
We are pleased to report that in the first quarter of 2017, all four 
Longleaf Partners Funds continued to make good progress 
toward delivering our annual return goal of inflation plus 10% 
following substantial absolute results in 2016 as well as 
benchmark outperformance by the Partners, International and 
Global Funds. The Small-Cap, Global, and International Funds 
exceeded their respective benchmarks — the Russell 2000, MSCI 
World, and MSCI EAFE indices — in the quarter, and although 
compounding at a strong rate, the Longleaf Partners Fund fell 
short of the S&P 500 Index after substantially outperforming the 
previous twelve months.

	 One Year	 1Q 

Partners Fund 	 20.23%	 3.90%

S&P 500 Index	 17.17	 6.07

Small-Cap Fund 	 19.71	 3.93

Russell 2000 Index	 26.22	 2.47

International Fund 	 18.70	 8.80

MSCI EAFE Index	 11.67	 7.25

Global Fund 	 29.22	 8.70

MSCI World Index	 14.77	 6.38 

Past performance does not guarantee future results. 

The large majority of our holdings across all of the Funds posted 
positive returns that reflected company-specific progress. Our 
two gaming-related investments —Wynn Resorts in the Partners, 
Small-Cap, and Global Funds and Melco International and K. 
Wah International (through its partial ownership of Galaxy) 
in the Global and International Funds — were among our most 
substantive performance contributors. Macau, where these 
companies operate, continued to grow, with industry gross 
gaming revenue accelerating above consensus estimates in the 
last two months to approximately 18% growth year-over-year. 

Wynn’s and Melco’s newer properties are ramping up more 
quickly than previously expected. The MSCI EAFE Index, which 
represents developed markets outside of the U.S., had larger 
gains than the S&P 500. Likewise, our investments based in 
Europe and Asia, including those held in the U.S. Funds, were a 
notable source of our appreciation. The Longleaf Partners Fund’s 
low Information Technology exposure, elevated cash balance 
(which the Small-Cap and International Funds also have) and 
energy-related holdings impacted its relative results over the last 
three months. 

As we have mentioned in recent quarters, we continue to find 
more opportunities outside of the U.S., and we were pleased to 
initiate two non-U.S. positions in the first quarter. We identified 
no new U.S. qualifiers. We also continued to trim and sell 
those businesses that approached our appraisal values. As a 
result, our cash reserves remained significant across all of the 
Funds with the exception of Global. Cash is the residual of our 
longstanding investment discipline to buy only when a large 
discount exists between price and value and to sell when no 
margin of safety remains. We have found that the low return on 
holding cash over limited periods is dwarfed by the opportunity 
from the next discounted qualifying investment that our 
liquidity buys. We continue to search for stocks that meet our 
criteria and are confident we will find them, whether because of 
company-specific opportunities or broad market corrections.

Non-Earning Assets
Over our 42 year history, we have found undervalued 
opportunities to put our cash to work in different ways. 
One common source of new investment qualifiers has been 
identifying and analyzing non-earning assets (NEAs). Stock 
prices rarely reflect much value for assets that are not currently 
earning or are under earning their potential. In some cases, no 
credit is warranted. Passive and most quantitative approaches 
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Average Annual Total Returns (3/31/17) Partners Fund: Since Inception (4/8/87): 10.47%, Ten Year: 3.37%, Five Year: 7.82%, One 
Year: 20.23%. Small-Cap Fund: Since Inception (2/21/89): 11.14%, Ten Year: 7.80%, Five Year: 14.07%, One Year: 19.71%. Interna-
tional Fund: Since Inception (10/26/98): 7.44%, Ten Year: 0.91%, Five Year: 5.95%, One Year: 18.70%. Global Fund: Since Inception 
(12/27/12): 7.54%, Ten Year: na, Five Year: na, One Year: 29.22%.

Returns reflect reinvested capital gains and dividends but not the deduction of taxes an investor would pay on distributions or share 
redemptions. Performance data quoted represents past performance. The investment return and principal value of an investment will 
fluctuate so that an investor’s shares, when redeemed, may be worth more or less than their original cost. Current performance of the 
fund may be lower or higher than the performance quoted. Performance data current to the most recent month end may be obtained 
by visiting longleafpartners.com.

As reported in the Prospectus dated May 1, 2016, the total expense ratios for the Longleaf Partners Funds are: Partners Fund 
0.93%, Small-Cap Fund 0.91%, International Fund 1.28%, and Global Fund 1.54%. The expense ratios are subject to fee waiver to 
the extent a fund’s normal annual operating expenses exceed the following percentages of average annual net assets: Partners 
Fund 1.50%, Small-Cap Fund 1.50%, International Fund 1.75%, and Global Fund 1.65%. Effective May 1, 2016, Southeastern 
agreed to voluntarily reduce the expense limit to 1.20%. The voluntary fee waiver for the Global Fund may be discontinued at any 
time. 
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Sincerely,

Sincerely,

O. Mason Hawkins, CFA
Chairman & Chief Executive Officer
Southeastern Asset Management, Inc.

G. Staley Cates, CFA
President & Chief Investment Officer
Southeastern Asset Management, Inc.

April 8, 2016 

ignore NEAs. NEAs can provide attractive mispricing, however, 
especially in a long-running bull market where investors 
increasingly pay higher multiples for current earnings.  

NEAs range from straightforward excess cash on the balance 
sheet to more complicated, multiyear inventories of land or 
natural resources. Our favorite types of NEA investments 
are developed assets temporarily earning far less than their 
potential, as have been the case in hotels during recessionary 
periods, cement and aggregates assets during 2008-2011, or 
film libraries at entertainment companies. A second group of 
NEAs includes significant multi-year capital projects that are 
not yet complete or fully optimized. Examples we currently own 
include major renovations and new real estate developments, 
next generation jet engines and satellites, and new methanol 
and fertilizer plants. Third, significant ownership stakes in 
public businesses that are themselves undervalued can provide 
opportunities, as has been the case at larger holding companies, 
such as EXOR and Liberty Media. Fourth, companies with tax 
loss assets (like those at Level 3 Communications) do not usually 
get credit until it becomes clear how and when they will be 
used. Fifth, large cash holdings at investees, especially in a low 
interest rate environment, represent an under earning asset. 
Lastly, a less predictable type of NEA — that we have learned 
to be wary of over the years but feel we have positive examples 
of currently — includes undeveloped real estate such as land 
banks, and natural resources such as undrilled oil and gas 
reserves.

Southeastern’s approach lends itself to NEA successes because 
of our:  

•	 Long-term investment horizon in line with our 3-5 year 
average holding period, which is rare with most investors’ 
focus on earnings over a period of months,

•	 Absolute value mindset to appraise unique assets that don’t 
often have “comps,” which differs from the more prevalent 
focus on relative valuation,

•	 Qualitative assessment (that cannot be captured in a 
spreadsheet) of management’s ability to grow and realize 
NEA value, and

•	 Constructive work with managements and boards to 
increase our probability of a favorable outcome, especially 
as it relates to capital allocation and value recognition.

Identifying and appraising NEAs requires in-depth analytical 
work. Quantitative screens based on current P/Es, earnings 
growth, return on capital, price momentum, or other simple 
measures do not identify opportunities where companies may 
be temporarily under earning relative to their assets or when 
increased earnings and/or monetization will occur. It is unlikely 
that a “catalyst” for that incremental cash flow will be staring 
us in the face within months, but this is where our long-term, 

patient approach gives us an advantage.

No two situations are exactly the same, which is why our 
bottom-up, absolute value appraisal approach is required. NEAs 
can be worth anywhere from a negative number to multiples 
of a company’s current stock price. If we cannot predict with a 
high degree of certainty an asset’s path to its earnings power, 
our appraisal will reflect a range in the value of that NEA. We 
use the bottom end of the range in determining whether the 
stock price meets our required discount, while viewing the top 
end as upside for which we are not willing to pay until we gain 
more evidence that the value will be unlocked.  Appraising NEAs 
helps us understand not only a business’ intrinsic worth, but 
also the implied metrics in the stock price. As a simple example, 
we subtract the value of net cash from a company’s market 
cap to clearly understand the multiple we are paying for the 
business operations. Without proper adjustments, a P/E can look 
misleadingly high, and a simple screen misses these types of 
opportunities.      

Our management partners always impact our investment 
outcome, but companies with substantial exposure in NEAs 
heighten management’s importance because unlocking the 
value of NEAs is often the driver of stock price appreciation. 
The timing of NEA recognition directly affects our investment 
return, which is why the less predictable, multi-year horizon 
NEAs can be the most difficult to assess. Our corporate partners 
who steward sizeable NEAs must understand the earnings power 
of their assets, be properly incented to elevate NEA earnings, 
and willing to monetize assets within a timeframe and at 
prices that are accretive to value per share. Equally important, 
managements must recognize that languishing NEAs have 
significant opportunity cost if they are held when they instead 
could be sold and the proceeds used to buyback undervalued 
shares, allowing the company to focus its resources on more 
productive assets.    

Our engaged approach and over four decade track record 
of doing the right thing for shareholders help increase our 
prospects for a successful outcome related to NEAs. At a 
minimum, we maintain ongoing dialog with management teams 
and boards to keep their focus on bringing assets to their full 
earnings potential or seeking ways to monetize them within a 
reasonable return timeframe. Incremental engagement ranges 
from conversations with CEOs and CFOs, to proposing board 
members with relevant capital allocation experience, to talking 
with prospective buyers of the assets where appropriate, and, on 
rare occasions, more publicly working to change management’s 
approach.

NEAs are neither simple to find and assess nor certain to 
generate good returns, but they have been an important source 
of Southeastern’s successful results throughout our history. Our 
company appraisals delineate how much of the value is derived 
from NEAs. Likewise, while there is no optimal level, we are 



mindful of our reliance on NEAs versus other sources of return. 
Across all of the Funds’ holdings today, a few companies have 
around half of their appraisal in NEAs, and many companies 
have little-to-no exposure. Collectively, NEAs represent an 
average of less than 20% of the Funds’ appraisal values but a 
larger potential source of upside returns.

Summary
The Funds contain an attractive mix of competitively 
advantaged, growing operating businesses along with 
undervalued NEA opportunities. We also have corporate 
partners who have demonstrated their commitment to growing 
value per share and who, we believe, will drive strong outcomes. 
A high level of geopolitical uncertainty remains around the 
world and quickly could impact broad markets or lead to 
company-specific opportunities. The Funds’ cash levels, a 
result of our investment discipline, will provide the liquidity 
to go on offense when the inevitable new qualifiers emerge. We 
are confident that over the next several years, our investments 
should deliver the successful results that we and our clients 
expect.

See following page for important disclosures.



4

Past performance does not guarantee future results. 

Before investing in any Longleaf Partners fund, you should carefully consider the Fund’s investment objectives, risks, charges, 
and expenses. For a current Prospectus and Summary Prospectus, which contain this and other important information, visit 
longleafpartners.com. Please read the Prospectus and Summary Prospectus carefully before investing. 

RISKS

The Longleaf Partners Funds are subject to stock market risk, meaning stocks in the Fund may fluctuate in response to developments at 
individual companies or due to general market and economic conditions. Also, because the Funds generally invest in 15 to 25 companies, 
share value could fluctuate more than if a greater number of securities were held. Mid-cap stocks held by the Funds may be more volatile 
than those of larger companies. With respect to the Small-Cap Fund, smaller company stocks may be more volatile with less financial 
resources than those of larger companies. With respect to the International and Global Funds, investing in non-U.S. securities may 
entail risk due to non-US economic and political developments, exposure to non-US currencies, and different accounting and financial 
standards. These risks may be higher when investing in emerging markets. 

The statements and opinions expressed are those of the author and are as of the date of this report. 

The S&P 500 Index is an index of 500 stocks chosen for market size, liquidity and industry grouping, among other factors. The S&P 
is designed to be a leading indicator of U.S. equities and is meant to reflect the risk/return characteristics of the large cap universe. 
The Russell 2000 Index measures the performance of the 2,000 smallest companies in the Russell 3,000 Index, which represents 
approximately 10% of the total market capitalization of the Russell 3000 Index. MSCI EAFE Index (Europe, Australasia, Far East) is a broad 
based, unmanaged equity market index designed to measure the equity market performance of 22 developed markets, excluding the US 
& Canada. MSCI World Index is a broad-based, unmanaged equity market index designed to measure the equity market performance of 
24 developed markets, including the United States. An index cannot be invested in directly.

Price / Earnings (P/E) is the ratio of a company’s share price compared to its earnings per share.

Return on capital (ROC) is a calculation used to assess a company’s efficiency at allocating the capital under its control to profitable 
investments.

As of March 31, 2017, the holdings discussed represented the following percentages of the Funds: Wynn Resorts: 6.7% Partners, 6.4% 
Small-Cap, 6.7% Global; Melco International: 7.9% International, 7.4% Global; K. Wah: 2.2% International, 2.3% Global; EXOR: 8.2% 
International, 5.6% Global; Liberty Media: 7.2% Small-Cap; Level 3: 10.1% Partners, 7.9% Small-Cap, 8.9% Global. Fund holdings are 
subject to change and holding discussions are not recommendations to buy or sell any security. Current and future holdings are subject to 
risk. 

Funds distributed by ALPS Distributors, Inc.
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