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

welcome you to the Second Quarter 2016 webcast for the FPA 

International Value Fund.  My name is Mark Hancock and I help oversee 

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.  In just a 

moment, you will hear from Pierre Py, the Portfolio Manager of the Fund, 

as well as Jason Dempsey, a Senior Vice President and Analyst on the 

Fund. 

  As usual, we would like to begin the webcast highlighting the key 

attributes of the Fund and, for those who may be listening in for the first 

time, introduce it.  I will quickly mention a few them.  First, the Strategy is 

run with an absolute value philosophy.  The Firm’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 on high-quality 

companies that trade at 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 on our 

website under the strategy name, International Value Fund, at 

FPAFunds.com. 

  It is now my pleasure to hand over to Pierre Py. 

Pierre:  Thank you, Mark, for the introduction and thank you all for taking 

the time to be on the call today.  As always, we will start with performance.  

During the second quarter of the year, the Fund returned a negative 

3.09% in U.S. currency, which compared to a negative 0.64% for the 

MSCI All-Country World Index.  (01:55) Since the beginning of the year, 

however, the Fund has returned a positive 0.69% compared to a negative 

1.02% for the Index.  As in the first quarter, there was significant volatility 

during the period with stock prices having come down materially following 

several weeks of positive performance on the news that Britain had voted 

by referendum to leave the European Union on June 23
rd

.  As always, we 

encourage shareholders to focus on returns over a multiyear period if not 

through a full market cycle rather than short-term performance; in 

particular, when short-term performance is impacted by big macro or 

political events such as the European referendum.           

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

annualized rate of 5.3% net of fees and expenses versus 3.77% for the 
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Index since its inception on December 1
st
, 2011.  Along with these 

performance numbers, it is worth noting that since inception, our cash 

exposure has averaged 30 to 35% and it has fluctuated from around 10% 

to more than 40% depending on the availability of suitable investment 

opportunities.   

  At the end of the period, the Fund was a little over 80% invested.  

While this is effectively unchanged from the reported figure at the end of 

the first quarter, there were significant fluctuations throughout the quarter.  

Prior to the results of the European referendum, the Fund’s cash 

exposure had increased to levels in excess of 25% as markets continued 

to rise and our portfolio holdings even more so.  But following the results 

of the European referendum, we took advantage of depressed valuations 

to deploy more capital.  And as a result, our cash exposure fell back to 

about 20% at the end of this second quarter.  

  (03:52) As mentioned, we prefer not to comment on short-term 

performance which we consider to be of little relevance to our long-term 

investment approach.  Similarly, as bottom-up investors, we would prefer 

to refrain from commenting on microeconomic or capital markets 

developments.  However, the historic decision by the British people to 

leave the European Union, known as Brexit, had a material impact on the 
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Fund’s return in the quarter even though it happened on June 24
th

, less 

than a week before the end of the period and for reasons that need to be 

made clear.   

  To understand how sharp of an impact the Brexit vote had on 

absolute performance this quarter, it’s worth considering the following:  By 

June 23
rd

, which was the day of the vote, the Fund had returned a positive 

3.17% for the quarter versus 2.88% for the Index and had a year-to-date 

return of 7.2% versus 2.49% for the Index.  Yet, by June 24
th

, one day 

after the results, the Fund had returned a negative 3.01% for the quarter 

versus a negative 3.34% for the Index.  At that point the Fund’s year-to-

date return was 0.78% versus a negative 3.71% for the Index.  That's how 

sharp of an impact the Brexit vote had on absolute performance this 

quarter. 

  Now, in terms of its impact on relative performance, the Fund 

actually held up better than the Index on the first day of trading that 

followed the results of the vote.  But on that same day, as I noted earlier, 

we took advantage of the price valuations and made several investments 

which then cause the Fund to significantly underperform.  On June 24
th

, 

as the markets panicked, we deployed 8% of the Fund’s asset, mostly in 

several U.K. small caps that I experienced price dislocations north of 20% 
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on average.  (06:01) These stocks sell by roughly another 20% on the 

next trading day, June 27
th

, when we invested another 3% of our assets.  

As a result, the Fund declined by close to 6% on that Monday, so on June 

27
th

, almost 300 basis points worse than the Index.  So by aggressively 

taking advantage of exceptional volatility, we effectively “gave up” in one 

day almost two-thirds of the Fund’s excess performance for the year.  I 

would not on that front that at the same time as we put a significant 

amount of capital to work in these couple of days, I actually personally 

increased my investment in the Fund by more than 20%, my single-largest 

increase since the inception of the Fund back in December, 2011.  

  Now, in hindsight of course, I guess we should have waited another 

day.  And, of course, I’m being factious here.  But we can never predict 

how long a window of opportunity we are going to be dealing with.  The 

discounts on that couple of days were such that it was clear what needed 

to be done and we didn't think twice about the impact on the Fund’s short-

term returns.  This is precisely the type of situation that we long for and 

we were all too happy to take advantage of it.  While others seem to be 

resorting to bookies and volatility forecast in order to position their 

portfolio for one outcome or the other in the months ahead of the 

referendum, we simply continued to research and value companies so as 
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to be ready to move promptly if markets panicked.  And when it 

happened, obviously we took advantage of it.   

  To be clear, we did not buy a variety of expensive names that 

came down a few percentage points on that day and have since bounced 

back to their previous levels.  Rather, we invested in U.K. businesses 

where share prices fell as in one particular instance from $7.56 on June 

23
rd

 to $4.51 on June 27
th

, i.e., down 40% in s single day of trading on no 

new business-specific news.  (08:06) In this case, it was a company we 

had actually long followed and valued.  We knew the management and 

we knew the business to be of high quality, but we had found it 

unattractively priced up until then. 

  Now, this discipline can cause the Fund to underperform in the face 

of “market corrections” in the short run as we make aggressive 

investments in stocks that experience material dislocation while others 

hold up better.  But this is a function of our unaltered focus on buying 

intrinsically cheap businesses rather than on manufacturing short-term 

paper returns.  It also reflects growing valuation asymmetries in the 

markets between two types of companies in our view.  One type is big and 

liquid companies often perceived as unlikely to negatively surprise that 

can be used to capture some marginal spread versus artificially-deflated 
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interest rates.  The other type is typically smaller, less predictable 

companies that tend to be overlooked and are fundamentally 

undervalued.  With more capital pressed to adopt a similar approach and 

chasing the same names, share prices benefit which can make the trade 

look compelling in the short term.  But longer term, however, it could 

translate into permanent capital destruction once focus is put back on 

business fundamental.  So we are not interested in playing that kind of 

game.  

  I’m now moving on to the key performing holdings in the quarter 

starting with the right side of the slide, i.e., the worst-performing holding 

for the period.  Our worst-performing holding this quarter was Countrywide 

which was down 41.29% in U.S. currency in the period.  Based in the 

U.K., the company is the country’s leading residential real estate 

brokerage network.  The group also operates one of the largest home 

rental businesses in the U.K. and provides a broad range of real estate-

related services such as property appraisals, similar to its peer, LSL 

Property Services.  (10:05) Real estate as a sector is often subject to a lot 

of media attention.  It is also a natural ground for political interventions 

and it’s sensitive to consumer sentiment.  It can be highly volatile as a 

result. 
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  Through our multiple access points into the U.K. real estate market, 

we have been made aware of a likely softening in market conditions in the 

middle of this year, in part due to political instability.  We expected 

potentially significant short-term volatility as a result and possibly the 

opportunity to buy in at low prices in the coming months.  Instead the 

opportunity was brought forward by the European referendum, which is 

not to say that we couldn’t experience further volatility in the stock later in 

the year.  But by June 23
rd

, Countrywide’s share price was down 6% and 

it fell to 25% on June 24
th

 alone and another 15% the following trading 

day on June 27
th

.  So we took advantage of these severely-depressed 

valuations to add to our existing position.  Longer term, Countrywide 

presents several compelling characteristics. 

  Property transactions in the U.K. remain significantly below both big 

demand and multidecade averages.  Irrespective of when the market may 

return to its long-term trend, the group can continue to build its rental 

business and other property-related activities.  The company has a sound 

balance sheet with net debt just north of 1½x EBITDA.  The business 

requires little tangible assets and negative working capital, thus generates 

triple-digit levels of return on capital employed and is highly cash-

generative.   
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  A significant portion of this cash has been returned to shareholders 

via dividends and buybacks which are creative to value at current prices.  

The relatively-new CEO, Alison Platt, who comes from a non-real estate 

and non-traditional background, has led some dramatic organizational 

changes at the company that have yet to prove successful.  (12:06) The 

group has also unfortunately failed more recently to properly execute on 

integrating rental acquisitions and the business remained exposed to an 

industry downturn and increased pressure from market newcomers.  

Nevertheless, with a double-digit free cash flow yield, we believe that we 

are getting well rewarded for our resilience to volatility and our patience 

towards an improvement in U.K. property markets conditions.  

  Our best-performing holding this quarter was TOTVS, which was 

up 27.47% in U.S. currency in the period.  Based in Brazil, TOTVS is the 

country’s leading provider of enterprise software solutions primarily to 

local small and medium-sized businesses.  We first invested in TOTVS 

less than a year ago in the context of a rapidly-deteriorating political and 

economic environment in Brazil associated with weakness in the national 

currency, the Brazilian Real.  The group had also announced a sizeable 

acquisition which many, including ourselves, expected would be 

challenging to integrate.  However, TOTVS continued to generate solid 
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results in the months that followed and the group’s stock price recovered 

strongly leading us to significantly reduce our position. 

  At the end of last year, TOTVS’ management team then 

experienced significant disruption as Rodrigo Kede, who had been hired 

from IBM Brasil and was expected to succeed the company’s founder, 

Laércio Cosentino, as CEO, announced that he was stepping down.  The 

decision was publicly attributed to a serious health issue only for IBM to 

report a few days later that Rodrigo would be rejoining the group as head 

of its Latin American business.  This caused TOTVS’ share price to fall 

back to previous depressed levels. 

  (13:54) Despite our initial concerns with the announcements, we 

were able to gain confidence from multiple conversations with various 

parties involved that the situation wasn’t symptomatic of more serious 

issues at the company and we subsequently took advantage of the 

opportunity to rebuild the position.  Since then, TOTVS’ share prices 

benefitted from continued good results despite short-term headwinds from 

challenging macroeconomic conditions and the integration of Bematech. 

  We think TOTVS is a high-quality business with a well-established 

dominant position in the market that is both difficult to penetrate and 

constantly changing.  Its solutions are high value added and a must-have 
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for customers.  Similar to an SAP, the world’s leading player in the field of 

ERP solutions, the company benefits from high margin, recurring 

maintenance and service-type revenues.  The business has consistently 

generated double-digit growth, margins above 20%, returns on capital 

employed in excess of 80%, and high free cash flow generation.  TOTVS 

is undergoing a shift towards a subscription model which negatively 

impact result in the short term, but should prove very beneficial longer 

term. 

  The Bematech acquisition, while challenging to integrate, is 

opening new market opportunities for the group.  The balance sheet is net 

cash positive and despite the recent snafu, the CEO has an exceptional 

track record in the industry and remains a large shareholder in the 

company.  So even after the recent increase in TOTVS share price, we 

continue to think that the stock is trading at a large discount to the intrinsic 

value of the business and we remain interested in being shareholders in 

the company at current valuations. 

  I am now moving to portfolio activity for the quarter.  Once again, 

this quarter the sharp shift in trend during the period led to a high level of 

activity for the Fund.  While we pulled back on several investments that 

had performed strongly earlier on, we bought into some new names and 
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added to several existing positions towards the end of the quarter.  

(16:01) We made five new purchases in the quarter, including Metso and 

Signet.  Based in Finland, Metso is a world-leading manufacturer of heavy 

equipment, typically for the mining industry.  The group also provides 

related engineering and maintenance services.  Based in Bermuda, 

Signet is the largest specialty jewelry retailer in the United States. 

  In addition to these new purchases, we also disclosed two new 

positions that we had recently been building, Burberry and Konecranes.  

Based in the U.K., Burberry is one of the world’s top luxury brands.  The 

company designs, produces, and distributes, in part through its own global 

retail network, a broad range of apparel and accessories.  Based in 

Finland, Konecranes is a leading producer of electrical lifting equipment 

primarily industrial and port cranes.  The group also provides related 

engineering and maintenance services.   

  On the flipside, we monetized three positions during the period:  

Intertek, G4S, and TNT Express.  Based in the U.K., Intertek is a leading 

global provider of inspection and certification services.  The company’s 

stock had seen a material increase in price since the original purchase at 

the beginning of last year and had reached our assessment of intrinsic 

value per share.  We continue to view Intertek as a well-run, high-quality 
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company and we remain interested in becoming shareholders, but subject 

to an appropriate margin of safety. 

  As we reported in past commentaries, TNT Express was acquired 

by FedEx in the second quarter of last year.  The transaction finally closed 

this quarter and we received cash in exchange for our shares in the 

company.  Our sale of G4S, though, was a different situation.  We had 

commented last quarter that after years of being invested in the group and 

having gone through significant challenges and ups and downs, a change 

in management and a difficult turnaround, we expected to see our thesis 

play out at last in the coming months.  (18:08) We still trust that this will 

happen and we suspect the company’s share price will react positively to 

future results.  Yet, we had also shared in the commentary our frustration 

with management and the need for the balance sheet to be strengthened. 

  Two things transpired during the quarter that, combined with these 

two issues, ultimately dictated our decision to sell.  One was the terrorist 

attack in Orlando as the gunman turned out to be an employee of G4S.  

Despite multiple research calls, we struggled to assess the potential 

liabilities, if any, for the company and we found management’s response 

to this crisis to be inadequate.  The other was the British vote to leave the 

European Union and the subsequent sharp weakening of the British 
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Pound.  With a large portion of its debt denominated in U.S. Dollars, we 

estimated that the group could run into liability management issues which 

could then undermine the pending turnaround.  These issues, combined 

with an often-hard-to-reach management, led to the decision to sell the 

position as our investment discipline would dictate. 

  While our overall investment in G4S actually proved net positive for 

the Fund this is quite a frustrating outcome, especially after so many 

years as shareholders.  We think the business itself is worth significantly 

more than what the current share price implies and we would be 

interested in becoming shareholders again, but we would want to see the 

aforementioned issues addressed.  Our experience with G4S will fare as 

yet another reminder of the importance of strong execution in the face of 

challenges and of a very robust balance sheet.  Bad things happen to 

good businesses and sometimes several times over in a short period of 

time.  Without the financial strengths to weather the storm, these can 

trump even the best fundamentals. 

  (20:07) Beyond these transactions we continue to actively manage 

the portfolio throughout the quarter.  Obviously, we added at the margin to 

several of our positions and we made meaningful additions to several 

existing holdings, in particular following the results of the European 
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referendum including Countrywide, LSL, and Michael Page, which is now 

known as the PageGroup.  We also reduced the weights of several 

investments that have performed positively based on lower discounts to 

intrinsic value both on an absolute basis and relative to the other portfolio 

holdings.   

  I will now proceed with the review of the portfolio at the end of the 

quarter.  Net of the transactions discussed above, our portfolio remained 

relatively concentrated at the end of the second quarter.  We held 31 

disclosed investments with weighted average discount to intrinsic value 

was close to 40% at June 30, up somewhat from just over 35% at the end 

of the first quarter.  We remained focused on our best ideas with the 

Fund’s top ten holdings accounting for more than 40% of the assets and 

the top five holdings accounting for more than 25% of the assets.  These 

top holdings include Fenner, LSL, and the PageGroup.  In our first quarter 

webcast we talked about Fenner and LSL, but the PageGroup has 

recently become a top holing, even though it was previously a holding in 

the Fund to begin with. 

  Based in the U.K., Page is a world-leading provider of recruitment 

services including both permanent placement and temporary staffing.  As 

an industry, recruiters were severely hit by the financial crisis.  At the time, 
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Page was focused on the U.K.  It was biased to the finance sector and 

lacked exposure to the countercyclical temporary staffing business in 

some of its key markets.  (22:03) It was severely affected by the crisis as 

a result.  While the group has become a far more diversified operation 

since then both in terms of geographies and in terms of sectors it remains, 

in the eyes of many, a U.K. financial stock or at least it retains that image 

which makes it sensitive to events like the Brexit vote. 

  And just to be specific, on opening on June 24
th

, Page’s share price 

was down by more than 70%, 7-0, at that, on relatively thin volumes. The 

stock is now back to levels at which we originally purchased it and levels 

at which it was still trading at the end of 2009 after the financial crisis.  

Yet, we consider Page as a best-in-class recruiter with a strong culture of 

performance and we think the business, albeit cyclical, benefits from 

positive long-term underlying drivers.  While margins still offer room for 

improvement, the business requires little working capital and tangible 

assets to operate.  Returns and cash flow generation have been strong as 

a result.  Management has returned excess capital to shareholders with 

dividends and share buybacks, while the balance sheet has remained net 

cash positive. 
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  At the end of the quarter, however, Page’s stock which is down 

more than 50% from its five-year peak in U.S. currency, traded at less 

than 7x profits and offered high single-digit cash flow yields along with 

room for further improvement and further business development 

opportunities; in particular, in the large U.S. market.   

  We chose to highlight these selected names, specifically 

PageGroup this time around, not only because they are top holdings at 

the end of the quarter, but also because we believe that they offer good 

insight into a broader portfolio and further illustrate how we think as 

investors.  And in this quarter specifically, I think they also show how the 

portfolio has further shifted towards U.K. small-cap names following the 

sharp correction in the market and the weakening of the British Pound 

after the Brexit vote. 

  (24:11) Now, looking at the portfolio now from more of a top-down 

perspective I would say, things remain relatively unchanged at the end of 

the quarter with a reasonable balance in terms of market capitalization.  

Median market cap of our holdings was just above 3 billion.  For additional 

reference on the topic, the Fund’s weighted average market cap was 

close to $15 billion, with $300 million at the low end of the range and more 

than $150 billion at the high end of the range of market cap of companies 
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that we own.  That being said, we continue to find that smaller, overlooked 

companies—as I mentioned earlier—that manage to escape the leverage 

speculation of the broader market typically offer more compelling 

discounts and certainly the type of demanding discount that we look for. 

  This is merely an observation, which we do not consider to be 

particularly relevant as once again, we are pure bottom-up and 

benchmark-agnostic investors.  The way we manage the portfolio does 

not attempt to take into account company sizes, where the companies are 

domiciled, or which sectors they happen to operate in.  The main 

geographic characteristic of the portfolio were also effectively similar to 

what they were at the end of last year.  A large exposure to companies 

based in Europe further increased as we took advantage of the market’s 

negative reaction to the Brexit vote to buy into U.K. companies.  So 

looking at our disclosed holdings, the Fund exposure to the U.K. has 

actually reached 30% of asset.  Again, that’s in percentage of assets; 

whereas, the chart that you see on the slide is in percentages of invested 

assets.  Northern Europe accounts for about 20%.  Scandinavia and 

Southern Europe are each about 5% just for additional reference.  (26:02) 

We still have no exposure to Japan.  Right now it seems generally 

accepted that Abenomics has failed as we envisioned it would a few years 
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back with the possibility now of a reversal in exchange rate and a reversal 

in the associated benefits that the market had enjoyed. 

  While we continue to zoom in on a handful of names we are finding 

emerging markets less compelling, particularly in contrast to the heavily-

discounted, high-quality, well-run and financially-robust U.K. companies 

that we were able to buy on the backend of Brexit at very attractive 

discounts.  All in, emerging markets now account for only about 5% of the 

Fund’s asset for reference. 

  We also continue to have meaningful investment in the Pacific 

Basin, which accounts for roughly 8% of the Fund’s total asset.  For the 

most part, this reflects our exposure to Australia which suffers from a 

combination of slowdown in economy in the greater Asia-Pacific Region 

mostly driven by China, obviously, and a high exposure to commodities, 

mining in particular, which as we know are currently going through a 

severe, prolonged down cycle. 

  Lastly, following our purchase of Signet, which is technically 

incorporated in Bermuda and incidentally used to trade in U.K. market, our 

exposure to North America has increased to roughly 6% which includes 

our investment in Oracle, Shawcor, as well as our holding of Signet. 
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  Once again, with all that being said, we find that where companies 

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

enough to trade globally and they often generate a significant portion of 

their free cash flow outside of their home countries.  We estimate that 

more than 55% of the portfolio’s free cash flows are generated outside 

Europe now.  What matters to us is where business value is created along 

with the risk associated with this value creation more so than domicile.   

  (28:01) Briefly, in terms of currency exposure, which we highlight 

on this slide, two currencies account for this portion of the free cash flow 

that our businesses generate:  the Euro and the British Pound in this 

order.  And, as such, we have hedged more than 60% of our Euro 

exposure measured as a percentage over dollar cost and 30% of our 

British Pound exposure. 

  From a sector standpoint, the portfolio remained heavily geared 

towards industrials, though mainly is a function of energy and mining 

holdings.  We still have no investment in banks with financial exposure 

only reflecting our positions in LSL Property Services and Countrywide.  

I’d say that a lot of the concerns that we have repeatedly highlighted over 

the years when it comes to banks, in particular European banks, have 

proven valid.  And while valuations are now intriguing, we still think that 
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many of these businesses do not meet our qualitative investment 

selection criteria.  Sadly, though, if things are as bad as trading multiples 

implied for the banks, not being invested in them will only help us 

marginally.  And in that respect, I’ve almost become a Pascalian (sic) 

Wager at this stage.        

 Our exposure to healthcare can be misleading since Ansell is an 

industrial and consumer-goods business.  Similarly, our exposure to 

energy includes our positions in Fugro and Shawcor, which are more 

providers of industrial solutions.  As we've pointed out before, however, 

several of our holdings have exposure to energy in the commodity market, 

even though they are not classified as such on the GICS. 

 Beyond that, the Fund is still fairly diversified I would say, though it 

remains geared towards businesses that are cash-generative and not very 

capital-intensive.  And those are primarily consumer-goods companies 

and services-type businesses.  We also continue to have meaningful 

investments in ERP software providers including Oracle, TOTVS, and 

SAP, which account for our sizable exposure to information technology.   

 (30:05) With that, I’ll move on to our case study for the quarter.  

And our case study for the quarter is Morgan Advanced Materials.  Based 

in England, Morgan Advanced Materials is a world-leading producer of 
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advanced specialty materials like ceramics—which accounts for two-thirds 

of the business roughly—or to a lesser degree, carbon products.  Both 

have a broad array of industrial applications, typically applications that 

require for these materials to withstand high temperatures or high 

pressure levels.  Some of these products are also consumable in nature, 

so they generate significant recurring revenues.  No one identifiable end 

market accounts for more than 10% of Morgan Advanced Materials’ 

revenues, the two outliers being industrials that account for more than 

40% but effectively encompasses a broad range of markets. 

 And the other is transportation which, again, includes different 

segments such as auto or rail.  And that segment is almost 20% of 

Morgan Advanced Materials’ revenues.  The business is also fairly well-

balanced geographically speaking with 35% of revenue in North America, 

36% in Europe, and the rest in Asia-Pacific.  Morgan is a relatively unique 

asset with a robust business model.  The group benefits from 150-year-

old, highly-reputable brand in material science.  It is said to have the best 

high-end material science technology in the market, which translates into 

a rich library of patented materials that can be used to develop new 

offerings.  



Q2 2016 FPA International Value Fund (FPIVX) Conference Call 

 

 

 

 
 

-23- 
 

 

 The materials Morgan Advanced Materials produces are typically 

customized products catered to a specific niche market.  They're 

differentiated product that involved early engineering design calibration 

and therefore strong, durable relationships with customers.  (32:03) 

Morgan Advanced Materials’ customer base is also highly fragmented and 

the materials that the company produces only account for small 

percentages of customers’ cost, which make them very unlikely to trade 

off for low-quality materials. 

 On the supply side Morgan Advanced Materials is sourcing a broad 

range of commodities such as gold, precious metals, alumina, silicon 

carbide, and graphite powder.  It faces little pressure on the input side and 

it able to pass on raw material pricing inflation to clients.  Lastly, Morgan 

enjoys strong positions in many of its markets.  Broadly speaking, 70 to 

80% of the group’s revenues come from markets where it is positioned as 

either #1 or #2.  Typically, it commands a 35 to 45% share in markets that 

are typically concentrated, often with only a handful of smaller, most 

typically privately-owned companies, and sometimes Morgan’s listed 

peers Mersen and SGL Carbon. 

 In terms of economics, the business generally grows inline with 

global industry output, even Morgan’s’ geographic mix, but it also benefits 
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from the trend towards energy efficiency gains and broader material 

innovations.  And it should continue to gain shares from some of the small 

players in several of its niche markets.  It generates operating margins in 

the low-teens with further room for improvement through innovation and 

mix, some operational leverage, and improved operating efficiency. 

 The business has also historically delivered good cash conversion 

rates and operating returns on capital employed in excess of 25%.  The 

growth recently went through a significant change in management with a 

new CEO, a new CFO, several new business heads, in a pending effort to 

improve the group’s talent base, in particular its top 50 managers.  (34:02) 

Management has articulated a sound strategy to further optimize the 

portfolio, wrap up innovation, improve sales capabilities and the group’s 

overall commercial drive, deliver meaningful operating efficiency gains, 

and build more of a performance-driven culture. 

 They also do not want net debt to be in excess of 1½x EBITDA.  

They have only limited appetite for acquisitions and plan to return the 

excess of the cash flow that the business will generate to shareholders.  

Overall, there is really nothing I would say magical or exciting here, which 

is very often the case when we invest.  It simply makes sense as a 

business and it’s cheap.  In simple terms, we think Morgan Advanced 
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Materials operates a good business model and is a well-run company, 

both in terms of operational management and in terms of financial 

discipline with a conservatively-managed balance sheet.  Last but not 

least, at purchase the stock was trading at less than 9x our estimate at the 

time of its 2018 normalized EBITDA, a high-single-digit free cash flow 

yield, and a mid-single-digit dividend yield. 

 As such, we believe the market was giving us an opportunity to buy 

a solid industrial business at a significant discount to our estimate of its 

intrinsic value.  So we added the name to the portfolio.  As we stand, of 

course the shares have done fairly well.  And so, as we stand, we do 

remain interested in being shareholders of the company, but only so long 

as we can continue to own the stock with an appropriate margin of safety.   

 Now, to conclude, we'd like to reiterate as we do each quarter, the 

key tenets of our investment philosophy.  We’re absolute, not relative, 

long-term value investors with a strong bias towards quality.  (36:00) We 

look for well-run, financially-strong, high-quality businesses with stock we 

can purchase at a significant discount to our estimates of their intrinsic 

values.  We only invest when presented with such opportunities and we’ll 

hold cash in their absence.  With that, we have no further prepared 
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remarks for today and we would like to open it up for a few questions in a 

few moments.   

Mark: Thank you.  We will just collect the questions and come back to you.   

Mark: Thank you.  We've received some questions prior to and during the call 

and we will work through each of them.  And if we don't get to any during 

the webcast, we will be back to the individuals directly to answer the 

questions.  Pierre:  “Any stabilization in metals mining activity that would 

hint to a bottom in select companies in the portfolio?” 

Pierre: This is a difficult question because there's a very broad range of markets 

and geographies and each of them with their own sort of dynamics and a 

reality at the moment behind the general terms of metals and mining 

activity.  With that said, in general terms, the overall reality is that things 

continue to be very challenging in the industry.  As we've discussed in the 

past this is clearly a longer, deeper cycle than any previous cycle that the 

industry had gone through, which is largely a reflection of course of the 

multi-year-long super-cycle, the longer and stronger it’s seen.  (38:01) As 

a matter of fact, the industry had experienced on the back of every-

increasing demand from essentially China and also, quite importantly, 

cheap financing regularly available to bring a new supply to the market. 
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  Now, in addition, there are specific areas of the market where the 

correction is likely less cyclical and more structural in nature; in particular, 

as we've also mentioned in past reports for a large U.S. coal market, in 

part because of the formidable new regulations around emissions and the 

aggressive subsidizing of alternative sources of energy.  With that being 

said, it does seem—well, we are, the fact—well, into that correction.  We 

have talked about how ALS, for instance, and other portfolio holdings, has 

now seem volumes decline organically on average 12 to 13% per annum 

in the last four years.  We've talked about Metso; I think it was at the FPA 

Investor Day, annualizing a dire 200 million euros in revenue in their new-

equipment business versus 1.2, 1.3 billion at the peak and now effectively 

making less than it was making more than 15 years ago before the 

Chinese cycle even started. 

  We've seen—which is very typical as we're going through down 

cycle—a lot of executives move around.  We've seen a lot of the 

corporative events that have started to take place.  Not all of them, but 

lots of bankruptcies, obviously, but some merger and acquisitions as well.  

And we may talk about the acquisition of Joy by Komatsu on the 

Paramount webcast tomorrow.  (39:54) And more importantly what we are 

hearing from many of the companies in the field is that they think that 
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they're operating—and we can start to see this to a degree in particular in 

how the other books are evolving, but is that they think they are operating 

at some kind of bottom. 

  As to a potential recovery, no one even ventures into speculating 

as to when we could get a recovery and how robust that recovery could 

be.  Although pretty much everyone agrees that there fundamentally 

should be a recovery and that it should play out pretty much the same 

way it always plays out with everyone rushing to the door at once.  What's 

important to understand, though, is that it only matters to us so much 

when the recovery does happen.  We're certainly not trying to time it.  We 

have no ability to do that.  And from a time value of money perspective, it 

only makes so much of a difference in terms of enterprise value.  To a 

degree—although I’m being a bit proactive intentionally here—it wouldn’t 

be that much of a problem if it didn't happen because we think we're 

buying these businesses at a discount of what they deliver in the current 

environment to begin with. 

  If you think back to the type of returns and much more so free cash 

flow generation profiles of the companies that we own in that current 

environment.  And they have the balance sheet, the ones we own, to 

continue to operate under these very difficult current conditions.  The 
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recovery is more of a free option, if you will, rather than a must-have.  

Although, of course, we do factor a level of a normalization in our 

assessment of intrinsic values so we'll only get the level of upside we 

anticipate.  And, to be fair, the weighting of these holdings in the portfolio 

is also only justified so long as we do get some level of recovery.  But 

we're certainly not seeing it yet.  What we are seeing at best is some level 

of stabilization.  

Mark: (41:55) Thanks, Pierre.  And I think that might cover a question we got 

during the webcast in terms of just some comments on mining-related 

names, Fenner and Intertek.  Pierre, do you want to add anything to that?  

I mean you covered a lot of it broadly while we were talking about mining 

metals.   

Pierre: Intertek is a very small position.  Fenner obviously is one of the top 

holdings.  We've talked about what's happening there.  Management is 

doing a phenomenal job.  The underlying exposure is, to a degree, fairly 

sensitive to what I just said.  That being said, about 60% of the Firm’s 

profit now is completely unrelated.  It’s a very, very cheap company with a 

lot of value realization potential in the portfolio of assets that they have.  

So it’s a little bit of a different story that’s just recovery and mining there.   
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Mark: All right, thanks.  We had a question on how the Fund performed during 

Brexit.  I know Pierre touched a lot on the actual specifics of the Fund’s 

performance during those two days.  Anything else you want to add, 

Pierre, on the Fund through the Brexit scenario? 

Pierre: I do want to sort of take advantage of the question.  The question was 

phrased as “The Fund is supposed to shine in crappy markets, but after 

Brexit it’s underperformed.  Why?”  So I wasn’t entirely sure how to 

address that, but I want to try and break it down into several points 

starting with reiterating what I explained earlier about Brexit.  So I spoke 

earlier about the impact of Brexit on the market on June 24
th

 and June 

27
th

, the two trading days that followed the Brexit vote on June 23
rd

.  Now, 

since then and as of yesterday’s close, the Fund’s actually up 10.15% 

versus the Index up a little under 10%. 

  (43:51) So I wouldn't say that the markets have been crappy after 

Brexit and I wouldn't say that we've underperformed in these markets.  

Also, on the first trading day following the Brexit vote, the Fund was down 

just under 6% versus the Index down a little over 6%.  So it’s not 

meaningful, obviously, but it was down a little less than the Index.  So 

again, we didn't underperform that day, although it is true that we didn't do 

much better than the Index either on that day.  Where the 
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underperformance again really took place is on the one following trading 

day, so that Monday, June 27
th

.  On that one day the Fund did 

underperform the Index by roughly 300 basis points.  I think it was 293, to 

be exact, as the Index fell 2.6%. 

  I explained earlier in prepared remarks how this was in large part a 

direct effect of the investments that we made the day before when the 

Index was actually down 6.1% on that one day, on June 24
th

.  Now, given 

how things have trended since then, already deploying another 12% or so 

of our assets that this was not necessarily a bad thing to do.  But far more 

importantly, I think long term if will help support capital appreciation which 

is our goal as we took advantage of an opportunity to buy goods 

businesses at low prices—and there are not that many of them—

especially an opportunity that’s completely unrelated to business that’s 

purely a macro event.  And that is typical of what we do. 

  Our focus is not on a few days of share price performance, 

obviously.  It’s on returns over a multiyear period and buying things at a 

large discount to intrinsic value.  We move fast because we have cash 

and we can build material positions quickly because we're small and 

concentrated.  So if we go in aggressively, it can hurt short-term relative 

performance.  In this case, in hindsight, if we'd waited a day, it would have 
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really helped.  Now, if we'd waited months, apparently we would have 

missed it. 

  (45:52) So how do we time these things?  We don't.  We don't even 

try.  We see a 30% discount, we buy in, even if the discount subsequently 

increases.  We see low prices, we buy, even if it means potentially 

catching falling knives.  That’s what we're supposed to do.  And that’s 

what we've always said we would do and we've done several times now.  

And I think that’s a much, much bigger point that I want to make here.  We 

have never said that the Fund was supposed to shine in crappy markets.  

In fact, we've said many times over going back to the inception of the 

Strategy that we expected to experience poor quality of short-term 

performance at times.  I think these are the exact words that I may have 

used in the policy statement.  But that our focus was on long-term returns.  

And we said we would lean into short-term volatility in order to deliver 

long-term capital appreciation. 

  We've also explained that we are not asset allocators and we do 

not take the top-down view of the world economy or the capital markets to 

decide how much cash we should own.  We've highlighted instead that 

our approach is bottom up in nature and our cash fluctuates as purely a 

residual output of our process.  Now, I believe I’ve also explained on 
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several occasions how all we needed was to come across just handful of 

new names for us to be fully invested because of our concentrated 

approach and this could very well happen without any market correction, 

just because we've run into several compelling opportunities on a trip to, I 

don't know, Indonesia or some other market.  And as we've invested in 

energy and commodity-related stocks, we've shown how because we 

were willing to step in front of possibly sustained negative momentum 

because we could move quickly and in a concentrated fashion, again, and 

because we were not able or not trying to catch the bottom that cheap 

stocks getting cheaper could be a short-term drag on performance.  

(47:56) It’s important to understand if it hasn’t come through some of 

these past comments that we're not running some sort of hedge cash 

strategy.  And I think I might have said this as well in the past using those 

words, we end up holding cash because we think stocks that only offer a 

small margin of safety or no margin of safety at all are not a compelling—I 

was going to say enough, but they're just not a compelling alternative to 

cash.  We own cash because it’s our default position, our starting point, 

rather than the Index being the starting point.  I think that’s very important 

to understand; very important to understand for anyone who is going to be 

a shareholder in the Strategy.  And I know it’s not easy to fully grasp, so 
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I’ve tried to keep explaining this and I'm certainly glad that this question 

was posed and phrased in that way because it’s giving me another 

opportunity to do that.   

Mark: Thank you, Pierre, very helpful.  Well, that concludes the questions that 

we've received.  Any more, please let us know and we'll be happy to 

answer them.  Thank you, Pierre and Jason, for the call today.  Thank you 

to our listeners for your participation in the FPA International Value Funds 

Second Quarter 2016 webcast.  Invite you, your colleagues and clients to 

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

be made available on our website, FPAFunds.com, over the coming 

week.  We urge you to visit the website for additional information on the 

Fund such as complete portfolio holdings, historical and after-tax returns. 

  Following today’s webcast, you’ll have the opportunity to provide 

your feedback.  We highly encourage you to complete this portion as we 

take cognizance and trying to effect improvements thereafter.  Please visit 

FPAFunds.com in the future for webcast information including replays.  

We will post the dates and time of the prospective webcast during the 

latter part of each quarter and expect the calls to take place three to four 

weeks following each quarter end.  
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  (49:52) We hope that our shareholder letters, commentaries, and 

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

updated about the Funds.  We want to make sure that you understand the 

views expressed on this call are as of today, August 3
rd

, 2016, 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 offer of 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 the 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.  
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Please read the prospectus and the policy statement carefully before 

investing.  The FPA International Value Fund is offered by UMB 

Distribution Services, LLC.  Thank you, again, for your participation in 

today’s webcast and this concludes it.  Thank you.     

[END FILE] 

 


