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Friends of Long Lake,
We would like to take this opportunity to provide our updated thoughts on the market as
well as an overview of three equity holdings. We hope you enjoy the letter, and as always,
please do not hesitate to contact us with any questions.
All the best,
Long Lake Capital Management, LLC
Market Update
We entered 2017 with a fairly optimistic view of the market but are finding it more
challenging to remain as enthusiastic. This is not to say we are outright negative, as there
are numerous positive factors at work. Global economic growth has been fairly durable
and trending upward, inflation appears to be picking up, the unemployment rate continues
to decline, wages are growing, and corporate earnings are rebounding from the earnings
recession of 2016.
While there is a significant amount of noise coming from Washington D.C. there is also
reason to be optimistic: potential tax cuts, potential regulatory reform and a potential
massive infrastructure program are all positive drivers. Interestingly, the prospect of those
three events coming to fruition seems to have created an underlying bid to the market, as
most selloffs since Trump’s election have been short lived.

So, why are we less optimistic now? From our prospective, the market’s valuation – on
basically any generally accepted metric – looks to be on the lofty side. There also seems to
be a growing sense of complacency amongst investors. We notice fewer headlines
proclaiming the next major selloff is imminent, the VIX (a measure of expected market
volatility often referred to as the “fear gauge”) has declined from over 25 in 2016 to just
over 15 (after spending most of 2017 around ten), margin debt 1 is at a record high (which
happened before the 2000 and 2007 crashes), and equity ownership amongst US
households has exceeded 30% of their financial assets (eclipsing 30% presaged the crashes
of 1968, 2000, and 2007). Finally, the Trump Administration has become increasingly
more difficult to predict. This is not meant to be taken as political commentary, but aims
to illustrate the difficulty navigating a market that is impacted by tweets, aggressive
military responses, and seemingly never-ending policy flip flopping.
While there are likely many reasons to explain the aforementioned complacency, perhaps
the best example may be the following chart from Ritholtz Wealth Management:

The market has faced a barrage of seemingly perilous events dating back to the S&P 500’s
nadir in March of 2009. However, all of these headlines have proven to be nonstarters and
have likely left investors with a sense of “fool me once”. Without exception, each selloff
has been a buying opportunity as the S&P500 gained over 250% (note: including
dividends) in eight years. It is worth pointing out that such rallies often generate angst
among investors as they wonder how much further the bull market can run. Interestingly,
as displayed by the following graph (note: returns do not include dividends), the answer
could be substantially more.

Margin debt is the amount of money borrowed against a client’s brokerage account. Excessive
margin debt is arguably a sign of overly bullish sentiment. To be fair, margin debt is likely to increase
as the market does.
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As stewards of client capital, it is our job to balance the risk of losing money against the
risk of missing out on potential appreciation. While we are less optimistic about the
market’s near term outlook than we were at the start of the year, we do not see anything
particularly sinister on the horizon and remain cognizant of the market’s resiliency.
Select Equity Holdings Update
Mattel (MAT, $25.01/sh, $8.5B Market Cap)
MAT falls squarely in the turnaround camp, as it is a company struggling to rectify missteps
made by former management and keep up with changing consumer preferences. MAT’s
brands include: Barbie, Fisher-Price, HotWheels, Mega Blocks (a Lego competitor), and
American Girl among others. See Appendix Figure 1 for a complete line up. The company
was founded in 1945 by Harold “Matt” Matson and Elliot Handler. Combining the two
owner’s first names produced Mattel. In 1947, Mr. Handler fell ill and sold his share of the
company to Mr. Matson and his wife Ruth. Should readers of this letter ever find
themselves on Jeopardy, it is worth noting the Matson’s children were named Ken and
Barbie.
Under former CEO Bryan Stockton, MAT failed to keep pace with rival Hasbro, losing a
valuable licensing agreement with Disney and therefore revenues associated with Star
Wars and the Disney Princess characters. MAT was also slow to acknowledge the shift
towards digital, arguing that “children will always play with toys” 2. Additionally, Barbie,
the company’s most lucrative product line, saw significant revenue declines as parents
began to eschew the unrealistic body image projected by the iconic doll.
Mr. Stockton was terminated in 2015 and replaced by long-time board member, and former
Pepsi CEO, Christopher Sinclair. Mr. Sinclair was a stabilizing force, as he stemmed the
losses at Barbie by rolling out a variety of new products, including those with a more
realistic body type. Additionally, Mr. Sinclair repaired the strained relationship with
Disney, which saw MAT win the rights to the upcoming Cars 3 movie. Finally, and
arguably most importantly, he came to grips with the shift to digital and hired former
Google North Americas president, Margaret Georgiadis, to succeed him as CEO. Notably,
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this is the second time Mr. Sinclair has tapped a well-regarded female as his successor,
having selected Indra Nooyi to run Pepsi – a post she has maintained since 2006.
Mrs. Georgiadis took the helm on February 8th of 2017, so it is too early to pass judgment
on her time at MAT. However, she has communicated to investors that the company will
be more focused on integrating its core brands into digital products while also placing
greater emphasis on younger children, who may not spend as much time on digital devices
as their older peers.
As with most turn around stories, there is certainly execution risk. However, MAT traded
at over $45/share in 2014 and feels the Cars franchise will allow it to replace the ~$350M
in revenue lost from the Disney contract. Additional revenue upside from the upcoming
Jurassic World movie is also possible. Continued progress on the Barbie front would aid
in expanding the company’s profitability, as the product line accounts for ~25% of the
company’s free cash flow yet only ~15% of revenue. Notably, for the first time in three
years, full year gross sales for Barbie were positive, with 2016 ending up a solid 9%.
Management believes operating margins will approach 15% in 2017, up from 12% in 2016,
which should drive EPS growth from $1.06 in 2016 to $1.45 in 2017 and $1.70 in 2018.
MAT currently trades at 17.2x 2017’s projected earnings, a discount to its average PE of
19.4x and to the broader market. The company has a dividend yield ~6% and paid out
100% of its free cash flow to support the payment. While some analysts feel the dividend
needs to be cut, in order to support new product development, prior management has made
supporting it a priority. Given Mrs. Georgiadis’ tech-based background, which tends to
spend heavily on R&D, it would not be a total shock to see the dividend reduced.
Overall, MAT appears to be a company on the mend, with new management, a better grasp
on the competitive environment, reasonable valuation, solid projected EPS growth, well
known brands, movie catalysts, and a sizable dividend yield.
Roche (RHHBY, $31.92/share, $178B market cap)
Roche is a Swiss-based health care company with Pharmaceutical and Diagnostic business
segments. It is the world's largest biotech company resulting from its 2009 acquisition of
U.S. company Genentech for $46.8B. Pharmaceuticals account for 77% of sales, but 92%
of operating income, and are predominantly focused on oncology products. Diagnostics
account for 23% of sales, and 8% of operating income, and are focused on the identification
of various diseases.
Positive news flow on cancer drugs such as Perjeta (to be used in combination with Roche
drug Herceptin) for breast cancer and Tecentriq for lung cancer are expected to drive
positive earnings growth and stock price performance. The treatment market for non-small
cell lung cancer is expected to grow from $5.1B in 2013 to $7.9B by 2020 across G8
nations3. The following table from Jefferies summarizes Roche’s potential catalysts into
the first quarter of 2018.

The Group of Eight (G8) refers to the group of highly industrialized nations: France, Germany, Italy,
the United Kingdom, Japan, the United States, Canada, and Russia.
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Roche sells at a PE ratio of 16.4x on 2017 earnings. This is in line with the pharmaceutical
group but we believe the company's strong biologic franchise and ongoing innovation of
new products give it a superior profile. In addition the stock also sells at a discount to the
average company as measured by the S&P index, yet Roche's growth outlook and return
on capital are superior to the average company. Finally, the dividend yield is attractive at
3.2% and the balance sheet is clean with just $12.8B in net debt vs. an equity market cap
of $178B and annual free cash flow in excess of $9B.
Liberty Ventures (LVNTA, $50.87/sh, $13.9B market cap)
LVNTA has performed admirably year to date, posting gains of just over 40%. The catalyst
behind the strength was an announcement in early April that LVNTA would be merged
into Alaskan cable company General Communications (GNCMA, $1.3B market cap). In
the market’s view, this creates a clear long-term path for a potential merger of
GNCMA/LVNTA into another cable company, most likely Charter Communications
(CHTR, $102B market cap). Post deal, which is expected to close in 1Q18, LVNTA will
own 77% of a GNCMA/LVNTA combination that will include LVNTA’s holdings of
$3.7B of Liberty Broadband (LBRDA, $15.8B market cap) shares, $1.8 billion of CHTR
shares, and the GNCMA cable business with an enterprise value of $2.7B at the acquisition
price. The acquisition valued GNCMA at 8.6x 2017 EBITDA (earnings before interest
taxes, depreciation, and amortization) while potential acquirer CHTR trades near10x. As a
reminder, LVNTA and CHTR are a part of Dr. John Malone’s media empire, and Dr.
Malone has indicated CHTR aims to acquire additional cable companies.

Miscellaneous
On this day in history, 26 years ago, the Dow Jones industrial average crossed 3,000 for
the first time. For some perspective, General Motors and Ford were the two largest
components of the 30 stock index. Today, both possess equity market caps smaller than
Tesla’s. The NY Times remarked:
At current profit levels, there is little doubt that stock prices are unreasonably
high. The expectation of improvement has sustained the market, but there may be
limits as to how far that can go4.
At the time, in 1991, Wall Street pundits were concerned about rising interest rates,
geopolitical tensions in Iraq/Kuwait, an increase in individual investor stock purchases,
the Federal Reserve’s stance, and potentially overly optimistic assumptions about
inflation and economic growth. In terms of the market environment, one could argue, not
much has changed in 26 years.

http://www.nytimes.com/1991/04/18/business/market-place-at-last-dow-closes-above3000.html
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Appendix
Figure 1

This letter is a publication of Long Lake Capital Management, LLC. The firm is registered as an investment
adviser with the state of Michigan and only conducts business in states where it is properly registered, or is
excluded or exempted from registration requirements. State of Michigan registration does not constitute an
endorsement of the firm, nor does it indicate that the adviser has attained a particular level of skill or
ability.
Investing involves risks, including possible loss of principal. Short sales theoretically involve unlimited loss
potential since the market price of securities sold short may continuously increase. Investors should
carefully consider their investment objectives, risks, charges and expenses before investing. The company's
Form ADV, which contains more complete information about these, and other matters, should be read
carefully before investing. To obtain the Form ADV, please call 248-712-6160 or
visit http://www.adviserinfo.sec.gov/.
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