
 
                 January 13th, 2016 
Friends of Long Lake Capital Management, 
We would like to take this opportunity to provide a recap of 2015, our outlook for 2016, and provide an 
update on some of our equity holdings. As always, please feel free to contact us should you have any 
questions. We enjoy having engaged clients and welcome your dialogue. With that being said, let us 
move on to the letter’s content.  
2015 Market Recap 
According to data from Credit Suisse, 
presented in the table to the right, the best-
performing domestic asset class of 2015 was 
stocks, whose 1% total return (including 
dividends) surpassed those of long-term 
bonds, short-term Treasury bills and 
commodities. These minimal gains across 
asset classes make 2015 the worst year for 
finding returns since 1937, when the 3-month 
Treasury bill beat out other major asset 
classes, returning 0.3%. Investors had to look 
abroad, or search for niche areas, to find 
substantial returns in 2015. For instance, one 
of world’s best performing assets was Greek 
Government debt – certainly not an area of 
expertise, or comfort, for most investment 
managers. By contrast, US equities were the 
22nd best performing asset in 2015. 
Conversely, energy and commodities were among the worst assets of 2015. 
On the surface, the S&P 500 appeared to have a relatively calm year. However, there was a significant 
amount of turbulence under the surface, as the average stock in the S&P 500 fell nearly 20% from its 52 
week high. 



 
So, how does the index remain flat while the majority of the stocks are down? The answer can be found 
in the formula used to calculate the S&P index’s performance, which is weighted by market cap. 
Essentially, larger companies in the S&P have an outsized impact on the index’s performance. In 2015, 
Facebook ($233B market cap) up 37%, Amazon ($297B market cap) up 123%, Netflix ($50B market cap) 
up 144%, and Google ($257B) up 48% drove the S&P higher. These four large cap stocks, colloquially 
known as “FANG” accounted for the entirety of the S&P’s gain. Add in Nike ($104B market cap) up 29%, 
Home Depot ($161B market cap) up 27%, and Starbucks ($86B market cap) up 47% and it is not difficult 
to see how a handful of large companies, which account for ~13% of the S&P’s weighting, can support 
the index. 
From a valuation standpoint, Facebook trades at 107x earnings, Amazon at over 1,000x, Netflix at 317x 
and Google at 36.5x earnings. Of the “FANG”, only Google has shown a consistent ability to produce 
positive earnings. Compare this to the S&P’s roughly 16x estimated earnings multiple and it leaves many 
scratching their heads and drawing comparisons to the tech bubble of 2000. To succinctly sum up the 
dynamic, UBS’ highly respected Director of Floor Operations, Art Cashin said half-jokingly: “What you 
have [in 2015] was the ten largest companies in the S&P are up, the other 490 are down”. For those of 
us who prefer a more quantitative approach, the following data from Bespoke Investment Group 
highlights the situation: “In the S&P 500, the largest 50 stocks at start of year finished up 1.52%, while 
the smallest 50 stocks at start of year finished down 11.87%.” 
So, what do we make of this situation? An investment environment that where strength is concentrated 
into a handful of large market cap names, and seemingly ignores valuation, provides ample cause for 
concern. What happens to the broader market if FANG begin to crumble? Is it already occurring? From 
their respective peaks, Facebook is down 10%, Amazon is down 11%, Netflix is down 11%, and Google is 
down 7%. Given their runs in 2015, these are not staggering declines, but it is a trend that certainly 
bears watching.  
From our standpoint, we aim to avoid crowded trades and companies where we find the valuation vs. 
long term outlook perplexing. Instead, we tend to focus more on finding companies with good 
management teams, favorable valuation, strong financial returns, and a long term outlook we believe is 



more favorable than the market is giving credit for. While we are cautious at the moment, market 
turbulence tends to present investment opportunities.  
2016 Market Outlook 
Warren Buffett once said that one of the primary purposes of stock market forecasters is to make 
fortune tellers look good. And, as usual, he is correct. Predicting the general direction of equity markets 
is a difficult and often fruitless task. One need look no further than 2015’s consensus outlook, which 
called for 7% earnings growth on 2.5% revenue growth, but delivered a 0.7% decline in earnings on a 
2.2% decrease in revenue. That being said, the following are some of the positive and negative data 
points that are likely to impact global markets. 
Positives 

 Labor market strength, as we continue to see some of the lowest jobless claims since the height of tech boom  
 Job creation remains strong, averaging approximately 200K jobs per month (290K in December) 
 Modest average hourly earnings growth of +2.5% year over year 
 Tailwind of lower energy prices should provide support to consumption and boost corporate profit margins 
 From a historical standpoint, interest rates are still well below normal and long-term rates are unlikely to adjust meaningfully higher despite Fed actions 
 Housing has been resilient as new home starts and permits show continued strength 
 2015 was a record for automotive sales, with 17.4 million total units sold in the US 
 Global PMI data remain above the expansionary 50 level in many parts of the world, led by strength in the US and Europe 
 At roughly 16x 2016’s projected earnings, the market multiple trades at a modest discount to its long-term average of 16.6x 
 The S&P 500’s dividend yield of 2.3% is above the 10 year note’s 2.12% yield. This dynamic happens infrequently (last occurring in 2011), and has usually marked a good time to buy stocks   
 The S&P 500’s earnings yield of 6% is comfortably above bond yields and inflation 

Negatives 
 The prolonged slowdown in China is concerning 
 Increased turmoil in the high-yield bond segment of the market could be a harbinger of poor returns for equities 
 Commodities, including industrial metals, precious metals, oil,  and gas are making new lows, on very broad weakness  
 An uncertain interest rate environment causes investor anxiety 
 It has been a long bull market run from the 2008 trough, and we may be in the later stages of the cycle 
 Market breadth has been narrowing for some time, as fewer and fewer large cap stocks are holding the market up. This is evidenced by noting that an equal-weighted S&P 500 has been underperforming a market cap-weighted S&P 500 since April 



 Earnings and revenue growth continue to slow 
 The credit cycle is rearing its head in energy, and banks are seeing higher delinquencies and losses 
 US dollar strength produces a variety of ripples around the world, from commodities to Emerging Markets 
 Labor force participation in the US is persistently low; hovering near a record of 62.6% in December. 

While all of these topics deserve considerable attention, we’ll address a few of the more prominent 
issues in the subsequent paragraphs. 
China: Exporting Their Problems? 
Markets have been rattled year-to-date (the first five days of trading were the worst in the history of the S&P!) as China’s central bank allowed its currency, the yuan, to slip to a five-year low against the USD in the domestic market. The Chinese currency also fell to a record low outside of China, in the "offshore" market, where it trades without government intervention.  
China's yuan has fallen by about 5.5% against the U.S. dollar over the past year, partly because of central bank efforts to lower interest rates. Historically, the People's Bank of China (PBOC) has kept the yuan pegged loosely to the US dollar by setting a daily reference rate and then allowing the yuan to move within a few percentage points of that level. This changed last August, when the PBOC started to allow market forces to play a greater role in determining the yuan’s value. The yuan dropped sharply as a result, leading the PBOC to step in to stabilize the currency. Additionally, the PBOC's recent decision to lower interest rates to stimulate China's slowing economy has added to the market volatility by pushing the yuan even lower.  It appears that further declines are possible. The gap between the yuan's offshore and onshore values has been widening, reflecting a divide between where market forces see the yuan going and what the PBOC will tolerate. The PBOC has been using its foreign reserves to stabilize the currency. As a result, those reserves have fallen by $550 billion since mid-2014. But with more than $2.2 trillion still in the tank the PBOC has a significant reserve to influence the yuan's value. 

 
                   Source: Long Lake Capital Management, Bloomberg 



A weaker yuan can help boost the Chinese economy by making its exports more competitive, but it could prove troublesome for countries that export goods to China. Commodity exporters, such as Australia and Brazil, as well as many emerging market countries are among China's largest trading partners. As the yuan falls, the economic outlook of China's major trading partners, and their currencies, deteriorates. Essentially, a weaker yuan makes imported goods more expensive for China, so it may cut back on the amount it buys from trading partners. The ripple effect is onerous for many emerging market countries and has already produced substantial declines in their respective currency and equity markets.  
The PBOC's willingness to let the yuan fall heightens worries about the strength of the Chinese economy, a key driver of global economic growth. Although it's widely known that China's growth is slowing as it attempts to transition from a manufacturing-led economy to one driven by consumer spending, the pace of the yuan's decline raises concerns that the slowdown may be deeper than anticipated. A weaker yuan could also add to pressure on global goods prices, deepening market concern about potential deflation. However, over the long term, a modest decline in the yuan may be a positive global development, as it could help support China's economic growth. 
However, in the near term, the yuan’s decline has sparked uncertainty about the global economic outlook, which has in turn increased volatility in markets around the globe.  
From the WSJ:  

On Thursday [1/7/2016], the People’s Bank of China made its largest downward adjustment to the yuan since August, prompting yet another dramatic plunge in Chinese stocks which in turn triggered a newly installed mechanism to shut markets for the second time in just a week. 
The Shanghai Composite Index fell 7% and shut after just over 14 minutes [emphasis LLCM’s] –its shortest trading day on record. That roiled equity, bond, currency and commodity markets right across the globe and is forcing investors to brace for another dramatic day on Wall Street. 

The Chinese government subsequently reversed the circuit breaker rules, after realizing the mechanism 
had the opposite effect versus what they were aiming to accomplish. While this is likely the correct 
decision, it further spooked investors as it indicates the centrally planned government may be losing 
control over their equity market.  
Overall, we have viewed China with a healthy degree of skepticism and have generally avoided stocks 
with significant exposure to the region. The issues currently receiving attention are not particularly new, 
in fact they impacted markets in late August (causing an 11% decline in the S&P over two weeks). 
However, investors are beginning to question the Chinese government’s ability to continue the country’s 
growth while also supporting their currency and managing their equity markets. It is a tenuous situation 
and one that we are carefully monitoring.  
 



High-yield: Do Widening Spreads Foreshadow Equity Declines? 
The high-yield debt market has 
been one of the worst sectors of 
the capital markets and an area 
of great concern for many 
investors. Retail investors are 
likely to play a much bigger role 
in the high-yield credit cycle this 
time around. The amount of 
money in US high-yield mutual 
funds doubled from the peak of 
the last economic cycle in 2007, 
from $176B to $378B at the end 
of last year, according to the Investment Company Institute. With interest rates held at rock bottom and 
conservative bonds yielding a pittance, high-yield has attracted investors who would not normally be in 
the asset class. 
The greatest pain in high-yield space has been in the energy and materials sector. Energy is a significant 
part of the high-yield bond market. In fact, it is the largest sector today (having taken over from media & 
telecom, which has traditionally been the largest). This is the case because the exploration industry is 
highly capital intensive, and the high-yield bond market has been the easiest place to raise capital in 
support of the growth of shale producers in the U.S. over the past several years. The ripple effects of a 
significant decline in bond prices in the biggest sector in the high-yield bond market are potentially 
substantial. 
The credit market tends to lead the equity market and may foreshadow declines. The following table 
from Citigroup highlights the respective performance of credit and equity markets over the cycle.  The 
fear is we are currently in “Phase 3” if not already in “Phase 4.” 

 



If the historical correlation between these two asset classes continues to hold, it likely indicates a 
challenging environment for equities. On a standalone basis, we do not see the challenges in the high-
yield debt market as a reason to reduce our equity holdings. However, when taken into account with the 
broader investment environment, it gives us cause for concern. 
Energy, Commodities, and the US Dollar Strength: When Does the Pain End? 
Broadly speaking, energy and commodity prices are driven by supply and demand as well as the value of 
the US dollar vs. other currencies. As the vast majority of the world’s energy and commodities are US 
dollar denominated, a stronger US dollar erodes the purchasing power of buyers using other currencies.  
As the Fed began to signal its intent to be less accommodative, via increasing interest rates, the US 
dollar started to appreciate, thus making energy and commodities more expensive on a relative basis, 
which reduces demand. At the same time, a number of large scale commodity projects – most of which 
began their undertaking during the commodity boom – began to come online as did the proliferation of 
North American shale plays. Additionally, China, the world’s largest consumer of most commodities 
began to slow its rapid expansion. To give some idea as to the impact of Chinese demand, during their 
infrastructure build out between 2011 and 2013, China poured more cement and concrete than the US 
did in the entire 20th century.  What we have today is an imperfect storm of rapidly decreasing demand 
coupled with rapidly increasing supply. From an equity market standpoint, many participants look to 
commodity and energy consumption as leading indicators of global activity. While it is somewhat 
unclear if the route in commodities and energy is a result of too much supply or deceased economic 
activity, it is certainly an area of concern and has been a major driver of the market’s day-to-day action. 
Like many value investors, we have been 
intrigued by the selloff in the space. Crude 
oil (-45%) and natural gas (-35%) were two 
of the three worst performing asset classes 
on the planet during 2015 and have 
retreated to levels last seen during the 
financial crisis. This begs the question: Is 
there money to be made in “bottom 
fishing?” 
From our standpoint, we turn to the wisdom of Howard Marks, who manages a $100B fund focusing on 
distressed debt and equities. 

I see [oil related investments] as quite risky for the simple reason there is nothing intelligent to 
be said about the price of oil.  To paraphrase [famed economist] John Galbraith, there are people 
who don’t know what it is going to be and people who don’t know they don’t know what it is 



going to be. There is no way, other than in the longest term economic sense that the price of oil 
can be predicted.”  

To highlight Marks’ point one need look no further than 2016 forecasts. Recently, the British investment 
bank Standard Chartered cut their 2016 crude oil price target to $10 per barrel. Their prior forecast: 
$100 per barrel. Standard Chartered is not alone, Morgan Stanley (2015 forecasts included $85 and 
$65), Goldman Sachs (2015 forecasts included $105 and $57), and Citigroup (2015 forecasts included 
$86 and $58) all forecast prices in the $20s. Keep in mind, these forecasts are made by highly educated 
individuals whose sole focus is to predict energy prices.  
To further illustrate how difficult bottom fishing in the energy sector can be, one can examine a prior 
turn in the cycle. This is succinctly summarized by David Abrams, who manages the $8 billion dollar 
Abrams Capital fund. Said Abrams during an interview:  

“If you remember, for those of you who were around in the 1980s, the price of oil fell and there 
were three waves of bottom fishers. The first ones bought and they got smoked. The second one 
bought and they got smoked. Finally, like 10 or 15 years later, oil went up and people made 
some money in energy.” 

From an investment standpoint, we are more likely to consider a company involved in the oil field 
services space, or one that may benefit from lower long-term energy prices (i.e. UPS, FedEx via reduced 
fuel costs etc.), as opposed to a exploration and production company. If we are going to get involved in 
the energy or commodities space, we would prefer to do it with companies that have more predictable 
and stable cash flows or, perhaps, a company specific catalyst such as an asset sale or divisional spinoff.  
Interest Rates: Is the “Fed Put” Dead? 
On December 17th, 2015 the Federal Reserve increased interest rates for the first time since 2006 and 
moved the benchmark off 0% for the first time since late 2008. Historically, the Fed has set interest rates 
by controlling how much money there is sloshing around in the Fed funds market. If it wanted to lift 
rates, the Fed sucked funds out of the system by selling some of the Treasuries it had in reserve, and 
charging the banks’ accounts at the Fed. When it lowered interest rates it pushed money into the 
market by buying Treasuries and debiting money to banks.  
For nearly a decade, investors have had the luxury of dealing with an accommodative Fed that had 
vowed to keep interest rates at, effectively, 0%. This “low for long” dynamic created what many call the 
“Fed put”, or the belief that known, stable, monetary policy provides investors with a sense of security – 
in this case that bonds would not be roiled by an interest rate increase – and provided de facto support 
to the asset class.  



Now, this dynamic is in the process of changing. While a 25 basis point increase, in and of itself, is likely 
not majorly disruptive to markets, the signaling effect and the trajectory of future increases could be 
more onerous. Currently, the market is widely divergent on the pace and trajectory of the Fed’s interest 
rate policy. Rhetoric from regional Fed presidents indicates the market should expect a modest increase 
in rates with a goal to “normalize” the Fed funds rate at around 2% over the next few years. Conversely, 
some of the market’s most respected investors believe that the Fed will cut rates before 2016 ends as 
the US economy will ultimately prove too fragile to endure higher rates. 
While the ultimate direction and pace of the Federal funds rate remains uncertain, it has proven to be 
yet another cause for concern among investors. We published our thoughts regarding the impact of a 
rate increase in our 3Q15 letter as follows: 

“Though the Fed’s interest rate decisions may result in short-term market gyrations, for multi-
year investors a 0.25% increase is not something we focus on a great deal. The Fed’s decision on 
rates matters in the short run because the market thinks it matters, but in the long run it doesn’t 
really play into our decision making process.” 

So far this has been the case, and we have no material change to our outlook or thoughts regarding the 
interest rate outlook. 
Select Equity Holdings Update 
As usual in our letter, we intend to communicate with investors regarding a few of our positions. This 
update covers Precision Cast Parts, Navistar International, Dr. Malone’s various Liberty entities, and the 
Kraft-Heinz merger.  
Precision Cast Parts 
Precision Cast Parts “PCP” is a vertically integrated producer of high-value components for the aviation 
and energy industries. PCP’s parts are found throughout jet turbine engines, airfoils, natural gas 
combustion engines and a variety of other applications. The company has grown through acquisition 
and is overseen by Mark Donnegan, who is known for a relentless focus on cost control. We view the 
aviation cycle, which accounts for most of PCP’s revenue, as favorable over the long-term while the 
energy business may be approaching a trough. PCP traded roughly in line with the market multiple 
despite the favorable long-term outlook. We intended to make PCP a relatively large core position. 
However, on August 10th, 2015 Warren Buffett’s Berkshire Hathaway announced their intent to acquire 
PCP for $235 per share, or $37.2 billion inclusive of debt. The deal was a 21% premium to PCP’s price on 
August 9th and is expected to close in the first quarter of 2016. From our perspective, being taken over 
by Buffett is a mixed blessing. On one hand, a 21% premium is a healthy short-term gain. On the other, 
Buffett is likely getting a great long-term deal and has eliminated what we considered to be one of the 
most attractive ways to participate in the aerospace cycle. Back to the drawing board…  
 



Navistar International 
Navistar (NAV) is a North American producer of Class 5-8 trucks (ranging from short bed delivery truck to 
large on-highway big rigs), school buses, and military MRAP vehicles. NAV is the market share leader in 
bus and medium duty truck.   
The company is recovering from the prior management team’s decision to pursue a novel in-house 
exhaust emissions technology called exhaust gas recirculation “EGR” that was meant to satisfy 
tightening EPA emissions standards. The technology was costly to develop and ultimately failed to gain 
EPA certification. This misstep cost the CEO his job, resulted in EPA fines, massive recalls, and severely 
tarnished the company’s reputation. It also drew the attention of two large activist investors.  
In December of 2011, billionaire activist investor Carl Icahn, acquired nearly $250M of NAV stock at 
$38.60 per share. Six months later, MHR Capital acquired a similar stake at an average price of ~$26 per 
share. MHR is run by Dr. Mark Rachesky, who spent six years working for Icahn as his chief investment 
officer before leaving to start his own firm in 1996. Following their initial purchases, both Icahn and 
Rachesky have consistently acquired more NAV stock at various levels. 

 
Currently, Icahn and Rachesky each own 16.2 million shares, or 20% (40% combined), of NAV, which is 
their maximum allowable position based on a standstill agreement reach with the firm in 2012. 
Concentration in the shareholder base is not limited to Icahn and Rachesky. Franklin Resources owns 
14.3 million shares, or 17.5%. Hotchkis and Wiley owns 10.7 million shares, or 13.1%. Finally, billionaire 
investor Mario Gabelli’s firm owns 9.7 million (through two separate funds), or 12%. Taken in their 
entirety, the five largest holders of control 82.3% of NAV’s stock. The next four largest holders, which 
include Vanguard (3.3 million) Oppenheimer (2.3 million), RS Investment Management (2.0 million), and 
Bank of America (1.7 million) account for another 11.4%. The ten largest holders control almost 94% of 
NAV’s stock. 
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The highly concentrated shareholder base is a double edged sword. On one side, it is rather rare to find 
a shareholder base of this caliber. Icahn, Rachesky and Gabelli are arguably three of the most successful 
investors of all time. Their positions are all long term, and have seen no meaningful reductions. On the 
other side, the stock suffers from a lack of liquidity, and as a result, tends to be extremely volatile.  
As of 1/11/2016, NAV shares traded at $7.25, a whopping 75% lower than the average cost bases of 
Icahn and Rachesky. So, why do the major investors continue to stick with NAV despite the poor 
performance?  
We believe Icahn and Rachesky will exit their position via a sale of the company, perhaps to a Chinese or 
European trucking manufacturer that would like to gain a foothold in the North American market. To 
further this belief, on October 30th, 2015 during an interview on CNBC Mario Gabelli said he believes 
that “Navistar is likely to be next company [he owns] to be bought out” and mentioned Case-New 
Holland as a potential suitor.  
Owning a stock solely because it is a takeout candidate is not something we typically recommend. This is 
the case with NAV as well. The company has a significant number of cost cutting opportunities (guided 
to $200M in 2016 in cost reductions after doing $300M in 2015), can recapture market share via the 
introduction of new products, believes it can sustain adjusted EBITDA margins at over 8% (from basically 
0% in 2014), should see further reductions in warranty spend associated with EGR technology, and 
expects to be free cash flow positive this year for the first time since 2011. The company guided full year 
2016 adjusted EBITDA in a range of $600-$700M, which implies a 12x EV/EBITDA multiple.  
It is worth pointing out that NAV has a substantial debt load at just over $5.2B vs. an equity market cap 
of just $645M. While the balance sheet is definitely an area of concern, the company has no meaningful 
near term debt maturities ($100M in 2016, $54M in 2017).  
Overall, NAV is a highly levered, turnaround story that is owned by a handful of immensely successful 
investors with long time horizons. Shares can appreciate via improved company fundamentals or, 
potentially, via a sale.  
 Dr. Malone and the Quest for Value Creation 
In our 3Q15 letter we highlighted our admiration for Dr. John Malone and the appeal of his various 
Liberty entities.  We also addressed his liberal use of tracking stocks and spin-offs to highlight and unlock 
value.  As if on cue, in November Liberty announced a host of moves at its Investor Day that will impact 

Entity Shares % of NAV Cumulative
Icahn 16.2 19.9% 19.9%
MHR 16.2 19.9% 39.8%

Franklin 14.3 17.5% 57.3%
Hotchkis 10.7 13.1% 70.4%
Gabelli 9.7 11.9% 82.3%

Vanguard 3.3 4.0% 86.4%
Oppenheimer 2.3 2.8% 89.2%

RS Inv. 2.0 2.5% 91.7%
B of A 1.7 2.1% 93.7%

Source: Long Lake Capital and SEC Filings as of 9/30/2015



the stocks of both Liberty Media and Liberty Interactive in 2016.  The primary driver of these moves is to 
increase the transparency of the underlying businesses, provide investors additional choice as to the 
entities they would prefer to allocate capital towards, and also provide greater access to the capital 
markets in an attempt to facilitate the strategic objectives of each tracker/spin.  A brief summary of the 
changes to Liberty Media and Liberty Ventures is included below. 
 Liberty Media 
Plans are for Liberty Media stock to be reclassified into three new tracking stock groups.  The effective 
date of the tracking stocks has not yet been released though the company has targeted completion in 
the first half of 2016 (likely early in Q2 according to management).  These new tracking stocks will 
include the following: 
Liberty SiriusXM: this group will track and reflect the performance of the SiriusXM (SIRI) Group which 
includes Liberty Media’s ~60% interest in SiriusXM Holdings.   
Liberty Braves: This will track the performance of the businesses, assets, and liabilities of the Braves 
Group, which includes ownership of the Atlanta Braves along with associated real estate development 
projects that will be part of the opening of SunTrust Park for the Braves’ 2017 season.  There will be a 
~$200 million rights offering for Liberty Braves used to repay an inter-group loan from Liberty Media, 
which was used in the construction of the real estate projects. 
Liberty Media: Consists of the remaining assets and liabilities of legacy Liberty Media, including the 
~34% ownership of Live Nation (LYV), minority investments in Time Warner and Viacom, 20% ownership 
in Liberty Braves, and any recovery received in connection with a 2013 judgment against Vivendi 
Universal for over $1 billion that continues to work its way through the courts, with the next hearing in 
March. 
 
Liberty Interactive 
The changes planned for Liberty Interactive include a spin-off of two companies, with a remaining stub 
entity (Liberty Ventures).  The company has targeted completion of the spin-offs in the first half of 2016, 
indicating March or April as the most likely timeframe.  Upon execution of the tax-efficient spins, the 
stock you own today will trade as three separate entities.  These entities include: 
Liberty Expedia Holdings: This new stock will include Liberty Interactive’s ~15% ownership stake in 
Expedia along with Liberty Interactive’s subsidiary Bodybuilding.com.   
CommerceHub, Inc.: CommerceHub is a business-to-business platform enabling e-commerce merchants 
to drop ship across a range of vendors.  The company is on the small side to be a standalone entity but 
management is very optimistic on the company’s growth prospects and feels the company can be more 
aggressive with mergers and acquisitions using its own stock as a currency. 
Liberty Ventures: includes Liberty Interactive’s interests in FTD, Lending Tree, Interval Leisure, Time 
Warner, Time Warner Cable, various green energy investments, tax advantaged exchangeable senior 
debentures, as well as a significant cash component - the majority of which is locked up under a 



commitment to purchase shares of Liberty Broadband contingent upon the closing of the proposed 
merger of Charter and Time Warner Cable (Liberty Broadband will use the proceeds to invest in Charter 
stock).  
These moves are directly out of the Liberty/John Malone playbook and entirely consistent with what he 
has historically done.  We are following the planned tracking stocks and spins carefully as similar moves 
in the past have resulted in appealing opportunities to shift our investments to the more attractive 
entities or put incremental capital to work.   
 
The Kraft-Heinz Merger 
Earlier this year we invested in Kraft Holdings (now the Kraft-Heinz Company), which has been a strong 
performer for clients.  We believe the logic behind the Kraft-Heinz merger was sound and there are 
many reasons to like the combination of these two companies going forward.  Beyond the great 
portfolio of brands the newly combined entity possesses, and the international distribution Heinz brings 
to the table for Kraft products (~60% of Heinz sales were outside of North America, while Kraft sales 
outside of North America were in the 2% range), our primary attraction is the involvement of 3G Capital, 
who previously split ownership of Heinz with Berkshire Hathaway and who now runs the combined 
Kraft-Heinz entity.  We have long admired 3G’s operational excellence and though we have had an eye 
on 3G controlled entities like AB InBev and Restaurant Brands International (Burger King and Tim 
Hortons) for some time as potential investments, we never could get to the point where we were willing 
to allocate capital.  The Kraft-Heinz deal has presented the opportunity we have been looking for. 
In the packaged food space (and elsewhere) “zero-cost budgeting” has become the new catchphrase.  
The popularity of zero-cost budgeting has largely come as a result of the success 3G has had with it.  
Essentially, zero-cost budgeting is the process of having managers start their budgets every year at zero 
and explain each cost they need, versus the more traditional process of simply adding on to the prior 
year’s budget.  Though companies from Mondelez to Kellogg pay lip service to moving to or use of zero-
cost budgeting, that is kind of like saying your favorite portfolio managers at Long Lake Capital play 
basketball and Michael Jordan also plays basketball.  It may be called the same thing, but it looks very 
different in execution.  3G has demonstrated they are the Michael Jordan of zero cost budgeting and 
proven they willing to be far more aggressive in cutting costs than their peers.  This in turn has yielded 
superior results.   
For example, EBITDA margins for Heinz between June 2013 (when 3G and Berkshire Hathaway took 
Heinz private) and the end of 2014 expanded from 18% to 26% as the company realized $1 billion in 
operating improvements.  3G highlighted the synergy opportunity with Kraft at $1.5 billion by 2017, 
which was met by Wall Street with some skepticism, as 3G has a history of sandbagging their cost 
synergy guidance.  Kraft’s EBITDA margin prior to the merger was hovering just below 20%, and the 
added $1.5 billion in cost synergies would take margins into the 27-28% range.  It is worth noting this 
synergy opportunity is before taking into account any revenue synergies from the expected expansion in 
international distribution for Kraft products on the existing Heinz international platform.  Our 
expectation is for full company EBITDA margins to move into the mid to upper 20% range, with margins 
in the 30% range not at all out of the question.  To put this level of operational efficiency into 



perspective, Kellogg’s has EBITDA margins of ~14.5%, Nestlé’s margins are ~19%, Mondelez’s are ~17%, 
and PepsiCo’s are ~17.5%.    
The operational efficiency 3G brings to the Kraft-Heinz combination should be a long-term value 
generator for Kraft-Heinz shareholders, as it is an asset that can be transferred to other companies via 
acquisition.  It is expected that the new Kraft-Heinz will be an active acquirer going forward, buying up 
less efficient operations and expanding their margins.  This model should provide a long runway for 
value creation going forward.  Kraft-Heinz today does not look particularly cheap with a forward P/E of 
~27x and EV/EBITDA of ~13.5x, but with patience we expect the stock to perform quite well over the 
long haul.  
A Note on the Cost Basis for Your Kraft Shares 
The actual gain in your Kraft shares to date is not necessarily reflected in the cost basis as reported by 
Schwab due to the way the Kraft-Heinz deal was structured.  Our initial purchase price on Kraft stock in 
March, prior to completion of the merger with Heinz, was at $80.50 per share.  At the time the merger 
was completed in July, each share of Kraft stock was converted into one share of Kraft-Heinz stock and a 
special cash dividend in the amount of $16.50 per share was paid to Kraft shareholders.   
Post-merger, the adjusted cost basis for Kraft Heinz stock was ~$72.645 per share, reflecting 
appreciation in shares prior to the close of the merger less the amount of the special dividend.  
However, Schwab treats the cost basis on your Kraft shares differently depending on if those shares are 
held in a retirement account or not.  For shares held in retirement accounts, your cost basis per share is 
~$80.50, reflecting the initial purchase price unadjusted for the special dividend you received.  For non-
retirement accounts, your cost basis is ~$72.645.  Regardless of the reflected cost basis, your actual gain 
on Kraft stock this year excluding regular dividends was ~10.9% (using the inputs below).  It is worth 
noting the stock also has a dividend yield of ~3.1%. 
 
KHC Stock price as of 12/31:      $72.76 
Special dividend:  $16.50 
Initial purchase price:  $80.50 
 
 
 
 
 
 
 
 



 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 

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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