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

welcome you to the Third Quarter 2016 webcast for the FPA International 

Value Strategy including 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 aspects 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 Strategy. 

  Now back to day’s call.  As usual, we would like to begin the 

webcast highlighting the key Fund attributes for those who may be 

listening in for the first time or a reminder for those who have been on 

calls before.  I will quickly mention a few them.  First, the Strategy is run 

with an absolute value philosophy.  The team’s starting position is cash 

and they seek genuine bargains in their equity markets rather than 

relatively attractive ones.  Second, the Fund has a broad benchmark-

agnostic mandate.  The team can invest in both developed and emerging 

markets and can own stocks across market caps and sectors.  And finally, 

the Fund is relatively concentrated as the team focuses only on high-

quality companies that trade at significant discount to the team’s 

assessment of intrinsic value.  For more detailed information on the 
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Strategy we encourage you to read the Strategy’s policy statement which 

is under FPAFunds.com under the website. 

  At this time, it is my pleasure to hand the call over to Pierre. 

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

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

During the third quarter of 2016, the Fund returned 6.82% in U.S. 

currency, roughly in line with 6.91% for the MSCI All-Country World Index.  

And since the beginning of the year, the Fund has returned 7.56% 

compared to a 5.82% return for the Index.  While these are positive 

results, we always encourage shareholders to focus on returns over a 

multiyear period and preferably through a market cycle rather than short-

term performance, in particular with so many distorting forces that play in 

the current market environment.  

  To this point, we would highlight that the Fund is appreciated by an 

annualized rate of 6.47% net of fees and expenses versus 5.01% for the 

Index since inception on December 1st, 2011.  For references of the most 

recent prospectus, the Fund expense ratio was 1.25%.  When considering 

the Fund’s performance, though, one has to keep in mind that our 

approach is absolute in nature.  In mandate terms, it gives us the flexibility 

to hold cash in the absence of opportunities that meet all of our 

investment criteria.  More generally, it means that we will hold through to 
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our investment discipline at all times and in all market conditions.  So to 

put the above returns in context, it is worth noting that our cash exposure 

averaged over 20% this past quarter.  Since the beginning of the year, it 

has also averaged more than 20%.  And since inception, it has averaged 

30 to 35%, having fluctuated from around 10% to more than 40% 

depending on the availability of suitable investment opportunities. 

  Now stepping back from statistics and looking back at the last nine 

months, what has transpired fundamentally is the following:  Cash 

exposure had reached a historical low at the end of last year.  

Subsequently, share prices went up and cash increased as we pulled 

back our investments where discounts to intrinsic value had come down.  

The Brexit vote then created a buy opportunity at the end of June and 

earlier this quarter which caused the cash exposure to return to very low 

levels.  Since then share prices have rallied back up causing cash to 

increase as there are valuation discipline.  At the end of the period, the 

Fund’s cash exposure stood at around 30%, up from about 20% at the 

end of the second quarter.   

  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.  However, this is the twentieth report that I’m giving 

as Portfolio Manager of the FPA International Value Fund.  I joined the 
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firm to launch the Fund on September 23rd, 2011.  The Fund was then 

formed on December 1st, 2011, and that will reach its fifth anniversary in a 

little over a month from now.  So we will likely reflect on recent-year 

performance toward the end of the year as we suspect the more recent 

return profile of the Fund may have proven somewhat confusing, as well 

as on our longer-term performance over these past five years.  To this 

day, unfortunately, even a five-year horizon we feel does not provide a 

good enough proxy for long-term returns as we have not seen yet a 

broad-based market correction at constant currency in that five-year 

period.  

  I also take this opportunity to thank you all for your trust, in 

particular those of you who invested early on and who have consistently 

supported us through good and bad years.  Few investors are earnest 

enough to embrace a long-term fundamental approach in a rigorous 

absolute value discipline, in particular in the current market environment 

which makes this all the more appreciative of our loyal, likeminded 

shareholders.   

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

starting with the right side of this slide which shows the worst-performing 

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

Aggreko which was down 26.39% in U.S. currency.  Based in the U.K., the 
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company is the world’s leading provider of temporary power solutions.  

The group owns and manages a large fleet of generators the size of 

shipping containers that are available for rent across a global network of 

services depots.  Generators are typically used in emergency situations, 

for special events, and to complement or as a substitute for permanent 

power. 

  Developed countries often use Aggreko solutions to manage the 

inherent volatility of renewable energy sources that they are trying to 

develop and to make up for underinvestments in aging infrastructures.  

Developing countries, including many sub-Saharan Africa states that lack 

the resources to access permanent power, typically require the service to 

satisfy their growing needs for electricity.  As a result, a significant portion 

of Aggreko’s business is pegged to emerging markets where demand is 

sensitive to fluctuations in commodity prices and currency exchange rates.  

In the last couple of years, the economic environment in these countries 

has proven difficult because of the steep decline in oil prices, the 

strengthening of the U.S. dollar, the subsequent weakening in economic 

growth, and the dramatic geopolitical dislocation in that region.   

  The group also has some exposure to mining and has historically 

generated more than 10% of its revenues from oil and gas, two sectors 

that are experiencing sharp downturns.  These series of cyclical 
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headwinds has put negative pressure on the company’s short-term 

operating performance and subsequently on its share price.  We have a 

long history personally with Aggreko dating back to the high-growth phase 

of the business and its trends after the global financial crisis.  The Fund 

first became invested in the company in late 2012 at the time Aggreko’s 

market value had fallen by about 30% in just a couple of months.  The 

decline was likely related to competitor APR Energy’s aggressive 

investment in turbines, economic weakness in Europe, the pullback in 

U.S. remote military operations, and reduced demand from Japan as 

nuclear power slowly came back in line.   

  We believed APR’s strategy was flawed and ill-fated.  We also 

considered many of the aforementioned challenges to be cyclical rather 

than structural in nature as well as both predictable and quantifiable, and 

we thought the correction group share price was overdone.  While we 

were concerned about slowing economic in emerging markets and the 

resulting increase competitive pressure, we trusted that management 

would gracefully maneuver through the downturn.  With a ubiquitous asset 

base and a worldwide network, Aggreko can choose to deploy capital 

when and where cross opportunities exist and offer high returns that’s 

building enterprise value.  Alternatively, the company can choose to pull 

back on spending when demand is weak and the returns are not 
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compelling to improve asset utilization and maximize free cash flow.  That, 

to us, is a very powerful combination and a powerful business model. 

  Unfortunately, an unexpected change in leadership at the company 

meant that management is now willing to accept much lower returns in 

order to drive topline growth.  Mounting evidence of this new strategy 

caused us to adjust downward several of our assumptions about 

Aggreko’s intrinsic value, although we still considered the business of high 

enough quality to own.  We even increased the position weight in the 

second half of 2015 amid continued weakness in the share price.  The 

share subsequently bounced back by close to 50% in the first half of this 

year, thus causing us to reduce the position by over 60%. 

  Based on the business fundamentals, we remain interested in 

being shareholders of Aggreko so long as the share price provides us with 

an appropriate margin of safety.  However, any potential increase in the 

position would depend on the stock’s discount to fair value relative to that 

of all of our holdings and that fair value of the company based on our new 

assessment of management and their strategy.   

              Our best-performing holding this quarter was Konecranes, which 

was up 41.14% in U.S. currency.  Based in Finland, the company is a 

leading manufacturer of electrical lifting equipment producing cranes and 

hoists for use in ports and a wide range of industrial end markets.  It is 
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also a clear leader in the associated maintenance markets with an 

unparalleled global network of service locations.  We started building the 

position in Konecranes in the first quarter of the year when the companies 

planned merger with U.S.-based Terex was put on hold because of the 

competing offer from China-based Zoomlion. 

  While Terex, like Zoomlion, manufactures a broad range of 

machinery such as aerial work platforms and construction equipment, it 

also owns Germany-based Demag, Konecranes’ longstanding top 

competitor.  Demag has successfully built a large install base of cranes 

globally, but it has yet to develop the service side of the business and it 

has delivered subpar operating performance under Terex’s ownership.  

Putting Konecranes and Demag together thus presented attractive 

commercial opportunities on the service side, as well as obvious cost 

synergies.    

  So as an alternative to the broader proposed merger, Konecranes’ 

management offered to acquire the Demag business alone.  

Subsequently, Konecranes got the business it had always coveted, 

Demag, while Terex and Zoomlion could focus on the merger of their 

aerial working platforms and construction equipment businesses.  In our 

view this was a brilliant strategy play that we expect will translate into 

significant value creation for Konecranes shareholders over time.  We 
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also think the business is overdue for some cyclical improvements after 

almost eight years of subdued performance following the global financial 

crisis.   

  Despite the strong performance in the group’s share price in the 

past few months, we believe Konecranes still provides an appropriate 

margin of safety at current market levels and we remain interested in 

being shareholders of the company.  However, the portfolio weight of the 

position will continue to have to reflect the stock’s discount to intrinsic 

value relative to that of all of our other holdings. 

  Beyond these individual performers, it is worth highlighting the 

continued strong showing of many of the Fund’s holdings with underlying 

exposure to commodities this quarter and specifically the mining activity.  

Together they account for more than 60% in terms of invested assets of 

our Top 10 performing holdings this quarter and close to 40% of mining-

related companies specifically.  In past comments, including at the FPA 

Investor Day when we commented more specifically on Metso, we 

originally described this space as an area of potential investment 

opportunities.        

  I’m now moving on to portfolio activity during the period.  Evidently 

given the aftermath of the Brexit vote early in the quarter and generally 

strong share price gain throughout the period, these past three months 
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were yet another time of high activity for the Fund.  We made four new 

purchases, including Britvic and Volution.  We also disclosed three 

positions we had recently been building:  Avon Rubber, Howden Joinery, 

and Safilo.  It should be noted that some of these stocks have performed 

strongly since their initial purchases and subsequently had already seen a 

reduction in their portfolio weights by the end of the quarter.   

  Based in the U.K., Britvic is a company we have owned several 

times and one we have often used as an example of our long-term value 

investment discipline.  Over the years the group has taken advantage of 

opportunities to expand its franchise and build business value.  It has 

grown from a local Pepsi bottler into a leading soft drinks company with a 

strong portfolio of proprietary brands and operations in Great Britain, 

Ireland, Northern Europe, France, the Unites States, and Brazil.  In the 

process, it has matured further as an organization with higher profile, 

more institutional management taking over.  Yet Britvic’s stock has been 

hit by a string of short-term disruptions including, sequentially in that 

order:  health concerns over carbonated drinks, the 2008 downturn, and a 

self-initiated product recall.  Each setback created an opportunity to buy 

the stock at a significant discount to the intrinsic value of the business.  

More recent troubles for Britvic stem from its unpopular decision to de-list 

a top high-sugar-added product, a weak trading environment no longer 
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offset by low commodity prices, and higher labor cost inflation from the 

new national living wage in the U.K. 

  Volution, also based in the U.K., is a leading supplier of ventilation 

products to the residential and commercial construction market.  It 

operates in the U.K. like I mentioned but it is also, to a lesser degree, 

active in Northern Europe.   

  Avon Rubber is a small holding company with various business 

interests.  Most notably the group is the sole provider of field protective 

masks to the U.S. Department of Defense.  It is also a leading 

manufacturer of dairy liners under the Milkrite brand which primarily sell in 

the large North American market.  As such, while domiciled in the U.K., 

the group is primarily a U.S.-based business.   

  Howden Joinery is the U.K.’s largest manufacturer and supplier of 

fitted kitchens.    

  And Safilo is an Italy-based eyewear creator and worldwide 

distributor of sunglasses and optical frames.  The group manages a broad 

portfolio of both its own proprietary brands including Carrera, Polaroid, 

Smith, and Safilo; and licensed fashion brands such as Dior, Marc 

Jacobs, and Hugo Boss.   

  On the flipside, we sold five of our holdings during the quarter 

including Danone, Morgan Advanced Materials, and Sodexo.  While all 



Q3 2016 FPA International Value Fund (FPIVX) Conference Call 

 

 

 
 

-12- 
 

 

three of these companies remain high quality, well-run, that we would be 

happy to own at the appropriate price, their stocks had reached our 

assessment of intrinsic value.  We have commented in detail about 

Danone in the past.  Based in France, the company is the world’s leading 

producer of fresh dairy products and they also operate a strong baby food 

business, a fast-growing medical nutrition business, and a good water 

business.  Not only had the stock reached fair value in this case, but the 

company had also become yet another example of large institutional 

companies being lured into taking on unreasonable, significant financial 

leverage to make large, questionable acquisitions. 

  In July, Danone announced the purchase of Silk soymilk producer 

Whitewave for $13 billion over a quarter of Danone’s market cap.  

Whitewave reported sales of $944 million and operating profit of $375 

million in fiscal year 2015, implying acquisition multiple of 35x last year’s 

profit.  And as a result of this transaction, the group’s financial leverage 

increased from about 2x to well north of 4x net debt to EBITDA.   

  Based in England, Morgan Advanced is a world-leading producer of 

advanced materials, manufacturing ceramics and, to a lesser degree, 

carbon that can withstand high temperatures and high levels of pressure.  

While the position was only added to the portfolio and reported in the first 

quarter of 2016, the stock had already reached our assessment of intrinsic 
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value per share.  This is in part a testament to the new management team 

that came in around the time of the purchase of the position and the 

strong strategic past that these executives have laid out for the business.   

  Lastly, Sodexo is another longstanding holding of the Fund.  Of 

course, it’s based in France.  The company is a world-leading provider of 

catering and facility management services and it also operates a well-

established benefits and rewards business.  And, again, this is a situation 

where the share price had reached our assessment of intrinsic value per 

share.  

  I’ll now move on to a unique slide which has to do with our decision 

this quarter to significantly reduce our holdings in U.K. high street real 

estate agents, specifically the decision to sell out completely of 

Countrywide which was our fourth disposal this quarter.  And that was a 

much different decision in nature than the earlier three and certainly the 

most dramatic decision we made in the period, if not since the inception of 

the Fund.  It was all the more difficult to come to that decision given the 

fact that we had taken advantage of weakness, actually, in the company’s 

share price to increase our position immediately after the Brexit vote.   

  The sharp reversal speaks to several core investment principles we 

have highlighted on multiple occasions over the years.  We never hide 

behind our long-term approach and we continuously challenge original 
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assessment of businesses, especially those that we own.  We will sell if 

we believe something has changed and our investment criteria are no 

longer being met as a result.  To a degree, it also reflects our effort to 

avoid portfolio clusters that would effectively translate into sector calls 

rather than pure bottom-up investment decisions.   

  For months we were monitoring and researching the rapid rise of 

new competition in the U.K. property market, specifically the threat of new 

hybrid online agents.  Their model is predicated on a digital technology 

platform rather than on physical branches, aggressive brand-building 

through mass advertising both on TV and internet, actively recruiting 

agents under franchise-like agreements, and charging a fixed fee for 

property listings rather than a percentage of transaction value at closing 

which ultimately translates into a large discount to the typical market price 

and allow them to take market shares quickly. 

  The situation is further complicated by the dominance in the U.K. 

market of property portals at the other end of the value chain that 

continuously look for ways to further extend their own share.  While they 

enjoy high brand recognition and customer engagement levels, they have 

to deal with their own competitive challenges with increased 

commoditization of technology, a new agent-sponsored participant, and 

the rise of new super brands in the market.  The portal’s business 
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relationship with hybrid online agents are currently very strong, but longer 

term they could also foster further market fragmentation and ultimately 

carry a risk of disintermediation for traditional high street agencies.   

  To make these matters worse, market conditions have continued to 

deteriorate post the Brexit vote.  It is now likely that transaction volumes 

are declining by double digits with additional negative impact from lower 

house prices.  While the downturn could be short-lived, it is further inciting 

agents to move to the new model.  It also makes managing the change 

quite challenging for traditional high street agencies, with pending 

initiatives to close branches and cut costs and more effort required to 

develop and launch new products to fend off new competition.   

  As a result, Countrywide, which has to deal with both high 

operational leverage and elevated financial leverage now, has had to cut 

back on share repurchases and, more importantly, suspend its strategy of 

letting acquisitions, two material value drivers for the group.  With that, we 

ultimately saw too much risk to our intrinsic value estimate relative to the 

available market discount.  We sold our position, but we will keep 

monitoring industry development and we may choose to become 

shareholders at a later stage.  

  Similarly, we have materially reduced our investment in LSL, which 

had been a longstanding portfolio holding.  Although we remain 
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shareholders in this case, while the above challenge is largely applied to 

the company’s exchange business, LSL as a group is more geared to our 

property appraisals which are not exposed to the same risk.  It’s balance 

sheet is much stronger and LSL’s Chairman and former-CEO who led the 

business through the global financial crisis remains one of the company’s 

largest shareholders.  Last but not least, we believe the discount to 

intrinsic value is significantly higher in the case of LSL than it is in the 

case of Countrywide, all else being equal.   

  Other changes to individual portfolio weightings in most cases 

reduction in the period are a function of the continued rise in share price 

that we've seen in these past three months and the associated unwinding 

of discounts to intrinsic values and the relative attractiveness of all our 

individual investments.  The only other exception to that I would say was 

the sale of just a 40-basis-point legacy position in an Australian company 

called Incitec Pivot.  While the stock actually continued to trade somewhat 

under its intrinsic value, it had failed to fall back below the required 

threshold for us to consider rebuilding a more meaningful position and 

with such a small weight and given the unattractive margin of safety in the 

current environment, we felt our resources could be put to better use.    

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

quarter.  So net of the all the above transactions that I talked about, the 
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portfolio remained relatively concentrated at the end of the period.  We 

held 31 disclosed investments whose weighted average discount to 

intrinsic value was right about 32% at September 30, 2016, down slightly 

from the end of the second quarter.  We remain generally focused on our 

best ideas with the Fund’s top ten holdings accounting for close to 35% of 

assets and the top five holdings accounting for more than 20% of assets.  

These top holdings include Fenner, KSB, and PageGroup.  In the first 

quarter webcast we talked about Fenner and we talked about PageGroup 

in our second quarter webcast, but we haven't yet commented on KSB. 

  KSB is based in Germany.  It is a world-leading producer of pumps 

and valves.  The group also provides engineering and maintenance 

services to its customers.  While there are several good players in the 

industry, the market encompasses a broad array of diverse applications.  

Some of the market niches in which case we compete actually offer 

compelling characteristics.  In particular, the group has demonstrated 

solid expertise and established favorable positions in segments like water 

and energy and power, especially nuclear. The energy market has been 

under pressure for a number of years, particularly in Europe, where KSB 

does the majority of its business. Environmental concerns have also 

caused a pullback in nuclear investments noticeably in Germany, KSB’s 

home market.   
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  While sales have been weak and profitability has come under 

pressure as a result, KSB still delivers mid- to high-single digit margins 

roughly sufficient to cover its normalized weighted average cost of capital.  

Most importantly, the group is going through significant restructure of 

leadership of a dynamic new CEO after years of more passive, family-type 

management.  This includes moving some production to China where 

significant opportunities also exist on the commercial side in the field of 

nuclear.  Beyond the inevitable comeback of nuclear in an anti-fossil fuel 

world, a potential recovery in Europe in power as well as in other end 

markets like oil and gas and mining, KSB could capitalize on several new 

business opportunities in other segments like water and waste. 

  Despite weak operating performance, cash generation has 

remained very strong and the balance sheet is net cash positive.  

However, at the end of the quarter KSB’s stock, which is still down about 

40% from its five-year peak in U.S. currency, traded at less than 6x profits 

and below its book value.  It offered high-single-digit cash flow yield, as 

well as the optionality of a recovery and compelling business 

opportunities.   

  Now, looking at the portfolio now from more of a top-down 

perspective, things remain relatively unchanged at the end of the period 

with a reasonable balance in terms of market cap.  The Fund’s median 
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market cap size was just under 3 billion and its weighted average was 

around 15 billion at the end of the quarter.  However, as we mentioned in 

past commentaries, we continue to find that smaller, overlooked 

companies do tend to offer more compelling discounts in this current 

market environment.   

  That said, 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 they happen to be 

domiciled, or which sectors they operate in.  With that in mind, I would 

also report that the main geographic characteristic of the portfolio were 

generally similar as well to what they were at the end of last quarter. 

  The majority of the Fund’s assets remain invested in companies 

domiciled in Europe.  More specifically, half of that exposure is now 

related to the U.K. where we have seen and continue to see opportunities 

following the Brexit vote and the sharp fall of the British pound.  Most of 

the remaining exposure is toward Northern Europe, primarily Germany 

and Scandinavia within that European bucket.   

  We still have no exposure to Japan where the central bank finally 

accepted defeats on its fundamental strategy to influence consumer 

expectations.  And we only have a small portion of our assets left invested 
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in emerging markets.  While many imbalances remain in developing 

countries, share prices have actually run up like in Brazil, making it more 

challenging to find compelling investments in the region, particularly when 

compared to the many highly-discounted, high-quality, well-run and 

financially-robust U.K. companies.  All in, companies domiciled in 

emerging markets account now for less than 5% of the Fund’s assets. 

  We also continue to have meaningful investment in the Pacific 

Basin, which accounts for more than 7% of the Fund’s total asset.  For the 

most part, this reflects our exposure to Australia which continues to suffer 

from a combination of slowdown in economic in the greater Asia-Pacific 

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

mining in particular, which are working through a severe, prolonged 

downturn. 

  Lastly, our exposure to North America remained around 5% and 

this includes our investments in Oracle and Shawcor in addition to our 

holding of Signet. 

  Once again, with all that being said, we find that where companies 

are domiciled is of limited relevance.  As I mentioned earlier, many of our 

holdings are sizable enough to operate globally and often generate a 

significant portion of their free cash flows outside their home countries.  

To that point, we estimate that more than 55% of the portfolio’s free cash 
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flows are generated outside of Europe.  What matters to us here is really 

where business value is created along with the risk associated with this 

value creation more so than where the company happens to be domiciled.   

   In terms of currency exposure, two currencies account for a 

disproportionate portion of the free cash flows that our portfolio 

businesses generate, and they are the euro and the British pound in this 

order.  Both account for more than 10% of the portfolio total free cash flow 

which we typically consider as the threshold at which they need to be 

hedged.  As such, and partly as a function of the recent high level of 

portfolio activity, in particular around U.K.-based companies, about 70% 

percent now of our euro exposure is currently hedged and that’s 

measured as a percentage over dollar cost, and almost 80% of our British 

pound exposure is currently hedged.   

  From a sector standpoint, the portfolio remained heavily geared 

towards industrial, though largely as a function of energy and mining 

holdings.  We still have no investment in banks with every quarter 

seemingly bringing further evidence of the challenges of being invested in 

these businesses, many of which we have repeatedly highlighted in past 

commentaries.  For the anecdote, one illustration this period was the 

ludicrous $14 billion request by the U.S. Department of Justice for 

Deutsch Bank to settle the mortgage-backed securities case and another 
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was the bizarre Wells Fargo drama, which interestingly enough, stemmed 

from the steady consumer retail unit rather than from some capital 

markets-related activity.        

  As we have consistently highlighted in past commentaries, the 

Fund is often geared toward businesses that are cash generative and not 

very capital-intensive.  Those primarily include service-type businesses 

and consumer-goods companies, which accounted for the portfolio’s 

second-largest exposure at the end of the third quarter.  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.   

  Beyond that, we would only note that our remaining exposure to 

healthcare according to GICS can be misleading since Ansell is more of 

an industrial and consumer-goods business than a healthcare company.  

Similarly, our exposure to energy—again, according to GICS—include our 

positions in Fugro and Shawcor which are effectively more providers of 

industrial solutions, certainly not owners of energy assets.  However, as 

we had pointed out earlier, several of our holdings add exposure to 

energy and the commodities market even though they are not classified 

as such on the GICS.   
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  With that, I’ll move on to our case study for the quarter, which was 

ALS.  Based in Australia, ALS is the world’s leading testing company in 

geochemistry and a dominant player in minerals more generally.  The 

group is also a strong player in environmental testing and it competes 

more broadly in a range of other testing, inspection and certification 

markets.  Out research has shown that mineral testing specifically, while 

cyclical, can be a highly-compelling business.  The cost of testing is not 

significant relative to the decisions at stake and their financial implications 

with the high cost of failure.   

  Each drilling campaign requires testing on hundreds if not 

thousands of samples with a very quick turnaround which, in turn, requires 

superior logistic capabilities.  Customers in the mining industry are 

typically risk averse and unlikely to switch provider in particular given the 

limited possible cost benefits and the lack of credible alternatives in the 

market.  To be a partner of choice requires a worldwide network of labs 

operated by highly qualified, fully certified personnel with a hub-and-spoke 

model in order to reach remote, spread out mining operations.  It also 

requires a robust information management system in order to track 

orders, preserve the integrity of samples throughout the process, and 

provides the necessary transparency and ease of use to clients.   
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  The minerals market is a concentrated niche accounting for a small 

percentage of an otherwise highly fragmented global testing inspection 

certification market with reasonably well-run participants in it.  Competitive 

advantages include ALS’ strong reputation, their longstanding customer 

relationships, a large database of historical information from past testing 

across a broad range of sites worldwide, and a global network of labs 

supported by a single proprietary information management system.   

  Following years of strong performance, minerals testing has seen 

continued dramatic volume declines in more recent years due to capital 

expenditure cutbacks by mining companies.  ALS has experienced 

double-digit negative growth in the past three years in their business.  As 

a result, the company’s share price was down more than 50% when we 

initiated the position in late 2014.  And at the time, the stock was trading 

at less than 7x peak profitability with a high-single-digit free cash flow 

yield.  At these levels we believed that ALS’ core business, even at 

currently levels of activities then, was valued at a discount to intrinsic 

value.  The stock also presented us with compelling optionality given a 

possible recovery in mining activity longer term.     

  Lastly, the mineral volume declines overshadowed the fact that the 

group’s other testing business now makes up 75% of its profit.  Testing, 

inspection and certification businesses are generally of good quality and 
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offer positive growth prospect.  As such, they are routinely valued at high-

teen multiples of profits either by the market or in private transaction—by 

the public market, that is, or in private transactions.  And given its 

fragmented nature, this is the market that has seen continued 

consolidation and offers many data points of what sophisticated buyers 

are indeed ready to pay for such businesses.   

  Our experience with management has been that ALS’ board has 

showed very poor governance within in particular an ill-timed, ill-managed, 

inexplicable right offering in 2015.  However, we believe that lessons from 

this have been learned and the chairman of the board has now been 

replaced.  Most importantly, management has performed extremely well 

operationally.  Despite severe topline pressure, minerals has actually 

remained ALS’ most profitable segment and the group returns are still in 

excess of 20% despite the dislocation I talked about versus more than 

40% at the peak of the cycle.  Overall, they have also built a compelling 

track record of capital deployment in acquisitions over the long run, albeit 

with the notable exception of the ill-timed acquisition of an oil-and-gas-

related business back in 2013.  

  Last but not least, despite a 30% decline in EBITDA since the 

peak, and even without the right issue, the group’s financial gearing would 

have remained around 2.5 net debt to EBITDA with no short-term 
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maturities and continued very strong free cash flow generation into the 

downturn.  Given all of this, and despite the continued increase in the 

company’s share price, we remain interested in being shareholders of 

ALS today so long of course that we can continue to own the stock with 

an appropriate margin of safety.  

  To conclude, I would like to reiterate as we do each quarter the key 

tenets of our investment philosophy.  We are absolute, not relative, long-

term value investors but with a bias towards quality.  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 will hold cash in 

absence of such opportunities. 

  I would also add as part of these closing remarks that we were 

pleased to welcome a team member at the end of the quarter, John 

Madden, who was previously at NWQ Investment.  John has worked as 

an International Equity Analyst for the most part of the last five years.  

He’s a Level 3 CFA candidate and earned a Bachelor’s Degree in 

Economics at the University of Notre Dame.   

  Lastly, I want to thank all of our fellow shareholders again, as 

always, for their trust.  We look forward to continuing to serve your 

interests as investors in the FPA International Value Fund.  And with that, 
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I have no further prepared remark and I’d be happy to open it up for 

questions.     

Mark: Thank you, Pierre.  We will now quickly collect the questions and come 

back to you.   

[BLANK AUDIO 39:51 THROUGH 40:00] 

Mark: We got a question ahead of today’s call which is very broad so I don't 

know where Pierre’s going to go with it, but “Where are you finding value 

in the current opportunities?” 

Pierre: Right.  So the first place I would go with it is it’s a fairly difficult question 

for us to answer because, as we said many times, we're bottom-up 

investors and have the flexibility to go anywhere across regions, sectors, 

and company sizes to find compelling investment opportunities. As I think 

I may have commented in the past, there's also sort of a “random walk” 

side to what we do whereby we go on the road and meet with dozens of 

companies in the hopes of finding a few that will meet all of our 

investment criteria.  And value has a way of sort of popping up in often 

unexpected ways in very diverse places. 

  With that sort of caveat being made, I commented in the past on 

opportunities in businesses that have exposure to Chinese demand 

allowing the slowdown in the country’s overall economy.  These are 

sectors like luxury goods but also energy and commodity markets, in 
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particular, mining and oil and gas.  It also includes specific geographies 

like Australia, which evidently is highly exposed to Chinese growth and to 

mining activity.  Or Brazil, which had long benefitted from higher oil prices 

and subsequently went into a pretty significant downturn.  That has been 

an interesting hunting ground for us sort of in the past many months, but a 

lot of these names have already bounced quite a bit since the beginning 

of the year.  Even if we recognize that there's still value there, it’s already 

started to come back.   

  I also mentioned in the prepared remarks the opportunity that we 

saw in the U.K., not only from a bottom-up perspective based on 

valuations and currency opportunity to a degree, but also—and I made 

some comments about this in the second quarter webcast—more from a 

macro, longer-term perspective.  Generally I think I would say that as 

fundamental value investors, we have often found opportunities in the 

U.K.  Our experience has been that it’s a very deep market with very good 

reporting practices, many quality businesses, some of the best 

management teams we come across globally, and some inherent bizarre 

markets in efficiency that make for compelling value opportunities. 

  And many companies domiciled in the U.K. also have little, if 

anything, to do at the end of day with the British economy.  A lot of them, 

like I mentioned earlier on the prepared remarks, are big enough to 
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generate free cash flow from a lot of other regions.  Yet, the fears over the 

impact of Brexit of course U.K. stock prices to underperform.  And this is 

partly a function of the British pound having declined significantly following 

the vote, thereby providing U.S. investors with compelling opportunities.  

And this situation is interesting as it is in many ways similar to what we 

saw in early 2012 when the Fund became much more invested and 

subsequently performed well.  When we have these concerns over the 

Eurozone and they were causing weakness among European stocks, 

including international companies with only limited or only partial exposure 

to the region.   

  The last thing that I would mention—and I think it’s popped up a 

few times in the prepared remarks, too, and I’ve talked about it in previous 

webcasts—is the continue slow drift that we've seen towards smaller-cap 

companies in the portfolio purely as a function of our investment 

discipline, we are generally finding more compelling opportunities with 

smaller companies.  And it’s hard for us to point to why specifically, but I 

would venture—the reason for this might be as follows:  with the 

consolidation of assets driven by increased regulatory pressure, a fee 

race to the bottom, the squeeze out of intelligent management, and 

artificially low interest rates inflating prices, more capital keeps chasing 

large, liquid, quality companies. 
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  And as we pointed out in past commentaries, this appears in many 

ways similar to what happened in the late ‘90s when, for instance—and 

just as a point of reference—nearly a third of the money flowing into 

mutual funds was heading into a Janus-run fund and the firm had more 

than $300 billion in assets under management and just kept buying the 

same stocks and feeding the rally in these same stocks.  If these market 

trends continue, I would say that our Fund could become more and more 

geared towards smaller companies, I think we wouldn’t be true to our 

discipline—or our fiduciary duties for that matter—if it didn't happen.  Now, 

if the trend reversed, obviously, and investors pull back, the high tide 

could then leave behind some unique investment opportunities in the 

large-cap quality space as well that we’d be happy to take advantage of.       

  So with the caveat that we'll go anywhere where we see compelling 

opportunities that meet all of our investment criteria, I would say that 

these are the three areas in sort of order of increasing importance at this 

stage where we see potential value opportunities.  

Mark: Pierre, thank you.  Well, that concludes the prepared remarks and 

questions for today’s webcast.  We'd like to thank you, our listeners, for 

your participation in the FPA International Value Funds Third 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 
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available on our website, FPAFunds.com, over the next few days.  We 

urge you to visit the website for further 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 encourage you to complete this portion of the section 

and we appreciate and review all your comments.  Please visit 

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

We’ll post the date and time of the prospective webcast during the latter 

part of each quarter and expect the calls to generally be held three to four 

weeks following each quarter end.  

  We hope that our shareholder letters, commentaries, and these 

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

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

views expressed on this call are as of today, October 28th, 2016, and are 

subject to change based on market or 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 or 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. 
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  And the information provided does not constitute or should not be 

construed as offer of solicitation with respect to any securities, purchases 

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.  

Please read the prospectus and the policy statement carefully before 

investing.  The FPA International Value Fund is offered to UMB 

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

today’s call. 

[END FILE] 

 


