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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. Please also see Important Disclosures at the end 
of this transcript and at the end of the webcast presentation. 
 
You should consider the FPA Crescent Fund's investment objectives, risks, and 
charges and expenses carefully before you invest. 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. The Prospectus 
may be obtained by visiting the website at www.fpa.com, by calling toll-free, 1-
800-982-4372, or by contacting the Fund in writing. 

 

(00:00:00) 

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

your Event Specialist today. All lines have been placed on mute to prevent 

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

recorded.  

  During the presentation, we will have a question and answer 

session. You may ask text questions at any time. Click the green Q&A 

icon on the lower left-hand corner of your screen, type your question in the 

open area, and click Ask to submit. 

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

the Full Screen button on the lower-right hand corner of your screen. 

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

optimal viewing and participation, please disable your popup blockers. 
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  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: Thank you, moderator. We really appreciate it, and good afternoon, 

everyone, and thank you for joining us today. We’d like to welcome you to 

FPA Crescent’s Second Quarter 2019 Webcast. 

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

made available on our website shortly after this webcast at 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 turn the call over to Steven Romick. 

Steven, over to you. 

(00:01:47) 
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Steven: [Please reference slide 2] Thank you, Ryan. The Fund has an unusual 

ability to invest broadly, as most of you know. I can put money into 

equities at various market caps around the globe, both long and short; 

high yield and distressed credits, private loans, derivatives and more. 

Simply having an impressive collection of tools in our belt, however, 

doesn’t mean that they are consistently in use. 

  If we moved into a newly constructed home, we would not like to 

remodel the kitchen. Today, the equity and credit markets are like new 

homes, offering us little opportunity to use our tools, where you will, to 

hammer everything; it simply just can’t be a nail. 

  [Please reference slide 3] And so for some time, Crescent’s 

portfolio composition—and by extension, its performance—has regrettably 

appeared relatively more ordinary than its entire history would suggest. 

That will continue to be the case until such point in time we can pull tools 

from our belt to create real value. 

  The stock market currently still offers us occasional opportunities to 

own good businesses and other misunderstood assets priced to offer 

attractive prospective returns with limited chance for permanent 

impairment of capital. Still, we are presently in the eleventh year of the 

longest-running US bull market in modern history, and it is admittedly 
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challenging to assemble a fully invested portfolio that meets our 

risk/reward hurdles. 

  Yet, FPA Crescent returns have continued to deliver equity rates of 

return while assuming less risk than the stock market. We would note a 

few things on this performance slide. 

  Usually, a full market cycle occurs within a ten-year timeframe. That 

hasn’t been the case with respect to the S&P in the last decade, further 

validating our focus on full market cycle returns. 

  The five- and ten-year S&P 500 returns, albeit long-term, now only 

capture a bull market without a decline of 20% or more. This is the first 

time since 2001 that the preceding ten-year period has not captured a 

20% drop in the S&P. 

  While the S&P and Russell 2500 were more relevant benchmark 

indexes in the early years of the Fund, given our broader geographic 

capabilities and portfolio since 2011, the ACWI Developed and EM is to 

become more relevant. Notably, the ACWI did have a 20% [drawdown] 

decline in 2011.  

  Come 2021, we will have had a full decade investing more broadly 

around the globe. At that point, you will see the ten-year ACWI number 

filled in in this table. 
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(00:04:11) 

  [Please reference slide 4] Coming further into the Fund’s returns, 

you can see that Crescent has achieved its goal since inception. The left 

bar chart shows the Fund’s historic equity-like rates of returns where 

Crescent has returned 10%, beating the S&P 500 despite averaging less 

than 60% in stocks and 30% or so in cash. It’s important to note that 

beating the equity market is not the goal defined. 

  Turning to the center chart, Crescent has successfully protected 

capital where the market has had significant drawdowns. In the 2007-09 

timeframe, the S&P 500 had its largest decline since Crescent’s inception. 

The Fund participated in only 50% of that decline. 

  A by-product of being a value investor that allocates to stocks of 

different market caps around the world, as well as significant exposure to 

high yield and distressed debt, is the much lower than market volatility, as 

exhibited in the bar chart to the right. 

  [Please reference slide 5] In this current market, the Fund has also 

met its objective. It is important to note that while the MSCI ACWI is most 

relevant to our portfolio since 2011, we show the full market cycle here for 

additional context since it has been relevant for the majority of the time 

since 2007. 
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  Despite slightly lagging the US market, the performance over this 

current cycle has not only met—and that’s lagging versus the S&P not 

versus the ACWI—the performance of this current cycle has not only met 

the Fund’s broad charter but has done so despite four significant 

headwinds to the Fund’s strategies—strategy, sorry. Value has been out 

of favor. International stocks have significantly underperformed US stocks. 

High yield bonds have yielded less than 9% for much of the last decade. 

And given the low level of interest rates, returns on cash have been much 

less than Crescent’s history. 

(00:05:54) 

  The Fund’s downside protection, this center chart, is the same as 

the previous slide as the largest S&P drawdown in the life of the Fund 

occurred during this market cycle. The Fund has similar volatility to the 

prior cycle on the right of the chart—the right chart. 

  [Please reference slide 6] Crescent has typically outperformed in 

down markets. One hundred percent of the time, that has been the case in 

the rolling five-year periods, and has outperformed the majority of the time 

in more average performing markets—95% of the time. 

  [Please reference slide 7] Since 2009, however, we have been 

living through the longest post-World War II bull market, now at 124 
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months and counting. We have no idea when there might be a market 

reversal, but it would most likely entail some combination of higher interest 

rates and/or a weak economy. With a Fed rate cut currently anticipated in 

an economy that’s still bumping along it might be more of the same for a 

while—or not. We really don’t have any idea. 

  [Please reference slide 8] As I mentioned, not only have the recent 

market returns been unusually robust, but our value style of investing is 

also been out of favor, decidedly. This won’t likely last forever. There 

should eventually be a market correction. 

  In those periods where value outperformed growth—the right 

column below the chart—Crescent has outperformed 90% of the time, 

adding more than 800 basis points of annualized performance. This 

compares to the much lower 265 basis points of underperformance versus 

the S&P 500 when growth is outperforming, which is the left column in the 

table below the chart. 

  This chart and the previous one that showed five-year rolling 

returns by market type show how we can make up quarters and even 

years of underperformance in relatively short order. That is usually the 

case when markets correct and we were able to put capital to work, as we 

have done for the past quarter century. 
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  [Please reference slide 9] Crescent’s mark-to-market losses of Q4 

2018—the left-hand side of this chart—have been entirely reversed year-

to-date in 2019—the far right-hand side of this chart. Crescent’s 

cumulative two-quarter return since the end of Q3 ’18 is in line with the 

broad US market and slightly better than the global market average. 

  [Please reference slide 10] Here we are more than halfway through 

the year, and growth continues to trounce value and the US stock market 

continues to beat most foreign stock markets. 

(00:08:02) 

  As can be seen in this chart, the S&P 500 Growth Index is ahead of 

the domestic and international value indices by as much as 800 basis 

points and almost 1000 basis points ahead of the Emerging Markets 

Index. 

  Crescent’s stocks have performed well in the first half. The Fund’s 

long equities have returned 21.16%, ahead of all the major indices, and 

their growth and value subsegments. 

  [Please reference slide 11] Despite the aforementioned decade-

long headwind of value underperforming growth, the Fund’s equities have 

outperformed the S&P 500 by a little bit more than 1.8% annualized since 

we started keeping track in 2007, and further bested the MSCI ACWI by a 
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bit over 5% since 2007, when international became a more substantial 

part of Crescent’s portfolio. In part because of a recent greater divergence 

of growth and value, Crescent’s stocks underperformed the broader 

benchmarks in 2017 and ’18, although that is reversed thus far in 2019. 

  Long equities held by the Fund returned 5% and 21% in the second 

quarter and six months respectively, besting the equity indices as we 

noted above. Including the small amount of other risk assets and cash the 

Fund held, the Fund generated 92% and 77% of the MSCI ACWI and S&P 

500’s returns with just 72% of its capital at risk in the quarter. Crescent 

benefited from broad-based performance in the first half, with only two of 

its investments meaningfully tracking from the year-to-date return. But 

rather than a cause for celebration, we regard such favorable breadth of 

more of a reflection of this bull market than a credit to our competence as 

portfolio managers. 

  [Please reference slide 12] There was little in the way of news that 

drove individual contributors and detractors, but I do expect that a larger 

conversation will develop around some of these companies during Q&A. 

  [Please reference slide 13] Even though the Fund has the unusual 

ability to invest broadly, we don’t always have the occasion to use all the 

tools in our belt, but we are putting a few to work. 
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(00:10:00) 

  For example, our Puerto Rican municipal bond position that we've 

discussed in the past is now a top five holding, making up a majority of our 

small credit allocation (2.9% out of the 4.3% credit allocation). We had 

previously never owned municipal bonds. As mentioned, our credit 

allocation is far below our historical average because of subpar yields, 

mediocre credit spreads, and high corporate leverage and weak bond 

covenants. We recently purchased a Japanese company for the first time 

since 2011 when the Fukushima disaster had created some market 

weakness. We also have initiated long-short positions, plural, in which we 

prefer to not go into detail as we are still building these stakes. 

  [Please reference slide 14] You should generally expect that 

Crescent’s equity exposure will move inversely to valuations, all else 

equal. We tend to buy into weakness and sell into strength. This is 

supported by recent portfolio action, as depicted in this chart of the trailing 

four quarters. 

  While equity risk exposure increased into market weakness in late 

2018, it has fallen thus far in 2019 as stock prices rebounded at a rate 

faster than justified by the fundamentals of many of the companies we 

own, thereby reducing the risk/rewards in various positions. This has led 
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to the Fund’s equity exposure decline since the end of 2018 and in the 

second quarter, at 65% down from 66.7% at year end, despite significant 

upward price moves across much of our portfolio. 

  [Please reference slide 15] International stocks have 

underperformed their US counterparts by 33% in the last couple of years, 

as reflected in this chart. This has resulted in more attractive opportunities 

overseas. 

  [Please reference slide 16] This has caused Crescent’s foreign 

exposure to increase from 20.3% in Q4 2017 to 31.5% in Q2 2019. More 

significantly, 58% of the revenues of our portfolio companies are presently 

sourced from outside the United States. 

(00:12:02) 

  [Please reference slide 17] Global risk assets generally have 

elevated valuations. I tried to summarize it all in one slide. This chart 

shows that we are at or near high valuations for the stock market as a 

percentage of GDP, the upper left; private equity, using enterprise value to 

EBITDA multiples on the lower left; high yield bonds showing the inverted 

yield to maturity on the upper right; and real estate, reflecting cap rates, 

also inverted, shown on the bottom right. 
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  [Please reference slide 18] Unusually, both risk-on and risk-off 

trades are working right now, allowing bulls and bears to win concurrently. 

Most global stock markets are trading at or near all-time highs, and gold 

and long-term US Treasury bonds have oddly also rallied. Thus, we have 

opposing sentiments existing and thriving in the same market. 

  [Please reference slide 19] Interest rates have helped drive stock 

market returns over the last few decades and now, while only marginally 

higher than 1000-year plus recorded lows, rates are again expected to 

remain low and perhaps even more for even longer. 

  Low interest rates make stocks more valuable. We use a dividend 

discount model or DDM as a simple proxy for valuing businesses, to 

illustrate that principle. In the DDM formula shown here, P is the fair price 

of a particular stock, D1 is the expected annual dividend, R is its discount 

rate, and G is its dividend growth rate. Assuming the value of the business 

is equal to the sum of cash flows received by the shareholder over time, of 

course many companies rate investor free cash flow and pay no dividend, 

we assume dividends and cash flow are interchangeable through this 

simple example. We will assume a dividend growth rate of 5% and set the 

initial dividend at $1 a share, and leave them constant to isolate the effect 

of interest rates. We will assign a discount rate based on a US 
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government bond plus an equity risk premium. In this example, we use the 

rate of a 10-year US Treasury note in 2007, which was 5%, and the same 

note in 2019 when it was 2%, and then added a 5% risk premium, keeping 

that constant as well, for a discount rate of 10% and 7% respectively. 

(00:14:10) 

  In this case, the value of a business in 2019 that looks the same as 

one in 2007 will be worth 2.5 times as much thanks to a discount rate that 

is 30% lower. In other words, low interest rates have added 7.9% of the 

return to the market since that time in 2007, all else being equal—the rate 

of return from $20 to $50 over the 12 years. 

  It’s important to note over that same timeframe, the stock market’s 

returns are also about 8%. Therefore, interest rates, I think, can be shown 

to account for the bulk of the return of the stock market over this 

timeframe, and interest rates are not something that this team has any 

great capability at predicting. 

  [Please reference slide 20] With the 10-year Treasury yield yielding 

a lowly 2% and the ravages of even modest inflation having reduced 

purchasing power, a retired person today who invests is left with three 

choices: curtail lifestyle, spend principal or take on even more risk. As 

creatures of habit, changing how we live is difficult, particularly if it means 
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consuming less. Watching your nest egg shrink is also discomfiting unless 

your corpus is unusually large or you are older so that is matters less, 

assuming you don’t plan to leave much to your heirs. So it’s not surprising 

that most people select the third option and assume more risk, perhaps 

without even realizing they have added risk to their portfolio. Eventually, 

they may even find their way to stocks that pay no dividend at all. 

  This has led to the average household to have 44% invested in 

common stocks, the second highest level in the past 18 years, as shown 

in the left graph. Notably, the highest level was the internet bubble of the 

’99-2000 timeframe when it was peaking. Larger equity ownership 

generally suggests lower future stock market returns. Household 

ownership of equities currently stands at 44%, falling into the highest 

quintile, and suggesting dismal prospective returns as reflected in the 

chart on the right. 

 (00:16:21) 

  [Please reference slide 21] Low volatility is frequently a by-product 

of investor complacency. We gravitate towards volatility though. High vol 

gave us the opportunity to put capital to work last year. Volatility has 

declined significantly since then, and it’s not just equity volatility. Interest 
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rate, commodity and currency volatility are all well below average as well, 

and for the most part, about as low as we've ever witnessed.  

 

  [Please reference slide 22] As we said, at some point things 

change. Vol will pick up, we’ll have a recession again one day and 

whenever it happens, it will end the longest US economic expansion on 

record, as shown here in this chart. 

  [Please reference slide 23] Meanwhile, we will only invest your 

capital when the risk/reward is attractive. We won’t assume unnecessary 

risk to reach for return. We won’t, for example, be buying the low-yielding 

high yield bonds in the US and overseas. We cannot even begin to make 

sense of the 14 European companies that have negative-yielding BBB 

bonds—one notch above junk—where the investor has to pay to own 

them until their respective maturities. 

  [Please reference slide 24] This skewed appreciation of risk shows 

up elsewhere. As one last example, take the 5-year Greek government 

bonds that now yield less than the equivalent maturity US government 

bonds. Some investors are surprisingly willing to take a 40-basis point 

lower yield for what is arguably a weaker Greek credit. 



FPA Crescent Fund (FPACX) Webcast – 2Q 2019 
 
 
 

 
 

-16- 
 

 

  [Please reference slide 25] With that, I’d like to move to Q&A. As a 

reminder, we hope to answer most questions but we won’t be answering 

questions that are either about companies which we are currently 

transacting or at close to a price where we intend to transact, or in 

companies that are too small to be relevant—you should expect that any 

position that is less than 1% is either on the way in or on the way out of 

the Fund—or on topics where our knowledge is too limited to be useful. 

(00:17:59) 

  We received a number of questions prior to the webcast and we will 

address those first. I’m actually going to take a breath for a second and 

turn this first question over to Ryan Leggio, who introduced the call, and 

his thoughts on our recent volatility and beta which are currently similar to 

a 100% long equity portfolio. 

Ryan: Thank you, Steven. So a few thoughts on this question related specifically 

to volatility and beta. The first thing we would say is, as Steven mentioned 

on the outset of the call, we do not manage the Fund with an eye towards 

those metrics. We manage the Fund with an eye towards the Fund’s long-

term mandate of equity-like returns with less risk. 

  The second thing I would point out before answering the question is 

if you do end up looking at these types of metrics, we would prefer you to 
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look at them over longer-term, say three, five, ten years or full market 

cycle, rather than any given quarter or certainly over a one-year period. 

  Now that being said, the question seems to imply that the volatility 

and beta of the Fund have been closer to 100% long equity over the 

shorter term, and so we ran those numbers. And so let’s look at the first 

two stats and then a third stat which I would like to bring up. 

  So specifically for the beta of the Fund, over the last three years, 

and just so everyone knows and is on the same page in terms of the 

definition, beta is a measure of a stock’s volatility in relation to the market, 

so some number less than 1 is less volatile compared to that index, and 

some number greater than 1 is more volatile. Versus the MSCI ACWI, it 

was 0.81 versus of course 1 over the last three years; and against the 

S&P 500 it was 0.76. Obviously those two numbers are not close to 1. So 

that’s beta. 

  On standard deviations front, again over the last three-year period, 

it’s close to 80-88% again depending upon which index you're looking at. 

(00:19:58) 

  [Please reference slide 28] I think another way to look at it, and this 

information is on our website, and especially if the questioner is 

questioning the last few years’ experience, is to also look at the max 
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drawdown over the last few years. And if you look on this slide on the far 

right, from September 2018 to December 2018, as Steven mentioned, the 

S&P almost had a 20% decline, and in that decline, we captured 

approximately 76% of the market’s drawdown with about 70% of our 

capital at risk. And so with that, I think we've answered the question, and 

certainly if there are other questions relating to those stats, please email 

us at crm@fpa.com and we want to make sure we’re working with the 

same information. 

Steven: Another question. Is your short allocation high, mid or low based on 

historical data? 

  Our short allocation has been as low as zero and as high as 11% or 

so. We don’t currently expect the future range to be different. Today it’s 

about 6% or middle of the range. The majority of these shorts are 

specifically tied to longs; it’s hedges or part of paired trades. Crescent has 

always been primarily an unleveraged long fund that engages in some 

occasional shorting. That would be the case for the future. 

  There is a question on comments on bank exposure, bank 

earnings, leverage and bank valuations please. And as long as you're 

answering that question, Brian, Brian Selmo, I’ll also maybe loop in a 
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question that’s come over the transom about European banks as well and 

might there be any opportunities given where rates are. 

Brian: Yes. I’ll share just some general thoughts and if the questioner is on, you 

can redirect here. But in terms of just comments, the exposure to 

financials has moved around. I think we've talked about in the past year 

that if you look at it on an aggregate basis, it probably looks somewhat 

similar, probably down over the last six or seven months. But underneath 

that, there's been some new names added—Royal Bank of Scotland and 

Signature Bank in New York, and then big increases in Ally and AIG, and 

we've also added, if you go back to last year, Wells Fargo. 

(00:22:12) 

  There has been some declines in other names—Bank of America, 

Citigroup, some things on valuation. We’d also encourage you to think 

about the financials exposure excluding things like GBL and Aon, which 

are sometimes included in but we think have different fundamentals 

behind them. 

  In terms of earnings, leverage and valuations, I would observe that 

as a group, the banks that we own tend to trade at around 10 times 

earnings and have anywhere from 3% to 4.5% dividend yields. The big 

pressure points on the earnings prospectively will be credit quality and 
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rates. Most of, again, the banks we own are not particularly sensitive to 

short rates, so the contemplated Fed cutting should not have a material 

impact on their earnings as a standalone, discrete item. 

  And I’m trying to find that other question you mentioned. 

Steven: It’s number four. 

Brian: Oh. European banks. Yes, I mentioned we have RBS now, which is the 

first European—I mean it’s British so maybe it’s European or not, we’ll 

see—European-lite at least bank that we have. The observation that I 

have had over the last number of years is that while European banks 

certainly have traded at low prices to book, I think we have not been 

comfortable in the quality of the book, the leverage ratios and the sort of 

economic environment. So to date, we have not made any significant 

investments in European banks, but that could change. 

(00:24:18) 

There’s a question of how are you viewing the optimum cash levels 

for the Fund at this time? 

  We don’t leave our investors with the idea that we—or I hope we 

don’t leave our investors with the idea that we target an ideal cash level. 

For us, cash has purely been a by-product of our investment process, and 

it therefore fluctuates. If we find investments that offer attractive 
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risk/rewards, risk assets will increase and cash flow decline. On the other 

hand, if cash is high, one can surmise that we aren’t finding attractive 

opportunities. 

  The most optimal level would be less than 10% as that would 

suggest we see great opportunity and the hoped-for high expected future 

return. That said, it’s generally not fun to watch what's happened to the 

invested part of your portfolio as cash drops from 30% to 10%. 

  What other investment classes look good? 

  We have, as I said, great flexibility to invest in a variety of asset 

classes. One illiquid asset class we find attractive is the universe of private 

loans. We've invested hundreds of millions of dollars in the last decade in 

this asset class and have achieved mid-teens rates of returns1. However, 

given that Crescent is an open-ended fund, we cannot have large stakes 

in these illiquid assets so these positions don’t move the needle by much 

even though we continue to find the asset class generally attractive, 

particularly the well-underwritten loans with good, strong covenants. 

  We do manage, we do comanage I should say, Source Capital with 

our fixed income team here at First Pacific Advisors. Since Source is a 

                                                 
1 Past performance is not indicative of future results and there is no assurance that the Fund’s investment objective will be 
achieved or that the strategies employed will be successful. As with any investment, there is always the potential for gain, as well as 
the possibility of loss.   
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closed-end fund, it doesn’t have the same need and requirement for daily 

liquidity, therefore we expect that private loans would be a larger part of 

Source’s future. 

  Do you have any comments on the REIT market or property stocks 

in general? 

(00:25:55) 

  I only have a general comment about REITs. REITs, along with 

other investments that offer higher-than-average yields like high yield 

bonds, MLPs, etc. have been clear beneficiaries of the decline in interest 

rates. Their values have generally been lifted to levels that currently offer 

unattractive risk/rewards. 

  Please speak to any structural changes you are seeing in the 

markets and that are requiring you to modify your traditional approach. 

  Yes, I don’t know if it requires modification but it requires action and 

sort of speed in reaction. So I think the big change in the markets, broadly 

defined, is the increased concentration of investments in passive 

strategies. And so when you look at companies and you consider the 

shareholder registry, you'll often see upwards of 30% or 40% of the shares 

held by passive funds of one type or another. 
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  I think this leads to a couple of things. I think, one, it leads to some 

corporate governance challenges because it further removes the principal 

or the capital provider from the management of the firm. And I think the 

second opportunity/challenge it creates is that there tends to be or it has 

felt for the last number of years as if industries or sectors, or the market in 

general if you go back to last fall, kind of trades in a monolithic form 

without a ton of differentiation between firms. And that may present 

opportunities in the future, so while there may be fewer idiosyncratic 

opportunities, there may be more, I’ll call it, general market dislocation 

opportunities even if those dislocations are short-lived as they were last 

fall and winter. 

Steven: Thanks, Brian. Could stocks be dead for the next decade given present 

levels? 

(00:28:00) 

  Sure. It’s possible. But it’s also possible that won’t be the case. It’s 

really a function of what will happen to interest rates and the economy 

prospectively, and this team really doesn’t have any idea what will happen. 

  Level of cash versus bonds? 

  As I mentioned earlier, cash is a residual of our investment 

process. From the nature of this question, it seems to, I think there might 
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be an understanding that we use bonds as cash. For the most part, our 

bond investments are not cash substitutes. They are specifically targeted 

for their equity-like return characteristics, to accomplish our equity-like 

return goals. These bonds generally have more credit risk than interest 

rate risk, and offer expected returns in excess of 10%, something largely 

absent from the market today and therefore another tool that’s getting 

rusty while it sits in our belt. 

  That’s actually interesting because that can tie into a question that 

was asked on the page, that came across. Why does Morningstar rate the 

Fund as high-risk and what do you think of that? 

  Well, first, that’s looking at risk on a three-year basis not ten-year, 

and it’s looking at risk relative to the category. So let’s talk about that. Let’s 

unpack that a little bit. 

  Crescent has tended to move around categories as a function of 

how the portfolio is currently or has been recently postured, say in the 

trailing few years. If we end up with a lot more international stocks in the 

future, we’ll end up in a different category. If we end up being a lot more 

invested in stocks, period, in the future we’ll be in a different category and 

if we’re less invested in stocks, we’ll be in a different category potentially. 
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  So the category we’re in right now is just by virtue of the fact that 

we don’t choose the category, that it’s what's happened most recently that 

makes us look like something else. So if we’ve got feathers and webbed 

feet and we’re swimming in a lake then we’re classified as ducks. So we 

look like these ducks in this moderate allocation category today. 

(00:29:55) 

  Now, in that category, most of the funds offer the more traditional 

60/40 blend, which is not something that we do, and then of that 60 being 

equities, more of it being in the US, so the US has been a tailwind for us, 

more of being growth. Value—I’m sorry, more of it being US for that, for 

the category and we have a big chunk of international, which is a 

headwind for us by comparison. More of it being growth in the category 

and us being value, which is a headwind for us when compared to the 

category. And then the 40% that’s in fixed income is largely more of a 

Barclays Agg kind of fixed income portfolio that’s trading more, investing 

more with interest rate risk in mind, and Barclays Agg is a duration of 

someplace I think slightly over 6 years. 

  So what's happened to rates the last few—the rates are lower, 

particularly this year, and that provides an additional headwind. So we 

would urge people to focus not just on our category but what we do and 
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we accomplish in our goals over time, and even versus this category as I 

pointed out just a few moments ago, we certainly are not viewed as high-

risk over the previous ten years. 

  And when they talk about risk, they're talking about standard 

deviation, which is just a measure of volatility, and that’s a measure of 

volatility relative to a category but again, focus on our equity-like rates of 

return. Our volatility, which is only a by-product of our investment process, 

is lower than the equity markets as a whole. 

  How have you changed—how have your opinions changed to 

China tech and what are your thoughts on Baidu? I’m turning is to Mark 

Landecker.  

Mark:  Sure. So the underlying Chinese exposure in the portfolio are 

largely directly coming from Altaba, which has an underlying interest in 

Alibaba, Naspers where there is an underlying interest in Tencent, Baidu 

which is an interest in and of itself, and then Nexon, which is a Korean-

founded, Japanese-listed gaming company but derives over half of its 

revenue from China. 

(00:32:00) 

  Largely speaking, our opinion of China tech have not changed. As 

to our thoughts on Baidu, we've been disappointed with the company’s 
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performance over the past call it six months. Revenue has been lower 

than we would have expected. The company has been a share donor 

rather than a share taker in a very competitive industry. And this has been 

compounded by the fact that the management team has been redeploying 

resources into areas of the company that do not currently generate 

revenue, and some of them may not in the near future. 

  If we look longer term, management has historically acted quite 

rationally in terms of redeploying resources after some period of time, 

such as in the O2O business where, if you want to call it, a few years ago 

they were spending money and we had suggested at the time they would 

either eventually see a path to profitability or exit the business. They 

ultimately turned out exiting. Previously they also turned exposure to the 

travel industry into a stake in Ctrip, and they were also derided in the past 

for investing in a money-losing long-term, or long-video format which is not 

iQiyi and has a multibillion-dollar valuation. 

  So we don’t think it’s fair to tarnish management with a broad brush 

as being shareholder-destroyers, but in the exact moment and as we 

speak, it looks like the business is facing some challenges. 

  That said, if you turn to the valuation and you think about the core 

search business, and it can just hold its revenue at the level similar to 
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2018, which we think is reasonable as the company continues to the 

leader in search in China, and we think search will continue to play a 

relevant role in the foreseeable future, if the business search in and of 

itself can simply generate a margin somewhere between 10%, let’s say, 

and 20% as a profit margin on a pretax basis after the investments the 

company is making in initiatives such as AI, autonomous driving, and 

Cloud, the business search alone, backing out stakes in Ctrip, iQiyi, 

Netcash, would be trading for somewhere between 6.5 and 13 times after-

tax earnings. 

(00:34:06) 

  Now if the business can get back to being a 30% margin business, 

which it actually was last year, and that’s after expensing initiatives in 

autonomous vehicles, artificial intelligence, cloud computing, etc., at a 

30% margin we’d be buying search at roughly 4 times after-tax earnings. 

So we think there's going to need some time to see how things play out 

but hopefully if we roll forward a year from now, we’ll have some line of 

sight as to where search margins are going to settle. 

  And as a frame of reference, to margins at other businesses across 

the world, including some of which we own in the portfolio such as 
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Alphabet and Neighbor, generally are well above 20% and closer to 30% 

plus. So fingers crossed. 

Brian: Okay, thanks, Mark. Questions have come in on PG&E. One is do we 

expect it to be broken up and two is what do we mean by a hedge. 

  We don’t expect it to be broken up but certainly that’s possible. I 

don’t know that it would much change the value of the assets if they were 

to be deconsolidated and various pieces were to be either sold or trade 

separately. 

  Secondly, question two, the hedge. Yes, we are short a utility index 

is the hedge. 

Ryan: We have been since— 

Brian: You’re right, we had since initiation of the position. 

 I think there’s just a confusion question on what does the 2-4% invested in 

closed-end fund mean? 

 That’s the position in Altaba that Mark spoke about earlier, which has the 

underlying holding in Alibaba, and Alibaba is the only underlying holding in 

that position. 

(00:36:02) 

Steven: [Please reference slide 39 in Appendix] There's a question on—there's a 

slide in the, there's an old slide we've used before, there was an appendix 
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that actually was posted briefly that shows the skew, which is the valuation 

spread, which shows the cheapest quintile of—and I can actually put it up, 

I can actually put it up. Can you find that, it’s page 39? Report upper right. 

  So this skew slide that the question is addressing, asks the 

question that despite the [chart] put under slide 35—which merely 

preceded this—which show higher levels of valuation and risk in the 

marketplace with respect to corporate leverage and other things, does this 

mean you're finding some opportunities among cheap stocks, or are they 

cheap and do not constitute the fundamentals and quality you seek to 

purchase? 

  [Please reference slide 39] As you can see, and this will kind of 

address another question as part of this, we have found more 

opportunities outside the United States. We have found more higher-

quality, good businesses to invest in outside the United States. Even this 

chart shows that the US, along with the companies in the US that qualify 

as cheap, it just shows lower multiples or businesses that, as you point 

out, are lower-quality. There's been more disruption we've seen across 

businesses around the globe than we've ever seen at any point in time in 

history over the recent 5-10 years. 



FPA Crescent Fund (FPACX) Webcast – 2Q 2019 
 
 
 

 
 

-31- 
 

 

  So you can trust that your managers—Brian, Mark and myself—are 

going to continue to try and strike the best balance of valuation and quality 

to ensure that we can, to the best of our ability, avoid permanent 

impairments of capital. Brian, Mark, do you want to add to that at all? 

Brian: No. There's a question on nine bond positions and the average duration of 

8.6, yield-to-worst of 6.7, is this Puerto Rico and assuming so, do you plan 

to hold them, and what will happen with the restructuring? 

(00:38:01) 

 So first, yes, it is Puerto Rico. It’s a couple of different themes or issues in 

Puerto Rico. The largest two here are the sewer and water bonds, and the 

newly issued COFINA bonds. Without—yes, without addressing what we 

plan on doing, we are, the COFINA position was put on late last year/early 

this year, and we also put a hedge on interest rates at that time. So I hope 

that helps you in terms of how we’re thinking about those. 

Steven: There’s a question about what the Fed may or may not do with respect to 

rates, and we just don’t have a view. The Fed Governors are going to 

succeed or fail with or without our support or interference. 

Brian: This one? 

Steven: Cash, cash invested. Cash is invested as a combination of commercial 

paper and short treasuries. 
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  There's a question about have we ever been significantly net short, 

given reversion to mean, growth versus value, US versus international, or 

market to GDP, or is that simply a tricky game given waiting time and 

concerns? 

  I think you answered your own question there. It’s a tricky game for 

a host of different concerns, including what you mentioned, suggested, 

and as well as just the tax inefficiency of shorting as well as the negative 

asymmetry. 

Brian: There's a question on fund flows in ’18 and ’19. 

(00:39:54) 

Steven: Yes. We have had some outflows and there's been—it’s of no great 

surprise to us, given that we are value investors, and there's been a big 

trend out of both active management into passive, as well as a big trend 

into growth, period. We do think that—and we actually are big supporters 

of passive investing. We think it’s an appropriate tool in many portfolios. 

However, we see it being used poorly by many practitioners. If you're a 

passive fund and you are investing in an illiquid security, which would 

include small cap stocks, indices and ETFs as well as—high yield ETFs as 

well as certain sector ETFs, when the money does go out, there's going to 

be indiscriminate selling, just like we've actually seen indiscriminate 
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buying on the way in. Many companies that we monitor have 35-40% plus 

held by passive funds, and we've seen many of these companies reach 

valuations that, well, at least to us are—don’t make a whole lot of sense. 

  So it will be interesting to see what actually happens, but I believe 

we’re going to have terrific opportunity coming out of a correction as it 

relates to less liquid securities as a result of that. 

  So like you, we are contrarians and we do hope that fund flows 

mean future opportunity for us. 

Brian: Next question. Would you only put cash to work if equity or credit 

valuations came way down? This is a good question and it’s one that 

we've gotten a number of times over the years, and I think that one of the 

things you can see last year in particular is that the answer to this is both 

no and yes. And so what do I mean by that? 

  If you go over the activity last year, there was a big shift in the 

portfolio where we sold a lot of names, bought a lot of new names, added 

a little bit of exposure, really without the market broadly doing a whole 

bunch, and this is the activity I would say we did through September of 

last year. And then you'd also see us somewhat materially increase the 

exposure in the fourth quarter, which was in a market where prices were 

coming down. 
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(00:42:17) 

  So I would say that we would do both. Certainly if individual names 

made sense, independent of what was going on in the broader market, we 

would be buying them, possibly/probably increasing exposure. 

Conversely, if the market overall, particularly the credit market, were to 

cheapen significantly, I would expect we would be buying in that 

environment also. 

Steven: Okay, we've answered all the questions. If there's any follow-up questions 

or we didn’t address a question to your satisfaction, we’d appreciate you 

following up with Ryan Leggio. I’ll have Ryan, as he signs off, to repeat his 

email address if there's any questions that either we didn’t answer, as I 

said, as well, or if we've just, that we've missed somehow inadvertently. 

So we appreciate your time very much in this call. Let me turn it back to 

Ryan Leggio. 

Ryan: Thanks, Steven, Mark and Brian. Yes, that website and email address is 

fpa.com, and the email address is crm@fpa.com and we will make sure 

we get that question answered as quickly as possible. Thank you, 

everyone, for listening to FPA Crescent’s Second Quarter 2019 Webcast, 

and we would now like to turn back the call over to the system moderator 

for closing comments and regulatory disclosures. Thanks. 
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(00:43:53) 

Moderator: [Please reference slides 41-45] 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 

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. 
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  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.  

  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, 

changes and expenses carefully before you invest. The prospectus 

details the Fund’s objectives and policies, charges and other matters 

of interest to the prospective investor. Please read the 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. 

  FPA Funds are offered by UMB Distribution Services, LLC. 

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

day. 
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(00:46:35) 

[END FILE] 


