I mentioned, the losses they’ve reported 

amount to essentially one quarter’s of earnings. So going down 20% 

because you lost a quarter of earnings, one quarter of one year’s 

earnings, it doesn’t make a ton of sense. 

  Now, that said, we have to manage, and we do manage, for 

permanent impairments of capital. So despite AIG representing what we 

think is really good value, we recognize that there is a ton that we don’t 

know and can’t know, so there could be a bigger problem. There could be 

some permanent type of impairment at AIG. And so what we do in the 

portfolio is manage that with size. And so a company like AIG, despite it 

being down and despite it being at an attractive absolute valuation, there's 

a limit in terms of how much we’ll invest in it because again, as Steve 

mentioned, we don’t want to permanently impair capital. So while a 

position might bounce around tremendously, that doesn’t cause us much 

concern. What we do pay quite a bit of attention to is the aggregate risks 
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that correlate or maybe are unknowable and where it could really cause 

us permanent losses. 

  So for me, it’s as likely that AIG is our best performer over the next 

six months as it continues to bounce around or have negative results. It’s 

difficult to say. 

(00:27:53) 

Steven: But that speaks to what—the earlier, you know, comments that I made 

when we were talking about the winners and losers in a given quarter. 

Brian: Yes. Yes. So there's a question: have we ever owned utilities and/or have 

value-screened a price drop? 

  We, in the past, Steve’s owned PG&E. We actually own Pacific 

Gas & Electric now, and this is paired with a short in the utility index. I 

think we've spoken about this in the past. This is a result of the California 

fires last year creating a bit of an opportunity. We’re aware of a number of 

different utilities but I think in general aren’t too enthusiastic about them, 

both from a sort of return on capital perspective being limited, and then 

also them being fans of the low interest rate crowd, so being hit up, and 

then lastly probably some long-term technological questions in terms of 

what will really provide baseload and what the grid will look like. 
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Steven: There are a few questions that have come across that are on companies 

that we don’t own, so appreciate that we won’t be answering those. We’re 

really going to focus on the companies and industries that we are 

currently involved in. 

Brian: In terms of, there's a question for a comment on Jefferies. I mean, that’s 

another good example of a company, I think it’s down 20% in the month. 

You know, they had their investor day. I think if you were at our investor 

day, you would have heard their CEO and Chairman Rich Handler speak. 

I think, you know, he continues to be someone we have a high degree of 

confidence in. He owns a significant stake in the company. They’ve been 

buying back the stock all year. 

  In terms of operationally, Jefferies successfully sold a large stake in 

their beef business, which you know, at one point people considered to be 

without value, and I think they got over $600 million for it. They’ve also 

recently closed the sale of their auto dealership business. 

(00:29:53) 

  So I think in terms of progressing in the portfolio, it’s been a very 

good year. The underlying investment banks had an okay year but the 

stock has performed very poorly in the last month. We would be surprised 

if they were not actively repurchasing shares at these prices. 
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Steven: Look, I mean they have simplified their structure and you know, as Brian 

was just explaining, and they’ve sold some assets at prices higher than 

what analysts expected and the stock is now lower than where it was 

before those actions occurred. 

Brian: There's a question about bond insurers in Puerto Rico. We don’t have any 

thoughts that we want to share on bond insurers at this time. 

Mark: A question: does the Fund still own Gazprom and if so, why? If you look at 

the disclosed holdings as of the most recent quarter, the Fund no longer 

owns Gazprom, so. 

  There's a question: can you talk about Alphabet or Google and why 

you like it? To that, we’ll refer you to the prior conference call from 

2/2/2018 where we gave a somewhat detailed overview of Google and 

you should be able to find that on the website and if not, please contact 

Ryan Leggio, who can help you out. 

Brian: There's a question: with US stocks at a relatively high percentage 

compared with the Fund’s history, despite countless risks you’ve 

commented about in the past, is it a matter of the market being 

overvalued but your being able to find attractive opportunities, given value 

has continued lagging performance? 
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  I think that question does a good job of summarizing how we go 

about things on a day-to-day basis. We get up each day looking for 

arbitrages or value opportunities that exist on a bottoms-up basis. 

Sometimes we find them in the US; sometimes we find them outside of 

the US. Sometimes in different industries; sometimes we find many in one 

industry. So if you think about the portfolio overall, as Steven mentioned 

at the beginning of this call, we had a lot of sales earlier this year but 

we've actually purchased the greatest number of new names in any nine 

months year to date, since I can remember, of any rolling nine months I 

think since I’ve been here over the last decade. 

(00:32:22) 

Steven: Yes, through the last decade. 

Mark: So I think we've been having success finding new names despite market 

levels. 

Steven: There is a question on exposures that we have, that limits the percent 

invested in a sector, for example financials. 

  You have to be careful in looking at such a broad sector, you know, 

and saying financials because we have lenders, which are banks, which 

have balance sheet risk. We've got service companies, companies like 

Aon that have very little balance sheet risk. We have companies like LPL 
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that have a different kind of risk, and we have insurance companies like 

AIG which have another type of risk still. And then we have holdings 

companies, they call it a financial bucket, Groupe Bruxelles Lambert 

which don’t even have just financials, have different— 

Brian: That have no financial exposures. 

Steven: Right. So it’s just, these are SIC codes and don’t bear a tremendous 

amount of relevance to what might…there’s discrete, discrete external, 

exogenous events will impact these companies, these different categories 

I just mentioned—service, lenders, insurance and holdcos, etc. So our 

exposure actually, for just actually with the real exposure probably just 

mid-15% or so, give or take, on the kind of call it balance sheet-intensive 

financials. 

Brian: Yes, and the question is looking at a grossed-up for the exposure. So 

there's a couple of things I’d note. When you see that, it includes Aon and 

GBL, which are about 20% of the exposure, which I think as Steve 

mentioned, aren’t financials in any traditional sense. And then it also 

excludes our short position in regional banks and so it really does 

overstate the reality. 

(00:34:12) 
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Mark: American Express would be in there as well, which we think is different 

characteristics, a balance sheet-intensive financial. 

Brian: Yes, absolutely. Yes. There's a question about NIMs at the banks, how 

they’ve held up. 

Steven: NIMs, NIMs are net interest margins. 

Brian: Yes. And so I think that is, you know, as we've tried to point out, we really 

own a discrete collection of businesses. So a business like CIT and Ally 

Financial, which are two positions that are balance sheet-intensive 

lenders, those are going to be companies that have the most risk or 

exposure or least differentiated deposit franchise and are going to face 

the most NIM compression. We've got other lenders like Bank of America 

and Wells Fargo, and Wells—a new undisclosed name that really are A+ 

deposit franchises and will likely see that advantage materialize during a 

period of increased deposit betas. And so I think it’s a mixed bag within 

our portfolio in terms of how we would expect the businesses to perform 

with increasing short rates. 

  There’s some questions on the housing cycle and how it relates to 

an investment like in Mohawk, I think there’s a— 

Steven: You can comment to question number 6 too and bring that in, you know, 

as well. 
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Brian: And just any comment, yes. There’s, yes. So I think specifically, I would 

note that, you know, we don’t have a view that the US housing market 

from a production perspective is in any way above trend. 

(00:36:02) 

  Secondly, the vast majority of Mohawk’s business is replacement 

and I think something like 40% of it is international. So I think that it’s a 

matter of having some degree of comfort that the diverse group of 

markets that they're in are not overheated rather than a specific question 

about, in our minds, about the US housing cycle. 

Mark: I was just going to add, if you look at the US housing cycle and you look at 

the number even of average housing starts from 1959 through 2006, 

you’d be about 1.1 million and that numbers includes the peaking years in 

the mid-2000s. It also doesn’t adjust for population growth over that time 

period. If you look at probably where we’re going to be in 2018, it’s circa 

875,000 to 900,000 housing starts. So even on the new build side, not 

that Mohawk has particular exposure to new build, but we’d argue it 

doesn’t strike us as a puffed-up environment or an environment that is 

over or operating hot per se. 

Steven: Right, and in addition, as we talked about earlier, we don’t feel the 

consumer is overlevered in this cycle either, unlike going into 2008. 



FPA Crescent Fund - Q3-2018 - 10-29-18 

 

 

 

 
 

-31- 
 

 

Mark: The simple truth of it is though, when we look at the construction materials 

in the US or homebuilders for that example, it’s hard for us to actually find 

what we think of as high-quality businesses that we’d like to own. There's 

lots of companies with exposure to those industries; they just don’t 

necessarily have the characteristics that lend themselves to be 

compounders per se. So you're then looking at companies that you'd have 

to look at with a lens of a 3-to-1, to use our parlance, and for that we 

require pretty deep value. 

Steven: And so there was a question about something we worked up, an 

investment needed a lot of work on. Oh, Mark set me up for this. Thank 

you, Mark. And the example we would give are the actual homebuilders 

as opposed to say some of the materials companies like Mohawk and/or 

more internationally, the cement companies. 

(00:38:03) 

  And also, you talk about Mohawk and you talk about the quality of 

the business and what we think the opportunity is over time, albeit with 

some cyclicality. We have to pay attention to the management team, and 

the CEO there is a—has a very vested interest in its success over time. 

And when they just announce a $500 million share repurchase as they did 

just last, was it Friday? Was it Friday? 
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Mark: Yes. 

Steven: Which is equivalent to the CEO buying back $15 million for himself using 

his capital. 

Mark: Are you finding any interest in business value particularly created by a 

blockchain solution? It’s an area we've been reading about more out of 

curiosity but not for investment purposes as of late. 

  I think we've answered two; if you can take the other one. 

  There's a question: how do you size the appropriate position size 

for the Chinese internet basket? What is the right percentage of assets 

and why? So I don’t think we’d probably, in this case, think of it quite as a 

basket. We own a number of individual securities that happen to operate 

in the same country and do business online. 

(00:39:50) 

  In terms of the right percent of assets and why, I think it’s a bit of 

an open-ended question that could be applied really to any of the holdings 

in the portfolio. And so with that in mind, a lot of it depends on price, it 

depends on who is running the company, it depends on how we view the 

company’s prospects longer term. Is it a stable company? Do we think it’s 

a grower? Is there a risk of it moving backwards but we think it’s in the 

price? How are we going to allocate capital? So I don’t think there's any 
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one answer for what the appropriate position size is for a collection of our 

holdings. Needless to say, we try and apply a prudent man principle such 

that we don’t end up with an overweight exposure in any one group of 

assets that we think could suffer permanent impairment going forward. 

Steven: Those are all the questions we've had for today. So we appreciate your 

time very much and we look forward to communicating out through our 

year end, for our year end conference call, and you will have, in advance 

of that, a longer year end shareholder letter to address. 

Ryan: Thanks, Steven, Mark and Bryan. If we missed any questions or if there 

are any follow-up questions, feel free to email us at crm@fpa.com. Thank 

you, everyone, for listening to Crescent’s Third Quarter 2018 webcast, 

and we now turn it back over to Christina for closing comments and 

disclosures. 

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 on our website within a 

few days at fpa.com.  We urge you to visit the website for additional 

information on the Fund such as complete portfolio holdings, historical 

returns and after-tax returns. 
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  Following today’s webcast, you will have the opportunity to provide 

your feedback and to 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 fpa.com for future webcast information, including 

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

the end of each current quarter and expect the calls to be held 3-4 weeks 

following each quarter end. If you did not receive an invitation via email for 

today’s webcast and you would like to receive them, please email us at 

crm@fpa.com. We hope that our quarterly commentaries, webcasts and 

special commentaries will continue to keep you appropriately informed on 

the strategy. 

(00:42:28) 

  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. Any mention of individual securities or sectors should not be 

construed as a recommendation to purchase or sell-such securities.  
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  Past performance is not a guarantee of future results. Any 

statistics have been obtained from sources believed to be reliable, but the 

accuracy and completeness cannot be guaranteed. 

  You should consider the Fund's investment objectives, risks, 

and charges and expenses carefully before making an investment. 

The Prospectus details the Fund's objective and policies and other 

matters of interest to the prospective investor. Please read this 

Prospectus carefully before investing. You may request a prospectus 

directly from the Fund’s distributor, UMB Distribution Services, LLC, or 

from FPA’s website, www.fpa.com. Please read the 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. 

(00:43:40) 

[END FILE] 


