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

welcome you to the second quarter 2015 webcast for the FPA 

International Value Strategy including the FPA International Value Fund. 

My name is Mark Hancock, and I’m Director of Client Service and 

Business Development here at FPA. 

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

made available on our website, fpafunds.com over the coming few days, 

and in just a moment you will hear from Pierre Py, the Portfolio Manager 

of the Strategy, as well as Jason Dempsey and Victor Liu, Analysts and 

Senior Vice Presidents here at FPA.  

  Initially, we would like highlight the key Fund attributes for those 

who may be listening in for the first time. I will quickly mention a few of 

these. First the Strategy is run with an absolute value philosophy. The 

team’s starting position is cash, and they seek genuine bargains in the 

equity markets rather than relatively attractive ones. Second, the Fund has 

a broad, benchmark-agnostic mandate. The team can invest in both 

developed and emerging markets, and can own stocks across market 

caps and sectors. And finally, the Fund is relatively concentrated, as the 

team focuses only on high-quality companies that trade at a significant 

discount to the team’s estimate of intrinsic value. 
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  For more detailed information regarding the Strategy, we 

encourage you to read the Strategy’s policy statement available on the 

website, fpafunds.com. 

  At this time, it is now my pleasure to turn it over to Pierre. 

Pierre: Thank you very much, Mark, for this introduction, and thank you all for 

taking the time to be on the call today. As always we’ll start with 

performance. During the second quarter of 2015, the Fund returned a 

positive 2.9% in U.S. currency compared to 0.5% for the MSCI All Country 

World Index, and that’s ex U.S. and on a net basis. Since the beginning of 

the year, the Fund gained 6.7% also in U.S. currency versus a gain of 4% 

for the Index. Most importantly, since inception on December 1st, 2011, 

(2:00) the Fund has appreciated by an annualized 10.6% versus 8.3% for 

the Index. 

  One thing to highlight here is, as many of you may know, we 

employ an absolute strategy whereby we have flexibility to hold cash if we 

cannot find opportunities which meet all of both our qualitative and our 

quantitative criteria. And because of this, we think it’s important to put 

whatever returns the Fund may generate in the context of our cash 

holding as well. As the market value of some of our individual holdings has 

increased in the past few months, the Fund’s cash exposure also 
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increased and stood at 38% at the end of the second quarter. That’s up 

from about 30% as at the end of the first quarter of this year. 

  To put things in the context of the story of the Fund, this is our 

second highest level of cash on a quarterly basis—only a couple of 

percentage points below where we stood at the end of the second quarter 

of 2014. And since inception the Fund’s cash exposure has fluctuated 

along with the opportunity set from the low teens in the first quarter of 

2012 to an excess of 40% towards the end of the second quarter of 2014, 

as I just mentioned. And it has averaged in excess of 35%. 

  Now in terms of takeaways, we would highlight a couple of things. 

The first thing is that, despite continued high and increasing exposure to 

cash, the Fund continues to perform ahead of the Index this quarter since 

the beginning of the year. And this is once again a function of the 

reinvestment opportunities that we advantage of later last year. 

Specifically some of the more recent additions mentioned in our first 

quarter website [sic] as continuing to have negative momentum were 

almost all amongst our top performers in the second quarter. That 

includes TNT, our best performer this quarter, which was up 34%; ALS, 

our third best performer, which was up 22; and Fenner, which was up 

9%—all in U.S. currency. LSL and Countrywide, also recently built 
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positions, were up 22% and 17% respectively. And lastly Hypermarcas, 

(4:00) our Brazilian position, which we initiated back in July 2014, was up 

17% in U.S. currency this quarter. 

  So this means that this quarter again half of the Fund’s top ten 

biggest return contributors were position built during this last reinvestment 

opportunity in the later part of 2014. And together these holdings 

accounted for over 70% of the total equity holding positive contribution to 

the Fund’s return in the last three months. 

  Now the second thing to highlight in light of these individual stock 

performances is the importance of our focus on best ideas, which 

ultimately dropped the Fund’s overall return this quarter. Bar 

Hypermarcas, all of these companies mentioned previously—specifically 

Fenner, LSL, TNT, ALS, and Countrywide—were amongst our largest 

holdings, with Fenner, LSL, TNT, ALS our top four holdings, and always 

weightings of 3% and above. And together these five holdings accounted 

for more than 20% of the Fund’s asset. 

  Now for some perspective on this quarterly performance review, 

first it’s important to remember that cash is not a strategic allocation for us, 

and we don’t think that it ultimately dictate performance either. We do not 

have the ability to assess what amount of cash we should have at any 
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given point in time in the Fund. Rather cash is a residual output of our 

investment process in that, if we cannot find investment opportunities that 

meet our criteria—both qualitative, so in terms of the quality of the 

business, quality of management, quality of balance sheet; and 

quantitative, so in terms of discount to intrinsic value—then we will not 

invest. 

  As we explained in the past, one should not construe that cash 

exposure is an attempt to hedge any downside risk let alone market price 

volatility. That we do through our research process, our valuation work, 

and our value discipline. There could be times, as it happened last year as 

a matter of fact, where the Fund experiences significant downside volatility 

and may also underperform in the short-term relative to the Index despite 

elevated cash levels. In fact this is typically a function of a value approach, 

(6:02) which is often contrarian in nature, whereby we find ourselves 

stepping in front of a negative trend as the market excessively punishes a 

stock in light of a cyclical or short-term rather than structural issue 

affecting the business. We are comfortable with that, as we do not confuse 

volatility for the permanent destruction of capital. 

  On the flip side of that, holding cash does not necessarily preclude 

us from performing better than the market over the long run, as we have 
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since the inception of the Strategy and despite holding an average of 35% 

in cash. However it does require that we look for ideas that are true 

bargains offering discounts to intrinsic value in excess of 30%, and we 

concentrate on our best ideas, as we have since inception of the Strategy, 

in part thanks to having re-filed the Fund earlier in its life as a non-

diversified vehicle, and that we do not fear taking advantage of 

opportunities though they may be uncomfortable at first and often 

unpopular or misunderstood. 

  With that, we should again remind shareholders that we do not 

consider a few months are particularly relevant, and always I encouraged 

investors to look at returns over long period of time—a multiyear period, 

preferably a full cycle—and to think about the amount of risk taken in order 

to deliver that return. 

  The last perspective we’d offer—and I’ll expand on recent market 

development on that note in a minute—is that the current market 

environment evidently remains extremely challenging from a value 

investment perspective not only because of the dearth of opportunities out 

there, but also because of the continued pressure from the overall industry 

to dance along to the tune of the current rally. We fully expect our belief in 
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our investment discipline to continue to be challenged, and we fully expect 

not to change it. 

  Vis à vis the recent market development, as we mentioned in our 

quarterly comment, despite some sensational headlines, not much has 

ultimately happened in international markets in the past three months. 

Last quarter we highlighted the extreme price areas of capital markets had 

once again reached. (8:02) We commented on the increasing irrational 

behaviors of many participants, as well as various signs of market 

excesses, and warned against possible volatility in the future. 

  Specifically we talked about Europe, and we talked about China. 

Neither China nor Europe disappointed in the following months in that 

respect. Throughout the quarter, Europe experienced material volatility, 

and the stock Europe index ended up in negative territory for the period. 

These movements were seemingly driven by a revival of the old Green 

drama whereby in a somewhat farcical turn of events the Euro Group 

agreed one more time to push the issue out further under the pretense of 

unrealistic reforms but only after the country overwhelmingly rejected 

milder budget cuts in a referendum. The possibility of an agreement then 

caused European markets to bounce back and return to their March end 

levels. 
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  Volatility was even more dramatic in the Chinese market. The 

Shanghai Composite Index came down by more than 30% from its peak in 

mid-June. This is supposably [sic] a reaction to weakening economic 

growth and disappointing individual business performance. As we pointed 

out last quarter, we would also note the recent government’s efforts to 

bring uneducated retain investors into the market en masse while at the 

same time facilitating some shorting activity. 

  Interestingly enough on that note, the sharp fall in Chinese equity 

prices was then followed by the decision to halt trading of up to more than 

50% of all listed companies on China’s two main exchanges. Major 

shareholders, corporate, and directors were also banned from selling their 

stakes in listed companies for six months. Now this kind of mass scale, 

systemic market manipulation evidently reinforces our beliefs that returns 

should be measured over the long run and based on the value that 

businesses create over time rather than the short-term performance of 

their stocks, (10:04) let alone relative to an Index that can be directly 

supported by government intervention. 

  With all that being said, there wasn’t ultimately much of a change in 

Chinese equity—at least from our type of long-term perspective. As we 

mentioned last quarter, Chinese equities were approaching a seven-year 
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high prior to their correction, and the Shanghai Composite Index is still up 

around 30% year-to-date. So it makes no difference really relative to 

where we were three months ago from a valuation standpoint what’s 

happened in that market. Overall little has effectively change in the past 

three months. 

  Beyond China and Europe, most markets continue to hum along 

with the Nikkei topping 20,000 for the first time in 15 years. Artificially 

cheap capital printed by governments around the world continues to fuel 

irrational behaviors, absurd prices, and to support unproductive if not 

value-destructive investments. 

  The environment remains most challenging overall from a value 

perspective. As we continue to travel and meet companies, we find that 

both earning expectations, even in situations with high execution risks and 

multiples, are excessively high. More concerning to us, we find that some 

of even the more disciplined managers are starting to give in and 

venturing into both economically and strategically absurd M&A. The 

increasingly insolvable problem of not only how to get a fair return for 

putting capital at risk but also where to even park the capital is starting to 

get to them. As more disciplined investors increasingly refrain from 

engaging into a return-less market and economy, more unscrupulous 
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and/or less qualified participants are stepping in willing to borrow 

excessively at no cost in order to allocate capital into speculative 

investments. Even unwilling agents are being pulled into trading securities 

at levels they know to be salacious, as quantitative easing actions are 

causing market liquidity to tighten. Doing anything however absurd is not 

better doing nothing (12:03) so that few tied to this action imperative can 

avoid getting pulled in. We can’t envision a free market capital-based 

economy in which this produces positive results and is sustainable over 

the long run. Consequently as we are confronted with this dilemma, we 

will choose to remain true to our discipline and wait for better times to 

invest. 

  In that context, looking at where the Strategy stands today now, we 

find that the portfolio metrics at the end of the quarter are little changed 

since last quarter and still generally positive, although we do not consider 

them to be the most effective way to look at the Fund and would 

encourage shareholders to continue focusing on the weighted discount to 

intrinsic value of our holdings along with, to a lesser degree given what I 

mentioned earlier, our cash exposure. 

  First in terms of valuation, even though we do not think price-to-

earning ratios are a very meaningful metric, we note that the portfolio 
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traded at a price-to-earning ratio of 14.9 at the end of the period, which 

compares to 15.4 for the Index. While we are somewhat frustrated with 

this multiple candidly as value investors, we note, as we did in the past, 

that the Index includes businesses that typically trade at lower multiples 

and to which we continue to have little exposure such as financials. On an 

equal footing, we think our companies are higher on an absolute basis, 

more meaningfully cheaper than the market, and thus that our current 

portfolio of holdings is still attractively valued. 

  Specifically and to use a metric that better reflect how we think 

about the portfolio, we estimate that our holdings trade at a weighted 

average discount to intrinsic value still about 30%—effectively unchanged 

from last quarter. Most importantly we think our businesses generally have 

greater staying power, stronger earning generation power per dollar 

invested, and superior management teams relative to the market. While 

our portfolio holdings currently generate a weighted average return on 

equity roughly in line with the Index of about 14%, this is a function of the 

fact that more of the few opportunities we still find (14:02) are in 

businesses that are either going through a downturn in activity or 

significant restructuring initiatives, both of which typically put temporary 

pressure on earnings. In addition, our businesses are able to generate 
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these returns without much financial leverage and thus without taking on 

the associated risks. The portfolio’s weighted average debt-to-equity ratio 

stood at close to 0.5 time this quarter, marginally up from 0.4 time last 

quarter versus 0.6 time for the Index. 

  As I mentioned, we’re not strong supporters of these select portfolio 

metrics, but they do continue nonetheless to illustrated our focus on high-

quality, well run, financially robust companies that we buy and own with a 

high margin of safety. 

  To address our key performers this quarter now, I will first pass it 

over to Jason to talk about Prada, and then I’ll pick up with TNT. Jason? 

Jason: Thanks Pierre. Our worst performing holding in period was Prada, which 

was down 19%. Based in Italy with a stock listed primarily in Hong Kong, 

Prada is one of the leading global luxury brands. They specialize in leather 

goods, notably handbags, but are also present in footwear and clothing. 

The first sells the majority of its products through a network of directly 

owned and operated retail stores. 

  As of April this year, the number was over 600, with just over 200 in 

the Asia-Pacific region, 70 in Japan, 100 in North America, and more than 

200 in Europe including 52 in Italy. With gross margins in excess of 70%, 
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the business earns a high operating margin as well as an attractive return 

on invested capital. 

  After many years of strong demand from Asian markets and a 

sustained new store opening program, Prada doubled revenues over the 

last five years. During this time they reduced the lower-margin sales to 

wholesale channels (16:03) and in so doing improved their control over 

their brand’s presentation and selection. 

  The company is now in a period where it is managing through a 

sharp but cyclical decline in demand in the Chinese, Hong Kong, and 

Macao regions. They are taking advantage of the period to build out a 

superior logistics and procurement infrastructure and to boost productivity 

in existing stores. As fewer new stores are opened, capital spending will 

come down, boosting free cash flow conversion. The company has had a 

net cash position and is in a solid position to weather the storm and come 

out stronger. 

  Gross margins have held out despite some headwinds in product 

mix. Senior management, who hold a majority of the shares, are long-

term-oriented and have an excellent track record in both building brand 

equity and growing the company profitably. With an investment horizon 
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that looks beyond the current short-term downturn, we are taking 

advantage of the stock price weakness by adding to our position. Pierre? 

Pierre: Thank you, Jason. And I’m looking at the screen and seeing some 

questions coming through, and hopefully that helps answer the question 

on where we stand on Prada. 

  Our best performing holding in the quarter was TNT, which was up 

34% in U.S. currency. The position was added to the portfolio in the 

second quarter of last year. Based in the Netherlands, TNT is a spinoff 

from Dutch national postal service provider PostNL. The company’s 

primary focus is the transportation of goods across Europe with a pre-

agreed day and/or time. It arguably operates one of the best European 

road networks and counts among the few players with a network in the 

region, which caused an attempt to take over by UPS to be blocked 

actually by the European Commission back in 2012. 

  Given its structure and end market exposure, TNT had suffered 

from pool governance and thus offered significant opportunities for 

improvement. It had also experienced challenging market conditions given 

the weak European economic backdrop. (18:03) As a result, the stock had 

been trading at statistically attractive valuations for some time, but we 

became interested only when PostNL reduced its participation to less than 
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15% and the whole management team changed. We believe the 

company’s issues were cyclical rather than structural and expected the 

new management to deliver material operating efficiency gains, while the 

solid balance sheet would allow the business to withstand difficult 

conditions in the short term. 

  The unwinding of the discount to intrinsic values happened much 

faster than we anticipated however as FedEx agreed to an all-cash offer 

for the company back in April. The transaction is currently anticipated to 

close in early 2016. 

  Once again this quarter we didn’t have much to report in terms of 

portfolio activity unfortunately. With that, the overall profile of the portfolio 

remained largely unchanged this quarter. As mentioned earlier, consistent 

with our investment philosophy, cash has continued to increase again. As 

of June 30, 2015, the Fund was 62% invested versus a little less than 70% 

at the end of the quarter. The Fund has also remained relatively 

concentrated, with less than 30 holdings and the top 10 accounting for 

more than 40% of the Fund’s asset. While the weighted average market 

capitalization is around 15 billion, the median is only a little under 6 billion, 

and close to 50% of our exposure is now to companies with market 

capitalizations of less than 3 billion. This is only a reflection of where we 
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find compelling value opportunities since our approach is agnostic to size 

as it is to sector and to geography. We look at anything anywhere with a 

free float north of $100 million, which is typically a market capitalization in 

excess of $300 million. 

  Current holdings ran from around $500 million in market 

capitalization to in excess of 100 billion. The main geographic features of 

the portfolio are also broadly similar to what they were at March 31st. 

(20:03) While we technically do have investment in companies which are 

based in emerging markets—specifically in Asia and Latin America—our 

holdings are primarily European-based. Beyond that, we will have no 

exposure to companies based in Japan where we find that management 

teams typically lack the financial discipline we look for and where we think 

valuations remain generally unattractive. 

  Lastly we do have some exposure outside of Europe in emerging 

market, with about 12% of the portfolio invested in companies located in 

the Pacific Basin. With that being said, we find that where companies are 

domiciled is of limited relevance. Many of our holdings are sizable enough 

to operate globally, which mean they often generate a significant portion of 

their free cash flows outside their home countries. And in fact close to 

60% of the portfolio’s free cash flow are generated outside of Europe. 
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What matters to us is where business value is created long with the risk 

associated with this value creation more so than domicile. 

  From a sector standpoint, we still have no exposure to banks. We 

find that these businesses often don’t lend themself [sic] well to research 

and appraisal and tend to generate low returns despite high levels of 

financial leverage. Furthermore we’ve argued that their business model 

may be structurally impaired by continued increase in regulatory pressure. 

  Exposure to industrials remains meaningful and in fact further 

increased this quarter due to our investments in activities related to mining 

and to oil and gas to a lesser degree. Beyond that, the Fund is typically 

invested in businesses that are cash-generative and not very capital-

intensive. That includes some robust industrial, which also contributed to 

the high industrial exposure, consumer good companies, and service-type 

businesses. 

  Our exposure to technology is broadly unchanged and simply 

reflects the strong fundamentals of the underlying businesses rather than 

any particular call on technological developments or market cycles. In 

general in fact, we find that technology-driven companies are difficult to 

value, as we typically struggle to assess the long-term sustainability of 

their business model. 
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  (22:03) With that, I will pass it over to Victor now for our quarterly 

case study on Michael Page. Victor? 

Victor: Michael Page is a recruiting agency based in the United Kingdom and a 

leading provider of these services worldwide. Seventy-eight percent of 

their business involves placing people for permanent positions and 22% is 

for temporary positions. The company is present around the world. Thirty-

eight percent of gross profit comes from the Europe, Middle East, Africa 

region; 27% from the United Kingdom; 21% from Asia-Pacific; and 14% 

from the Americas. The company has a strong and differentiated culture in 

the staffing industry. The company has grown its business organically over 

time and believes in promoting internal talent. New geographies are grown 

organically and not through acquisitions. Incentives for its recruiters are 

set up to encourage collaboration in an industry that often lacks rewards 

for sharing information. The company has returned excess cash through 

meaningful share repurchases and dividends over time. And although the 

business is cyclical, the company has attractive opportunities to grow in a 

number of markets, including China, Southeast Asia, Germany, Latin 

America, and the United States. 

  One of attractive aspects of the staffing industry is the capital-light 

nature of the business. Capital expenditures are low as a percent of 
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sales—1 or 2%—because this is a people business, and cash conversion 

is high. Despite these attractive characteristics, Michael Page is still 

managed with a conservative balance sheet running with net cash. 

  One of the reasons why we were able to invest in a high-quality 

business like Michael Page is because of the cyclical nature of the 

recruiting industry. When demand for recruiting is strong, Michael Page’s 

employee productivity and the fees it receives from the clients go up. This 

drives both absolute profit levels and operating profit margins significantly 

higher. However when demand is weak, the opposite occurs, and the 

operating profit can drop significantly. This volatility in business results 

often is amplified in Michael Page’s share price (24:03) and can provide 

attractive opportunities to invest in the business. 

  Michael Page’s current operating profits are still below the levels 

reached in 2007 and 2008, and currently Michael Page is trading at a free 

cash flow yield of 5%. The Fund remains invested in Page as long as the 

stock continues to trade at an appropriate discount to fair value. 

Pierre: Thank you very much, Victor. And to conclude, we’d like to reiterate, as 

we do each quarter, the key tenets of our investment philosophy. We are 

absolute, not relative, long-term value investors with a strong bias towards 

quality. We look for well run, financially strong, high-quality businesses 
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with stocks we can purchase at a significant discount to our estimate of 

their intrinsic values. We only invest when presented with such 

opportunities, and we hold cash in their absence. 

  With that, we have no further prepared remarks, and we’d like to 

open it up for questions because we have quite a few. 

Mark: So starting with some questions that received before, and then we will 

move to questions we received live today. Pleas provide an update on 

exposures regarding currency hedges and cash in the Fund. 

Pierre: All right, so with regards to currency hedges, as I mentioned in the 

prepared remarks, we have sell-forwards on the euro and on the British 

pound in order to limit our underlying exposure to these currencies. By 

underlying exposure, what we mean is the percentage of free cash flow 

generated by all of our holdings combined that is denominated in a given 

currency applied to the cost of our equity ownership. So if the given 

currency accounts for more than 10% of the combined free cash flow of 

our holdings, then we hedge whatever excess percentage above that 10% 

back to 10% against the dollar, which serves as a reference currency 

since our wealth and that of our shareholders in the Fund is denominated 

in dollars. This is limiting the capital at risk denominated in a given 

currency, although it does not protect our upside. (26:01) That’s because, 
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while we’re not willing to tolerate any capital loss even related to currency 

situations which we are unable to predict, we accept that our upside may 

be limited by these currency situations, in particular given the magnitude 

of the hedge book needed for that given the type of upside we typically 

seek. As we stood at the end of the second quarter, we had around 45% 

of euro exposure and around 25% of our British pound exposure hedged 

back defensively that way. 

  With regards to cash in the Fund now, again we were around 62% 

invested as of the end of the second quarter, so 38% cash. And that’s up 

from about 30% at the end of the second quarter. And again to put things 

in a historical perspective, as I mentioned earlier, since the inception of 

the Strategy, that cash exposure has fluctuated from the low teens in the 

first quarter 2012 to an excess of 40% towards the end of the second 

quarter of 2014. And it has averaged in excess of 35%.  

Mark: Thanks, Pierre. Can you discuss your outlook for mining-related holdings 

such as ALS and Fenner? 

Pierre: All right, so I want to spend some time on this, and I’ll focus on Fenner in 

the interest of time. But I’ll make some quick comments about ALS as 

well, and I certainly could make some similar comments on ALS because 
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it is a good question and not so often do we get company-specific 

questions on these calls, which is what get us going and excited frankly. 

  So as I said, this is a good question since we found opportunities in 

commodity and more specifically mining-related businesses following the 

sharp decline in trading conditions in the industry. Fenner is based in the 

U.K., and it’s a world-leading supplier of conveyor belts. Now these 

conveyor belts are used for a large part in mines, and so it has to do 

something with mining, yes. I think pretty much everyone who has access 

to any type of news service know that the outlook for mining is not 

particularly good these days. So Fenner much not be a good stock to own 

unless the company’s share is down close to 65% since its peak in 

December 2015. (28:01) That’s against a world index that’s been maybe 

up 20 basis points over that same period. 

  So it’s a good question, but it’s not good enough. When we see 

something like that, in particular in an environment where opportunities, 

genuine bargains that is—are so difficult to come by, our reaction is to 

say, “Well, maybe there’s something there. Maybe mining is not the whole 

story, or maybe the market is making too much of it when it comes to that 

company specifically.” So we go in with a pure bottom-up approach, and 

we start peeling the onion. 
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  Now let’s take Fenner. It has two businesses—the conveyor belt 

business called ECS and effectively a black box of niche investments 

much like a private equity portfolio called AEP, which includes other 

industrial businesses like hoses, aftermarket seals, thermal weldable 

belts, roller chains, link belts, high-precision rollers, stretch bands, and 

other general rubber goods. But it also has technology businesses like 

components for microchip processing, as well as medical businesses like 

textile solutions for medical device applications and medical product 

development services. 

  And at the end of the second quarter, Fenner’s fiscal year 2015, 

these businesses accounted for roughly 40% of sales, but they also 

accounted for more than 50% of the group’s EBITA. Now within ECS, 

more than 20% of the business—so arguably another 10% of the group’s 

EBITA—is related to bulk materials, meaning aggregates, which is driven 

by construction and infrastructure rather than mining. The rest is indeed 

roughly two-thirds coal mining and handling and one-third other types of 

mining. Now handling means power stations and port, so it’s driven by 

moving around all sort of goods including coal and feeding plants, so 

electricity consumption. That would account for another 10–15% of the 
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good profit. So with that, we’re down to, say, 25% of Fenner’s profit 

effectively currently related to mining 

  (30:04) Now within that, as I mentioned is coal mining for the most 

part and other types of mining. Other types of mining includes 

predominantly iron ore and other hard rock mining. We’re talking highly 

abrasive materials here. So products there are subject to significant stress 

level, and this is largely related to Australia. Coal is 70–80% thermo coal 

as opposed to metallurgical, meaning it’s mainly used in power generation 

rather than steel production. So again it’s at least partly driven by 

electricity demand, and this is largely related to the U.S. And coal is also 

predominantly underground in Fenner’s case, so we’re talking dangerous 

environments here where for instance belts need to be fire-resistant. 

  Now ECS, that mining business, is close to 90, nine-zero, percent, 

aftermarket when combining services and replacement. Belts typically 

have a 3–5 year life cycle, although that’s very dependent on what type of 

belts we’re talking about., meaning so long as belts are in use the 

business continues to exist and to generate profits. We’re not dependent 

on new resources being found and new projects being started. We care 

about mining, but we that there are rocks moving around more so than 

anything. 
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  So overall we do care about mining in the specific case of Fenner, 

but only to the degree that impacts the overall business as I have broken it 

down—only as it relates to these specific types of mining and regions and 

primarily in terms of rock continuing to move. 

  So with all that being said, how is the mining business going? Well, 

not so good, as you’d suspect. The ECS business as a whole is down 

organically a totally of a total of 25% in the past three years, taking into 

account my comments earlier vis à vis the ECS business mix. And as we 

expect, coal mining and handling together will not experience any growth 

at all. Actually we expect them together to be down 5% from here overall 

in the next five years. 

  (32:03) Now to get there, like we did for Incitec—which is on a side 

note kind of interesting because Incitec is effectively the same business, 

only it provides explosives rather than belts, and no one has ever asked 

us about the mining in that respect, as the stock is up 17% against a flat 

index over that same period—or for Vesuvius given the underlying 

exposure to steel production there. What we do is we do is we look at 

supply and demand dynamics going as far back historically as we can for 

the types of mining and regions we have exposure to in Fenner, and we 

try and predict where we are in the cycle, what’s changed, if anything 
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more structural, and what the future is going to look like as a function of 

this, too. 

  At the end of the day though, this is not exactly the productive part 

of our time. We can’t claim to be able to predict the future, and we’re 

certainly not better than anybody else at coming up with a U.S. coal 

outlook for the next three months for instance let alone over the next three 

years. There are people in the industry who do this as a full-time job, 

although it’s not clear how much better they are at forecasting this. In fact 

ECS management itself, having too often been wrong on this, despite their 

insider position and knowledge of the industry, now simply refuses to 

come out with any kind of outlook. And ultimately it only matters so much 

in that the free cash flow that Fenner as a whole may generate in the next 

five years combined is only about 20% of the company’s total asset value. 

So do the math—25% of that for mining would be 5% of the asset value. 

  What matters more to us is how strong and sustainable that 

business is in the long run and what price we are paying for that business. 

So how strong is the conveyor belt business? Well, it’s pretty strong. First 

looking at the economics, despite the major mining downturn, with raw 

materials being 50% of belt costs—and that’s variable—along with 

management’s continued effort to controls costs, margins are still around 
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8%, not dramatically off their long-term average. (34:00) And more 

importantly returns are still in the low teens in the ECS business at this 

point in the cycle. 

  Second and more importantly, looking at the fundamentals, unless 

all mines shut down, customers will have to at least service and eventually 

replace the belts, if at a slower pace. They make work the belts harder, 

use them longer, flip them around, but they’ll have to replace them 

eventually. Over the cycle, they’re also likely to be increasingly focused on 

cost of ownership, which plays to Fenner’s strengths given the quality of 

their product and service offering. Longer term, customers would also 

continue to use belts as a substitute for large, expensive yellow trucks with 

big tires which need a lot of gas and roads to go through. 

  Now customers may push their belts harder, as I said. But if they 

push them too hard and belts break, then the cost of that failure is far 

greater than the cost of maintaining or replacing the belt. Belting costs are 

typically less than 1% of the mine’s operating cost. Less than half a day of 

production downtime costs more than the belt itself. And some of these 

belts carry as much as $0.5 million of product per hour in the demanding 

environments. So customers ultimately are primarily about tonnage 

extracted. Making sure that these belt don’t fail, last longer, and are swiftly 
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replaced is critical for them. This is a product that is ultimately key to asset 

yield, as well as to safety. 

  Now at least in Australia, Fenner’s mining customer base is 

concentrated, and I would note that it’s not so much the case in the U.S. 

Belts are a heavy commodity, in particular in Australia because they are 

used for abrasive materials, so they can be made of steel there. But they 

don’t travel so well, and this business is done locally. Products are 

different based on the specific requirements of a given site and based on 

the local safety requirements. And the decision-maker and buyer of the 

product is the local site superintendent. Fenner’s people are on the ground 

with them, going into the mine with them, talking to them constantly. 

  And how many players are there to compete? Well, effectively at 

that level of quality and products and service, (36:02) since Continental 

bought Veyance, which is Goodyear, at the beginning of 2014, only two 

players with various level of overlap given the local nature of the business. 

And Fenner’s global service network is rather unique. Also we’ve been 

invested in both companies now—Conti and Fenner—historically, and we 

know them to be focused on returns and cash generation. So these two 

are rational players. Now there’s a reality out there, which is that market 
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condition are terrible right now, and these guys don’t want to upset the big 

miners. But they won’t destroy the business with irrational pricing either. 

  How likely now is that someone else would come into this 

business? Well, unless Fenner and Conti really piss off the miners, rather 

unlikely. Fenner has spent close to $500 million mostly building the ECS 

business in the past ten years, so it’s rather unlikely someone would be 

willing to make that kind of investment again given the current market 

conditions. And to that point, the downturn also shouldn’t be kind to the 

smaller, sometimes overextended players. 

  Now the beauty of this is also that Fenner is going through the tail 

end of that multiyear investment. But going forward the company doesn’t 

need to spend much maintaining the asset base. That means ECS can be 

turned into beautiful cash cow machine. Balance sheet is reasonably 

strong as, even at the currently depressed EBITDA levels and with the 

negative currency effect, leverage is still just north of 1.5 time net EBITDA. 

That means management can take the cash that ECS generates and 

redeploy it into the AEP side of the business in a value-creative manner 

for shareholders, and this is a management team that we trust to do that. 

This is candidly one of the most challenging things for us to find, which is 

to find a business that has this ability to redeploy capital in an attractive 
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fashion. And because of Fenner’s size, the company’s in a position to 

invest in businesses we couldn’t invest in directly, which is all the more 

valuable in an environment where we short opportunities. 

  Now with that and because we’ve value guys, Fenner’s stock is 

currently trading at seven times earnings, one time book, at 16—one six—

percent free cash flow yield, a 7% dividend yield, less than six time EBITA, 

and only about two-third of revenues. Market cap is around $500 million, 

which is, as I mentioned earlier, what they’ve effectively invested in the 

business in the past ten years, excluding the acquisition, which would be 

another 400 million. And that’s for a company, while generating an EBITA 

close to 30% below its peak three years ago, so at a pretty nasty point in 

the cycle, still delivers high single-digit margins and high teen returns on 

capital. So the mining outlook may not be good and a forecast on a short-

term basis may be wrong, however conservative they may be, but to us, 

all the more so in the current environment of net earning growth 

expectations and overinflated multiples, we think Fenner is a stock that, 

although it may not deliver good short-term relative paper returns and 

hasn’t, likely offers rather compelling wealth creation outlook in the long 

run. 
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  And then quickly maybe on ALS since both companies were 

mentioned, the situation there is even more complicated given the 

multiplicity of businesses and markets and geographies, and the need to 

differentiate between production and exploration. If you look at the 

business overall today, it’s about 30% of EBITA that comes from mining; 

30% from environment, which to be fair is also related to the miners to a 

degree; 15% from energy; 10, 15% from industrial; 10% from pharma; 5% 

from food; and some remainder from consumer businesses. 

  Now mining is mostly geo-chemicals, which is 80% of the revenue 

we’re showing in that business. In terms of specific mining exposure, it’s 

roughly 40% copper, 35% gold, 10% iron ore, and 15% others. It’s also 

25, 30% from juniors, although 70% from junior and intermediates, and 10 

or 15% from majors. So it’s for a good part exploration-driven, unlike 

Fenner, with roughly 45% brownfield, 35% greenfield, and 5–10% 

production. (40:02) 

   So here we had to go and look at exploration spending trends by 

region. But also because we care here about how much volumes are 

processed, we looked at meters drilled—has the cost of drilling come 

down over time? So we went back, and we looked at all this since 1989. 

Now how do you go about assessing the outlook for instance in iron ore, 
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which to be fair is not a key driver for ALS, know that Australian 

exploration spend in iron ore was $8.5 million in 1989 and it was $1.2 

billion in 2012? Now it’s not nearly as dramatic, and it’s easier to do with 

gold for instance, which more relevant, and copper to a degree, which is 

more relevant to ALS. But this is to give you a sense of how difficult it is to 

assess this short-term outlook and, more importantly for us, how we 

normalize demand. 

  So what’s more important ultimately is what the fundamentals of the 

business are and how sustainable they might be because, at the end of 

the day irrespective of underlying conditions, that business should be able 

to capture a greater share of activity to offset for volume loss, adjust its 

cost base to the new top line to maintain margins, and manage in a way 

that allows to extract value and generate compelling levels of free cash 

flow, and then invest that free cash flow intelligently, possibly into other 

end markets or geography need be. And that’s what ALS is able to do. 

Mark: Thanks, Pierre. What opportunities might the Greek bailout create for our 

Fund? 

Pierre: Well, unfortunately I don’t think the Greek bailout creates much 

opportunity for us, at least in the short term. It’s caused European equities 

to bounce back, as we’ve discussed in our prepared remarks. So it doesn’t 
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really help us from a valuation perspective. It doesn’t really change the 

fundamentals of individual businesses either (42:03) and their ability to 

deliver profitable growth—certainly not more so than three months ago. 

And as we said, we find many of the market expectation in that regard to 

be already high and frankly sometimes excessive. 

  Now maybe continuing the madness of throwing good capital after 

bad will eventually come back and hurt some of these countries, as well 

as market sentiment—possibly more so market sentiment, as it is typically 

the case. And maybe then it will have provided us with investment 

opportunities. But I think for now it doesn’t matter that much, and it’s also 

kind of a greater, more general type of discussion frankly. I think it’s quite 

possible that with many government engaged in insane monetary policies, 

we need those to go in a different direction to be presented by genuine 

bargains. But we’ll see. 

Mark: A far more general question: where are you finding value in world markets 

currently? 

Pierre: Well, I don’t mean to be flippant on this, but it’s kind of what you see in the 

portfolio. Trying to do a better job answering the question though, I think 

we’ve migrated a little bit as a function of our approach towards areas… 

both sectors and geographies where valuations have taken a hit. In the 
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past few months, although some of these businesses have already 

bounced back strongly unfortunately, that’s been around luxury products 

or similar type businesses which have been hurt by anti-gifting policies in 

China and the more general slowdown in economic growth in Asia-Pac. 

It’s been around second or third derivatives or soft commodity 

businesses—the likes of Fenner and ALS that I mentioned earlier… these 

companies that are more volume than price-driven and needed for 

resources to be pulled out of the ground ultimately with some strong, 

sustainable competitive advantages. (44:01) It’s also been around smaller 

companies; companies where there have been significant changes, for 

example in ownership or management; companies that are cyclical and 

dealing with terrible business conditions; companies that are going 

through significant self-help initiatives; and companies that offer us, as I 

was talking earlier about, opportunities to deploy capital and create value 

in a way that we can’t directly. 

  But in general I guess we’re not finding true value opportunities in 

many places right now, to be honest. 

Mark: Thank you, Pierre. From a certain individual, a few questions all rolled into 

one, so I’m going to… Pierre, do you want to do one-by-one or you want 

me to sort of… 
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Pierre: Yeah, I’ll just go through them one-by-one. 

Mark: I’ll have Pierre run the question and the answer, and then we’ll switch to 

questions we got live. 

Pierre: They kind of flow. It looks like it’s kind of one question overall. So the 

question is: you’re still pretty heavily skewed towards Europe, the U.K. 

How come? Well, that’s simply because this is where the companies we 

find that do meet both our qualitative and quantitative criteria happen to be 

based. In that part of the world, and there isn’t anything else to it frankly. 

  And then the follow-up to that is: any risk of being biased towards 

what’s familiar, or is it a circle of competencing, or is it where the more 

obvious value is today? That’s actually an important point, as we are again 

completely agnostic to size, geography, and sector, and historically I think 

we’ve demonstrated that we’re willing to go anywhere—even places where 

we thought we’d be more unlikely like in technology or in these 

commodity-related businesses I’ve been talking about. There is no expert 

bias or any circle of competencing I think in the way we invest. In fact this 

is something we often hear about (46:02) as a thing we should do and 

focus on circle of competence. We do invest in companies that we know 

well, but we don’t limit ourself [sic] into some arbitrarily define circle of 

competence. 
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  And I just want to say one last thing on this. I’m not going to 

paraphrase anyone here, but if you’re feeling warm and cozy and 

comfortable in something quite often as a value investor, it’s not where the 

genuine bargains is. I think value investing rarely feels comfortable—quite 

the opposite. And a large part of our process is to kind of force ourselves 

through analysis and argumentation to move away from cash and into 

companies that look like things that nobody else want to buy despite some 

of their fundamentals. 

  And then the last… actually there’s more: are any other regions 

coming on your radar that you haven’t previously invested in? So nothing 

that comes to mind here. If anything, we’re struggling to keep countries on 

our investable list given how much again intervention, interferences, 

manipulation we’re seeing from governments across the board. I mean, 

it’s hard to look at what’s happening in the Chinese equity market these 

days and to continue to think that this is a place where we can go and 

invest as long-term value investors. And there are not many places where 

valuations haven’t gone up quite a bit and/or multiple and earning 

expectations happen to be attractive so that, when you start looking too 

much at Korea, you know you’re kind of scraping the bottom of the value 

barrel. 
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  We’ve also been looking long and deep at Brazil given the 

economic woes the country is experiencing and how low the currency is. 

And as you know, we’ve been and are invested currently in some Brazilian 

businesses, but we’re finding it difficult to identify companies with both the 

quality and the discount that we need. (48:01) And remember that we 

don’t seek to generate returns from currency fluctuation. So it’s been 

rather difficult. 

  There’s one last: similarly heavy concentration in industrial today… 

obvious value right now. Again we don’t think about it so much in those 

terms. And I have to say these sector classifications are sometimes 

ridiculous when you look at the underlying businesses they include. But, 

yes, this is where we find ourself finding the value effectively. We look at 

companies with new technology opportunities, high gross profit, like any 

other business. And we can’t help in digging further but, when we start 

thinking about how sustainable these businesses might be longer term, we 

just simply struggle. And then they go and likely we continue—who 

knows—to have strong share price performance. And it’s really 

challenging to stay away and stay true to our discipline, but that’s what we 

try to do. And it’s pushing us into these industrial type businesses. 
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  Why reduce size of TSM? As always with the relative weighting in 

the portfolio, this is purely based on the relative discount to intrinsic value. 

One of the dynamics that’s a little harder to understand I guess is 

sometime a stock goes through a pretty significant increase in share price. 

The discount to intrinsic value unwinds, so we adjust the weighting down 

according to that. And then we start going the other way, and we’re kind of 

stuck there with 20, 50, 70 basis points and that stock, whatever that may 

be. And then the discount goes to increase again and again, but it’s still 

not big enough for us to invest because any incremental share will require 

that sort of 33% discount to intrinsic value and above. 

  So TSM is interesting in that respect because we captured the 

upside, it came back down. (50:04) In the meantime the business has 

continued to create value. So as you’re pointing out, there’s upside there 

once again. The question is: is there enough to rebuild the position 

effectively based on the 33% discount plus to intrinsic value discipline that 

we have? 

  Are you looking at commodity or agriculture companies? I mean, 

we’ve been talking quite a bit about commodity-related businesses. So I 

think it’s pretty clear how we think about this. And again what we’re trying 

to do is we’re trying to find these businesses that have been thrown away 
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with the bath water and are second, third, fourth derivative… service the 

owners of the asset and are more dependent on volume production that 

price and new project. 

  And, yeah, with respect to agriculture, yes, we have looked quite a 

bit at agriculture businesses—not only of more recent time, but in the past 

as well. There was a company in Ireland that we really liked. We got really 

close to buying, and it just kept going up and up and up, and we really 

never got a chance to. It’s part of focus list. We continue to monitor it. It’s 

been a tough cycle on the agricultural side as well. So again we’ve been 

looking at a lot of the equipment providers, service providers. But this part 

of the economy’s been insane, or the part of the market, I should say, in 

that the valuations of these stocks specifically… it’s like there hasn’t been 

any cycle at all in the underlying businesses. So we unfortunately have no 

opportunities from a valuation standpoint in that field. 

  Do you believe anecdotally in your contact with management that 

EU is turning business activity/GDP growth?or is this simply ECB money 

printing driving new stock indices? So it’s very question because we just 

came back from Northern Europe, (52:03) and there is clearly in our view, 

which is something that we started to see before throughout individual 
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businesses, an improvement in business conditions. And clearly 

companies are doing better.  

  Now as to what’s driving that, how much is the ECB printing money, 

how much is the confident [sic] that drives or the incentive that it drives to 

invest in businesses or push new products, it’s very difficult for us to say. 

But, yes, there has been an improvement, and I think it is a combination, 

as often the truth is in usually in nuances. So it’s a combination of just the 

natural economic cycle and the ECB printing a lot money. And we have 

seen that, yes. 

  What’s interesting in that respect is sort of how the market adjusts. 

So a lot of the businesses that we used to be modeling with expectations 

of earning that were double-digit percentage higher than anything The 

Street was expecting, we’re not actually forecasting them to be at a 

discount to Street expectations. And we tend to think that we are usually 

more right than wrong. So there’s kind of an overreaction both ways, and 

right now we’re in the overreaction from the market in terms of what 

European businesses can generate in profitable growth in my mind. 

  Okay, another congratulation on TNT. Thank you very much, but I 

had nothing to do with FedEx wanting to buy it and frankly am kind of 

frustrated by it because we got the currency hit on that upside, which is 
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the nature of things. And also from a tax standpoint, you’d rather capitalize 

on long term than short term. 

  Understand why Prada’s quality business valuation does not 

appear inexpensive. (54:02) So this is always the tension because 

valuation on a standalone basis in and by itself doesn’t mean anything. 

Valuation has to be tied back to the quality of the business, meaning the 

business’s ability to grow, generate high returns, high free cash flow 

generation, sustain that, and sustain that over the very long term. So it’s 

what kind of multiple do you put on that type of quality business? And 

given what Jason highlighted, our view normalizing for this current cycle… 

remember that the way we value businesses is based on normalized 

economics through the cycle—so normalizing for any temporary business 

disruption, any temporary management action to improve it, any cyclical 

effect—and then on that normalized operating profit, putting a multiple that 

reflects the quality of the business, the quality of the management, the 

strength of the balance sheet. And from our standpoint, there is quite a bit 

of upside there given where Prada is trading at. 

  This one other… it’s about industrials exposure, so I think we’ve 

talked quite a bit about that already. And that’s it. That’s the… that was the 

last question that we had on our list. 
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Mark: Thank you, Pierre and the team. And thank you to our listeners, as we 

would like to thank you for your participation in our International Value 

second quarter 2015 webcast. We invite you, your colleagues, and clients 

to listen to the playback and view the slides from today’s webcast, which 

will be available on our website, fpafunds.com, over the coming few days. 

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. We highly encourage you to complete this portion of the 

webcast, as we review them and take them into consideration for future 

webcasts. 

  Please visit our fpafunds.com in the future for our webcast 

information, including replays. (56:03) We will post the date and time of 

the prospective webcasts during the latter part of each quarter, and expect 

that calls will generally be held three to four weeks following each quarter 

end. We hope that our shareholder letters, commentaries, and these 

conference calls will help to keep you, our investors, keep appropriately 

apprised of the Fund. 
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  We want to make sure that you understand that the views 

expressed on this call are as of today, August 3, 2015, 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, and any information provided is not a sufficient basis upon 

which to make an investment decision. The information provided does not 

constitute or should not be construed as an offer or solicitation with 

respect to any such securities, products, or services discussed. 

  Past performance is not a guarantee of future results. It should not 

be assumed that recommendations made in the future will be profitable or 

will equal the performance of the security examples discussed. Any 

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

accuracy and completeness cannot be guaranteed. 

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

UMB Distribution Services LLC, or from our website, fpafunds.com. 

Please read the prospectus and the policy statement carefully before 
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investing. FPA International Value Fund is offered through UMB 

Distribution Services LLC. 

  Again thank you again for your participation, and this concludes 

today’s webcast. 

[END FILE] 


