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

welcome you to the Fourth Quarter 2016 webcast for the 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 today’s call.  As usual, we would like to highlight the 

key fund attributes for those who would listening for the first time and a 

refresher for those regular visitors.  I’d like to mention a few of these. 

  First, the strategy is run with an absolute value philosophy.  The 

team’s starting point 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.  It can own stocks across market caps 

and sectors.  And, finally, the Fund is relatively concentrated as the team 
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focuses on high quality companies that trade at significant discounts to 

the team’s estimate of intrinsic value. 

  For detailed information regarding the Fund we encourage you to 

read the Fund’s policy statement available under its strategy in 

FPAFunds.com. 

  It’s now my pleasure to hand over to Pierre Py. 

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 fourth quarter of 2016 the Fund returned 1.4% that is in U.S. currency.  

This is -1.3% for the MSCI All Country World Index Ex US net.  For the full 

year the Fund returned 9.1% compared to 4.5% for the Index. 

  While these are positive results we always encourage shareholders 

to focus on returns over a multi-year period and preferably through a full 

market cycle rather than short term performance, in particular with so 

many distorting forces at play in the current market environment.  To this 

point we would highlight that since inception the Fund has appreciated by 

an annualized rate of 6.5% net of feeds and expenses, versus 4.5% for 

the Index.  Again, these returns are net of fees and expenses.  And for 

reference we would note that as of the most recent prospectus the Fund’s 
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expense ratio was 1.3% and it’s been higher at times in the past five 

years. 

  When considering the Fund’s performance one also has to keep in 

mind that our approach is absolute in nature.  In measured terms, it gives 

us the flexibility to hold cash in the absence of opportunities that meet all 

of our investment criteria.  And, more generally, it means that we will hold 

true to our investment discipline at all times and in all market conditions.  

To this point and to put the above returns in context, it’s worth noting that 

our cash exposure averaged just under 32% during the quarter.  For the 

full year cash exposure has averaged 24%.  And since inception it has 

averaged 32% having fluctuated from around 10% to more than 40%, 

depending on the availability of suitable investment opportunities. 

  

  Stepping back from these return statistics, the only other thing we 

would highlight is that following the strong recovery post-Brexit vote and 

after a brief market pull-back in the earlier part of the quarter, share prices 

have continued to perform strongly across the board, particularly following 

the U.S. presidential election.  Commodity-related cyclical businesses that 

had been an area of investment opportunities for the Fund in the last 18 to 

24 months have recovered strongly in this market.  Cash exposure has 
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increased further in the past two months as a result and we find that 

opportunities are increasingly difficult to come by with the exception 

maybe of a few smaller companies with long-term business development 

prospects that are typically overlooked by the market, both because of 

their size and because of the need to take a multi-year fundamental view 

of the business and how it will evolve going forward longer term to 

understand the true intrinsic value of these businesses. 

  As mentioned earlier, we prefer not to comment on short-term 

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

investment approach.  However, we had mentioned last quarter that the 

Fund would reach its fifth anniversary by December 1, 2016 and that we 

would likely reflect on past performance and portfolio development at 

year-end.  While not a full market cycle in our view, we believe the past 

five years is enough time to provide some relevant perspectives to 

investors.  To that end, we wrote a 5-year review which we expect to have 

published along with our upcoming fourth quarter commensurate in the 

coming weeks, subject to legal and compliance approval.  The review 

comments on past successes and mistakes in selecting stocks and 

provide some analyses of the long-term performance of the invested 

portion of the portfolio. 
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  It also highlights other positive characteristics of the Fund’s 

historical track record.  The note then reflects on the limits of the 

constrained approach that typically prevails in the Fund management 

industry and why we believe this type of approach cannot be compared to 

our style of investing.  From there we explained how this investment 

discipline led to the main portfolio developments historically in the past 

five years and the different types of opportunities that we took advantage 

of during that period of time. 

  Lastly, we tried to bring investors’ attention to some significant 

industry trends and to warn them of some of the dangers we see in the 

market at this stage in the cycle.  We would recommend that investors 

take a look at these comments and we will try and make ourselves 

available offline for those who might have further questions or comments 

on the review. 

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

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

supported us through good and bad years.  Fewer and fewer investors are 

earnest enough, in our view, to embrace a long-term fundamental 

approach and our rigorous absolute value discipline in particular in this 
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current market environment, which makes us all the more appreciative of 

our loyal like-minded shareholders. 

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

starting with the right side of the slide, which shows the worst performing 

holding for the period.  The worst performing holding this quarter was 

Totvs which was down 20.2% in U.S. currency.  Based in Brazil, Totvs is 

the country’s leading provider of enterprise software solutions.  It typically 

targets small- and medium-size businesses. 

  The Fund first invested in Totvs over a year ago at a time of rapidly 

deteriorating political and economic conditions in Brazil, along with severe 

weakness in the national currency.  The group had also announced the 

acquisition of a company called Bematech which was expected to be 

rather challenging to integrate.  At the end of last year the designated 

successor to CEO and Founder Laércio Cosentino also resigned for 

health reasons but soon after resurfaced at IBM. 

  Lastly, the business model of Totvs has been transitioning from 

license sales to subscriptions, similar to what had happened at peers like 

SAP.  Combined with an almost unprecedented economic downturn and 

social pressure to increase wages, the shift has put significant downward 

pressure on short-term results which, in turn, has fueled rumors in the 
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market of losses in market shares and possibly deeper problems at the 

company. 

   While this confluence of challenges has created sort of a perfect 

storm for Totvs, the company is in the early stages of a longer 4-year 

business transition that started in 2015.  And things appear to have 

developed positively on that front in the past few months.  A new 

organization has been rolled-out to better support clients and long-term 

employees have been promoted to key roles.  The integration of 

Bematech has progressed well on the products and distribution sides.  

Subscriptions have enjoyed robust momentum despite the depressed 

economy and we have seen no conclusive evidence that the group’s 

market position has deteriorated. 

  We expect things will continue to be challenging in the next three to 

six months as a function of the environment and the spending transition.  

Longer term, however, the new model should prove highly accretive to the 

company’s Net Present Value.  Overall, we think Totvs remains a high-

quality business with a well-established dominant position in a market that 

is both difficult to penetrate and constantly changing.  Its solutions are 

high value-added and a must-have for users. 
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  Looking beyond the transition I talked about earlier, the company 

will again enjoy high margins, repeat business and positive long-term 

growth prospects.  For reference in the past Totvs had consistently 

generated double digit growth and margins above 20%.  And despite the 

sharp downturn the business still generate returns well north of 30% and 

high free cash flows.  The balance sheet is net cash positive and the CEO 

has an exceptional track record in the industry and he remains a large 

shareholder in the company. 

  Despite all this, though, Totvs’ stock currently trades at less than 8x 

post-transition profits and high single-digit free cash flow yield.  We think 

these reflect the market’s inability to take a multi-year view, thus creating 

an opportunity for us long-term investors to buy the stock at attractive 

prices.  We’ve been careful, as always, in our approach, particularly in 

light of recent results and we’ve continued to conduct due diligence on the 

transition.  But, ultimately, we believe the shares trade at very depressed 

valuations in light of the strengths of the fundamentals of the company.  

We remain shareholders of Totvs and will continue to manage our 

position in line with the stock’s discount to intrinsic value relative to the 

other holdings in the portfolio. 
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  Our best-performing holding this quarter was Signet which up 

26.9% in U.S. currency.  The company which is domiciled in Bermuda is 

the largest operator of chain jewelry stores in the U.S. with popular 

banners like Kay, Jared and Zales.  The group also have operations in the 

U.K. and in Canada.  The Fund first invested in Signet in the second 

quarter.  At the time, the shares were done almost 50% from their fourth 

quarter 2015 highs and the stock was trading at just over 8x profits two 

years out.  Market sentiment toward Signet had deteriorated because of a 

more challenging retail environment, particularly in energy-driven markets, 

the lack of clarity on the efficiencies gain and been gained from the Zales 

acquisition and a series of attacks from zealous short-sellers. 

  There were also rumors, often from similar sources, ranging from 

reasonable with relevant, if misguided, interview questions over Signet’s 

consumer lending book, to improbable, with allegations of widespread 

diamond swapping, to absurd, with reports of a gender discrimination 

class action that simple was not.  All this noise gave us a compelling 

opportunity to invest in a business we have known for a long time and that 

we think has robust fundamentals and a management that while 

somewhat colorful, has demonstrated strong operational skills. 



Q4 2016 FPA International Value Fund (FPIVX) Conference Call  

 

 

 

 
 

-10- 
 

 

  Signet has established a dominant position in a market that 

remains fragmented despite continued consolidation.  As a result the 

group benefits from signification scale advantages, from famous designer 

partnerships and national TV advertising, to favorable purchasing and 

leasing terms.  The business was made even stronger with the 2014 

acquisition of Zales, the group’s only competitor of importance in the U.S. 

Market.  Zales presented opportunities for operational improvements on a 

standalone as well as potential synergies and further economies of scale 

for the group. 

  While we expect market conditions will remain challenging in the 

short term, longer term we believe growth prospects are favorable for 

Signet.  Given the environment, margin and returns are acceptable for this 

type of business, although we think they still have room to improve and 

that more synergies could be extracted from the continued turnaround and 

integration of Zales.  Free cash flow generation has been strong and the 

balance sheet is reasonably levered.  Despite the recent rise in the share 

price and, candidly, a value dilutive, convertible preferred deal made by 

the company with investment firm Green Equity Investors, we remain 

interested in being invested in the group.  This, of course, is subjective to 

an appropriate margin of safety and the portfolio weighting that reflects 
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the discount to intrinsic value of the stock relative to the older holdings in 

the portfolio. 

  I’m now moving onto portfolio activity.  We made five new 

purchases in the period including Keywords Studios, Purplebricks and 

Ryanair.   Based in Ireland, Keywords is a world-leading provider of 

external development services, primarily so-called localization services, 

for the video game industry.  Purplebricks is the leading hybrid online real 

estate agent in the U.K. with early stage operations as well in the 

Australian market.  Ryanair, which is yet another high-risk Irish company, 

is a leading European low-cost airline. 

  In addition to these new purchases we disclosed one investment 

we had made following the Brexit vote and that is Northgate.  Northgate is 

based in the U.K. and it is the country’s largest van and commercial 

vehicle hire company.  The group also has similar operations in the 

Spanish market.  It should be noted, though, that market stock has 

performed strongly since the initial purchase and more recently the 

company was the object of takeover speculation.  So as a result we’ve 

had to reduce its weight in the portfolio quite significantly by the end of the 

quarter.  We also had to trim, in several instances, meaningfully, several 
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of our other holdings with stock prices that also converged toward our 

assessment of increasing values per share. 

  On the sell-side we completed exited two names during the quarter, 

Metso and Taiwan Semiconductor Manufacturing Company, or TSMC.  

Metso is based in based in Finland.  It is the world-leading manufacturer 

of heavy equipment, typically for mining industry.  The group also provides 

related engineering and maintenance service to its clients.  Based in 

Taiwan, TSMC is one of the world’s largest semiconductor manufacturers.  

It works with leading semiconductor design houses like Qualcomm, NVidia 

and Broadcom.  While both Mesto and TSMC remain high-quality, well-

run companies that we would be happy to own at the appropriate price, 

their stocks had reached our assessment of intrinsic value. 

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

quarter.  Net of the transactions I just highlighted, the portfolio remained 

relatively concentrated at the end of the period.  We held 33 disclosed 

investments with weighted average discount to intrinsic value with about 

30% at December 31, 2016, which is down again from the end of the 

previous quarter.  We remain generally focused on our best ideas with the 

fund’s top 10 holdings accounting for about 31% of assets and the top five 

accounting for around 17%.  These top holdings still include Fenner, KSB 
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and Page Group.  And the reason why we chose to highlight these names 

is of course because they were some of our top holdings at the end of the 

year, like I mentioned, but also because we believe they offer helpful 

incremental insight into how we think as investors. 

  For reference we talked about Fenner in our first quarter of 2015 

webcast, about Page Group in our second quarter 2015 webcast and KSB 

in our third quarter webcast.  We updated these comments in our 

quarterly commentary which is expected to be published shortly, as I 

mentioned earlier.  We’re also happy to go through these names during 

our Q&A time after these prepared remarks, if needed. 

  Looking at the portfolio from a top-down perspective now, things 

remain relatively unchanged at the end of the period.  The Fund’s median 

capitalization size was around $2.5 billion and its weighted average was 

close to $13 billion at the end of the year.  As these statistics indicate, we 

continue to find more compelling opportunities among smaller, overlooked 

companies.   However, 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 companies’ sizes, where they are 

domiciled or which sectors they operate in. 
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  With that being said, we can report that the main geographic 

characteristics of the portfolio, were also generally similar to what they 

were at the end of the third quarter of 2016.  Roughly half of the Fund’s 

assets remain invested in companies domiciled in Europe.  More 

specifically, more than half of the European exposure is now related to the 

U.K. where we saw compelling opportunities following the Brexit vote and 

the sharp fall of the British pound.  Most of the remaining exposure is 

towards northern Europe, primarily Germany and Ireland.  We also 

continue to have meaningful investments in the Pacific Basin which, for 

the most part, reflects our exposure to Australia.  We still have no 

exposure to Japan and only a small portion of assets in emerging 

markets. 

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

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

enough, even the smaller cap companies, to operate globally and often 

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

countries.  In fact, we estimate that more than half of the portfolio’s free 

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

business value is created along with the risks associated with this value 

creation, more so than domicile.  In terms of currency exposure, two 



Q4 2016 FPA International Value Fund (FPIVX) Conference Call  

 

 

 

 
 

-15- 
 

 

currencies continue to account for a disproportionate portion of the free 

cash flows that our business generate.  The euro and the British pound, in 

this order, both account for more than 10% of the portfolio’s total free 

cash flows.  As such, about 70% of our euro exposure and roughly 60% of 

our British pound exposure are currently hedged.  And that is measured 

as a percentage of our dollar costs. 

  From a sector standpoint the portfolio remained heavily geared 

toward industrials.  That’s mostly a reflection of our energy and mining 

holdings.  We still have no investment in banks.  In hindsight, when we 

described the banking stocks as a Pascalian Wager at the end of the 

second quarter of this year, it was a perfect time to buy them, even the 

rally that followed the U.S. presidential election.  However, as we’ve 

highlighted din the past, these companies seldom meet our selection 

criteria.  They often cannot be adequately researched and appraised.  

They also typically have weak fundamentals, low returns on equity and 

are highly financially levered yet cyclical.  As such, they might be 

successfully traded but we find them ill-suited to our long term 

fundamental investment style as we would inevitably struggle to weight 

them appropriately or to know when to sell them. 
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  As we have consistently highlighted in past commentaries, the 

Fund is often geared toward businesses that are cash generated 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 year.  We also continue to have 

meaningful investments in enterprise resource planning software 

providers, including Oracle, Totvs and SAP which account for a sizable 

exposure to information technology.  Beyond that we would only note that 

our small remaining exposure to health care, according to GX can be 

misleading since Ansell is more of an industrial and consumer goods 

business.  Similarly, our exposure to energy includes our positions in 

Fugro and Shawcor, which are effectively providers of industrial solutions.  

However, as we’ve pointed out before, several of our holdings have 

exposure to energy and the commodities market even though they are not 

classified as such under GICS. 

  Moving onto our quarterly case study which this time around is 

Ansell, Ansell is a $2.6 billion, that’s in U.S. dollars, market cap company.  

In 2015 the group generated sales of $1.6 billion, that’s in Australian 

dollars this time.  While it’s experienced more challenging market 

conditions in the past few months, the group has historically delivered top 
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line growth in the high single digits.  In 2015 it generated growth margins 

of 42%, EBIDTA margin of 17% and OPM profit margin of 15%.  While 

tangible assets are limited with personal protective equipment of only 

about 230 million, that’s in Australian dollars, working capital is close to 

40% of sales, which translates into a return on capital employed on an 

operating basis of 30%, assuming a normalized tax rate of 28%.  The 

effective tax which was 19% in 2015, so technically the return on capital 

employed was actually 35% in the last reported full year numbers. 

  As a function of this the cash conversion is also reasonably strong.  

It was at a trough last year in 2015, that is, of 50%.  But it’s averaged sort 

of the mid-60% in the past five years.  And looking further back 

historically, Ansell’s margins have consistently been in the low-to-mid 

double digit, low-teens type of levels, with returns on capital employed in 

the mid-to-high 20s and the cash conversion rate has been north of 80% 

on average.  The balance sheet is also relatively healthy with a debt to 

EBITDA ratio of just over 1.5x, again, in 2015. 

  Ansell is a company that we have followed for a number of years 

and personally been invested in the past.  When the Fund first purchased 

the stock, though, it was in the third quarter of 2015.  At the time the share 

price was down 39 percent, that’s in U.S. currency, from its second 
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quarter 2015 highs.  Subsequently, the stock actually fell another 21%, 

again, in U.S. currency.  And through that time is when the position was 

built.  Back then the businesses was under significant pressure from a 

combination of macro headwinds including weak industrial, particularly 

commodity related activity, slowdown in emerging markets and high 

volatility in currencies.  To be fair, the group also had suffered from more 

company-specific, albeit short term, operational issues.  And they had to 

prove that the company could successfully integrate several newly made 

acquisitions.  As a result, at the time of purchase the stock traded at less 

than 10x earnings and high single digit free cash flow yield, which we felt 

was an attractive price for this business in light of its fundamentals. 

  Ansell is based in Australia.  It is a leading global manufacturer of 

gloves and other body protection solutions for a broad range of industrial 

end-markets.  Their product line-up includes chemical as well as industrial 

gloves and sleeves, general disposable gloves and critical environment 

gloves.  That side of the business also includes protective clothing with 

products like chemical and splash protection suits, and things like hoods 

and aprons.  Key brands here include ActivArmr, AlphaTec, HyFlex, 

VersaTouch, Viking and, Trellchem, in industrial, and Microflex and 

TouchNTuff in single-use. 
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  Ansell has recently gone through re-segmentations in part as a 

function of their recent acquisitions of its financial but this side of the 

business is effectively split between an industrial segment and a single-

use segment which accounted for 38% and 24% percent of gross profits, 

prospectively, in 2015 with operating profit margins of 14% and 19%, 

respectively. That is a business that grows along with global industrial 

production in addition to some continued increase in the penetration of 

personal protection equipment, in part through new regulations but also 

pressure from insurance companies and employees that are users of this 

products, and some favorable pricing through innovation and branding so 

somewhere in the low-to-mid single digits. 

  The group also has a strong presence in health care with surgical 

and, to a lesser degree, examination and specialty gloves.  The health 

care business also includes medical safety devices, so products such as 

masks or burn and wound care products.  Key brands here include 

Encore, Gammex, Micro-Touch and Sandel.  And that medical segment 

accounted for 29% of gross profit in 2015, with operating profit margin of 

16%. 

  This is a business that grows along with healthcare spending, in 

addition to continued strong increase in product adoption as health and 
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care standards improve around the world, in particular in developing 

markets and some favorable pricing in surgical gloves through innovation, 

so somewhere in the mid-to-high single digits.   

  The rest of the business is the sexual wellness business where 

Ansell produces and distributes several brands of condoms and personal 

products.  Key brands here include Skyn and Manix.  Operating margins 

are in the low-teens with 13% last year.  And this is more of a consumer 

product growth type business with arguably weaker brand and market 

positioning overall, stronger competitors and tougher retail customers.  

Geographically speaking, the business is well diversified, although 

emerging markets account for roughly a quarter of the group’s revenues. 

  From a fundamental standpoint Ansell belongs to our “best-of-

breed” list of company.  I see here that the slide is quoting best in class so 

I’ll take this opportunity to highlight.  When we talk about our best-of-

breed list which is little over 300, it’s only 350 companies today, we’re 

talking about companies that we believe check all of the requirements that 

are needed to be potential investment for us, companies that we’ve 

extensively researched.  We understand their fundamentals.  We have 

priced them.  We know the management teams.  We’re compatible with 

their operational prowess, their financial discipline, how they go about 
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allocating capital.  But that doesn’t mean that they are the best 

businesses in the world.  It’s always about finding companies that can 

consistently generate return on capital employed in excess of their 

normalized weighted average cost of capital.  And, kind of judging where 

these companies sit on the quality curve and what that means in terms of 

valuation relative to what they trade at.  But we’re not in the business of 

only investing in the best in class businesses that they’re all over the 

world.  So this should say “best-of-breed.” 

  So, going back to my comment, Ansell does belong to this best-of-

breed list of companies.  And it actually falls in the category of very strong 

franchises that can consistently compound significant value over the long 

run through the cycle, limited volatility and cyclicality.  So it displays many 

of the quality characteristics that we look for across the board.  And 

across the board it stands pretty high in the quality curve.  So, to begin 

with, Ansell products are safety driven and often relatively low-cost items.  

All business stakeholders, from employees to governments to insurance 

companies, are together pushing for higher adoption of personal 

protection equipment and for better products as well. 

  By nature these products also have short lifecycles and they need 

to be readily available for replacement.  End users are not typically payers 
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for the product and they often take choice of brands and/or product with 

little sensitivity to price.  And evidently that is particularly true in health 

care if you think about surgical gloves, for instance, where clearly the 

decision is in the hand of the surgeons.  Ansell also has a broad portfolio 

of solution and it’s a well diversified business with a strong global 

presence, they’re in more than 55 countries, as well as a very wide range 

of applications which include end markets like auto, chemicals, food and 

beverage, life sciences, machinery and equipment, metal fabrication, 

mining and oil and gas. 

  The group is faced with relatively weak competition at most of its 

core markets due to its leading brands, innovative product with actually 

pretty good technology content and often unique production knowhow and 

facilities.  It is a dominant player in many categories with key distributors 

within the scale and the breadth of its offering.  And, for instance, it 

accounts for the vast majority and is continuously capturing greater 

portion of U.S. distributor Grainger’s glove offering and is a key partner for 

that business, as it often is with distributors of such products. 

  Management has done a good job building the group’s current 

product offering, both organically and through acquisition which we find 

have actually been generally positive acquisitions.  And management 
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employs a return threshold for these deals that is actually below the 

group’s current return on capital employed.  But it is well north of the 

group’s even normalized weighted average cost of capital.  Meaning these 

acquisitions, if well executed, can be value created for their company.  

Management compensation framework has also been improved to put 

more emphasis on returns going forward and less so on only top line and 

growing profitability as it used to be. 

  On the operational side, despite some of the recent setbacks, 

management has made good efforts to rationalize operations, optimize 

efficiency and ultimately reduce cost and drive margins which have been 

remarkably stable and steadily increasing over time.  They’ve also 

returned excess cash through dividends and opportune buybacks, actually 

kind of around the time when we thought the share price was attractive as 

well.  And they’ve managed the balance sheet in a conservative manner 

as I highlighted above. 

  So, as I mentioned earlier, we think Ansell will continue to enjoy 

positive long term growth prospect given the continuing increase in use of 

both new and existing protective solutions, with further opportunities also 

to increase the overall profitability of the business with, again, very little 

additional capital of the working capital required.  So that means 
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continued steady increase in returns as well.  And we think that the growth 

can continue to add to the group offering through bolt-on acquisitions, 

further adding to the value creation over time here. 

  With all that being said, we’re only interested in being invested in a 

stock if we can buy and hold that stock with a significant margin of safety.  

Now, Ansell’s share has been brought up 73% percent from the first 

quarter 2016 lows at the end last year or so.  While we do remain 

interested in being shareholders at current price levels the stocks 

weighting in the Fund needs also to reflect the discount to intrinsic value 

that it offers, not only on an absolute basis, or standalone basis, rather, 

but also relative to the other holdings in the portfolio. 

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

key tenants of our investment philosophy.  We are absolute, not relative, 

long term value investors with a bias towards quality.  That means we look 

for well run, financially strong, high quality businesses with stocks we can 

purchase at a significant discount to our estimates of their intrinsic values.  

And we only invest when presented with such opportunities and we’ll hold 

cash in their absence. 

  Now, we rarely do this on these calls but I think, especially in light 

of some of the conversation we were having even this morning with Jason 
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here, I think it might be an appropriate time to highlight again, like we did 

in early 2014 that the environment has become quite challenging, 

particularly since the U.S. presidential election.  At this stage it appears 

market valuations are broadly factoring in all the possible benefits of a 

new administration, while completely overlooking all the risk and no longer 

assuming any kind of structural volatility going forward.  Now, what we 

continue to do in that environment, of course, is we continue to stay true 

to our discipline.  And what that dictates is we sell positions as their 

discounts to intrinsic value unwind, and that we continue to invest in lean 

companies whose stocks trade at a discount to intrinsic value of more 

than 30%. 

  So, the Fund’s cash level has continued to increase as a function 

of that and could continue to increase as a function of that, which could 

cause the Fund to underperform in the short term if this rally just 

continues on.  Longer term, though, we believe it is better positioned to 

weather a possible short reversal in market trends and to take advantage 

of the potentially unique bargains that such a reversal might bring. 

  It is still very surprising to us that having started this Fund, not in 

2009 but in 2012, that we haven’t really seen a true market downturn in 

the five years since the Fund’s inception.  And, in fact, there hasn’t really 
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been one in the past eight years.  If you put U.S. dollar headwinds aside 

since March 6, 2009 the Index at yearend was up 170% and had returned 

almost an annualized 15% in euro terms. 

  Now, we believe that the unusual lengths of this last up cycle only 

makes it more likely that a correction will happen in the foreseeable future.  

And we think that the role that monetary policies, as well as, frankly, asset 

management industry practices have played in this cycle also increases 

the chance of a broad based correction.  So at this point we would invite 

investors to be most mindful of the dangers of a bull market’s 

capitalization phase. 

  With that, I have no further prepared remarks so I would like to 

thank all of our fellow shareholders again for their trust.  And I’d like to 

open it up for questions. 

Mark: We will just collect the questions and we’ll be back online very shortly. 

[PAUSE] 

Mark: All right.  We received some questions prior to and during the webcast so 

we will work through them.  The first one is:  What is your outlook on the 

European economy?  And how will that affect equities? 

Pierre: Okay, so I’ve got to say I feel terrible whenever we get that kind of 

question.  What I’ve got to do when I get that is I’ve got to dodge the 
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question and I’ve got to reiterate that we are bottom up investors, that we 

do not take a top-down view of the world or of the current state of capital 

market.  And that’s not to say that we don’t have a view of where the 

European is going or some of the more micro development around us.  I 

guess like everyone else with interest and exposed to microeconomic and 

political discussions we do have a view. 

  In fact, I would argue that as research driven journalist investors we 

can add to the mosaic of the obvious, how we see individual businesses 

perform and what we hear talking to managers or other types of sources 

on the ground which you’d think would give us a reasonably good picture 

of what’s pending and about to happen/will happen in the foreseeable 

future.  But it’s just not what we focus our research of fundamental 

analytical work on.  We don’t do sentiment based or feel-good investing.  

We don’t speculate on micro-political developments, although we’re happy 

to take advantage, of course, of such developments when they mean 

lower prices, irrespective of fundamentals. 

  So, bottom line is we don’t take bets based on that or anything 

else, for that matter.  What we do is we try and value a long term stream 

of free cash flows and to buy when we think that the stock trades at a 

significant discount to that.  So it’s not very helpful for us to try and 
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speculate on how the broader microenvironment will move over such a 

long period of time.  In shorter term it’s less relevant to fair value.  I think 

we’re also focused on businesses that we think can withstand the test of 

time and that can create value across the cycle and in all macro 

conditions.  And we specifically issue businesses that can be the victims 

of state crimes, as we call them, and not just in so-called developing 

markets like Russia, but also businesses that we think have that kind of 

risk in developed economies. 

  So it’s just not that relevant to us, I guess.  And we think that it’s 

also futile to try and guess from whatever macro assessment how equities 

might be affected by that.  There’s just so many different approaches in 

the market, so many different models, such complex mechanics that it 

would be just a guess game.  And similar to what I said earlier on macro 

conditions, I guess we have a sense, of course, and I’d argue we’re often 

actually right.  But we make it a strict discipline to not let that kind of 

speculative or betting mindset interfere with the investment because that’s 

when one makes costly mistakes.  We’re in the business of researching, 

assessing, pricing and then taking advantage of the market.  So it also 

just doesn’t matter much, candidly.  At the end of the day we don’t care 



Q4 2016 FPA International Value Fund (FPIVX) Conference Call  

 

 

 

 
 

-29- 
 

 

where our equities might be going.  And I think I’ll just finish my answer 

with that. 

  The market to us is just that, it’s a place where we can get a price 

for what we own or a place where we can pay a price for what we like.  It’s 

just a place to buy and sell.  And as much as we think this is obviously 

we’re actually often surprised by how many people, including people we 

know personally sometimes and people we know as well, still think that we 

just employ some sort of system to successfully play some casino game.  

And I’m not sure how to say that any differently but that’s just not what we 

do.  Maybe try and think of it as private equity investing, only with some 

guy standing in front of the building and constantly yelling offers for the 

businesses that we own.  It doesn’t tell us what the value of our holdings 

might be, it just gives us an opportunity to buy or sell at every moment 

from the crazy guy outside. 

Mark: Thanks, Pierre.  Second question:  The skew or delta between the MSCI 

international growth and the value index seems to be at extremes; any 

perception that the cycle is shifting to your target style box or is that 

irrelevant? 

Pierre: I’ve got Option A and Option B.  Option B is that this is irrelevant and so 

I’ll take Option B and say, yes, very much irrelevant.  That being said, this 
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is an interesting question with respect to style box.  And what I would do 

here is I would ask that you go and, hopefully soon it’d be available on the 

website, read the 5-year review that we put together.  Because what we 

try to highlight is some of the things that have transpired in terms of 

portfolio developments over the past five years.  If you go back quickly to 

the beginning of 2012 and you take what people will call a big picture or 

top-down perspective on what we were actually doing as a function of our 

bottom-up approach, so let’s go up to 2012, Eurozone crisis, everything 

that’s euro related is toxic.  Which means that we end up owning a lot of 

very, very high quality companies that happen to be based in Europe but 

they are large companies so their business is global.  Meaning they 

actually have only so much exposure to the European issues.  And as a 

function of that we get an opportunity to buy them at very attractive prices.  

We take zero investment risk there from our perspective because they’re 

high quality, well managed, balance sheet is debt free.  But also because 

we don’t have to forecast anything when something is trading at, in 2012 

you’re not exactly at a very high point in the cycle, 8x profit and you think 

it’s one of the best businesses in the world, who are 13 or 14, you’re doing 

just a multiple, very, very easy, very high risk…very low risk.  And then if 

you had looked at the weighted average multiple of the portfolio at the 
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time you would’ve seen that it’d be very high relative to the range that we 

use which is typically 8-to-15x. 

  And that worked out really well.  The invested portion of the 

portfolio was up north of 30%, Year 1, Year 2 and then we went about 

selling those and we ended up in the fourth quarter of ’14 with very high 

concentration, 50% of our assets in names, 40% cash.  A very similar 

situation to what we have today in terms of the market where the market 

was at and was almost as low at the time.  And then we get the 

opportunity to start investing in things that are completely different in 

nature or they’re highly cyclical commodity related businesses.  They’re 

falling apart.  We go in, we take it on the chin for 18 months and then you 

see that coming back strongly last year and generating a lot of the alpha 

that we’ve been able to capture. 

  And now you’re seeing the rest of the markets continue to rally.  

That cyclical side of the market rallies as well.  And now we’re being 

pushed into yet another type of investment opportunities, like I mentioned 

earlier, smaller, of less known, overlooked companies and companies 

where you have to sit down and you have to look and say, “What is this 

industry going to look like in 20 years?  What is this business model going 

to look like in 20 years?”  The stuff that the strategies can’t do, the quant 
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strategies can’t do, being good thinkers about all these fundamental 

developments, five, 10, 15 years out.  The market doesn’t look that far 

out.  So you end up with things like Keywords.  And it will be fascinating to 

have the opportunity to do a case study in due course of that.  So and 

these are higher quality, higher growth, higher business development type 

of opportunities. 

  I guess what I’m trying to say there is we don’t have a style box.  

What we do is very simple.  We have two simple tools.  The way to create 

capital appreciation over the long run is to buy stuff for less than it’s worth.  

That sounds like obvious but that’s choice number one.  Choice number 

two is what the stuff is worth is long term free cash flow that this stuff can 

generate discounted back to present time.  Now, where the discount to 

intrinsic value comes from was that the quality of the business, whether 

that’s the value creation opportunity looking through the cycle, we really 

don’t care.  So at different times you’re going to see us do different things 

from a style box perspective. 

  And also at the same time within the portfolio you’re going to see 

different things.  You’re going to see Diageo.  You’re going to see 

Keywords.  But you’re also going to see a Safilo or a Fenner.  You’re 

going to see a very challenged business going for restructuring but trading 
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at cents on the dollar.  You’re going to see a highly cyclical business that’s 

going through a trough.  And you’re going to see business that’s going to 

be 3-4x the size, the margin, the returns that it is today, 10, 15 years out 

where the market can’t look. 

  So it’s important to understand that the beauty of what we are is 

we’re not stuck to a style box.  We don’t have to do something stupid just 

because we’re in that box.  We’re trying to be intelligent investors and to 

take advantage of the opportunities that the market gives. 

Mark: Thanks, Pierre.  Why don’t we go to a different question that actually 

follows because Pierre is talking about discount to intrinsic value?  Does a 

rise in U.S. interest rates impact discount to intrinsic value calculations? 

Pierre: Okay.  This is an interesting question.  So I mentioned the word in these 

prepared remarks a couple of time normalized weighted average cost of 

capital.  So as challenging as it is, especially in the last decade, to not 

play the game of interest rates, again, we’re trying to value the opportunity 

stream of the cash flow.  Interest rates might be very low for five, 10 years 

and then they might be very high for five, 10 years.  So how much should 

we be, or how should be thinking about those numbers when we discount 

back to intrinsic value of the cash flow? 
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  We should be thinking about it in terms of what the normalized 

interest rates are.  And, as you can imagine, there’s a lot of assumptions, 

there’s a lot of speculation, conversation, discussion, thinking that goes 

into that.  But at the end of the day just because interest rates are at zero 

doesn’t mean that our interest rates in the model are at zero.  Otherwise 

we’d own everything.  We have a normalized cost of capital, irrespective 

of where interest rates are at, that we apply consistently across 

businesses.  And effectively what that is, is a combination of cost liquidity 

which is a reflection of where the free cash flow that the business 

generates comes from and what kind of fundamental risks come 

associated with that; the cost of debt for the business which, mind you, is 

often irrelevant because, remember, we’re looking at businesses that are 

typically not financially levered; and then with a normalized tax rate which, 

again, is a moving target. 

  Should the U.S. market consistently be at 35% over time when the 

U.K. is at 17?  Probably not.  Should U.K. stay at 17 when France is at 

33?  Probably not.  Can China be at 15 forever given their fiscal situation 

longer term?  Probably not.  So we’re trying to normalize a lot of these 

things and arrive at a number that is a normalized number rather than a 

number that people are discussing whether it’s long term or short term.  If 
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interest rates are really low for five years that’s still short term for us.  

That’s not how we think about long terms. 

  So a rise in U.S. interest rates will not impact the discount to 

intrinsic value calculation.  Actually, let me rephrase that.  It will not impact 

the intrinsic value calculation.  The discount to intrinsic value is always the 

same because the intrinsic value calculation incorporates all the 

fundamentals of the business for what they are.  So when I’m looking at 

an individual company, whether that’s a Diageo or a Fenner, and I’m 

saying both these companies have the same discount to intrinsic value, at 

that stage I absolutely do not care which one I own because the discounts 

to intrinsic value are created equal, in that the assessment of value of 

both companies reflect their own intrinsic fundamentals and the specifics 

of their own situations.   

Mark: Thanks, Pierre. This is outside the portfolio discussion but can you share 

any thoughts on the future of money in investing?  For example, does Bit 

Coin have the possibility of fundamentally changing the mutual fund 

business in the FPA? 

Pierre: I think we can easily pass on that one. 
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Mark: Can you share your thoughts on how strong U.S. dollar and an increase in 

tariffs or other trade barriers might impact the holdings of your portfolio or  

creating interesting opportunities for new holdings? 

Pierre: So part of that is to just going back to what sort of the environment means 

for how we think about valuation on the trade buyer side.  On the currency 

side of the question I think it might be worse, highlighting something we 

may have said in past commentaries, something we have said in past 

marketing conversations, which is that we do not make any forecast or 

assessment of what exchange rate might be doing.  We do not try and 

normalize that.  We’re dealing with call it 20, 25 main currencies.  So I 

can’t sit here and tell you that I know what the normalized exchange rate 

in-between all of them is at any given point in time. 

  We’re trying to be mindful of the risk that it can represent when we 

invest in a business.  But we don’t give benefits of the doubt to 

businesses for the potential benefits of any moving currency rates.  And 

then we, when it comes to the portfolio overall, portfolio management 

rather, we do not hedge individual positioned based on the currency 

denomination of the shares.  We look at the portfolio overall and the 

currency denomination of the completed cash flow.  And, any currency 

that accounts for more than 10% of the portfolio’s consolidated free cash 
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flow, we hedge back defensively.  “Defensively” meaning we hedge back 

the capital at risk because we’re in the business of protecting on the 

downside.  So say it differently, we don’t hedge the upside.  And so if part 

of the upside goes away because of currency that’s too bad, that’s 

unfortunate but we can’t start hedging upside and managing a hedging 

book of that nature. 

  So with some specifics on it, if you take an Hypermarcas in Brazil 

that happens to have worked tremendously well on the local currency 

basis with the real remaining really depressed, despite the success of that 

investment in U.S. dollar term we actually haven’t make much with it. 

  And the last aspect of the question is create interesting 

opportunities for new holdings.  Absolutely.  That’s the one thought that 

matter.  And again, if you go back the one thing that we know for sure is 

these things create moves in the market that we can take advantage of.  

Like I said, 2012, let’s go to 2012, Eurozone crisis, we took advantage of 

this.  Last summer, Brexit vote and the fallout after that, we did extremely 

well on the back end of this.  I mentioned Northgate in the prepared 

remarks.  And look at what’s happening in Mexico now which has been a 

fairly expensive market, currency was doing relatively well, and the 

multiples were high even though these businesses typically don’t grow all 
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that much and few of them are well managed.  Particularly the returns are 

often decent.  There are some very high quality businesses there.  It’s 

possible that what’s going on could create an opportunity if investors start 

pulling back from that market. 

  So, absolutely, yes, these micro-developments  create 

opportunities for us.  In fact most of the time that’s precisely what 

happens.  Markets are driven by macro events.  We’re focused on the 

fundamentals of the business that creates disconnect in terms of valuation 

and we can take advantage of that.  So focus on short term micro-

development versus long term business fundamentals.  That creates 

discrepancy from a pricing standpoint that we can take advantage of.  

That’s what we do. 

Mark: Thanks, Pierre.  Two questions around India.  And I think simply put, how 

do you view the country and, in light of that, opportunities? 

Pierre: So we view that country as every other country out there.  We don’t 

discriminate either positively or negatively against specific regions with 

one caveat which is, like I’d mentioned in the past, places where we feel 

as long term investors our claim on the business is no guarantee.  So, 

Russia, for instance, Venezuela, Tiagua, places like that; Argentina for 

awhile; Philippines was, wasn’t and then again is a non-investable market; 
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Indonesia was non-investable, for awhile investable.  We’re wondering if 

Turkey has become non-investable for a large part in our mind, although it 

was a good place to hunt for many years.  But outside of that we don’t 

discriminate positively or negatively. 

  So it’s really just a function of…  And, again, keep in mind the 

valuation reflects the fundamentals of the business, so recognizing that 

India has better growth profile but also has tremendous challenges for 

businesses to operate.  Luckily, given the lack of infrastructure and the 

complexity of the country, from regulatory and a tax perspective, which 

come at cost margins with huge ethical issues, lots of corruption which 

carries a significant risk of compliance issues and one of blowups but 

there are nonetheless interesting companies and high quality companies.  

So long as we can find there a management team that fits the bill in terms 

of operational prowess and financial discipline and a 30+% discount to 

intrinsic value, we’re happy to invest.  We just haven’t found that many 

opportunities in that part of the world. 

Mark: So a question on Japan in terms of opportunities or lack thereof, it doesn’t 

seem like you have any exposure to Japan.  Do you want to comment on 

that? 
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Pierre: Okay.  So Japan is the same thing and we just went to Japan not so long 

ago.  We go once or twice a year.  And like I joked to John on a recent trip 

to Korea and China with me this last quarter, now that you’ve been sitting 

in front of these management teams and talked to them for an hour you 

can tell investors why we don’t think they’re suitable companies for us.  So 

that’s really the challenge, candidly.  And we’re talking out of generalities 

so it’s always very diverse.  But the main issue we have with Japan is to 

find companies that are run by management teams that have the same 

kind of financial discipline and capital allocation discipline that we demand 

from any other company. 

  Now, for all the respect and personal love, because I know them 

very well, actually grew up in Africa with one of the partners, I can tell you, 

because he made that statement during a panel in front of a full room of 

investors, that the guys at IVA haven’t put foot in Japan in decades and 

that they don’t typically go up to companies ahead of investing.  So they 

just take a different approach.  They have a far more diversified portfolio.  

We are thinking of ourselves as private equity investors with high 

concentrated exposure to names.  We expect to be invested for many 

years.  So we want to be invested in companies where we feel we have 
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managers that are our partners or representatives at the very least and we 

struggle to find that in Japan. 

Mark: Thanks, Pierre.  There’s a question or two that wasn’t answered or 

addressed.  We will call you personally on those just in case nothing was 

talked to because we’re running out of time and I think we need to 

conclude. 

Mark: Do you want to answer one? 

Pierre: Okay, just the question on Morningstar categorization.  And I absolutely 

want to address that one if I can.  I’m going to ask you to go and read that 

5-year review.  Because if you go back to what I’m saying about how we 

invest and what we do, it is completely absurd that we are in any kind of 

Morningstar category.  And I think there is nothing more dangerous than 

managed money based on the guidelines of a Morningstar category and 

trying to be successful in that category.  We don’t manage the portfolio on 

that basis and we don’t care what it means, from a business standpoint or 

from a reputational standpoint, whether it gets us nice awards or not.  We 

just go by “Is this a business I want to own?  Is this a balance sheet that I 

can trust?  Is this a management team that’s got my back and that can 

run this business?  And if I look at the free cash flow that it can generate 
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over 20 years, and I discount it back, can I but this at a 33+% discount to 

intrinsic value?” 

  Where we end up because of the combination historically or I think 

even a point in the portfolio of these value opportunities, these different 

styles, if you want to call them that, or value opportunities, we find at any 

given times is irrelevant to us and to look at what we’ve done from a 

performance standpoint on that basis is just meaningless. 

Mark: Thanks, Pierre.  All right.  Well, that concludes our prepared remarks and 

Q&A for today’s call.  We’d like to thank you, our listeners, for their 

participation in the FPA International Value Fund Fourth Quarter Webcast 

2016. 

  We invite you, your colleagues and clients to listen to the playback 

and view the slides from today’s website which will be made available on 

our website FPAFunds.com over the next 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 will have the opportunity to provide 

your feedback.  Please do so because we take it into consideration and 

appreciate and review all your comments.  Visit FPAFunds.com in the 

future for future webcast information, including replays.  We will post the 
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date and time of the prospective webcasts during the latter part of each 

current quarter and expect the calls to take place within three to four 

weeks following each quarter end. 

  We hope that our quarterly commentaries, webcasts and special 

commentaries will continue to keep you appropriately informed of the 

funds.  We want to make sure that you understand that the views 

expressed on this call, as of today, January 26, 2017 are subject to 

change based on market or other conditions.  These views may differ from 

any other portfolio manager 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 a solicitation or an offer 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. 
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  Any statistics have been obtained from sources believed to be 

reliable but the accuracy and completeness cannot be guaranteed.  You 

may request a prospectus from the Fund’s distributor, UMB Distribution 

Services, LLC or from our website FPAFunds.com.  Please read the 

prospectus and the investment policy statement carefully before investing.  

FPA International Value is offered by UMB Distribution Services, LLC. 

  This concludes today’s webcast.  Again, thank you for your time. 

[END FILE] 

 


