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

welcome you to the Second Quarter 2017 Webcast for the FPA 

International Value Strategy, including the FPA International Value Fund.  

My name is Jonathan Rahbar and I’m a Product Specialist here at FPA. 

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

made available on our website, FPAFunds.com. 

  In just a moment you will hear from Pierre Py the Portfolio Manager 

of the strategy. As usual we would like to highlight the key Fund attributes 

for those who may be listening in for the first time.  I’ll quickly mention a 

few of these.  

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

team’s starting position is cash and they’ve seen genuine bargains in the 

equity markets rather than relatively attractive ones. 

  Second, the Fund has a broad benchmark agnostic mandate.  The 

team can invest in both developed and emerging markets and can own 

stocks across market caps and sectors. 

  Finally, the Fund is relatively concentrated as the team focuses on 

only high-quality companies that trade at a significant discount to the 

team’s estimate of intrinsic value. 
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  For more detailed information regarding the strategy we encourage 

you to read the strategy’s policy statement available at FPAfunds.com. 

  At this time, it’s my pleasure to hand the call over to Pierre Py.  

Pierre? 

Pierre: Thank you very much, John, for the introduction.  And thank you all for 

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

performance over the period which is includes of the last six months, 

starting with the first quarter of the year.  So during the first quarter of 

2017 the Fund returned 8.9% in US currency versus 7.9% for the MSCI 

All Country World Index ex US on a net basis.  In the second quarter it 

was up 6.9% versus 5.8% for the index.  So that means the Fund has 

returned 16.5% since the beginning of the year compared to 14.1% for the 

index. 

 While positive, these are short term results.  And we always encourage 

shareholders to focus on returns over the long term, typically a multiyear 

period and preferably through a full market cycle, in particular with so 

many distorting forces at play in the capital market at this time.  To this 

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

an annualized rate of 8.8% net of fees and expenses versus 6.6% for the 

index.  Again, these returns are a net of fees and expenses.  And for 
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reference I’d note that as of the most recent prospectus the Fund’s 

expense ratio was just under 1.3%.  And that’s been kind of around those 

levels but sometimes higher since the inception of the Fund. 

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

mind that our approach is absolute in nature.  What it means is that we 

have the flexibility to hold cash in the absence of opportunities that meet 

all of our investment criteria.  As a function of this discipline our cash 

exposure stood at more than 35% at the end of the second quarter of this 

year.  And it has averaged roughly 37% since the beginning of the year, 

with the level remaining relatively consistent in-between the first and 

second quarter of this year.  And, since inception, cash exposure has 

averaged just under 33%, having fluctuated from less than 10% to more 

than 40% depending on the availability of suitable investment 

opportunities. 

  So our stockholdings have returned 28.3% through the first six 

months of the year which is particularly strong relative to historical 

performance.  And, for reference, our equity investments have returned an 

annualized 15.3% since the inception of the Fund.  These are strong 

results that we think can be explained by a combination of factors. 
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  First, as we pointed out in our first quarter commentary, the Fund 

has continued to benefit this year from the recovery in cyclical names 

including companies with exposure to commodities, companies located in 

geographies where commodities have a material impact on economic 

activity and luxury good franchises.  We purchased many of these 

holdings starting in the later part of 2014, at a time when their share prices 

were under tremendous pressure due to the slowing Chinese economy 

and the impact that that had on emerging market growth overall and 

associated with that commodity demand. 

  The recovery of these stocks contributed strongly to performance 

last year already and that’s continued to be the case in the first quarter of 

this year.  In the second quarter the Fund also benefitted from the tail end 

of that recovery.  To put this in perspective, in the first quarter three of the 

top ten contributors were companies from this group.  And that’s not 

including Fenner, actually, which is a more diverse company than just this 

type of businesses.  And together they accounted for 40% of the positive 

contribution.  In the second quarter ALS, KSB, and to a lesser degree, 

Skellerup, which belonged to that cyclical commodity related group of 

companies, were three of the top contributors.  And together they 

accounted for almost 20% of the positive equity contribution. 
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  A second factor behind the strong performance was our British 

holdings.  Often smaller cap companies, many of which we purchased 

following the Brexit vote and into the subsequent correction in the UK 

market which occurred in the early part of the third quarter of 2016.  Their 

recovery mostly impacted the first quarter of this year when three of the 

top ten contributors were companies from this group.  Again, that wasn’t 

including Fenner.  Together they accounted for 40% of the positive 

contribution in that first quarter, although that includes the strong 

performance of Purplebricks. 

  And that leads us to the third factor which were particularly 

successful recent individual investments such as Purplebricks and 

Keywords.  Both companies belong to these opportunities we have 

discussed in recent commentaries in overlooked companies, often as a 

function of their size, that we think present highly attractive long-term 

opportunities for business development well beyond the market’s typical 

view of 18 to 24 months.  Now, our experience has been that 

understanding these businesses requires extensive research and the 

ability to anticipate the long-term development of their underlying 

fundamentals.  Because of this we think their quality is often 

underappreciated by less active market participants, even in the current 
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environment.  This has positively impacted both quarters.  With Keywords, 

for instance, being the second and third largest contributor to the Fund in 

the first and second quarter, respectively. 

  The last factor that we would note is the good performance of 

some of our investment technology holdings that’s according to the GICS 

classification, which also includes Keywords, actually.  This was more 

specifically relevant to the second quarter, though, with four of the top ten 

contributors in that group during that period.  Together these IT 

companies accounted for more than 20% of the total positive equity 

contribution in the period. 

  And now I’m moving on to the key performing holdings over the last 

six months, starting with the worst performing holdings.  So in the first 

quarter our worst performing holding was Safilo which we discussed in 

further detail in the quarterly commentary at the time.  In the second 

quarter our worst performing holding was Ashtead which was down 0.3% 

in US currency.  And it was the only holding actually that experienced a 

decrease in price in the second quarter.  But in the UK, Ashtead is a 

world-leading rental company of industrial and construction equipment, 

including aerial work platforms, forklifts and earthmoving vehicles.  The 

group had significant exposure to the US market even though it is based 
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in the UK.  And in the US it operates under the Sunbelt banner.  While 

Ashtead stocks have underperformed the Fund this quarter, clearly the 

business has continued to perform very well, in particular in the US.  We 

believe that the current valuations under-appreciate this trend of the firm’s 

market position, its solid economics and the long-term opportunities the 

company has for further development going forward. 

  While Ashtead operates in cyclical markets, we think management 

is taking appropriate actions ahead of a possible correction and 

demonstrating sound financial discipline, in particular with respect to the 

group’s balance sheet position with a very conservative approach to 

financial leverage. 

  Turning to the best performing holdings, in the first quarter our best 

performing holding was Purplebricks which is also a holding that we 

discussed in further detail in the quarterly commentary at the time.  In the 

second quarter our best performing holding was Ryanair which was up 

31.93% in US currency.  Based in Ireland, Ryanair is Europe’s leading 

low-cost airline.  Despite fears that growth in industry capacity would 

outstrip demand and put pressure on airfares in the short term, the group 

has continued to deliver robust operating performance and, more 

importantly, to strengthen its position in the market.  Ultimately fare 
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deflation benefits Ryanair as it enjoys a massive structural cost advantage 

on all its competitors, not only the bloated legacy airlines, but also the 

other low-cost providers.  That contributes to make the company’s core 

business model very powerful and extremely difficult for anyone to either 

replicate or fend off.  It also means that Ryanair has the opportunity to 

significantly expand its current lead in the European market going forward.  

Furthermore, the group is able to leverage its unique proprietary 

relationship with customers to grow ancillary revenues and roll out new 

digital based services. 

  Management has consistently delivered superior execution and 

now firmly established itself as a best in class team, not only in the airline 

industry but I would argue at a much broader level as well.  With operating 

margins in excess of 20%, returns on capital employed north of 30%, cash 

conversion near 100% and net cash on the balance sheet, I think we can 

agree that Ryanair just isn’t your typical airline. 

  Now we remain shareholders of both Ashtead and Ryanair.  And 

we will continue to manage our positions in line with the stock’s discount 

to intrinsic value relative to the rest of the portfolio, as we always do. 

  Now moving to portfolio activity starting with new purchases, we 

made several new purchases in the last six months.  In the first quarter 
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that included Philips and Koh Young Technology.  Both are actually 

names that we’ve followed for many years.  In fact, Philips was one of the 

Fund’s early holdings and a name we discussed as a key performer in our 

first couple of quarterly commentaries.  Based in the Netherlands, it is a 

large conglomerate with strong positions in various healthcare related 

segments, including sleep and respiratory care, medical imaging, patient 

monitoring, as well as more personal care and wellness-type segments 

such as oral care and shavers.  The group is also in the process of exiting 

a legacy lighting business which is its own listed entity. 

  While the fund never invested in Koh Young Technology 

previously, the team had met with management representatives in Seoul 

multiple times since 2012.  The company is a leading manufacturer of 3D 

solder paste and automated optical inspection machines which it sells to a 

broad array of industrial and electronic manufacturing clients.  More 

recently Koh Young Technology launched several interesting new 

products that we believe have some interesting opportunities in the 

market, including machining inspection solutions and a medical robot. 

  In the second quarter, now, new purchases included Alicorp, Allied 

Irish Banks, Luxottica and WPP AUNZ.  Based in Peru, Alicorp is the 

country’s leading consumer goods company with dominant positions 
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across several food and homecare categories.  The group currently also 

participates in the B2B and animal nutrition markets.  And Alicorp is 

present in several other Latin American countries outside of Peru, 

including Argentina and Brazil for the most important ones. 

  Based in Ireland, Allied Irish Banks is one of the country’s leading 

financial institutions with a particularly strong position in the domestic 

residential mortgage market.  The group also has a small exposure to the 

UK market.  The company is currently controlled by the Irish State which 

recently sold about 25% of its share in Initial Public Offering in which we 

participated. 

  Based in Italy, Luxottica is the world’s leading manufacturer and 

distributor of frames and sunglasses.  In addition to its licensing business, 

the group owns renowned global eyewear brands like Ray-Ban, Persol 

and Oakley.  It recently announced an agreement to merge with French-

based Essilor which is the world’s leading manufacturer of ophthalmic 

lenses. 

  Based in Australia, WPP AUNZ is the former STW 

Communications, the leading domestic advertising group.  The company 

recently announced an agreement to merge with the subsidiary of UK-

based WPP in Australia and New Zealand.  The newly created entity is 
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controlled by WPP.  And the WPP group, for reference, is one of the 

world’s leading players in advertising and marketing services.  But Jason 

will provide further details on this company in our case study on this 

webcast in a moment. 

  I will now discuss some of the positions we sold in the past six 

months.  And I think this is one of the busiest, if not for sure the busiest 

level of activity that we’ve seen on the sell side since the inception of the 

Fund.  So, going through as many of those as we can, in the first quarter 

we sold our holdings of Ansel, Atea, Burberry, Diageo, Northgate and 

Signet.  Several of these companies had been longtime holdings of the 

Fund and we continue to view these companies as high quality, well-run 

companies that we would be happy to own again.  However, their stocks 

no longer offered the margin of safety that is required for us to remain 

invested, so, consistent with the investment discipline, we exited the 

positions. 

  In the second quarter we also liquidated several positions.  For the 

most part, again, these stocks, often longtime holdings of the Fund, had 

reached their estimated intrinsic values.  While we can’t always explain 

why the discount unwinds when it does, at least in the case of one of our 

holdings, Australia-based Spotless, the group was the target of a takeover 
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by local peer Downer EDI.  However, for a few of the liquidated stocks, 

including Aggreko, Fugro and Prada, the reason for selling was different.  

In past reports we identified these holdings as the three mistakes we’ve 

made in the almost six years now of managing the Fund.  Accordingly, we 

still had unrealized capital losses associated with this position.  And since 

many of our investments have worked well in the past few months, it was 

appropriate to monetize some of these losses. 

  In the case of Safilo also we highlighted in our first quarter 

commentary the various changes that took place in the eyewear industry 

and the new strategic challenges that we think some of these changes 

pose for Safilo specifically.  So we concluded that we were not able to 

adequately price-in these concerns.  And, consistent with our investment 

discipline, we then decided to exit the position. 

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

quarter, starting with some comments on key individual holdings.  So net 

of the previously mentioned transactions, the portfolio remained relatively 

concentrated at the end of the second quarter of this year.  We held 28 

disclosed investments with weighted average discount to intrinsic value.  It 

was right around 25% at June 30, 2017 which was down from about 27% 
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at the end of the first quarter which was also lower than what the number 

was at the end of the fiscal year of 2016. 

  And we remain generally focused on our best ideas with the Fund’s 

top ten holdings accounting for more than 30% of total assets and roughly 

47% of the invested portion.  The top five accounted for roughly 17% of 

total assets and 26% of the Fund’s invested portion.  These top holdings 

include Fenner, KSB and TOTVS.  The reason why we chose to highlight 

these names is, not only because they were some of our top holdings at 

the end of the second quarter, but also because they’ve been 

longstanding holdings of the Fund and because we believe they offer 

helpful incremental insight into how we think as investors. 

  So I won’t go through all three.  For reference we talked about 

Fenner in our first quarter of 2016 webcast so I would refer you to that for 

Fenner.  We talked about KSB in our third quarter of 2016 webcast.  And 

we updated these comments in our quarterly commentary which is 

expected to be published shortly.  So, again, I would refer you to that 

document. 

  However, this is our first opportunity to discuss TOTVS in that 

manner.  So, moving on to TOTVS, TOTVS is based in Brazil.  It is the 

country’s leading provider of enterprise software solutions.  It typically 
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targets small and medium size businesses.  Given its domestic focus, the 

business has been negatively impacted by difficult economic conditions in 

Brazil, along with inflationary pressure on both wages and taxes.  The 

group is also going through the integration of recently acquired Bematech 

along with the reorganization of its own. 

  Lastly, it has been transitioning from selling licenses to a 

subscription model.  This confluence of challenges has put significant 

downward pressure on results which, in turn, has hurt TOTVS’ share price 

because of the market’s short-term focus.  The decline has been further 

aggravated by weakness in their national currency.  While conditions 

remain challenging for now, the company is only halfway through a four-

year business transition that started in 2015.  Longer term, we believe that 

the new subscription model should prove highly value enhancing for the 

company.  And we would expect the microenvironment to improve as well.  

More fundamentally, TOTVS remains a high-quality business with a 

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. 

  In the past the business consistently generated double digit sales 

growth and margin above 20%.  Despite the sharp economic downturn, 
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the business and the transition to the subscription model, I would add, the 

business still generates returns well north of 30% and high free cashflows.  

The balance sheet is net cash positive.  Lastly, the CEO has an 

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

Even so, at the end of the quarter TOTVS’ stock was still down more than 

50%, “5-0,” from its five-year high, despite the recovery of about 50%, 

again, “5-0,” in US currency since its trough in late 2016.  It traded at less 

than 10x plus transition profits and a high single digit free cashflow yield. 

  Now, looking at a portfolio more from a top-down perspective, I’d 

say we find that things remained mostly unchanged at the end of the 

second quarter of this year.  The Fund’s median capitalization size was 

higher, though, at close to $5 billion as was its weighted average which 

was close to 22 billion.  However, we do not consider our company size to 

be a relevant criterion from an investment perspective.  In fact, we’re 

invested across a very broad market cap spectrum, with a range of 

companies with market cap as small as 200 million or so, and companies 

with market caps as high as over $100 billion.  Similarly, we are indifferent 

regarding which sector a company operates in or where it happens to be 

domiciled. 
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  But with that being said, as a caveat, I’m looking at the Fund’s 

geographic profile, almost half of the assets remained invested in 

companies domiciled in Europe with over 20% in the UK specifically.  

Most of the remaining exposure is toward northern Europe, primarily 

Ireland, Germany and France.  We also continue to have meaningful 

investment in the Pacific Basin which, for the most part, reflects our 

exposure to Australia around 12%.  We’re still invested in emerging 

market with another 5% in Australia and New Zealand. 

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

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

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

their free cashflows outside of their home countries.  We estimate, to that 

point, that more than 60% of the portfolio’s free cashflows are in fact 

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

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

much more so than domicile. 

  In terms of currency exposure, on that note, two currencies account 

for a disproportionate portion of the free cashflows that our businesses 

overall generate.  And they are the euro and the British pound, in that 

order.  Both currencies account for more than 10% of the portfolio’s total 
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free cashflow.  And, as such, consistent with our currency edging policy, 

about 70% of euro exposure and roughly 40% of our British pound 

exposure are currently hedged.  And we measure that at a percentage of 

our dollar cost, for reference. 

  From a sector standpoint, now, the portfolio hasn’t generally 

changed much either.  The only point of meaningful difference with past 

exposure is that we now have one bank in the portfolio.  That aside, it 

remains heavily geared towards industrials which accounted for roughly 

27% of assets.  However, we find that this GICS sector classification is of 

limited relevance.  For instance, ALS, which is classified in industrials on 

the GICS, even though it is a lab based tested company, that goes for 

PageGroup, also classified as industrial even though the company is a 

provider of recruitment services, or Ryanair which is an airline, as we 

discussed, or even Philips, also classified as industrial despite the fact 

that most of its businesses are healthcare related and personal care 

related. 

  Beyond that as we have consistently highlighted in past 

commentaries the Fund is often geared towards businesses that are cash 

generative and not very capital intensive.  Those primarily include service 

type businesses but also consumer goods companies, with discretionary 
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and staples, together, accounting for the portfolio’s third largest exposure 

and accounting for 12% of assets at the end of the second quarter. 

  We also continue to have significant investments in enterprise 

resource planning software providers, including Oracle, TOTVS and SAP.  

They account for a large portion of our sizable exposure to information 

technology, which is still around 20%, although a bit higher at the end of 

the second quarter than what it was at the end of the first quarter of this 

year. 

  Again, on this note, we find that the GICS classification tells us little 

about what we own here.  The sector definitions are far too broad to give 

a meaningful understanding of the underlying holdings. Keywords, for 

instance is classified as IT under GICS even though it operates in the 

video games market.  Worldpay, also IT, is a payment processing 

company.  Amadeus, same thing, is an air travel.  Koh Young, an optical 

inspection.  And Keyence is in automation.  So, in reality, one taking the 

time to look at the individual companies rather than view them as asset 

classes, would see that the Fund is invested across a fairly broad and 

diverse range of businesses.  In fact, we find that we quite possibly have 

now the most eclectic portfolio that we’ve had since the inception of the 

strategy back in December ’11. 
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  We think the current profile is a reflection of where we are in the 

cycle, so most opportunities that are still remaining out there are more 

unique, fully covered, underappreciated businesses with great long-term 

prospect which cause them to kind of be all over the place.  By contrast, in 

the past as we highlighted in our five year review we had many European 

blue chip companies in the Eurozone crisis in early 2012.  We then owned 

cyclical emerging markets in our commodity related businesses when the 

commodity super cycle turned in late 2014.  And then we bought many UK 

small and mid caps after the Brexit vote in late 2016.  So, while it is 

impossible to predict how individual stocks would respond to the next 

downturn, I think we believe that together with our current cash exposure 

this sort of diversity helps…definitely helps position the Fund well ahead 

of a potential market dislocation. 

  So, with that, now moving onto our usual case study on this 

webcast which is WPP AUNZ, I will turn it over to Jason. 

Jason: Thank you very much Pierre.  Our case study is indeed WPP AUNZ which 

is domiciled in Australia and is the leading player in marketing 

communication services in Australia and New Zealand. 

  In Fiscal Year 2016 it generated 900 million Australian dollars in 

revenues with by far the majority of it coming from its home country, 
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Australia.  The group operating margin was 15% and the return on capital 

employed was 8%.  This is including the goodwill from a long history of 

acquisitions.  And, excluding these intangible assets, the business 

generated an infinite return on capital employed, as tangible long-term 

assets were negligible while working capital was considerably less than 

zero. 

  WPP AUNZ, today, is the result of the 2016 merger of the two 

leading advertising agency players in the Australian and New Zealand 

markets, STW Communications combined with WPP PLC’s local entity.  

WPP PLC had previously owned 24% of STW and, as a result of the 

transaction WPP PLC’s holding of the new entity is now just over 60%. 

  WPP AUNZ’s businesses are ones that we know well as they are 

very similar to those at Publicis, the French multinational that the Fund 

has been invested in for several years.  We are often involved in research 

in and around the advertising and communication value chain and we 

sourced our investment in WPP AUNZ after discovering it while working 

on a comparably small Korean agency. 

  The 2016 merger made a lot of sense, given both companies’ 

relative size and the transition in the markets from analog advertising to 

digital technologies.  STW’s position was as leader with the well-known 
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Ogilvy and J. Walter Thompson ad agency brands.  WPP PLC, for its part, 

contributed the global brand known as Y&R or Young and Rubicam. 

  Further, in the media buying and planning space, WPP PLC’s 

global GroupM agency was added to the various local media agencies 

that were in STW’s portfolio.  And on the data and analytic side WPP 

PLC’s Kantar TNS is an important contribution to what were, again, 

STW’s mix of local operating businesses.  By combining several leading 

agencies under one roof, WPP AUNZ, as the single entity, will be able to 

extract synergies by creating shared services to cover a greater number of 

individual firms, as well as eliminating duplication in the product portfolio. 

  Already over 10% of the operating agencies have been removed as 

a result of the merger.  And management has announced 15 million 

Australian dollars of annual cost synergies as well as a 20% EBITDA 

margin target for Fiscal 2020, up from the current 17%.  The combination 

of the two platforms also makes sense due to the changes in the 

advertising and communications markets, in Australia in particular. 

  As is the case in many developed countries, the traditional 

advertising media have been dramatically hit by the rise of the internet 

and its widespread usage by consumers.  Just ten years ago the 

advertising market in Australia allocated only 10% of its spend to online 
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whereas the number now has hit 50%.  That share has been taken from 

newspapers, magazines and classified ads that have seen their share 

drop from 50% to 15.  TV and radio, meanwhile, have been rarely growing 

at all. 

  These developments have significantly impacted many of the 

legacy ad agency and media buying and planning businesses at the old 

STW, leading to pressure on revenues and margins.  However, by 

combining STW’s well-known legacy agencies with those from WPP PLC, 

in addition to bringing in GroupM, the global media buying and planning 

agency that also belongs to WPP parents, the new entity stands to benefit 

from moderately less competition for client accounts in advertising and 

can extract better terms from both clients and suppliers when selling 

media buying and planning services. 

 

 

  Despite the shift to digital from analog, the Australian ad market is 

anticipated to continue to grow in the low-to-mid single digits over the 

medium term.  By at least maintaining its market share and keeping cost 

inflation at reasonable levels, WPP AUNZ will be positioned to grow 

profits at a reasonable rate in a stable developed country.  Given very little 
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capital reinvestment requirements, the company’s mid-teen margins will 

generate attractive cashflows that will be primarily returned to 

shareholders in the form of dividends.  Balance sheet leverage is 

moderate with net debt at under 2x EBITDA. 

  Current management comes from STW and is highly experienced.  

Today they have to show that they can deliver the synergies and 

integration from the merger.  With WPP PLC as a majority shareholder, 

there’s good corporate governance and a deep bench available in case 

changes are required. 

  At the time of purchase the stock offered an attractive high single 

digit free cashflow to yield with a dividend yield over 5% while the multiple 

of normalized operating profit was less than 8x.  At current levels, we think 

the stock remains attractively priced and we remain interested in being 

long term shareholders of the company. 

  Pierre, I’ll give it back to you. 

Pierre: All right.  Thank you very much Jason.  Appreciate it. 

  So this pretty much covers what we wanted to cover on this 

webcast.  To conclude, just a couple of things:  First, I’d like to reiterate, 

as we do on each webcast, the key tenets of our investment philosophy.  

We are absolute, not relative, long term value investors with a bias 
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towards quality.  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.  We only invest when presented with 

such opportunities and we will hold cash in their absence. 

  And before I end these prepared remarks, and I think there’s one of 

the questions that just came through the system that might be addressed 

through some of the things I have to say, I also want to add a few 

comments with respect to the current market environment. 

  It’s uncommon for us to do so on these webcasts, as you know.  

But we did it earlier this year and I think it’s only become more relevant at 

this juncture, given what the capital markets have done since.  We did 

find, and we were surprised to come across, a few compelling new ideas 

on research trips.  And I guess that speaks to the importance of the 

research trips that we do and the market discovery mechanism. 

  Nonetheless, we do want to reiterate our concerns vis-à-vis the 

general unbridled inflation in market prices across the board, which 

appears to be driven by the continued rapid migration of assets into index 

and quantitative funds.  So, to quote the latest of many alarming statistics 

on this issue, ETFs bought more than $100 billion in US stocks in the first 

three months of the year alone.  That’s almost as much as they did in 
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2015 and 2016 combined.  There are now more than 1,300 listed equity 

ETFs in the US with nearly $2.3 trillion in combined assets. 

  Now, to be clear, these are funds specifically structured to buy 

more of the same stocks as they take on more assets, irrespective of 

business fundamentals, management, balance sheet or price.  As such, 

we think it is likely that they will, in hindsight, prove to have been an 

obvious and significant source of market distortion in the market 

environment that we’re seeing now.  And we think that they’re also very 

likely to have a material multiplier effect in the event of a correction like we 

saw in the past with commodity swaps and less recently, I guess, with 

portfolio insurance. 

  And actually I’d like to add a couple of other stats and pulling from 

a note I got just a couple of hours before this webcast on this topic of man 

versus machine that’s coming from a third party trading firm that I know.  

So passive and quantitative strategies now account for 60% of equity 

assets.  Just 10% of trading volume originates from fundamental 

discretionary traders.  Assets held by price insensitive buyers, including 

global central banks, ETF and indexed mutual funds are now well in 

excess of $21 trillion.  And the list goes on. 
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  So in this environment we are finding it extremely difficult to keep 

up with equity markets while remaining true to our discipline.  As noted 

earlier, we are monetizing many holdings as they reach our estimates of 

intrinsic value.  Long term we believe this will help position us better to 

weather a possible market correction and to take advantage of the 

bargains it might bring.  However, in the short term it puts further upward 

pressure on our cash exposure which could conflate into relative 

underperformance in a prolonged market rally. 

  And I know I said that in the past and the numbers are bringing 

evidence to the contrary but I’ll retell it nonetheless.  And whatever returns 

we are able to generate in the interim we will certainly be doing it, as we 

have, with far less exposure, meaning far less fundamental risk.  And, 

candidly, we continue to be amazed as to how many industry participants 

still reject this very simple notion yet very powerful notion. 

  One of the benefits of our approach is that, unlike many other 

funds, our returns are, for the most part, in the bank and not subject to 

reversal along with the overall market in the next downturn.  This is 

particularly relevant in light of the Fund’s recent results.  We haven’t 

foregone future returns as a function of the strong performance that we’ve 

seen in the past 18 months now.  In fact, almost 40% of our current 
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exposure is made of positions we’ve built in the past six months and a 

material percentage of that in the past few weeks alone. 

  What we do is we buy stocks then lock in gains when stocks reach 

our estimates of intrinsic value.  And, if possible, we deploy capital 

towards new genuine value opportunities.  And, if not, just continue to look 

while holding onto cash.  While that is hard to do in practice, it is truly as 

simple as the seemingly obvious buying low and selling.  The selling part 

is important high.  Our goal is to build wealth over time while protecting 

and preserving assets, rather than to produce some quarterly or annual 

return relative to an arbitrarily chosen index or category.  And that’s how 

we seek to do it. 

  With that, we do not have any further prepared remarks, so I’d like 

to thank you all again for taking the time to be on the call.  I thank all of 

our fellow shareholders, again, for their trust.  And I would like to open it 

up for questions in a couple of minutes.  And I know we’ve received a few 

questions through the system so we’ll start going through them in a 

minute. 

Jonathan: At this time we’re going to go ahead and pull for any questions.  As Pierre 

mentioned, we do have a number of questions that we will address.  But if 
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you do have any questions please feel free to submit them currently 

through the question box. 

  Okay, our first question that’s come in is:  What is the discount to 

intrinsic value on the International Value Fund as well as relative to the 

past? 

Pierre: So we just quoted that number in the prepared remarks.  But just to put it 

in perspective because I think it is an important question, we’re currently 

sitting just above 25%.  And historically it’s been as low as low 20% and 

as high as the high 30%.  The best period in terms of weighted average 

discount to intrinsic value, as you can easily guess, and we talked about it 

in our five-year review the first quarter of 2012 during the Euro crisis, and 

the later part of 2014 as a function of the commodity down cycle, the 

summer of ’16 as a function of Brexit.  And in terms of the less attractive 

period of time, the first quarter of ’14 where we had a lot of cash and sort 

of the European investment made in early 2012 had played out.  We are 

sitting today at a point which is reasonably unattractive if you think back to 

what the best times have been.  Not as bad as the environment would 

reflect, but nonetheless, not as attractive as it’s been.  And that’s 

obviously a reflection of where we sit in the cycle. 
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Jonathan: Okay.  Thanks Pierre.  There’s another question that came in, in terms of 

commenting on our top holdings with regards to debt ratios, as well as if 

some of these holdings are more sensitive to interest rate risk versus 

cashflow for debt servicing. 

Pierre: Okay.  So, yeah, I’m happy to do that.  The first general comment is it is 

one of the three key criteria for….in our investment philosophy and 

discipline that we want companies that are not taking on any financial risk 

that wouldn’t be required for the business to deliver the type of returns to 

equity shareholders that it can deliver.  So the way we talk about it in 

general terms is we’ll look for companies that will have no more than 2.5x 

net debt to EBDITA.  The reality is the lower the better.  We don’t think 

that a business based on its fundamental and good management capital 

allocation is capable of generating 28, 25, 30, 35%, whatever it is, return 

on capital.  Employer needs to add financial engineering to that to deliver 

the returns that the equity holders need to cover their cast of capital. 

  At the same time we are being a little smarter than that.  As you 

can imagine, how much a business can withstand in terms of financial 

leverage is more a function of the magnitude, the volatility and the 

seasonality of the free cashflow that the business generates.  That’s very 

much kind of the private equity mentality without the excess leverage but 
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from an analytical standpoint.  We’ll also look at the structure of the debt 

itself in terms of how the maturity are playing out in the terms. 

  Now, all of this is very theoretical because, to answer your 

question, I turn to the top five holdings here and I’m having a bit of fun.  

Because, Number One is net cash positive, Number Two is net cash 

positive, Number Three is net cash positive, Number Four is just above, 

now 1x net debt to EBITDA and with earnings that are severely 

depressed.  That’s Fenner.  And, Alicorp, which just came out of a bad 

management experience that made some expensive acquisitions putting 

all debt on the balance sheet has now cleaned up its act and has fairly 

little leverage on the balance sheet.  And that’s considering that this is a 

very diverse base of products and categories that’s effectively indexed on 

consumer spending in Peru. 

  So I think it’s fair to say that a lot of the businesses that we invest 

in now are not taking on much financial risk, and for that matter, have very 

little exposure to what interest rates may or may not do in the future. 

Jonathan: Okay, great.  Our next question focuses on energy, broadly transportation.  

So:  Are there any possibilities within transportation, particularly in 

shipping, related to transportation for natural gas? 
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Pierre: So I think they might be referring to transportation companies that we 

know well that are on our focus list.  And for one of those, arguably, better 

than our focus list.  I don’t want to give up too much here.  So, clearly from 

a quality standpoint there are companies that we’re looking at, at least 

when it comes to these two businesses.  From a valuation standpoint, 

though, we do not see any opportunities for our kind of strategy given our 

investment criteria, in particular when it comes to the discount to intrinsic 

value. 

Jonathan: Okay, great.  There’s a question about our 30+% cash position and what 

it’s yielding here.  Would you mind addressing that? 

Pierre: So there’s about 25 million, so call it 7% of the Fund, that’s in short term 

treasuries, so that yields a little bit.  With that being said, the fact of the 

matter is that it’s cash and it’s they are the residual output of the process.  

So it’s liquidity that we want.  We want readily available.  We don’t invest it 

and we don’t get anything on it.  What I know is that it doesn’t yield losses.  

And I would argue that it yields no less than owning a bunch of overpriced 

equities.  So that’s kind of how we think about it. 

Jonathan: Great.  And then a question very broadly on the hedging policy for FPIVX. 

Pierre: Yeah.  So the way we hedge is we look…  We try to come up with an 

assessment of what the free cashflow that the business…what currencies 
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the free cashflow that the business is generated in.  And that’s as good as 

we can get to that assessment, including, to some degree when possible, 

the own hedging strategy of the company itself.  Then we consolidate that 

at a portfolio level which gives us what percentage of the free cashflow of 

the entire portfolio is denominated in what currency.  And then we look at 

any currency that accounts for more than 10% of that. 

  If there is a currency that accounts for more than 10% of that we 

say whether we like it or not we have a long exposure to that currency and 

we want to hedge that back defensively.  They have been historically and 

currently are two currencies that are above that level.  And I talked about 

that earlier:  The euro and the pound.  And so we hedge those defensively 

based on a cost basis in dollars as if they were not accounting for more 

than 10% of the free cashflow of the portfolio. 

Jonathan: Okay.  The next question is around fund flows, if we’re seeing inflows or 

outflows.  And I think just on a year-to-date basis through 6/30 we’ve had 

marginal inflows.  And, given that Pierre has now attained a five-year 

number as of December of 2016, more potential clients are coming to us 

with interest in the strategy. 

  Anything else you’d add there Pierre? 

Pierre: No, that’s right. 
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Jonathan: Okay, great.  Broadly, the impact of ETFs:  I know you talked a little bit 

about that just in the closing of your prepared remarks, anything further? 

Pierre: Just what impacts were massive.  I mean, you heard the statistics.  

There’s a half a page of them.  You could go on.  Vanguard now owns a 

more than 5% stake in 491 of the S&P 500 companies, up from 116 in 

2010.  And Vanguard alone now owns 7% of all S&P market cap. 

  Again, these are things that…  And they’re all over the place.  

There are ETFs on everything.  There’s ETFs on ETFs now.  I saw in the 

paper today there’s an ETF on companies that have some sort of 

partnership with a major sports league in the United States.  It’s 

completely insane.  So clearly it has a massive, massive impact on the 

opportunity set right now because none of these buyers are price-

disciplined.  They’re just getting paid on fees and they kind of don’t care 

what that does for their shareholders. 

  So it’s making the environment very challenging for us.  I think it will 

make the environment incredibly challenging for us, but far more so for 

everybody else when things start going the other way. 

Jonathan: Okay, great.  And just the last question in terms of how we got to our 

exposure to information technology.  So it’s the second largest exposure 
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within the Fund.  Can you give us a sense for ultimately how you got 

there? 

Pierre: Yeah.  It’s very organic.  As you know, we’re operating very much bottom-

up driven.  So at first it started to appear when we took an interest in 

enterprise resource planning software providers, namely SAP, and they 

were early in the shift from the on-premise model to the cloud based 

model.  Which, as we discussed, that has very negative short term impact 

on the economics of the business because you stop getting paid upfront; 

you start getting paid on an ongoing basis.  So that messes up your 

margins in the short term.  From an NAV standpoint it’s extremely positive 

for the business and that’s kind of what’s played out with SAP.  TOTVS 

was the same story.  They came to it later, though.  And they’re actually 

even better because, unlike SAP, it’s not a shift to the cloud model; it’s a 

shift to a subscription model, meaning they don’t need to spend any 

capital expenditure to build a server base to operate the software.  That 

continues to be operated at the client.  So, with similar top line and much 

higher margins, there’s no asset impact so it’s tremendously beneficial to 

the business from a return standpoint.  Oracle kind of falls into the 

category of SAP. 
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  And then it’s kind of I guess a coincidence, part of that came 

through Purplebricks which is digital based so it’s been put in that 

category for no good reason.  But Purplebricks came through ownership 

and analysis of LSL and Countrywide and our exposure to the UK real 

estate market. 

  Keywords is also in the IT category as I discussed earlier.  But what 

they’re doing is they’re providing development services to the video game 

industry.  So, yeah, I guess it’s based on something with a computer but 

I’m afraid that’s going to be a bigger and bigger category.  So inevitably 

going forward a lot of portfolio are going to have a lot of exposure to that.  

Candidly, I think the classification doesn’t do a good job at reflecting the 

diversity of actual exposure and underlying exposure.  Although, a lot of 

the companies that are included under that classification, there is very 

little relation between a Keywords and an SAP, I think, so other than the 

fact that they employ people who can use computer and code stuff.  So 

they certainly know a top-down view of things.  There’s no view of where 

the economy is going or what’s happening in the market and what the 

trend is.  It just sort of naturally came through a bottom-up selection 

process.  And we’re not afraid of being benchmark-sensitive to have high 

exposure to individual sectors so that’s where we are today. 
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Jonathan: Okay.  And just coming up to the top of the hour our last question focuses 

on Luxottica Group:  Is the growth in that business coming from 

acquisitions or is it expected that as the world’s population grows more 

people will buy glasses? 

Pierre: So growth isn’t a very big part of the investment thesis here as you can 

imagine.  But putting that aside for a minute and addressing the question, 

the company is the world dominant player in sunglasses and in frames.  

And the number two player in frames is a company we know fairly well 

because I talked about it on this call.  We owned it before.  It’s Safilo and 

it’s a fraction, I mean a fraction, of the size of Luxottica.  So there isn’t 

much that they can buy, candidly.  And on the sunglasses side they own 

the top brands in the world:  Ray-Ban, Persol, Oakley in all categories. 

    So there’s very little room for them to grow through acquisitions, 

notwithstanding the fact that we’re not always fans of companies that are 

in a situation where they just need to acquire stuff at any price to keep 

some sort of top line momentum.  What the growth comes from, because 

it is a growing business over time, it comes from the growth in population.  

It comes from the growth in, I guess, wealth creation over time, people 

and the premiumization of the product.  And it comes from the price power 

that the company commands given its position in the market. 
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  Again, circling back to my original point which is this is not an 

investment thesis predicated on a higher growth expectation for this 

business industry.  This is an investment thesis that you need to put into 

context.  I don’t want to give it out but you need to put it in the context of 

their merger with Essilor which is the world dominant player in ophthalmic 

lenses, and what the terms of that deal are and what the merger might 

mean for the combined entity. 

Jonathan: Okay, great.  Thank you very much Pierre and Jason. 

  To our listeners, we would like to thank you for participation in FPA 

International Value’s Second Quarter 2017 Webcast.  We invite you, your 

colleagues and clients to listen to the playback and view the slides from 

today’s webcast which will be available on our website, 

www.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 returns and after tax returns. 

  Following today’s webcast you will have the opportunity to provide 

your feedback.  We highly encourage you to complete this portion of the 

webcast.  We do appreciate and review all of your comments.  Please visit 

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

We will post the date and time of the prospective webcast during the latter 

http://www.fpafunds.com/
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part of each quarter and expect the calls will generally be held three to 

four weeks following each quarter end. 

  We hope that our shareholder letters, commentaries and these 

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

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

that all views expressed on this call are as of today, July 13, 2017 and are 

subject to change based on market and other conditions.  These views 

may differ from other portfolio managers and analysts of the firm as a 

whole and are not intended to be a forecast of future events, a guarantee 

of future results or investment advice. 

  Any mention of individual securities or sectors should not be 

construed as a recommendation to purchase or sell such securities.  And 

any information provided is not a sufficient basis upon which to make an 

investment decision.  The information provided does not constitute and 

should not be construed as an offer or solicitation with respect to any 

securities, products or services discussed.  Past performance is not a 

guarantee of future results.  It should not be assumed that 

recommendations made in the future will be profitable or will be 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 directly from the Fund’s distributor, UMB 

Distribution Services, LLC or from our website, FPAFunds.com.  Please 

read the prospectuses and the policy statement carefully before investing.  

FPA International Value Fund is offered by UMB Distribution Services, 

LLC. 

  Thank you again for your participation.  This concludes today’s call. 

[END FILE] 

 


