
 

 
 

As of June 30, 2016 
 

Fund/Index Returns       Q4 2015       Q1 2016       Q2 2016 Since  
9/1/15 

Since  
9/30/15 

 1 Year 5 Years 10 Years 
          FPA U.S. Value Fund 6.14% -1.07% -4.86% -6.12% 2.03%  -9.20% 7.45% 6.60% 
          S&P 500 7.04% 1.35% 2.46% 8.40% 13.28%  3.99% 12.10% 7.42% 
          Morningstar Large Blend Average 
 
Russell 2500 

5.56% 
 

3.28% 

0.30% 
 

0.39% 

1.80% 
 

3.57% 

4.41% 
 

2.58% 
 

9.77% 
 

9.06% 
 

 -0.42% 
 

-3.67% 

9.46% 
 

9.48% 

5.92% 
 

7.32% 

Periods greater than one year are annualized. Performance shown is net of fees. On September 1, 2015, the Fund 
changed its name to FPA U.S. Value Fund, Inc., and the current portfolio manager assumed management of the Fund on 
that date. Contemporaneous with this change, the Fund transitioned to its current investment strategy. Performance prior 
to September 1, 2015, reflects the performance of the prior portfolio manager and investment strategy. Performance prior 
to September 1, 2015 is not indicative of performance for any subsequent periods. The transition took place during time 
period from September 1, 2015-September 30, 2015. A redemption fee of 2.00% will be imposed on redemptions of 
shares within 90 days. Expense ratio as of most recent prospectus is 0.97%. 

Past performance is no guarantee of future results and current performance may be higher or lower 
than the performance shown. This data represents past performance and investors should 
understand that investment returns and principal values fluctuate, so that when you redeem your 
investment it may be worth more or less than its original cost. Current month-end performance data 
may be obtained by calling toll-free, 1-800-982-4372. 

To view portfolio holdings from the most recent quarter end, please refer to the end of this document or at 
http://fpafunds.com/docs/funf-holdings/2016_q2_fpa-us-value_holdings.pdf?sfvrsn=2. 

You should consider the Fund's investment objectives, risks, and charges and expenses carefully 
before you invest. The Prospectus details the Fund's objective and policies, charges, and other 
matters of interest to the prospective investor. Please read this Prospectus carefully before investing. 
The Prospectus may be obtained by visiting the fund literature tab on this website, by email at 
crm@fpafunds.com, toll-free by calling 1-800-982-4372 or by contacting the Fund in writing. 

Portfolio composition will change due to ongoing management of the fund.  References to individual securities 
are for informational purposes only and should not be construed as recommendations by the Funds, Advisor 
or Distributor. 
The views expressed and any forward-looking statements are as of the date of the publication and are those 
of the portfolio managers and/or the Advisor. Future events or results may vary significantly from those 
expressed and are subject to change at any time in response to changing circumstances and industry 
developments. This information and data has been prepared from sources believed reliable. The accuracy 
and completeness of the information cannot be guaranteed and is not a complete summary or statement of all 
available data.  
S&P 500 Index includes a representative sample of 500 leading companies in leading industries of the U.S. 
economy. The index focuses on the large-cap segment of the market, with over 80% coverage of U.S. 
equities, but is also considered a proxy for the total market. Morningstar Large Blend Average consists of 
portfolios that invest in a variety of large US stocks. Stocks in the top 70% of the capitalization of the US 
equity market are defined as large-cap. The blend style is assigned to funds where neither growth nor value 
characteristics predominate. The Russell 2500 Index consist of the 2,500 smallest companies in the Russell 
3000 total capitalization universe offers investors access to the small to mid-cap segment of the U.S. equity 
universe, commonly referred to as "smid" cap. 

Fund Risks  
Investments in mutual funds carry risks and investors may lose principal value. Stock markets are volatile and 
can decline significantly in response to adverse issuer, political, regulatory, market, or economic 
developments. The fund may purchase foreign securities, including American Depository Receipts (ADRs) 
and other depository receipts, which are subject to interest rate, currency exchange rate, economic and 
political risks. Small and mid-cap stocks involve greater risks and they can fluctuate in price more than larger 
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company stocks. Groups of stocks, such as value and growth, go in and out of favor which may cause certain 
funds to underperform other equity funds. 
 
Please consult your tax advisor regarding higher capital gains distributions due to a change in portfolio 
strategy. 
 
The FPA Funds are distributed by UMB Distribution Services, LLC, 235 W. Galena Street, Milwaukee, WI, 
53212. 
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Dear Fellow Shareholders, 
 
In the second quarter, the Fund declined 4.86%. It underperformed the total return of the S&P 500 and the 
Morningstar Large Blend Fund Average by 7.32% and 6.66%, respectively.1   
 
Most of the Fund’s underperformance in the second quarter and first half of 2016 was driven by industry 
exposures. During this time, the Fund had no exposure to energy, materials, utilities or telecommunications 
services, four of the top performing sectors. At the same time, the Fund was overweight consumer 
discretionary and healthcare, two of the worst-performing sectors in the market. The Fund’s sector exposures 
are not driven by a top-down view— they are based on where the market offers high-quality businesses within 
secularly healthy, growing industries at attractive valuations. 

 
Source: S&P Dow Jones Indices LLC. Past performance is no guarantee of future results.   
 
Most of the second quarter was similar to the first, but in late June, everything was amplified by the Brexit 
vote (the United Kingdom’s referendum to withdraw from the European Union). In response, the 10-year U.S. 
Treasury yield declined from 1.79% to 1.49%. This move further resulted in perceived low-risk, above-
average dividend-yielding stocks outperforming the S&P 500. At the same time, increasing fears of a 
recession—exacerbated by Brexit—triggered a meaningful decline in the stock prices of various economically 
sensitive businesses, including some of the Fund’s core investments.  
 
For example, at the end of the first quarter, the Fund had approximately 8.0% exposure to the airline industry, 
which only makes up approximately 0.5% of the S&P 500. Despite not having any changes to its long-term 
fundamentals, the industry declined by 24.79% in the quarter. Spirit Airlines (Nasdaq: SAVE), which was one 
of the Fund’s biggest winners in the first quarter, declined by 6.48% in the second quarter. Our other airline 

                                                 
1 Source: Morningstar. 
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holdings, including Southwest and Delta Airlines, declined by 12.25% and 24.89%, respectively. In our 
opinion, all three of these companies have very strong balance sheets (with Spirit and Southwest in a net 
cash position) and return on invested capital. Spirit and Southwest have no exposure to Europe, while Delta 
generates approximately 16% of its revenue from the Atlantic region (which includes the UK and Europe). 
Based on consensus estimates, they all trade at no more than 11x current year earnings with expected EPS2 
growth rates of at least high single-digits over the coming years. Because of the compelling value of these 
quality companies in what has become a largely consolidated, rationally behaving industry after the great 
financial crisis, the Fund increased its investment into price weakness. This took the portfolio’s industry 
exposure to 9.6%. 

 
Source: Capital IQ. Past performance is no guarantee of future results.   

 
Key Performers 

 
Winners3 Losers 

McKesson Invesco 
Madison Square Garden Delta Air Lines 
Aetna Perrigo 
Abbvie Houghton Mifflin Harcourt 
Time Warner Bayerische Motoren Werke 

 
On a gross return basis4, U.S. Value’s top five winners contributed approximately 1.50% while its top five 
losers cost the fund 2.81%. 
 
One of the Fund’s biggest winners in the quarter was McKesson (NYSE: MCK), the largest U.S. 
pharmaceutical drug distributor. MCK happened to be one of the Fund’s biggest losers last quarter. Practically 
nothing has changed regarding its long-term prospects over the past few months. On the other hand, one of 
the Fund’s biggest losers this quarter was AmerisourceBergen (NYSE: ABC), which is one of MCK’s main 
competitors.  
                                                 
2 EPS (Earnings Per Share) is the portion of a company’s profit allocated to each outstanding share of common stock. It 
serves as an indicator of a company’s profitability. 
3 Reflects top five contributors and top five detractors to the Fund’s performance based on contribution to return basis.  
4 Gross returns are before fees and expenses. 
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On May 5, 2016, ABC revised its FY2016 guidance downward by 5% and estimated its FY2017 earnings 
would only grow 4% to 6%–below prior consensus estimates of double-digit growth. The reduced outlook 
stemmed primarily from lower-than-expected generic drug price inflation, which was also one of the main 
culprits that caused MCK to cut its earnings guidance back in January. Since then, ABC’s stock price has 
declined by 5.90% and as of quarter-end sits near a 52-week low.  
 
Historically, the big three pharmaceutical distributors on average have traded at a slight premium to the S&P 
500. Based on consensus estimates, they currently trade at an approximate 20% discount to the S&P 500. In 
fact, this is the largest discount these companies have traded at relative to the market since 2009. 

 

 
Source: Avondale Partners “Industry Update: Pharmaceutical Distributors” dated April 18, 2016 
 
The last four presidential election cycles (including the current one) have seen the pharmaceutical supply 
chain underperform the S&P 500 in the year prior to the election. Prior to this election cycle, the last three 
cycles saw these companies enjoy significant outperformance in the year after the election.  Of course, past 
performance does not guarantee future results. 
 

 
Source: Bloomberg, J.P. Morgan 
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Part of the reason pharma companies and others associated with the industry tend to perform poorly prior to a 
presidential election is that they are easy political targets. In the current campaigns, it has been bipartisan to 
speak negatively about the pharma industry, which has continued to raise branded drug prices in excess of 
inflation. What most politicians ignore is that rising proceeds from branded drugs help fund increasing levels 
of R&D. Much of this growing R&D spend goes toward finding new, life-saving and/or prolonging therapies 
that save the healthcare system money by reducing far more expensive reactive, downstream treatment 
costs. At FPA’s 2016 Investor Day, I presented a case for the U.S. pharmaceutical supply chain, which 
includes large scale wholesale distributors and retail/mail pharmacies. Together with Cardinal Health (NYSE: 
CAH), the Fund has about 18.2% invested in the three largest U.S. distributors. To view the presentation, 
please see the FPA U.S. Value Fund section at http://www.fpafunds.com/a-day-with-fpa-materials. 
 
To summarize, I prefer to invest in healthy, growing industries. U.S. prescription drug expenditures are 
expected to grow at a 6.2% CAGR5 through 2024. The three main drivers of this robust growth are new drug 
therapies, volume growth of existing therapies and rising prices for branded drugs. 
 
We believe that pharmaceutical distribution is a recession resistant business. The three largest distributors 
control over 90% of the U.S. market. A growing, consolidated market generally results in rational competitive 
behavior, which helps explain why so few major distribution contracts have changed hands over the past 
decade. This also helps explain why these companies have consistently generated mid-teens unlevered after-
tax return on invested capital. Therefore, one can think of these distributors as controlling a vital part of the 
infrastructure that efficiently gets pharmaceuticals from manufacturers to patients. By being large scale, low-
cost providers, these companies are in the enviable position of being able to take a rising toll on an ever-
increasing flow of pharmaceutical “traffic.” 
 
Currently, MCK sources and distributes all of Rite Aid’s (NYSE: RAD) pharmaceuticals. Walgreens Boots 
Alliance (NYSE: WBA) is in the process of acquiring RAD, provided the Federal Trade Commission (FTC) 
allows the deal to proceed. Through its joint venture with Walgreens, AmerisourceBergen has a contract to 
source all of WBA’s pharmaceuticals through the end of 2026. Should the WBA-RAD transaction close, the 
ABC-WBA distribution joint venture would likely subsequently take over the distribution of RAD’s volume. 
What is interesting to note is that analysts’ FY2018 consensus estimates for MCK, ABC and WBA appear to 
exclude the RAD business. One would logically question the omission.  Completing the RAD deal would boost 
WBA’s and ABC’s earnings at the expense of MCK, while blocking it would allow MCK to retain the business 
and keep the associated earnings power to the detriment of ABC and WBA.  
 
Here’s my take on it. After MCK lowered its earnings guidance earlier this year, management did the smart 
thing on its most recent quarterly call by discussing all of the known short-term negative impacts to its 
business over the next couple of years. This helped re-set expectations lower in order to have a better chance 
of exceeding them over time. On the last earnings call, CEO John Hammergren said, “Now clearly, in FY '18, 
we also have the transition with Rite Aid and obviously, you see us making lots of moves now to prepare to 
grow through those challenges, but we'll talk about that more as the time approaches. But other than that 
additional headwind that we'll face in that fiscal year, I think the business continues to perform as it has in the 
past.”6  
 

                                                 
5Compound Annual Growth Rate 
6McKesson Corp. (2016, May 4) Q4 2016 Earnings Call Transcript. Retrieved from  http://seekingalpha.com on July 22, 
2016. 

http://www.fpafunds.com/a-day-with-fpa-materials
http://seekingalpha.com/
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Similarly, when ABC gave its 4% - 6% earnings growth guidance for FY2017 in May, CFO Tim Guttman said, 
“We are not including any new business resulting from our relationship with our largest customer (WBA).”7  
 
In my opinion, if WBA’s pending acquisition of RAD receives FTC approval, WBA and ABC could see a boost 
to their FY2018 EPS by upwards of 15% and 10%, respectively. Meanwhile, per management’s guidance, 
consensus estimates for MCK’s FY2018 already appear to reflect an approximate 5% - 7% impact from the 
loss of the RAD business. 
 
While consensus estimates from analysts do not factor in the RAD business for any of these companies’ 
earnings beyond FY2017, it does not necessarily mean the market has done that as well. However, based on 
the recent trading multiples for these companies relative to their historical averages, it appears that not much 
of the RAD benefit, if any, is being factored into current market valuations. 
 
Therefore, it is my view that once the FTC concludes its review of the Rite Aid deal, the portfolio is well 
positioned to benefit as analysts adjust their outer-year estimates for MCK or ABC/WBA to reflect the benefits 
from RAD. The portfolio is tilted to benefit should the RAD transaction receive FTC approval. Combined, the 
Fund has approximately 11.0% invested between ABC and WBA compared to 6.7% in MCK. 
 
Portfolio Activity 
 
Performance disparities within certain sectors provided opportunities to continue to reallocate capital to better 
values in the market in an attempt to maximize long-term, risk-adjusted returns.  Several of the Fund’s higher 
conviction investments had their valuations decline during the quarter, so the Fund reduced or sold certain 
positions in order to increase exposure to these higher conviction investments. The Fund had one new 
disclosed investment in Alphabet (NASDAQ: GOOG). 
 
Portfolio Profile 
 
At the end of the quarter, the Fund had 23 disclosed positions, down from 26 at the end of the first quarter. 
Since I continue to find the most value in large-cap companies, the weighted average market capitalization of 
the Fund’s disclosed holdings was approximately $48 billion at quarter-end compared to approximately $50 
billion at the end of the first quarter. The top 10 positions accounted for about 53% of the portfolio as of June 
30, 2016. As of that date, approximately 74% of disclosed investments were in large-cap companies, 13% in 
mid-cap and 3% in mega-cap. Cash and equivalents accounted for the remaining approximately 10%. 
 
Of the invested portion of the Fund, approximately 88% was invested in U.S. companies, while just 2% was 
invested in non-U.S. companies. However, various U.S. companies in the portfolio generate international 
revenue. As a result, excluding cash and equivalents, the Fund’s geographic exposure is approximately 74% 
North America (mostly U.S.) and 16% outside of North America. Breaking down the Fund’s exposure outside 
of North America, approximately 45% is within Europe (ex-UK), the Middle East and Africa, 25% is from the 
UK, 11% is from Asia-Pacific (mostly China) and the remaining 19% is predominantly from Brazil, Russia and 
India. Thus far, the weighted average impact from Brexit-related foreign exchange movements to the 
portfolio’s earnings is less than 1%. However, it remains to be seen what further FX effect there might be as 
well as the indirect impact to our portfolio companies’ earnings, which are largely generated in the United 
States. That said, we believe the market has already priced in a rather meaningful ripple effect—particularly to 
economically sensitive businesses with meaningful European/UK exposure. 
 

                                                 
7AmerisourceBergen Corp. (2016, May 5) Q2 2016 Earnings Call Transcript. Retrieved from  http://seekingalpha.com on 
July 22, 2016. 

http://seekingalpha.com/
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During the two trading days after Brexit, the portfolio traded at the largest discount to my estimate of intrinsic 
value since the market lows in February. After the late June market rally, the investment portfolio ended the 
second quarter priced at an approximate 27% discount to my estimate of its intrinsic value, which compares 
to 25% at the end of the first quarter. Based on consensus estimates for 2016, at the end of the second 
quarter, the portfolio had a forward weighted average P/E8 of 12.4x and a forecasted EPS growth rate of 
12.0% over the next two years. 
 
The investment objective of the Fund is long-term growth of capital with the goal of generating returns in 
excess of the S&P 500 over full market cycles. By design, the portfolio is unique in its construct in order to 
achieve this. As of June 30, approximately 15% of the portfolio was invested in five companies that are not in 
the S&P 500, while approximately 10% of net assets were held in cash and equivalents. The remaining 75% 
of the portfolio was invested in 18 companies that comprise approximately 6% of the S&P 500. Approximately 
two-thirds of the Fund’s exposure resides within six industries.  
 
Therefore, investors should expect that over any given quarter, year, or years, the Fund could have highly 
divergent results compared to the market. However, I believe the approach of concentration in high-quality 
companies within secularly healthy, growing industries at cheap valuations best positions the Fund to deliver 
on its stated objective and goal. 
 
Conclusion 
 
I remain enthusiastic about the Fund’s investments and their prospective returns over the long term. So much 
so that I personally purchased more shares of the Fund during the second quarter—particularly in the days 
immediately following the Brexit vote.   
 
Compared to the broader market, I believe our portfolio is of higher quality, has greater potential for earnings 
growth, and is less financially levered.  Even better, based on consensus estimates, our portfolio’s securities 
in the aggregate trade at a material discount to the S&P 500’s forward P/E and to my estimate of their intrinsic 
value.  
 
I look forward to delivering value for shareholders over the coming years. Your confidence and continued 
support is truly appreciated. 
 
Respectfully submitted, 
 
Gregory R. Nathan 
Portfolio Manager 
 
July 2016 
 

                                                 
8 P/E (Price-to-Earnings Ratio) is a ratio for valuing a company that measures its current share price relative to its per-
share earnings. 



TICKER SHARES SECURITY MKT PRICE ($) MKT VALUE ($)
% OF NET 

ASSET VALUE

AET 25,950 AETNA INC 122.13 3,169,273.50               2.35%
GOOG 6,100 ALPHABET INC CL C 692.10 4,221,810.00               3.13%
AMP 52,050 AMERIPRISE FINANCIAL INC 89.85 4,676,692.50               3.46%
ABC 99,510 AMERISOURCEBERGEN CORP 79.32 7,893,133.20               5.85%

ANTM 41,350 ANTHEM INC 131.34 5,430,909.00               4.02%
BMW GY 38,000 BAYERISCHE MOTOREN WERKE AG* 73.01 2,774,396.74               2.05%

CAH 98,560 CARDINAL HEALTH INC 78.01 7,688,665.60               5.70%
CBS 146,600 CBS CORP CLASS B NON VOTING 54.44 7,980,904.00               5.91%
CVS 45,450 CVS HEALTH CORP 95.74 4,351,383.00               3.22%
DAL 117,800 DELTA AIR LINES INC 36.43 4,291,454.00               3.18%

DISCK 144,200 DISCOVERY COMMUNICATIONS C 23.85 3,439,170.00               2.55%
HMHC 175,400 HOUGHTON MIFFLIN HARCOURT CO 15.63 2,741,502.00               2.03%

IR 38,050 INGERSOLL RAND PLC 63.68 2,423,024.00               1.79%
IVZ 224,100 INVESCO LTD 25.54 5,723,514.00               4.24%

MSG 34,100 MADISON SQUARE GARDEN CO  A 172.51 5,882,591.00               4.36%
MCK 48,300 MCKESSON CORP 186.65 9,015,195.00               6.68%
LUV 106,600 SOUTHWEST AIRLINES CO 39.21 4,179,786.00               3.10%

SAVE 100,950 SPIRIT AIRLINES INC 44.87 4,529,626.50               3.36%
TPX 71,500 TEMPUR SEALY INTERNATIONAL I 55.32 3,955,380.00               2.93%
TWX 100,370 TIME WARNER INC 73.54 7,381,209.80               5.47%
FOXA 257,500 TWENTY FIRST CENTURY FOX A 27.05 6,965,375.00               5.16%
WBA 84,350 WALGREENS BOOTS ALLIANCE INC 83.27 7,023,824.50               5.20%
WHR 35,600 WHIRLPOOL CORP 166.64 5,932,384.00               4.39%

TOTAL EQUITIES: 121,671,203.34           90.13%

(380) INGERSOLL-RAND PLC 0.05 39,450.16$                  0.03%
TOTAL CALL OPTIONS: 39,450.16$                  0.03%

CASH & EQUIVALENTS (NET OF LIABILITIES): 13,281,080.30             9.84%

TOTAL NET ASSETS: 134,991,733.80$         100.00%

NO. OF EQUITY POSITIONS: 23
* Indicates Foreign Security
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Portfolio Holding Submission Disclosure

The FPA Funds are distributed by UMB Distribution Services, LLC, 235 W. Galena Street, Milwaukee, WI, 53212.         

You should consider the Fund’s investment objectives, risks, and charges and expenses carefully before you invest. The Prospectus 
details the Fund's objective and policies, sales charges, and other matters of interest to the prospective investor. Please read this 
Prospectus carefully before investing. The Prospectus may be obtained by visiting the website at www.fpafunds.com, by email at 
crm@fpafunds.com, toll-free by calling 1-800-982-4372 or by contacting the Fund in writing.          

Investments in mutual funds carry risks and investors may lose principal value. Stock markets are volatile and can decline significantly in response to adverse issuer, 
political, regulatory, market, or economic developments. The Fund may purchase foreign securities including American Depository Receipts (ADRs) and other depository 
receipts,  which are subject to interest rate, currency exchange rate, economic and political risks; this may be enhanced when investing in emerging markets. Small and 
mid- cap stocks involve greater risks and they can fluctuate in price more than larger company stocks. Groups of stocks, such as value and growth, go in and out of favor 
which may cause certain funds to underperform other equity funds.          

Portfolio composition will change due to ongoing management of the fund.  References to individual securities are for informational purposes only and should not be 
construed as recommendations by the Funds, Advisor or Distributor.         

Please consult your tax advisor regarding higher capital gains distributions due to a change in portfolio strategy.         
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