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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. 

 

This transcript must be read in conjunction with the corresponding webcast slides, posted on 

fpa.com. 
 

(00:00:00) 

Ryan: Good afternoon and thank you for joining us today. Go ahead, operator. 

Moderator: Hello and welcome to today’s webcast.  My name is Rebecca, 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’ll 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 pop-up 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 Ryan Leggio. Ryan, the floor 

is yours. 

Ryan: [Please reference slide 1] Thank you, operator. Good afternoon and thank you for joining 

us today. We would like to welcome you to FPA Crescent’s Fourth Quarter 2018 

Webcast. My name is Ryan Leggio and I’m a partner here at FPA. 
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  The audio, transcript and visual replay of today’s webcast will be made available 

on our website FPA.com. 

  Prior to today’s call, I wanted to let our listeners know that the fourth quarter 

Crescent letter is now posted under the Crescent section of the website. 

  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. 

Steven: Thank you, Ryan, and thanks for all of you for joining Brian, Mark and myself today. Bear 

with us. Brian and I are both fighting a little bit of a cold, so hopefully we can—we may 

have to pause to take some sips and slow this down a little bit today, the cadence. So 

apologies in advance. 

(00:02:13) 

  [Please reference slide 2] Both for the uninitiated and as a reminder—sorry, I’m 

just trying to get the screen to the right place, it’s coming, there was lag. Crescent 

operates with a relatively simple charter. Our goal is to deliver equity rates of return while 

avoiding permanent impairments of capital. Solid research, a contrarian bent and a focus 

on the long term, and a go-anywhere approach are what has allowed us to accomplish 

our goals over time. 

  [Please reference slide 3] Our broad charter allows us to invest globally across 

asset classes, capital structure, market caps and industry groups. We have tools at our 

disposal than the typical mutual fund. [Please reference slide 4] However, because we 

can allocate our capital by various means does not then mean that we are always going to 
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be invested in the various asset classes you see listed on this page here: US equities, 

developed equities, emerging markets, pair and stub trades, high yield bonds and 

distressed debt, etc. We invest only in an asset class when we find within it discrete 

individual opportunity. The Fund may not hold certain asset classes for years. 

  We have a great tool chest but for every hammer, everything can’t be a nail and 

candidly, today we don’t feel capable of taking advantage of all the tools in the tool chest 

given levels of valuation. 

  [Please reference slide 5] We have successfully accomplished our long-term 

goals both from inception as well as in the current market cycle. Short-term performance 

has been more middling. 2018’s performance fell more or less in line with the average of 

the US and global stock benchmarks. 

  [Please reference slide 6] Importantly, the Fund’s 2018 drawdown was almost 

entirely mark-to-market. Stocks we own declined in price but we don’t believe the intrinsic 

value or the long-term range power of the underlying businesses were impaired. As long 

as these companies deliver on earnings in the coming years, we think their stock prices 

are going to do just fine. 

(00:04:01) 

  The Fund’s performance remains consistent with its stated long-term goals. 

During 2018, the Fund’s downside capture was reasonable in the context of the overall 

market’s drawdown and net risk exposure. The S&P 500 declined by more than 10% 

earlier in the year before rebounding and then almost 20% in Q4, which was pretty close 

to a bear market and a bit more than general market noise. This is especially true in light 

of our net exposure each quarter, which increased from 63% in Q1 to 73% by the end of 
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the year, largely as a result of the greater number of bargains that developed in mid-

December’s volatility. 

  [Please reference slide 7] As support for Crescent having achieved its goals in 

the current market cycle, I direct you to the table on the bottom half of this page, which 

shows that since the prior market peak in October 2007, Crescent has delivered 85% of 

the S&P 500’s return with just 61% of net risk exposure and 35% less volatility. 

  [Please reference slide 8] As you can see in this graph series, the Fund has 

exceeded its goal of equity-like returns and beaten the market from inception with 30% 

less volatility, despite having much lower risk exposure. [Please reference slide 9] It’s 

been a long bull market and it’s no surprise to our long-term shareholders that the Fund’s 

performance has lagged, as it has on average in robust markets since inception. 

Crescent has generally underperformed in such markets where rolling five-year returns 

were greater than 10% annualized, as depicted in the table on the far right. 

  However, Crescent has still been able to deliver returns even in those robust 

markets up almost 11%. When markets fall in the 0-10% range on a rolling five-year 

basis, the center of the table, Crescent has outperformed 96% of the time and delivered 

returns about 5 points better than the market. 

  It has outperformed in every rolling five-year period when the S&P 500 has 

declined in value, and in fact has been able to book positive rates of return historically. 

(00:06:01) 

  [Please reference slide 10] An important contributor to past success has been the 

excess return we have generated from our equity portfolio. Since 2007, Crescent’s 

equities have bested the S&P by about 1.7% per annum and the MSCI ACWI by 4.9%. 

Unfortunately, that was not the case in 2018 relative to either equity benchmark, as we 
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underperformed the S&P by almost 8% and the ACWI by almost 3%. We are still very 

early in the New Year but equity performance stands in favorable contrast to the equity 

indices thus far. Although offering some modest comfort, such a short timeframe means 

very little. 

  [Please reference slide 11] The winners and losers for both the full year and Q4 

2018 are listed here. In these periods, mark-to-market price changes in the bottom five 

detractors from the Fund’s performance outweighed the benefit realized from the top five 

contributors. Other than the announcement that TransDigm plans to acquire Esterline 

Technologies and favorable developments in the restructuring of Puerto Rican municipal 

debt, there was no news we believe to be substantive in driving either quarterly or annual 

winners and losers. 

  The price of a company’s stock can perform better or worse than its underlying 

business, sometimes for extended periods. Such was the environment last year that the 

businesses or the companies we own performed on average within the range of our 

expectations. The companies we owned for the full year actually beat analysts’ 

expectations but we believe their stock prices failed to reflect the outperformance. 

  We took advantage of what we believe were attractive opportunities in 2018, 

finding possibilities to purchase good growing businesses, albeit it cyclical in some cases, 

at reasonable if not good prices. At the same time, we sold entirely or reduced positions in 

many of the companies that had helped drive past returns. 

  We focus on where a company will be over the next five to seven years, 

consistent with a long-term holding period. Just because we believe in a certain outcome 

doesn’t mean Mr. Market will see it our way immediately. In fact, Mr. Market held quite a 
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different view from our own in 2018. As an average, what we sold performed better than 

what we had purchased. 

(00:08:00) 

   Let me turn it over to Brian and Mark to speak to some of these positions 

individually. 

Brian: Thanks, Steve. So starting with AIG, and I would direct people to the slides for our 

Investor Day from May when we discussed the stock; it was trading around $50. Nothing 

really materially has changed through the end of the year. 

  As we discussed in May, 2016 and ’17 were pretty tough years for AIG, with 

reserve increases and some CAT losses. This resulted in pretty much no real growth in 

NAV over that period. But it also resulted in a new management team, and a 

management team that were fairly optimistic about the new CEO, Brian Duperreault, was 

hired in 2017 and has gone about recasting the senior management of the firm, including 

hiring a new CFO, a new head of commercial property and casualty, a new chief actuary, 

and heads of various lines of business under general insurance. They’ve also hired 125 

new underwriters. These are all experienced hires with very strong backgrounds, people 

who have done it before and won in the insurance industry. Our guess is that they will be 

able to succeed at AIG as they have at previous positions that they’ve held. 

  Now, despite the improvements in management and management’s restated 

confidence in underwriting profits for 2019, the stock went down significantly into the end 

of the year. At $40 or $44 a share, the company currently has $56 of productive book 

value, which they expect to earn more than 8% on in 2019, and $11 of deferred tax assets 

per share. Between earnings power and monetization of the deferred tax asset, 
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productive or discretionary capital should increase by somewhere between $5 and $6 a 

share over the next couple of years. 

(00:10:06) 

  Today, the valuation is more compelling than it was a year ago, and we think that 

the improvements undertaken by new management will begin to bear fruit over the next 

couple of years. If those improvements do bear fruit, there is a reasonable chance that 

AIG will both increase its earnings power per share, distribute excess capital to 

shareholders, and be awarded a more favorable valuation by the market. 

  Another company with somewhat similar experience is Jefferies, also a financial 

company. Now, in the case of Jefferies, 2018 was actually quite a good year. They sold 

48% of National Beef and all of Arcadia, which were two holdings in their merchant 

banking portfolio. These were both sold at attractive prices and north of where we had 

them in our own internal estimate of NAV. The investment bank, Jefferies, also earned 

approximately 9% on tangible book value despite a somewhat challenging fourth quarter. 

Over the course of 2018, tangible book value increased by 22% at Jefferies and our 

assessment of net asset value, which we would think of as the price at which you could 

liquidate the existing holdings of Jefferies, increased by a little over 10%. 

   So what did management do with this increased capital? They bought 

back about 20% of their shares at less than tangible book value. Now, despite solid 

business performance and favorable capital discipline by owner/operator/management 

team, the stock went down quite a bit. The stock now trades at 65-75% of what we think 

of as NAV or readily ascertainable asset value. 

  For those of you who attended our Investor Day in May, you had a chance to hear 

from the company’s CEO Rich Handler, and hopefully you appreciate why we are excited 
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to have him and his partners as owners/operators and managing this business for us 

going forward. 

(00:12:12) 

Mark: Now moving over to Baidu, bringing you up to date on the company’s financial operations 

through Q3 2018, core Baidu on a year-to-date basis delivered a strong performance, 

growing EBIT by over 40% on a year-over-year basis. The user base of the Baidu family 

at large continues to grow, up 28% year-over-year during Q3, with a similar strength for 

the core mobile search app, which had 462 million monthly average users in Q3 2018, a 

double-digit increase in percentage terms versus 2017. 

  Now, looking forward to Q4 2018, which has not yet been released, and then 

onwards to 2019, we unfortunately expect the tide to turn a little and the business to face 

headwinds from a decline in online gaming advertising related to a government 

crackdown, as well as a temporary decline in healthcare ad revenue, not to mention 

pressure from what's widely acknowledged to be a tepid Chinese economy. However, we 

think all of this and more is already reflected in the valuation of the company. 

  Now, just as Brian mentioned, we went through AIG at our Investor Day. We also 

went through the valuation of Baidu. And, to refresh, we focused on the core business 

and excluded the stakes held by the company’s publicly traded—by the publicly traded 

company iQiyi and Ctrip, whom you can think of as the Netflix and Expedia of China 

respectively. 

  If we were to update the numbers from our Investor Day presentation to the close 

of Feb 5, we believe Baidu is currently trading at a low double-digit multiple on core 

NOPAT compared to a mid-teens multiple back at the time of the Investor Day. Now, 

keep in mind in both instances we give no credit for the embryonic investments being 
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made in artificial intelligence and autonomous driving, both areas in which Baidu is very 

well-positioned within China. 

 (00:14:06) 

  So to conclude, we continue to view the company favorably, in particular the 

valuation, which is more attractive than it was at the time of the Investor Day. 

Brian: So, while AIG, Jefferies and Baidu appear to be well on track, the same cannot be said 

for Arconic. For those of you paying attention, Arconic is the spinout from Alcoa 

representing the engineered products, aerospace and more specialty businesses. This is 

a situation of good underlying assets, strong competitive position and terrible governance 

and management. 

  There has been massive failure at the board level at Arconic and previously Alcoa 

for the better part of a decade. Now, despite this mismanagement and failure, we still 

think that the earnings potential of this business is anywhere from 20-50% greater than 

the current results. 

  But, these results have not been able to be achieved because the company has 

followed its troubled governance at Alcoa, period as Alcoa, with two and a half years of a 

revolving door as CEO. The company has had four CEOs in the last three years, and so 

that’s resulted in very little business momentum at Arconic. 

  Now, despite those challenges, we do know that it trades at less than where third 

parties are willing to pay for it as Apollo was willing to pay $22.20 a share and the stock 

currently trades below $18.00. Now, we thought the Apollo bid was under value to the 

company. I see a question’s come in; they refer to the Apollo bid as a “take-under”. We 

would agree with that, and we would also agree that there is lots of latent earnings power 

at Arconic. Unfortunately, it will take some time to realize that earnings power and the 



FPA Crescent Fund Webcast 4Q18 

 

 

 

 
 

-10- 
 

 

company will have to right itself at the management level before it can improve operating 

results. Despite the time that that might take, the company trades so cheaply, it is still 

reasonably valued on the current poor under-earning results. 

(00:16:15) 

Steven: [Please reference slide 12] All right, thanks, Brian. Thanks, Mark. In the context of the 

Fund’s global and value focus, the Fund thankfully did not wholly disappoint as shown in 

this table of the Fund’s 2018 performance relative to domestic and global equity indices. 

The S&P 500 Growth Index led the way with performances about flat, and that carried the 

S&P 500 itself to its own 4.4% loss last year. Crescent was next on this table with its 

decline of 7.4%. That exceeded the return of the S&P 500 Value and all the components 

of the MSCI ACWI index as well as international and emerging markets. 

  [Please reference slide 13] We care about price. Fluctuating prices allow us to 

both enter and exit position. We are therefore a fan of market volatility, of which there was 

very little in 2017 when the S&P 500, as you can see on this table, just four days, when its 

price declined more than 1% and the MSCI ACWI only had two such days. Such quiet 

affords us little opportunity. 

  2018 was a different story. The same two stock indices each had 32 days where 

they declined more than 1%, which allowed us and led us to shift the portfolio to more 

attractive opportunities. 

  [Please reference slide 14] Last year was one of the Fund’s more active periods 

on record. Many companies were trading at larger discounts to the market average than 

we had seen in quite some time, particularly in Q4, as you’d suspect. The chart of the 

valuation spread between the cheapest quintile of US stocks versus the market average 
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reflects that, as shown here, although it’s still far from the peaks that coincide with great 

opportunity. 

  We took advantage of the inevitable return of volatility to eliminate and reduce 

certain positions while initiating and increasing others. We bought 18 new names and sold 

or reduced 23. 

(00:18:03) 

  [Please reference slide 15] The opportunities to put capital to work in 2018 

allowed us to increase the Fund’s net risk exposure by nearly 10 percentage points during 

the year from 63% at the end of 2017 to 73% at the end of 2018. The Fund’s top ten long 

positions, comprising roughly one-quarter of the Fund’s holdings and almost 40% of its 

net risk exposure, have declined an average of 20% from their peaks, making them 

attractively priced both relatively and absolutely. We believe these businesses have 

increased their intrinsic value per share over the past year, and we expect them to make 

further progress in the years ahead, though the rate of that improvement will depend on 

economic conditions and management execution. 

  [Please reference slide 16] On average, we have uncovered more attractive 

opportunities outside the United States, which has led us, led the Fund’s international 

exposure to increase from 20% to 30% in 2018, an increase of 50%. 

  [Please reference slide 17] The economy remains reasonably strong, in what is 

now the second longest expansion on record. [Please reference slide 18] This, along with 

persistently low interest rates, has helped lead to the longest equity bull market in recent 

history, more than two times the length of the average bull market since World War II. 
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  [Please reference slide 19] A bull market brings new highs for stock prices, prices 

that have increased faster than economic growth that has left US and international stock 

markets near peak valuation relative to the respective economies or GDPs. 

  We recently published a white paper titled “Risk is where you're not looking” that 

addresses challenges facing the corporate debt markets. That paper is available on our 

website, but I offer a distilled view in the following slides. 

(00:19:55) 

  [Please reference slide 20] The US Great Financial Crisis of 2008-2009 seems 

like a distant memory. The twin catalysts for that recession—overlevered consumers and 

banks—are now far more robust financially and are unlikely to catalyze the next downturn. 

  The average household has recovered its net worth loss in the last recession, as 

you can see in this chart, and has watched it grow to a new high, a function largely of 

home price appreciation combined with less mortgage debt, offset somewhat by higher 

credit card debt, student loans and auto loans. 

  [Please reference slide 21]  US banks are also in a much better financial position 

versus a decade ago. On average, they have 63% more equity, 8.8% tangible equity to 

total assets versus 5.4% in 2008, and they have far fewer nonperforming loans as a 

percent of total loans, although that number will likely increase in a recession. European 

banks, on the other hand, on average, are not as well-positioned, their equities only just 

now back to the average 2008 US level and their nonperforming loans, as you can see on 

the far right, are much higher. 

  [Please reference slide 22] A more likely catalyst for a US downturn, or fuel for a 

fire started elsewhere, is corporate debt that is both at its peak in size, near its peak in 

leverage, near its trough in credit quality, and with poor lender protection. 
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  [Please reference slide 23] The investment grade market, where a lot of people 

don’t see risk, has more than doubled in the last decade. But the BBB segment of the 

investment grade market, the BBB segment is just one slim notch above investment 

grade, is now more than 50% of the investment grade market. It has grown from $750 

billion in 2008 to more than $3 trillion today; a quadrupling. 

  [Please reference slide 24] Investment grade bond leverage, as measured by 

debt to EBITDA, is near its recent highs. That ratio will only likely get worse in a recession 

as EBITDA deteriorates. We suspect that the typical investment grade investor is not 

adequately accounting for the risk of credit downgrades to less than investment grade or 

junk, and the increased probability of future restructurings. 

(00:22:11) 

  [Please reference slide 25] High yield bonds aren’t interesting either, and that 

speaks to one of the tools we've not been able to take advantage of. Their historically low 

gross yield reduced by the optimistic assumption of the historic average net default rate 

delivers a net yield of just 4.8%. Such paltry best-case yields do not warrant an 

investment, which explains our historically low exposure to junk bonds today. 

  [Please reference slide 26] Rating agency Moody’s High Yield Covenant Quality 

Index is at a low, which means less lender protection, which will likely make matters 

worse in the next economic downturn. [Please reference slide 27] When that happens, 

weak covenants will likely translate to higher-than-average defaults, with worse-than-

historic average recoveries. Although we hardly own any corporate debt today, a 

significant change in corporate bond prices will cause us to once again increase our 

exposure. 
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  That’s the end of our prepared remarks and we’re going to now move to Q&A. 

And let me remind everyone that there are questions that sometimes get asked about 

companies that we are currently transacting in or considering transacting in, and those 

are companies we will not be addressing on the call if the question comes over the 

transom. So apologies for that in advance, but I think you can understand the reasons for 

that. 

  We’ll start with some questions that came in earlier, and there's just only a few 

that’s come over the transom during the course of this call. 

  The first question is: after two consecutive years of fourth quartile performance, 

how strong is your conviction going forward? That’s a fair question. 

(00:23:48) 

  The performance is not surprising given how unfavored value has been in the last 

two years. We also have more international stocks, which has hurt relative results. But we 

urge you not to focus on short-term results, especially not 24 months; we certainly don’t. 

  If you look at just a little longer term—three years through last night, versus the 

two years addressed in the question, we’re in the top 28% of peer group. So you can see 

that things can turn around quickly, and we made this point in our Q4 shareholder 

commentary. We focus on market cycles and five-year rolling returns. We expect we will 

continue to deliver on our goals over time as we have done successfully in the past. 

  Another question is: have the increase in passive investments and algorithmic 

trading substantially changed your outlook? 

  Passive investing and quantitative strategies don’t change your outlook. The trend 

towards passive investing, more so than quantitative strategies, impacts valuations more 

than ever. Money flows to index funds and ETFs that can drive stocks in the index higher. 
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These stocks can outperform for a period, and it can be a long period, but it eventually is 

realized by investors that price matters. We have seen many companies priced at levels 

that are too high, in our humble view, and these companies should offer a lower return 

than a typical company in our portfolio, but of course that remains to be seen. 

  There's a question that: discuss your thesis for continued investment in cement 

and aggregate companies. I’ll turn it over to Brian. 

Brian: Sure. We bought two cement and aggregate companies last year, Lafarge and 

Heidelberg, and while the thesis for these companies is distinct, there are some 

similarities that I’ll share that hopefully help you understand why we’re in those 

businesses. 

  One, cement and aggregates, particularly in the developed world, are 

fundamentally decent businesses so they tend to have strong local moats protected by 

weight-to-value attributes of their materials that make them sustainable, long-term 

attractive earning vehicles. 

(00:26:01) 

  Second, the long-term prospect of use for their products is relatively assured, 

meaning they don’t face obsolescence or disruption risk. We believe that much of the 

industry is operating at or below our estimate of midcycle demand and importantly, we 

think the companies have largely fixed their balance sheets and have a new, or in some 

cases renewed, focus on returning capital to shareholders through dividends, divestitures 

and buybacks. 

  So we see a fundamentally decent industry operating at or below midcycle, with a 

renewed focus on capital discipline and rewarding shareholders with the proceeds of the 

business. 
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Steven: There's also a question, Brian, while we’re speaking with you about our overweight in 

financials. Can you talk about our outlook and assessment of the sector? 

Brian: First, I will break this up into a couple of different types of investments we have. And so as 

we've spoken about in the past, the categorization of financials is sometimes misleading 

because it includes things like Aon and GBL, which are not balance sheet-intensive or 

traditional financial companies. So I’m going to just discuss the traditional financial 

companies. 

  And there, there's really two categories. One is a group of companies that we 

think are just too cheap for what they are, so these are companies that trade at a 

meaningful discount to tangible book value, where we think the balance sheet is solid to 

improving, where we think the underlying returns will be at or above the cost of capital 

over time, and where the companies are meaningfully buying back their shares. So this 

would include AIG, previously discussed, RBS, Ally, CIT. 

  We also have a few financial companies that we think are the most franchise in 

nature, specifically a few US banks that we think have a differentiated advantage in terms 

of deposit capture and ultimately will have a lower cost of money than many other 

competitors, particularly in a higher rate environment. These include recently purchased 

Signature, Bank of America, and purchased last year, Wells Fargo. 

(00:28:19) 

  The last company I’d mention would be Citigroup, which is a little bit of a hybrid of 

the two categories, part of the business we would see as a bit of a franchise. This would 

be a traditional commercial bank as well as the treasury services, and part of it we see as 

just cheap for what it is, which would be the traditional investment bank at Citigroup. 

Steven: And we addressed this in our Q4 commentary as well. 
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  Mark, there's a question: are valuations still attractive despite our current 72% 

equity allocation—which is actually 73%? 

Mark: So, while valuations can be unattractive in general, one can often still find pockets of 

opportunity. Those might be in the United States or they might be outside the United 

States in the international markets. At the moment, and over the past year, we've 

probably found greater value outside the United States. 

  Looking at some of the portfolio additions last year, mainly that are ex-US, include 

Glencore, Heidelberg and Lafarge which Brian just spoke to, JD.com, Naver in Korea, 

Nexon in Japan, Royal Bank of Scotland listed in the UK. As well, we took off our Alibaba 

hedge such that Altaba is no longer a stub trade, and we covered the majority of Tencent, 

meaning the Naspers is less of a stub trade than it was previously. 

  So, while we think the US market is still relatively expensive, we also are finding 

pockets of value in the US. This might include financials, where we added Signature Bank 

last year as well as Wells Fargo, and other names that are off the beaten path and don’t 

fit into a neat narrative such as Kinder Morgan as but one example. 

(00:30:11) 

  So in conclusion, despite the fact that markets can be expensive at any time, if 

one continues to turn over rocks looking for ideas, we think one can often have some 

success. 

Steven: Thanks, Mark. Do we expect opportunities in hard assets when we add them to the Fund? 

There’s a question. We've been doing this and managing this fund for more than a 

quarter century. There's just been just hardly any investment in hard assets, we have a 

tiny amount of farmland that’s hardly worth speaking to. 
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  We've chosen instead of owning hard assets that frequently have a carrying cost 

and are very difficult for us to understand anyway what the future price might be, could be, 

should be like for any of those—if there is an explanation for any of those line items. And 

so we've chosen instead, over time, to own good businesses with growing earnings, with 

good management teams, believing that we don’t have to make that same bet or play on 

the price of a commodity. There are a lot of variables that are not as easy for us to grasp. 

  So we don’t expect any great opportunities for us to take advantage of in hard 

assets. I don’t mean to suggest that others shouldn’t be doing that. I think it’s a 

reasonable investment strategy in a portion of somebody’s portfolio. But for those who 

feel capable of analyzing the upside and the downside both within their investment time 

horizon, that’s just not a capability that we have ever been able to exhibit and doesn’t 

interest us to the degree because we don’t really think that over time, just investing in 

commodities that way will be as good as investing in these good growing businesses. 

  There's a question on: what effort have we made to mitigate realized capital 

gains? Important question, near and dear to our heart as after-tax investors. 

(00:32:08) 

  Gains are a byproduct of successful investing. We are not a high-turnover fund; 

therefore the gains are generated generally long term. The best thing we can do to drive 

tax efficiency is to hold good companies for the long term. However, we aren’t going to 

own an overvalued business with a poor risk/reward just to avoid taxes. 

  So our average holding period has been about five years, which has generally 

translated to long-term capital gains when an investment is sold. We have been tax-

efficient historically, landing in the top 8% of our category, Morningstar category in after-
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tax returns over the past 15 years. Currently, we estimate potential capital gains exposure 

in the Fund is just 9% at the end of 2018, and that’s a multiyear low. 

  There is a question of the issue of domestic political turmoil and to the investment 

allocation equation. It’s clearly dominating headlines and thoughts of so many of us. It’s, 

candidly, really difficult to turn political turmoil into an investment thesis. There's more 

things that could happen that will happen and we are in the business of responding to 

price and if there’s something out of that political turmoil, it’s a price opportunity, we will 

take advantage of that, I don’t know if Brian and Mark have anything to add to that. 

Brian: Nothing to add. 

Steven: Okay. Now let’s turn to—those are the questions that came in earlier, in advance of the 

call, and give us a second just to look at the questions that have come up over the, come 

in during the course of the call. 

Brian: There’s a question about oil majors, why/why not, commodity risk (inaudible @ 00:33:49) 

other things. 

(00:33:53) 

  I think that we generally struggle with the capital allocation record of the oil majors 

and certainly we would consider them at some price that heavily discounted our 

perspective on maybe long-term normal oil, but I don’t think they’ve been near that price 

in the last number of years so we don’t have any exposure there. 

Steven: Not today we don’t but we have owned in the past, just not in recent years. 

Brian: Yes. 

Steven: So what number for net yield projection for high yield bonds would be attractive? 

  Generally, we look for yields in our high yield portfolio to at least get to double 

digit, and we expect that when we buy the bonds with a 10% yield, we actually expect that 
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gross yield to be the net yield because in that case, we’re not expecting that that company 

is going to go bankrupt. It’s not a distressed credit. We expect that a 10% yield gives us 

an equity rate of return and justifies risk that’s been assumed and right now, as we said 

earlier, to say it in a different way, we don’t really think the juice of it is worth the squeeze 

in the market today. 

Mark: There’s a question, quote: given the lack of rigorous corporate governance standards in 

China, how can we trust numbers and strategies coming from Chinese companies like 

Baidu? 

  So in the case of Baidu, and actually our other Chinese-domiciled holdings, we 

actually have the owner/operators largely at the helms of each of the firms or if not, very 

major shareholders. So we think that those individuals have a very vested interest in 

having a successful strategy for each of their investments, no doubt which typically 

account for the vast majority of their net worth. So our interests are aligned. 

  As for trusting the numbers, as any other company, financials are audited. One 

can track the cash. So we don’t see a huge difference in looking at the financials 

necessarily than we would for companies domiciled in other parts of the world, albeit 

disclosure levels do vary and it does make the ability to follow some of these companies 

more challenging than others. But quite often, that can be discounted in the price. 

(00:36:14) 

Steven: There's a good question here. Your quarterly review describes several risks related 

mostly to credit. The consequences will likely materialize in the recession. In light of your 

greater exposure to risk assets, are you willing to accept a downturn in their value related 

to a recession or do you expect to reduce risk exposure in anticipation of such an event? 
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  We anticipate a recession. There will 100% be a recession. We have no idea 

when. And as a result, when we find these companies, as Mark was talking about earlier, 

that have created pockets of opportunity, particularly overseas versus the US, we find that 

they're attractive and we think about them over five to seven years, through an economic 

cycle. But, if we were really ecstatic about the level of opportunity, we’d be a lot more 

invested than we are today, and we still have 27% liquid in the portfolio. 

Mark: So from a portfolio perspective, I suppose what Steven is trying to say is we don’t really 

try and—well, we don’t try and predict anything but at a macro perspective, these thoughts 

are mine, we like to think that we are perhaps slightly prepared. 

  I guess Mohawk was the worst or second-worst performer in the S&P 500 last 

year and down over 50%. Was this principally due to trade war and tariff concerns as 

opposed to anything fundamentally changing in the operations? 

  Mohawk was down with many of its peers in the homebuilding products sector. 

There was a slowdown in the market which hit homebuilders, it hit other homebuilding 

products companies and the like, and Mohawk’s results in 2018, which just came out I 

think a few moments ago for the full year, were notably weaker than what would have 

been expected by the market at the beginning of the year. 

(00:38:16) 

  As for why the results were weaker, I wouldn’t pin it on the trade war or tariff 

concerns per se. There was rather a mix shift within Mohawk’s existing business, some 

teething problems in a new LVT—that stands for luxury vinyl tile—plant the organization is 

bringing online, as well as various inflationary factors in raw materials. And so I would 

attribute Mohawk’s weakness to a handful of factors that led to earnings being lower than 

the market expected. 
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  The only thing I will add is we didn’t actually own Mohawk at the beginning of the 

year, so though Mohawk was down on the year, we did manage to dodge a portion of that 

50% weakness. 

Steven: There's a question about the short in (inaudible @ 00:39:05) regional banks, and I’d just 

say it’s a very simple answer. It reduces our gross exposure. We believe that some of the 

short basket is more, is an offset to the long book, and Brian may want to add to that. 

That’s all it is. 

Brian: I don’t want to add. 

Mark: I think for the benefit of—oh, go ahead. 

Brian: There is a question: thoughts on California utility bankruptcy. This is Pacific Gas & 

Electric. We have an investment in Pacific Gas & Electric stock. We had it before the fires 

of 2018, which is currently a material issue for the company. 

(00:39:54) 

  You know, the bankruptcy is very early. I think there are a number of different 

scenarios, including the ones that I think are most probable, in which the equity of Pacific 

Gas & Electric will do very well. There are also a few scenarios where the equity might not 

do so well. So given that there is a tremendous skew in the outcome, I think we will 

manage the size of the position accordingly. 

Steven: And it’s important to note that in the last bankruptcy in 2002, I think it was, when Pacific 

Gas & Electric went bankrupt, the stock hit a low price of I think, what, $10, Brian, was 

that what it was? About that, give or take? And it was down to $6 and change here at a 

low here and just recently doubled off of that low. 
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Mark: Do we have any thoughts on 5G buildout opportunities? I would say we have no specific 

thought, though we do hold Broadcom, which would be a beneficiary by contributing chips 

which would be involved in the 5G buildout. But nothing—do you want to take that? 

Steven: I’m not sure if the question is placed in the context of 5G opportunities globally and 

benefiting of Broadcom, or what it might mean to the cable companies we have in our 

portfolio. 

Mark: I don’t think so. 

Steven: So I’m going to assume it is the former and not the latter. 

Mark: Are there any updated thoughts on Facebook? We went through the investment thesis on 

our Investor Day slides which we would refer you back to, and which we reviewed, I 

believe it was the last quarterly conference call, or Q2, Ryan Leggio is telling me. So we’ll 

refer you to that transcript or presentation if you’d like to get a refresher. 

  And fortunately for Steven and Brian who, as you remember, are both under the 

weather, it looks like this might be a very short call and they can save their voices. 

(00:41:55) 

Steven: That does get to all the questions, so we appreciate it. If there are any questions that 

haven’t been answered or you’d like to ask subsequent or haven’t been answered to your 

satisfaction, will you please reach out to us. We think it’s very important to engage in a 

good client, investor communication. We think that an educated investor is our best 

investor. We spend a lot of time trying to do exactly that. 

  So please reach out to Ryan Leggio if you have any questions and he will make 

sure that if he can’t answer the question directly that he will circle with Brian, Mark or 

myself to get the question effectively answered in a timely fashion. 
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Ryan: Thank you, Steve, Mark and Brian. And thank you, everyone, for listening to the FPA 

Crescent’s Fourth Quarter 2018 Webcast. We now turn it back over to the system 

operator for closing comments and disclosures. 

Moderator: [Please reference slide 32 - 35] 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. 

  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 to 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 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. 

(00:43:57) 

  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 
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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.  

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

Distribution Services, LLC or from our website 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. 

(00:44:50) 

 

You should consider the Fund’s investment objectives, risks, and charges and expenses 

carefully before you invest. The Prospectus details the Fund's objective and policies, charges, 

and other matters of interest to the prospective investor. Please read this Prospectus carefully 

before investing. The Prospectus may be obtained by visiting the website at www.fpa.com, by 

email at crm@fpa.com, toll-free by calling 1-800-982-4372 or by contacting the Fund in 

writing. 
 

[END FILE] 


