
Q4 2015 FPA International Value Fund (FPIVX) Webcast 

 

 

 

 
 

-1- 
 

 

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

welcome you to the Fourth Quarter 2015 webcast for the FPA 

International Value Strategy including the FPA International Value Fund. 

My name is Brande Winget, and I am the Senior Vice President in Client 

Service here at FPA. 

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

made available on our website, fpafunds.com. In just a moment you will 

hear from Pierre Py, the Portfolio Manager of the Strategy, as well as 

Jason Dempsey, a Senior Vice President and Analyst on the Strategy.  

  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 attributes. 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. Finally, the Fund is relatively 

concentrated, as the team focuses on only high-quality companies that 

trade a significant discount to the team’s estimate of intrinsic value. 

  For more detailed information regarding the Strategy, we 
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encourage you to read the Strategy’s policy statement available at 

fpafunds.com. 

  At this time, it is my pleasure to introduce Pierre Py. Over to you, 

Pierre. 

Pierre: Thank you very much, Brande, for this introduction and the review of the 

key Fund attributes. And thank you all for taking the time to be on the call 

today. 

  As always, we will start with performance over the quarter and, 

since this is the last quarter of the year, over the course of the entire year. 

Quite simply, the last quarter of the year was madness. During the past 

three months our Fund returned a negative 2.2% in U.S. dollar germs 

compared to a positive 3.2% in the MSCI All Country World Index, and 

that’s ex U.S. and on a net basis. This means we gave back close to 500 

basis points of excess performance that we had accumulated by 

September 30th in these past three months and more than half of that in 

the last two weeks of the year alone. 

  This painful year end was primarily a function of intensified 

pressure on the share prices of some of our large and increasing 

holdings, which continue to experience challenging operating conditions 

and to suffer from deep negative market sentiments. These holdings 
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include Countrywide and LSL, which have exposure to the volatile U.K. 

real estate market. They include Prada, which has exposure to the 

economic slowdown in China and the associated decline in Chinese 

demand for luxury goods. They include Fenner and ALS, which both have 

exposure to the deep prolonged down cycle in mining. They include 

Fugro, which has exposure to the sharp decline in oil prices, and Aggreko, 

which has exposure to weakness in energy and power and the more 

challenging economic environment in most of the emerging markets. As 

such, these are the very cheap stocks that our value discipline entices us 

to own even they clearly do not help short-term paper returns in the 

current environment. From that perspective, we would have been better 

off sticking with Alten, Assa Abloy, or Givaudan in the past few months. 

  It’s not the first time that we’ve been face with this sort of situation 

though, and we think we know how it goes from here. We certainly 

understand the institutional imperative to play quote/unquote more 

favorable stocks, but we cannot force ourselves to continue owning, let 

alone buying, new companies however compelling their businesses might 

be when multiples and profit growth expectations continue to expand 

further as their share prices rise speculatively. These are the type 

holdings, assuming quality is there obviously, that we’re selling, not 
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buying. As we do that and monetize those names, maintain a large cash 

position in the absence of compelling enough alternatives, and increase 

exposure to a few hard-hit companies, pressure on short-term 

performance intensifies. 

  With this painful final quarter, our Fund ended the year down 6.3% 

in U.S. dollar terms versus 5.7% for the Index. And to add insult to injury, 

one additional day of trading, the first day of trading of the year, so 

January 4th, would have sufficed to turn 60 bips of underperformance for 

the year into close to 90 bips of over-performance for the year. And that is 

simply to highlight how volatile things can be and how misleading short-

term, in particular short-term relative performance, can be. After a long-

term approach, we look five years out when placing new trades, and thus 

we encourage shareholders to evaluate performance instead over a 

multiyear through-cycle period.  

  To that point, we would note that our Fund has appreciated by an 

annualized 5.8% net and 7.2% gross since its launch on December 1st, 

2011 versus 4.5% for the Index, notwithstanding that one first day of the 

year. This is with cash having averaged close do 35% and the strong 

currency headwinds we have been facing in the past couple of years. On 

that note, I would remind everyone that our approach to hedging only 
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preserved dollars invested, and thus it does not allow us to safeguard 

upsides, nor does it allow us to capture any incremental returns that could 

be gained from movements and exchange rates. 

  On the topic of cash, I would also note that we ended the year 

below 20% of our assets in cash. This is a little underweight relative to 

what it should be, and it would have reverted towards the low to mid-20% 

after the year end. That said, cash does continue to come down as the 

weighted average discount to intrinsic value of our holdings continues to 

increase and as we see some opportunities coming our way. 

  For reference, historically cash has averaged close to 35%, and it 

has fluctuated along with the opportunity set from the low teens to in 

excess of 40%, which means it is coming back down towards historical 

lows. I do want to highlight, though, that this is more a function of the 

increased attractiveness of what we own rather than an overall 

improvement in the opportunity set, which speaks to the asymmetry in 

value opportunities in the current market environment that obviously you 

can see in the current positioning of the portfolio. 

  That’s what is most important in my mind—that we believe that we 

have constructed a portfolio of highly attractive value opportunities much 

like we had a few years ago. We started at the Fund’s inception with a 
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heavily discounted portfolio, and now again… once again own a selection 

of attractively prices businesses, albeit quite different in nature, rather 

than winners at the tail-end of a cycle. Again what we’ve done at a very 

fundamental level is monetize holdings that had rich fair value and 

redeployed capital towards cheap stocks, and we remain believers that 

long term this is the way to create wealth. 

  And I think if you look at where we stand in the market today, the 

value discipline that we continue to follow seems warranted. While the 

prevailing views may be that market prices have come down in the past 

couple of years, we find that there has not been in fact much of a market 

correction. We think that this misperception may be a function of currency, 

as well as high dispersion in market prices progression during that period 

of time and of course not putting things in a long-term perspective. 

  First the rise of the U.S. dollar has more than offset the increase in 

price of international equities in the past two years, which in U.S. dollar 

terms means prices have actually come down. A euro-denominated asset 

delivering a 13% negative return in U.S. dollar terms actually is seeing a 

positive return of 10% in local currency in the past two years and from 

what we would argue was already an elevated price, meaning 

opportunities to invest at significant discounts to fair value in fact have not 
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expanded significantly over the period despite the decline in the Index—in 

U.S. dollar terms, that is. Incidentally I would note that it does mean, 

however, that in the meantime the purchasing power of our U.S. dollar 

denominated cash has increased and now be used to buy cheap assets in 

depressed international currencies. 

  Secondly, while many of the companies that we track yet do not 

own or do not own anymore have seen continued increase in their share 

prices, specific geographies and sectors have experienced true price 

dislocations, causing the overall market to show weaker progression. But 

there are a few areas of the market where prices have fallen dramatically, 

thereby presenting value investors like ourselves with some opportunities, 

while there are many others where prices have simply continued to 

increase in the past two years, with individual stocks often getting even 

more overvalued, with continued expansion in both multiples and 

expectations of future operating growth. Now as I mentioned above, these 

troubled waters are where we see opportunities to invest. 

  As to the rest of the market, we think many companies continue to 

trade at too rich valuations, and we have had a hard time believing that 

they will remain high valued forever. Whether because of increased 

volatility, changes in monetary policies, or weaker than expected 
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operating profit growth, prices of even the best companies do fall over 

from high ground. In fact, we expect sustained low rates may prove 

unable to suspend the natural gravity of business cycles and leave 

governments powerless to act in the fact of the next downturn. If or when 

prices for these companies do fall and discounts widen to our required 

levels for them as well, we’ll gladly return to owning our old favorite 

businesses. 

  Looking at where our Fund stands today now and looking at it at a 

big picture level, you know how much I like this as bottom-up value 

investors… but we do find the portfolio metrics at the end of the year are 

generally consistent with what one would expect given our investment 

approach. Although there are a few things to highlight. First, in terms of 

valuation and even though we do not think that price-to-earning ratios are 

very meaningful metrics, we note that the portfolio traded at a price-to-

earning ratio of 14.6 time at the end of December, up from 13.1 time at 

the end of the previous period, which indicates that our portfolio is a 

function of the cyclical nature of many of the businesses we now own and 

the challenging operating conditions they currently face more so than the 

continued increase in the share price of our historical holdings. This is 

only slightly lower than the 14.7 time price-to-earning ratio the Index 
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traded at at the end of the quarter, although I would argue that, in the 

case of the Index, the increase in ratio from 13.8x at the end of the third 

quarter is far more a function of the continued increase in prices. 

Furthermore I would highlight that the price-to-earning ratio of our holdings 

is based off highly depressed earnings now, as many are going through a 

meaningful down cycle. On a normalized basis, we would argue that the 

multiple would be significantly lower than presently shown. And along with 

that, as we always do on this call, we would note that the Index includes 

businesses that typically trade at lower multiples and to which our Fund 

continues to have little exposure to, such as financials. 

  So on a more equal footing, we believe our companies would trade 

at an even lower weighted average multiple and are more meaningfully 

cheaper than the market. Again all this speaks to the asymmetry of value 

opportunities that we’re currently seeing in the market. And to use a 

metric that better reflects how we think about the attractiveness of our 

portfolio, we estimate that our holdings traded at a weighted average 

discount to intrinsic value of close to 40%, up from 37% at the end of last 

quarter, which is the highest it’s been. 

  Now while this is the highest portfolio discount since the inception 

of the Strategy, again to the point about asymmetry of value opportunities, 
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we need to be clear that we think it is far more a reflection of the relative 

attractiveness of our portfolio than the attractiveness or improved 

attractiveness of the overall market. Most importantly, as we highlight 

repeatedly on these calls, we think our businesses generally have greater 

staying power, strong earning generation power per dollar invested, and 

superior management teams relative to the market. Our portfolio holdings 

currently generate a weighted average return on equity slightly ahead of 

the Index of roughly 15%. And again many of them are businesses which 

are either through a severe cyclical downturn in activity or undergoing 

significant business changes and improvements—all of which put 

temporary pressure on earnings. These strong returns are also a 

testament to the quality of the management teams running these 

businesses through very hard times and their continued commitment to 

sound capital allocation decisions. 

  Lastly, our businesses are able to generate these returns without 

much financial leverage and thus without taking on the associated risk, 

which is all the more important given their cyclical exposure. To that point, 

the portfolio’s weighted average debt-to-equity ratio effectively stood 

unchanged at 0.5 time this quarter versus 0.6 time for the Index, which 

was also unchanged. As I mentioned many times in the past, we are not 
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strong supporters of these selected portfolio metrics, but we do admit that 

they continue to be generally consistent with our approach and what we 

see in the market from a more bottom-up perspective. 

  Moving on to our key performers for the quarter, our best 

performing holding this quarter was Hypermarcas. I’m only putting the 

best performing holding first because Hypermarcas was incidentally our 

worst performing holding last quarter, which is what I typically start with on 

these calls. Based in Brazil, Hypermarcas is the second largest consumer 

goods company in the country and the third largest pharmaceutical 

company. 

  Our original investment in the company dates back to the third 

quarter of 2014, although we had first substantially reduced our holding as 

the share price had run up to the end of the second quarter of 2015 and 

subsequently added back to the position as the share price came back 

down in the third quarter of 2015—all of this based on the discount to 

intrinsic value and the relative discount to intrinsic value versus the rest of 

the portfolio. 

  As we commented last quarter, the decline in the share price was a 

function of continued weakness in the domestic economy, which impacts 

all side of the business, including Hypermarcas pharma division. Free 
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cash flow lagged and, with added negative impact from currency, the 

balance sheet did not improve as expected. That is when we took 

advantage of the resulting short-term weakness in the stock price to buy 

back most of the shares we had previously sold. 

  However, we did not fully reweight, if you recall, the position at the 

time according to the full widened discount to intrinsic value, and that was 

because we though the group had departed from its stated strategy by 

chasing volumes at the expense of margins rather than increasing focus 

on its core activities, extracting efficiency gains, and generating free cash 

flow in order to reduce leverage. Consequently we had actually placed the 

company under review for potential exit. 

  In the fourth quarter, however, management provided us with a 

demonstration of their unaltered strategy focus and financial discipline. 

The group announced that they had sold their beauty products business 

to Coty for 3.8 billion reels. The sale will materially improve the group’s 

positioning, effectively free the balance sheet of debt, and was done at a 

very attractive price. It also provides an opportunity to utilize some of 

Hypermarcas’s valuable tax credits. With that, the deal strongly reinforced 

our conviction in this management team and in the group’s attractive 

prospects. While our holding needs to reflect evidently the relative 
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discount to fair value the stock offers following its recent increase in price, 

we remain interested in being long-term owners of Hypermarcas with the 

appropriate margin of safety. 

  Our worst performing holding in the quarter was Spotless. Now as 

we have warned on several occasions in the past, this does not mean we 

owned the stock throughout the quarter. In this instance we invested in 

the company following the sharp correction in its share price. Based in 

Australia, Spotless is the country’s dominant provider of food catering and 

facility management services. The group is also a leading provider of 

laundry services. The business is similar to a Compass or a Sodexo on 

the food and to a degree facility management side—both company which 

we have an history with and which are on our best-of-breed list—or to an 

Aramark in the US. 

   Spotless went back to being a listed company in 2014 after less 

than two years of private equity ownership. During that period, 

management—new management team—shed non-core businesses and 

international activities while dramatically improving operating efficiency. 

Returns almost tripled as a result. And as free cash flow turned positive, 

the group went back to its historical rollup strategy and completed multiple 

acquisitions. The business also experienced significant growth in the last 
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couple of years, which altogether helped boost its share price from 1.6 

AUD at the time of the initial public offering to $2.4 AUD at its most recent 

peak. 

  Now back in August, Spotless announced the appointment of CEO 

Martin Sheppard, formerly a partner with accounting firm KPMG, who 

formally stepped into the role in December, along with CFO Nigel 

Chadwick. The same month the group warned on write-downs and other 

one-off charges, less favorable than expected market conditions, and 

integration challenges following the recent acquisitions. Management also 

advised to greater caution on the business outlook, as would be required 

given Australia’s exposure to cyclical industries such as mining and their 

exposure to China’s own activity levels. 

  Now there is also a general history of such service businesses re-

rating hard, in particular following a change in ownership and/or 

management, and more recently there were local instances in Australia of 

recently floated private equity owned companies disappointing the market. 

We think this might’ve caused Spotless stock to fall by over 40% from 2.2 

AUD to 1.3 AUD in a single day following these announcements. The 

share price subsequently fell below 1.1 AUD and later below 1 AUD even. 

The correction fortunately came just after we had an onsite meeting with 
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management on a recent trip to Australia. With that, we were able to 

promptly take advantage of the extreme price weakness to build a 

significant position in the stock. 

  We think Spotlight is a high-quality business with a credible 

management team, and acceptable financial leverage in light of the free 

cash flow that the business can generate. While we expect further 

negative normalization in operating performance plus private equity 

ownership, we think that the acquisitions, while challenging will eventually 

prove successful and that the economics of the business will remain 

compelling long term. We think the stock is currently excessively 

discounted, notwithstanding the weak currency, and we view Spotless as 

a prime asset in a unique market, which could be attractive to other 

industry participant. 

  Other than Spotless and another undisclosed holding, we did not 

make any new additions to the portfolio this quarter. And while we 

continue to reduce our exposure to some of the holdings whose stock 

price have come up, we also did not entirely exit any individual position 

either. So with that, we thought that we would do without our usual slide 

on portfolio activity this quarter and jump right into the overview of the 

portfolio as of the end of the period. 
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  So now moving on to the profile of the portfolio as at the end of the 

year, we would generally say that not all that much has actually changed 

since three months ago. Starting with cash, however, as I mentioned 

earlier, the number here is somewhat understated. We have seen 

continued weakness in some of our core holdings, and we’ve added two 

new names to the portfolio. So mechanically cash would have declines 

further this quarter, but we were somewhat underweight cash at the end 

of the period. Our true cash weighting should have been in the low to mid 

20% range and will have been adjusted back to these levels promptly 

after the year end. 

  This also means that many of our holdings were not quite weighted 

as they should and again will have required some rebalancing based on 

relative discount to intrinsic value and cash exposure. But aside from that, 

the overall profile at the end of the quarter is nonetheless a fair reflection 

of what the portfolio should be. 

  So as things stood at the end of the quarter, our portfolio remained 

relatively concentrated, with our top ten investments accounting for about 

50% of the Fund’s assets and the top five investments for close to 30%. 

At December 31st, the weighted average discount to intrinsic value of the 

portfolio holdings again was close to 40%, up from 37% at the end of the 
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third quarter. And as I mentioned earlier, while this is the highest level 

since inception, it’s important to note that it reflects the fact that our 

holdings are heavily discounted and offer asymmetric value opportunities 

rather than the greater attractiveness of the broader opportunity set. 

  There is still in the portfolio a reasonable balance in terms of 

market capitalization even though we continue to steer further towards 

lower caps as we continue to find that smaller, overlooked companies 

tend to be the ones still offering compelling discounts in the current 

market environment. I would point out though that, while our median cap 

is around $4 billion, our weighted average remains north of $10 billion; it’s 

close to 13. And it has fluctuated historically from as low as 12 billion to as 

high as 25 billion since the inception of the Fund. So I don’t know what 

that makes us, and I leave it to Morningstar to make that kind of analysis. 

  From where we stand, we don’t think that this is very meaningful—

these market cap weights and the profile of the portfolio in that respect. 

Since our approach is agnostic to size the same way that it is agnostic to 

geography or sectors, what we prefer to focus on is simply buying 

sustainable value-creative businesses at cents on the dollar and not so 

much which sector they happen to play in and which market and with what 

market cap. And in order to achieve that, because unfortunately these 
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opportunities are rather difficult to find, we take as broad a view as we can 

of the world, and we look at anything anywhere with a free float north of 

$100 million, which often translate into a market cap north of $200–300 

million. And if you look, the range of market cap of our investments is 

typically also very broad as a result, with our current holdings going from 

around $400 million at the low end in market cap to well in excess of $100 

billion at the high end. 

  In terms of the main geographic features of the portfolio, they were 

also broadly similar to what they were at the end of the thirds quarter, with 

large exposure to companies based in Europe and no exposure to Japan. 

Now not to constantly beat on a dead horse, but not only does it appear 

increasingly evident that Abenomics are in fact failing to deliver the 

expected results as the country falls back into as one would have 

expected short of structural reforms, but also we made a recent extended 

trip to the region which unfortunately confirmed our worst fears for many 

Japanese companies. 

  What we find is that, while financial discipline remains generally 

weak there, managers now feel even more empowered to aggressively 

pursue acquisitions and deploy capital. Now this has two bad 

consequences, both of which we warned repeated against in the past 
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when we said be careful what you wish when you’re looking at Japanese 

companies and assuming that highly cash-positive balance sheets can 

normalize into the future. 

  The first is that such acquisitions are often likely to translate into 

significant value destruction for shareholders given the low quality of the 

management making them, and God have they delivered in too many 

instances over there. The second, which people less typically think about, 

is that it means good businesses can find themselves durably tied to far 

lower quality ones, thereby often creating ongoing value destruction and 

possibly making them non-investable. As we are repeatedly reminded in 

Japan, both through the actions but also through the statements of 

management teams, while they may have warmed up to cash deployment 

in the form of acquisitions, they still are typically not keen at all on 

divesting bad businesses. So these bad marriage that are being made are 

here to stay unfortunately. 

  Moving on to where our exposure actually is, Europe remains 

preponderant, as it has been since the inception of the Strategy, but the 

region continues to come down in weight overall. Areas of more recent 

increased exposure on the other hand are emerging markets, Brazil in 

particular, along with the Pacific Basin, namely Australia, which 
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increasingly suffers from a combination of slowdown in economic growth 

in the greater Asia-Pacific region, mostly driven by China, and high 

exposure to commodities, mining in particular, which are currently going 

through a severe, prolonged down cycled, as we know. 

  That said, as we repeatedly point out on these calls, we find that 

where companies are domiciled is of limited relevance. While smaller 

now, many of our holdings are still sizable enough to operate globally and 

often generate a significant portion of their free cash flows outside their 

home country. And in fact close to 60% of the portfolio’s free cash flows 

are generated outside of Europe. What matters to us is where business 

value is created, along with the risk associated with this value creation, 

more so than domicile. 

  From a sector standpoint, the portfolio remained largely geared 

towards industrials at the end of the year. While we think that the cycle 

may be about to turn there, we would note that our individual holdings 

have underlying exposure to segments which have already experienced a 

sharp downturn in activity. 

  We still have no investment in bank, with financials exposure only 

reflecting our holdings of LSL and Countrywide. As many of you know, we 

remain highly skeptical of banks business models and note that questions 
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are now being raised as to their ability to even capture any expansion in 

net interest margins as interest rates rise as a function of some of the new 

regulatory requirements, which on the other hand continues to be a big 

burden and to divert a significant portion of these businesses’ earnings 

towards governments in the form of settlements and other penalties, 

notwithstanding the low returns and high levels of financial leverage. 

  Our weight towards healthcare is also somewhat misleading since 

it only reflects our investment in Ansell, which is primarily an industrial and 

consumer goods driven business. Similarly our exposure to energy only 

includes our holdings of Fugro and ShawCor, the later being more a 

provider of industrial solutions than an energy company. That said, 

several of our holdings which are not classified as such on the GICS but 

have material underlying exposure to energy and the broader commodity 

market have seen their total portfolio contribution increase in recent 

months, as again we’ve taken advantage of the massive downturn and 

subsequent extreme price dislocation in this area of the market, which we 

discussed earlier. 

  Back when we launched the Strategy, to be honest, we would have 

never imagined having such exposure to emerging markets and/or such 

businesses because the cycle was just so strong and the multiples so 
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high then in these areas. Although I do remember using this very 

possibility as an example of what the portfolio could look like if that was 

the only place left where we were able to find value. Well, here we are. 

And with other segments of the market and certainly other portfolio 

candidates having continued to experience increases in share prices and 

local currencies since our peak cash holding of the second quarter of 

2014, this is where the estimated value opportunity has been, as I 

mentioned earlier. 

  Our exposure, though, here is to niche service or equipment 

businesses which are well positioned in the value chain, that are 

competitively advantaged, with acceptable levels of debt, direct exposure 

to volumes rather than prices of the underlying commodities, and in some 

cases hedges to other markets. Of course none this matters when an 

industry experiences such a dramatic downturn, which is what creates the 

opportunity to invest at these cheap prices. 

  Now we’ve been mindful of what our bottom-up approach dictates 

in terms of underlying exposure to a specific industry or sector, but it is 

possible that we could continue to hold large investment in these areas 

specifically if the opportunity se does not open up and broaden up again 

and/or if the prices of these very assets remain so highly depressed. 
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  Beyond industrials and energy, the Fund is still fairly diversified 

while geared towards businesses which are cash-generative and not very 

capital- intensive. These primarily include service-type businesses and 

consumer good companies. 

  We also continue to have meaningful investment in ERP software 

providers, which account for the vast majority of our sizable exposure to 

information technology. And as a function of that, we came to the 

conclusion that we should finally do a case study on SAP, so we’ll move 

to that in a minute. But it’s important to note that our investments in 

technology as, as always, exclusively predicated on the underlying 

fundamentals of the business together with the price that we’re able to 

buy for such fundamentals, and nothing else. 

  So overall some level of diversification despite an increased focus 

on some hard-hit sectors and geographies, but again we remain sector-

agnostic and will ultimately go where value opportunities are, no matter 

what that means as to the overall profile of the portfolio. 

  And with that, I would like to pass it over to Jason for our quarterly 

case study which is, this time around, as I just mentioned, a German 

company… German-based company, SAP. 
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Jason: Thank you, Pierre. Our case study for the quarter is SAP. Domiciled in 

Germany, SAP is the global number one player in ERP, or enterprise 

resource planning, software. It also leads the business intelligence and 

analytic software market globally. In 2015 it generated €21 billion in 

revenue, and the operating margin was 26%, while the return on capital 

employed was 14%. 

  Once implemented, ERP software is in effect the nervous system 

of a company, as it gathers and organizes financial and operational data, 

and is therefore a valuable tool for businesses. On-premise solutions also 

have costly and lengthy implementation requirements and are embedded 

within a company’s operations. With that, it is relatively easy for SAP to 

justify charging high fees for continued support and updates that keep the 

system in optimal shape and of course always running. 

  Virtually all of the meaningfully sizable customers today are 

enrolled in the support program where the churn rate is negligible. This 

support revenue, which is therefore highly recurring in nature, adds up to 

about 50% of SAP’s revenue base. As the value of the service that SAP 

provides is high and the costs associated with manufacturing and 

distributing it are relatively low given the scalability of the business, SAP 
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earns one of the highest gross margins that we see in any business 

around the world, and operating profit margins are close to 30%. 

  Several years ago a new technology and a new model emerged in 

the software industry. This new approach is called cloud computing or 

software-as-a-service, and it allows the customer to use software directly 

through the internet rather than buying it and running it on its own servers. 

In this model, the customer pays a monthly fee for the service instead of 

having to pay upfront for the software. 

  As the cloud market developed over the last few years, there were 

fears in the market that SAP’s product portfolio was inferior to what some 

Silicon Valley startups were beginning to offer. In addition, there was a 

lack of visibility about what SAP’s economics would look like in a world 

where customers bought their ERP software in the cloud format instead of 

paying the large upfront on-premise licenses and then annual support. In 

truth, SAP fell behind in its development of cloud products and had to go 

through several acquisitions to keep up. 

  As we stand today, we think SAP is on its way to having 

successfully managed this transition. It will ultimately have managed to 

migrate its existing customer base to in-house cloud solutions, further 
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strengthened the ecosystem around its core ERP solution, and expanded 

its produce offering into new areas. 

  S/4HANA, the next-generation ERP software is available either on-

premise or as a cloud package, and it runs off of a HANA in-memory 

database that SAP developed internally, which significantly improves 

speed and performance. Database is also a new market for SAP, which 

opens attractive prospects for the group. 

  With that, we think SAP is well positioned to continued to benefit 

from the long-term demand for business software solutions  driven by 

constant pressure on businesses to improve productivity and profitability. 

Returns are currently in the teens, although operating returns are in triple 

digits, following multiples acquisitions of asset-light businesses, which 

translated into high goodwill. But we would expect returns on invested 

capital to rise going forward as a result. 

  In addition to that, SAP has a solid management team with deep 

industry experience, which has proven its worth through the difficult 

transition the company has gone through. The founder who was Chairman 

of the Board is still active and involved, and the CEO is a sound strategic 

thinker and an aggressive salesman. 
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  SAP’s balance sheet is strong, with net debt-to-EBITDA below 1.0 

times, and free cash flow generation is strong given the high margins and 

limited tangible reinvestment needs of the business. 

  Our investment in SAP dates back several years during the period 

when the market was highly discounting SAP’s ability to execute a positive 

conversion of its installed customer base to a new cloud software ERP 

suite. As we took a longer-term view of the company’s development and 

understood that the shareholder rewards of success outweighed the less 

likely risk of failure, we were able to invest in SAP when the stock was 

trading at a high single-digit free cash flow yield and at an attractive ten-

time multiple to our estimate of normalized operating profit. 

  We remain long-term investors in SAP, as we believe this is the 

type of company that sits high in the quality curve of businesses we are 

willing to own, and we will continue to hold the stock so long as the share 

price offers an adequate margin of safety. 

  With that, I’ll turn it over back to Pierre. 

Pierre: All right, thank you very much, Jason. This concludes our prepared 

remarks. Like we do every quarter, I’d like to reiterate our investment 

credo or the key tenets of our investment philosophy. We are absolute, 

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



Q4 2015 FPA International Value Fund (FPIVX) Webcast 

 

 

 

 
 

-28- 
 

 

What that means is we look for well run, financially strong, high-quality 

businesses. And I’ve explained in the past that that doesn’t mean non-

cyclical; that means businesses that are sustainable and are capable of 

sustainably generate a return on capital employed that is excess over the 

weighted average cost of capital, as well as continue to grow their 

operating profit while maintaining a reasonable asset base relative to that. 

And obviously we want to purchase the stock of these companies at a 

significant discount to our estimate of their intrinsic value, which again is 

dependent on the quality of these businesses—higher quality business 

warranting a higher multiple. And we only invest when presented with 

such opportunities and will hold cash in their absence. 

  Now with that, again we have no further prepared remarks, and we 

would like to open it up for questions. And I can see just looking at the 

screen now that there’s maybe a dozen of them, so we’ll just pause for a 

minute, and then we’ll go through one-by-one. 

Brande: So for the first question: being agnostic to many typical benchmarks, how 

is it best to judge the performance of the Fund speaking to the first two 

years of the performance covering up to the last three years? Do you want 

to address performance first, and then we can take the second point? 
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Pierre: Sure. So this is evidently very, very good questions. From a general 

standpoint, what we keep saying is be very mindful of the institutional 

imperative of looking at these things on a daily basis and reporting on a 

quarterly basis. Think back to the example of the classic dentist who is 

looking at the screen every day, and he’s kind of losing hair because of 

that. If he had been looking only once a year, he just would have 

experience none of that. So what we generally say is you need to look at 

performance over a multiyear period and ideally through a cycle. 

  So what does that mean in practice? Well, again very difficult to 

say. What we’ve guided is a full through cycle period is five year. So this 

is what I would refer you to think about performance and maybe, in 

addition to that, give you some perspective… how I look at what we’ve 

done over the last four-plus years. 

  When we started this Strategy at the end of 2011, market was kind 

of interesting—not incredibly interesting, but kind of interesting. And the 

the first quarter of 2012, really opened up the opportunity set for us. There 

was clearly a lot of fear around what was happening in Europe, and 

everything that had Europe attached to it was considered undesirable and 

toxic, the same way that anything has emerging market or mining 

exposure or oil and gas exposure right now is considered toxic. And so we 
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saw an opportunity back then to invest. Our discount to intrinsic value got 

to a point where it was pretty much just high—a little lower than what it is 

today—and our cash balance came down quite significantly. 

  Subsequently we went on to have two years of just phenomenal 

performance in terms of what the long equity side of the portfolio 

delivered. I think we were doing 35, 35 two years in a row. And people 

look at that and said, well, this is great, that’s going to continue forever. 

And that’s when we started getting lot of our asset, at which point I 

actually said the same way I’m saying today: be mindful that performance 

need to be measured on a multiyear basis… that you can’t look at two 

years at 35 and say that go on forever. 

  And in fact it started making things very difficult for us because we 

were struggling to find more opportunity. Given how much the share price 

of our holdings had rallied, we were selling out of them and really finding it 

very difficult to find alternative to replace these holdings. And so saw 

increased concentration and you saw maybe 50%—just as we are 

today—in the top ten names of the portfolio, and you saw cash going to 

43%. 

  And then a lot of these names just continued to up and up even 

though in dollar terms they look like they’ve come down over the last 
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couple of years, which then meant from those names there was no 

opportunity for us. But what we did see is specific areas of the market just 

completely falling apart—not 5% down, not 10% down… 30, 40, 50, 60, 

70 and more percent down in areas that we would have never expected to 

see opportunities like emerging markets, like businesses with underlying 

exposure to mining, to oil and gas, like businesses in the luxury goods 

segment, which obviously has high exposure to demand from energy 

markets and specifically China. And having monetized the stuff that have 

reached intrinsic value, we started redeploying capital into these 

businesses. 

  That’s been an 18-month process, and it’s been painful because 

the negative sentiment on those names doesn’t stop just because you buy 

them because candidly the downturn, which in some areas was… we 

were already a couple of years into it, has just gotten worse and just 

terrible. But frankly we got into these investment thinking they were five 

years investment, not 18 month. We don’t expect the mining cycle to turn 

in 18 months, and we don’t know what the market sentiment is going to 

be—how it’s going to turn and how fast. But we don’t bank on that. We 

just bank on the operating performance of the business normalizing. So 

we went into those names thinking five years out 18 months ago. 



Q4 2015 FPA International Value Fund (FPIVX) Webcast 

 

 

 

 
 

-32- 
 

 

  So if you’re thinking about what is this portfolio going to do, I think 

have to think about, well, let’s see what the next three or four years are 

going to be. And then what you would expect to see in three or four years 

is that over the last five years—so the last 18 months plus the next three 

years—that you’ve actually delivered a very strong annualized return and 

you’ve massively over-performed the market with a lower risk of 

permanent capital destruction because of the financial strength of these 

businesses, because of the quality of the management teams, because of 

their fundamentals, and because the margin of safety at which you bought 

them. So I think that’s the way to think about it. 

Brande: Okay. Continuing on with performance: over the one- and three-year 

period, would say hedging has helped or hurt relative to the Index? 

Pierre: So our hedging, I can’t say that it has not helped because evidently we 

have experienced significant deterioration in international currencies 

against the dollar. And by the function of the businesses that we own, we 

have exposure to that, and our hedging strategy is design to protect us 

against that. So it’s what it’s done. But it has not contributed to 

incremental performance in any way, and we don’t seek that. We’re not 

trying to take advantage of what we anticipate to be a certain evolution in 

exchange rate through an investment in a business. If we had a view of 
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how exchange rate are going to move, we would trade currencies; we 

wouldn’t invest in businesses. 

  It’s also important to understand that we measure the exposure in 

terms of the denomination of the free cash flow that the businesses 

generate. So I think it’s important to take an example in that respect. If 

you invest in a Brambles, you invest in an Australian-based company, a 

stock that is denominated in Australian dollars. But the asset that you buy 

is called CHEP USA, and it’s based in the United States where own North 

America 110 million pallets which they rent out to people in dollar terms. 

So you’re taking dollars… all the investors in the Fund including myself 

measure their wealth in dollars. You’re taking dollars, and you’re buying 

dollar free cash flow. There is zero currency exposure there. 

  Now what some people do is they say, well, hold on, I bought some 

Australian dollars, so I’m long Australian dollars here. And they hedged 

the Australian dollars. What they have effectively done is they’ve created 

an additional position, which is naked short on that currency, and they 

may benefit from this. We don’t do that. 

  And you’ve seen it play in full in a lot of situations over the last 18 

months, in particular in places like Japan. If you were long the auto 

manufacturers and, because of the currency benefit that they were going 
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to get from the Japanese yen weakening against the U.S. dollars, and you 

hedge your position in Japanese terms, that’s exactly what you’ve done. 

And both position individually have worked very well for you. We don’t do 

that. 

  So with that, the last thing that is important to understand is we 

don’t hedge the upside either. When we hedge, we only hedge the capital 

that’s at risk. So we’re saying we’re willing to take a chance and lose the 

upside of an investment to currency. We’re not willing to lose capital, 

which goes back to the example I highlighted earlier. If you invested in 

euro-denominated asset and euro-denominated asset is up 10%, in U.S. 

dollar terms you may be down 13. We’re not trying to protect that upside. 

We’re just trying to protect the dollar invested. 

  So the reality is we’ve not benefited at all from that hedging 

strategy, but it’s not what it’s supposed to do. It’s purely a defensive 

strategy. 

Brande: Moving on to our discount to intrinsic value, you mention often that the 

40% discount to intrinsic value is the highest since the inception of the 

Fund. And (1) how do you know that we’ve measured it correctly, and (2) 

are there any other points along that you could give advisers that may 

help their clients maintaining confidence in the Fund? 
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Pierre: So I want to give you the Bill Clinton answer on this… is it depends what 

the definition of “correctly” is correct. Like evidently there is no such thing 

as a correct intrinsic value. If anybody here had the ability to do this, 

evidently there’d be a humongous asymmetry in the return of that 

individual versus everybody else. It’s an attempt to assess what we think 

is the fair value of that business. 

  So the only thing I can tell you is what it means for us, this concept 

of intrinsic value. The definition of intrinsic value is the present value, the 

value today, of the free cash flow that the business will generate in 

perpetuity or through the duration of its remaining life. But because of the 

type of businesses that we invest in, we expect this business to exist in 

perpetuity. So it’s the long-term free cash flow that the business generate 

discounted back to present time. 

  And now the billion-dollar question is: what discount do you put on 

that? Or one over, what kind of a multiple do you put on that? Well, what 

we say is, well, all businesses are not created equal. I’m not expecting the 

same level of return as an equity orders depending on the type of 

businesses. Why? Because my risk profile is different and my growth 

profile is different. 
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  Okay, so what we’re saying is, because of our investment 

philosophy, we think businesses should be valued anywhere between 

eight and 15 time just for the sake of the argument. At the low end of that 

range are businesses that maybe just exceed their weighted average cost 

of capital in terms of the return on capital employed that they generate, 

have a little growth, and can do this over a very long period of time. 

They’re sustainable, but they’re not very exciting-eight times. Which 

means, if we want at least a 30% discount to intrinsic value on a business 

like this, well, we need to buy it at around five times. At the other end of 

the spectrum, we have businesses are worth 15. And what we’re 

effectively saying here is there is no business that’s so good that I am 

willing to take a lesser return than the implied on 15 time for any business. 

  Very high in the quality curve would be something like SAP, which 

we have talked about earlier. It’s not a 15 though, and it’s a very 

subjective exercise. Well, let’s look at the acquisitions that they do, when 

they do them, the type of multiple that they are willing to pay for 

companies, how much technology challenges they are constantly being 

faced with. How do they react as managers to these things? How do they 

protect the business? How do they go about it? All of these things are 

highly intangible and are reflected in the multiple. But at the high end of 
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that quality curve is a 15, and that’s the max we would pay for a business, 

which mean these businesses we are then willing to invest in where they 

are trading at ten time. 

  So that’s really how to try and think about this concept of intrinsic 

value. What it does for us is, once we’ve assessed what the intrinsic value 

is, we could be wrong, and that’s by the way why or partly why we need a 

high discount to intrinsic value versus that intrinsic value. There is an 

element of uncertainty in that assessment. But what it gives us is a 

discipline. It tells us—taking out the psychology, the emotions, any other 

dynamic—when to buy into a stock, when to sell out of it, and how to 

weight it in the portfolio because our weightings are based on relative 

discount to intrinsic value. 

  So effectively the example we always use is, if I could only own one 

stock and I had to choose between two—one which was a business that 

deserve an eight time and one which is a business that deserve a 15 

time—and both these businesses had the same exact 40% discount to 

intrinsic value, then we would be completely agnostic to which one we 

own in the portfolio. So from a portfolio construction perspective and from 

a portfolio management perspective, it gives us that absolute discipline. 
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Brande: Along those lines, someone just asked: 40% or in that range with the 

current market environment, is that the largest you’ve seen, or have you 

seen greater numbers than that? 

Pierre: In terms of discount to intrinsic value, that is definitely the greatest that 

we’ve seen. It evidently makes the portfolio attractive—at least the way I 

look at the world. With that being said, I think there may be a tendency out 

there to think that we are providing you with some sort of market timing 

device. That is absolutely not what this is. We’re completely incapable of 

timing the market. You can see it very clearly in when we have bought 

these hard-hit businesses. We have bought them at more than 30% 

discount to intrinsic value, but they went on to be trading at 60% to 

intrinsic value. If I could time these things, I would rather buy them at 60% 

than 30%, but I can’t. I just want at least 30%. That’s when I come in, and 

then sometimes I get hit in the process. 

  So it’s important to understand: it reflects the attractiveness of the 

portfolio. It does not give you a measure of the attractiveness of the 

overall market. So while I’m certainly claiming that our portfolio is more 

undervalued than it’s ever been, it doesn’t mean that the greater market is 

more undervalued than it’s ever been or less overvalued than it was two 

years ago. 
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Brande: Understood. A couple questions on: if you are looking at any position to 

add to the portfolio or what you may be considering selling and how close 

in that range obviously dependent on the market. But maybe you can 

shed some color. 

Pierre: Sure. So we’re always sort of… hopefully if we do our job right, we’re 

always kind of looking at opportunities to sell out of things and come into 

new things. If you look at the portfolio today, we have one holding which is 

a potential candidate for disposal even though—and that goes back to the 

valuation exercise—we constantly have to rivet it because that one 

holding, which has done very well for us, has recently experienced a 

change in chief executive officer. And the caliber and the quality of the 

new guy cause us to pause and say, well, what could that new person do 

with the business? And if that guy can run the business better, then what 

are the normalized economics of that business? Do we have them right? 

And if we have such a good manager and the normalized economics are 

better than what we thought, then what does that say about the multiple? 

Should then we increase the multiple? Therefore the intrinsic value would 

need to be re-rated. 

  And that’s something that we always do both ways. We see some 

intrinsic values coming down, and we see some intrinsic value going up. 
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So prior to making a decision like that, we have to make sure that our 

assessment of intrinsic value reflects the true nature and the true prospect 

of the business. 

  But as we stand today, there’s one holding that no longer offer any 

upside. There’s one holding that you guys know, which is TNT, which 

we’ve tendered and will, be sold to FedEx by June of this year. And then 

beyond that, there are I’d say two, maybe three holdings that are really 

close to kind of what we call the margin of error, which is within 10% of 

our assessment of intrinsic value So we have decide what we want to do 

with that. And then there is something that I talked a little bit in the 

commentary that will come out, which I call the fat belly, which are these 

companies that have less than 50% upside or less than 30% discount to 

intrinsic value, still are worth holding, and that we slowly rebalance out of 

over time. So it’s dynamic. We’re constantly revisiting all of that. 

Brande: All right, I think we’re reaching the top of the hour, so we will be closing 

out of the webcast. Thank you all for joining us, and this concludes the 

webcast for fourth quarter, 2015. 

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, www.fpafunds.com, over the next week. We urge you to visit the 
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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.  We do appreciate and review all of your comments.  

Please visit fpafunds.com in the future, for webcast information, 

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

webcast during the latter part of each quarter and expect the calls will 

generally be held 3-4 weeks following each quarter end.  We hope that 

our shareholder-letters, commentaries and these conference calls will 

help to keep you, our investors appropriately updated about the funds. 

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

on this call are as of today, Jan. 28, 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 



Q4 2015 FPA International Value Fund (FPIVX) Webcast 

 

 

 

 
 

-42- 
 

 

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

respect to any 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 

investing. FPA International Value Fund is offered by UMB Distribution 

Services, LLC. 

 

Thank you again for your participation. 

 

This concludes today’s webcast.   

 

[END FILE] 


