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July 22nd, 2019
Friends of Long Lake,
We would like to take this opportunity to offer our current thoughts on the market, and
provide a brief overview of two new equity holdings: Dycom Industries (DY), and
GrubHub (GRUB). A brief summary of the letter is as follows:










The Fed appears poised to cut interest rates, perhaps up to three times in 2019, in
the face of mixed economic data and global trade uncertainties, while the S&P 500,
Dow and NASDAQ are trading near all-time highs.
The 2019 rally appears to have caught many by surprise. Pullbacks have been short
lived and there is ample cash on the sidelines.
2Q19 earnings expectations are lackluster, with consensus expecting a -3% yearover-year decline.
The US and China kicked the proverbial trade war can, likely into 2020; but
agreeing not to escalate the situation in the interim was positively received.
Per the usual, the debt ceiling will likely become a political bargaining chip ahead
of the September 30th deadline to avoid a government shutdown.
Brexit continues to garner headlines, but has not yet had an impact on US equity
markets.
Iran continues to agitate, having seized multiple oil tankers in the Straight of
Hormuz and resumed enriching uranium.
Should Trump fail to win reelection, the 2020 Democratic presidential candidates
are likely to be considerably less business-friendly.
The Healthcare sector has been under pressure due to rising concerns posed by
“Medicare For All” and/or other public healthcare initiatives.

2Q19 Recap and Outlook
It can be difficult to assess short-term sentiment on Wall Street, but during 2Q19,
“confused” may be the most appropriate adjective. Consider the following and ask yourself
what market reaction one would expect?
1)
2)
3)
4)
5)
6)

1Q19 actual earnings were slightly negative, down 0.3%
2Q19’s earnings expectations are negative, down 2.7%
In June, the IHS Global Manufacturing index fell to its lowest level since 2012
In July, Chinese GDP growth hit its lowest level in 27 years at +6.2%
In June the Empire and Philly Fed PMI readings fells to the worst levels since 2008
Globally, there is over $12.5T worth of negative yielding debt
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7) The US yield curve has been inverted1, which often signals a recession
8) The US and China escalated, then deescalated the trade war, but resolved nothing
9) Existing home sales are running roughly flat vs. 2018 levels
10) Iran breached uranium enrichment levels set in a 2015 nuclear deal
If you answered: The Dow, S&P 500, and Nasdaq will all make new all-time highs (S&P
500 +17% through 2Q19), then you were correct. As they say, all-time is a long time. So,
a large number of seemingly bearish to very bearish factors were at play in 2Q19, yet the
market moved higher. How does this happen? Well, in this case, the following Financial
Times2 article provides some useful insight [red emphasis LLCM’s].

On top of that dynamic, investors have poured $241B 3 into money market funds year-todate. For some context, that is over 3x the amount of inflow seen during the financial crisis
of 2008. There is clearly a significant amount of cash on the sidelines and many fund
managers were betting on a steep decline. For instance, Bridgewater, the world’s largest
hedge fund reported a 4.9% loss4 through June of 2019 after having bet on the market’s
decline. As near-term recessionary and trade fears proved to be overdone, and the Federal
Reserve began hinting at a precautionary rate cut, the market continued higher.
By far the most common
question we have received is:
“When will the market run
end?” or some variation of
that query. 2019 is one of only
12 years in the S&P 500’s
history to begin with returns
over 15%. Each time the
market has finished the year
with positive returns, but in
six of the 11 incidents the full
year return was lower than the
first six month’s return.
Short-term interest rates greater than long-term interest rates
https://www.ft.com/content/4f07d622-7631-11e9-bbad-7c18c0ea0201
3 Goldman Sachs “(GS) macro / latest from Tony P” email to clients – 7/18/2019
4 https://www.ft.com/content/dad12be2-abbd-11e9-8030-530adfa879c2?emailId=5d34c0dd1f4
9b500045bafbf&segmentId=ce31c7f5-c2de-09db-abdc-f2fd624da608
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No two bull markets are created equally, and the current economic recovery is the longest
(but slowest) on record, so extrapolating historical scenarios onto present day can be a
challenge, but at least history suggests there is precedent for further increases.
From our perspective, it would be ideal to see the market move higher
based on stronger economic results and corporate earnings growth as
opposed to rhetoric around trade deals and interest rate cuts, but we are
not overly optimistic that will occur in the back half of 2019. However,
it could certainly be a 2020 event as year-over-year earnings growth
comparisons become easier (See Appendix Figure 1) and, assuming
trade deals are worked out with China and possibly the EU and Japan,
uncertainty at the corporate level fades. Business confidence can be one
of the strongest drivers of economic growth and stock market returns,
so improving confidence levels would be a welcomed development. If
we were charting the course to reelection in 2020, knowing that
economic strength is usually the number one factor (See Appendix
Figure 2) for voters, we would do all we could to make 2020 a strong year for the market
and economy.
As we mentioned in our 1Q19 letter, despite the headlines surrounding the market’s
strength, going back to the start of 2018, it has produced only fairly modest gains.

If we are correct about our 2020 outlook, we suspect the preceding chart will at some point
begin to look more attractive.
We hope our readers have enjoyed this portion of the letter. The following section contains
an overview of three new equity holdings.
All the best,
Long Lake Capital Management, LLC
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Select Equity Holdings Update
For first time readers of this letter, we aim to make the equity update readily understandable
for clients that may not have a background in finance. For each long-term investment idea,
Long Lake constructs an in-depth report, which we do not distribute due to compliance
reasons.
Dycom Industries, Inc. (DY, $55/sh, $1.7B market cap)
Currently, most cellphones in the US connect to wireless networks via 4G LTE, which uses
a series of high-powered antennas, spaced a sizeable distance apart from each other, to
deliver calls, streaming video, and other forms of data to users.
The next evolution in connectivity is 5G, which promises to be
significantly faster than 4G LTE and aims to keep up with the
ever-increasing amount of data traffic on carrier’s networks.
The WSJ sums up the 5G industry fairly well:
“…5G, the collection of technologies behind nextgeneration wireless networks: They require a
gargantuan quantity of wires. This is because 5G
requires many more small towers, all of which must be
wired to the internet…The 5G build-out, which could
take more than a decade…5”
Dycom is a 5G fiber build-out play and is the market share leader in wire-line at ~35-40%.
One interesting fact about wireless is that much of the data actually moves through
wire/fiber as it is significantly cheaper than using radio waves. Given 5G's speed, and everincreasing data usage (+30-40% per year), the network is going to, as the WSJ article noted,
need a gargantuan amount of fiber. Dycom does not produce fiber optic cable, but instead
does the engineering and installation of the fiber optic cable. It can be a cumbersome
process, particularly in urban areas, as it often involves trenching under busy street beds
and sidewalks to access existing conduits or to lay new pathways.
5G has been on Wall Street’s radar for a number of years, and Dycom’s stock ran up on
the hype (rising from ~$50 in 2016 to ~$120 in 2018). However, as can be the case with
Wall Street, expectations initially exceeded reality. As the Street adjusted its outlook,
Dycom fell from ~$120 to ~$40 in 12 months. A number of factors contributed to the
decline including a troublesome Verizon contract (primarily cost overruns, which
management believes they now have under control), and concerns about in-sourcing from
the major telecom companies. Regarding the latter concern, LLCM was at a 5G conference
earlier in the year and none of the major telecom companies indicated a strong desire for
insourcing, thus it is possible that fear is somewhat overstated.
Fiber installation is generally considered early cycle, but it is interesting to note that buildouts tend to last longer than investors anticipate. For instance, Dycom is still installing
Verizon FiOS fiber, despite the platform being 15 years old. 5G is a larger project, so the
growth runway could be considerably longer, a dynamic we think should benefit Dycom
and its shareholders.
https://www.wsj.com/articles/the-downside-of-5g-overwhelmed-cities-torn-up-streets-a-decadeuntil-completion-11561780801?mod=searchresults&page=1&pos=1
5
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GrubHub (GRUB, $75/sh, $6.8B market cap)
GrubHub is the nation’s largest online and mobile food ordering and delivery platform with
over 115,000 restaurant options in over 2,200 US cities and London. The company has
significant exposure to New York, Washington DC, Chicago, Philadelphia and Boston. It’s
portfolio of brands include Seamless, LevelUp, AllMenus, Tapingo, and MenuPages. The
company processes over 521,000 daily orders and serves roughly 19.3M active diners.

GrubHub generates the majority of its revenue when diners place an order on the
company’s platform. Restaurants pay a commission, typically a percentage of the
transaction, on orders that are processed through the company’s platform. Most of
the restaurants on the platform can choose their level of commission rate, at or above
the base rate. A restaurant can choose to pay a higher rate, which affects its
prominence and exposure to diners. Additionally, restaurants that use GrubHub’s
delivery services pay an additional commission on the transaction for the use of those
services. Of note, roughly 30% of GrubHub’s platform orders are actually delivered
by GrubHub as most are delivered by the restaurant.
The online food delivery business is not exactly nascent, but both wide spread client and
customer adoption is, perhaps, in the earlier innings. For instance, large chain restaurants,
such as McDonalds, Dunkin Donuts, Yum! Brands6 (KFC, Taco Bell) and many, many
others are now offering delivery service via GrubHub or one of its competitors, such as
Uber Eats (part of Uber Technologies the ride-hailing service) or privately held companies
DoorDash, Postmates, and Caviar.
Interestingly, it is the shifting
competitive landscape that has taken
the largest toll on GrubHub, as Uber
Eats and DoorDash have taken share
at GruhHub’s expense.
Market share loss has been Wall
Street’s primary area of focus. As
GrubHub’s market share declined,
so did its stock price, falling from a
high of ~$147 in September of 2018
to the low $60s in May of 2019.

In February of 2018, along with announcing the KFC and Taco Bell partnership, Yum! also invested
$200M into GrubHub.
6
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From our perspective, the outsized focus on market share dynamics is arguably shortsighted and has provided an interesting investment opportunity. GrubHub is growing
revenue at over 30% year-over-year, a rarity for any firm five years post-IPO. Additionally,
with over 150% growth in 1Q19, new users continue to download the GrubHub app, and
most importantly, a significant number are using it, as active daily users increased 68%.
These are strong statistics and point to continued adoption and acceptance of the food
delivery industry. A recent restaurant survey by Technomic 7 indicated that 86% of
consumers are dining out or carrying out at least monthly and a third of them expect to do
so more than they did a year ago. The same survey indicated meal delivery is projected to
show the strongest growth within the foods prepared outside of the home channel.

Given the other competitors in the space are losing money – GrubHub is the only profitable
company in the industry – pricing rationality should return to the delivery market at some
point and thus stabilize market share as competitive promotions abate. Additionally,
GrubHub’s strong presence in New York City, Washington D.C., Philadelphia, and Boston
could make it an attractive asset for a company like Whole Food’s (which recently
announced it would be stopping delivery services in New York City, GrubHub’s largest
market) parent Amazon or perhaps Uber Eats. Overall, we believe the food delivery
business is attractively positioned for long-term growth and feel GrubHub should be an
eventual winner in the category.

https://www.restaurantbusinessonline.com/consumer-trends/stats-are-consumers-are-uppingrestaurant-delivery
7
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Appendix
Figure 1

Source: FactSet, LLCM

Figure 2*

*Note: results for the 2020 election are not yet available as the polling has yet to occur.
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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/.
Copyright 2019, Long Lake Capital Management, LLC
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