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Friends of Long Lake,
Market Update
For much of 2016 and 2015 the US stock market gyrated around the unchanged level
seeking political, economic, and Fed policy clarity. On December 31st, 2014 the S&P 500
traded at 2060. On November 4th, 2016, the Friday prior to the US Presidential Election,
the S&P 500 traded at 2085, up a modest 1.2%. At the end of 2016, the S&P 500 traded at
2239, up 7.4% in just 38 trading days following the election, and 8.6% over the prior two
year period.

Put differently, 86% of the S&P 500’s two year return occurred in the time period following
the election of Donald J. Trump as the 45th President of the United States. As previously
mentioned, the market seeks clarity, and it is probable electing either candidate would have
resulted in the removal of various uncertainties. However, it is fair to say that most pundits
and forecasters would not have predicted such a sizeable rally based on Mr. Trump’s
election. Quite the contrary, most felt the market would be spooked by such an event –
recall the Dow Jones futures fell nearly 900 points as early exit poll data began rolling in
on election night. Instead, the market posted its best week since 2014 as it digested what
appear to be a number of pro-growth and anti-regulation policies set forth by the Trump
Administration.
What a difference a year makes. In January of 2016, equity markets across the globe were
being routed as energy prices cratered, banks warned about defaults on loans to energy
companies, and investors fretted the impact of said loan defaults causing another round of
banking contagion. Now, bank stocks have soared on the back of rising interest rates,

energy has recovered, and the focus seems on what a Trump presidency means for the stock
market and economy. We do not intend for this letter to be interpreted as a political
statement. We recognize that President Trump is a polarizing individual that can elicit
strong feelings. We are solely interested in understanding how Trump’s platform will
impact client’s investments.
A good deal of optimism is reflected in the market (or certain sectors of the market)
regarding Trump’s impact. Perhaps this is warranted, as many of the companies we follow
have subtly, or not so subtly, complained about the regulatory environment and uncertainty
regarding economic policy for years. Among other things, Trump’s platform has pledged
to cut regulation, cut taxes, repatriate cash held overseas, invest in infrastructure to the tune
of $1 trillion dollars, and repeal/replace Obamacare. These initiatives are, on balance, probusiness and have led to considerable optimism amongst many business leaders. To
paraphrase an astute friend of Long Lake’s, who sits on the boards of a regional bank and
a large steel producing company: Confidence comes first. It is necessary for growth and
for the first time in a long time, the business leaders we interact with are confident.
Business optimism is crucial, and a leading indicator of where the economy is likely
headed, but optimism can be seen across a variety of other areas and asset classes as well.
Copper, which often trades higher based on increasing industrial activity is up over 25%
since November. The BofA-Merrill Lynch US High Yield Corporate Bond index yield fell
to 5.9% in January, which is close to the lowest levels on record (dating back to 1996).
Consumer confidence jumped to 113.70 in December, the highest reading since 2001.
Interest rates have risen as the 10yr yield hit 2.38%, up from 1.4% in June. Inflation
projections have increased, with most economists forecasting ~2% inflation up from just
0.8% in June. Finally, projected earnings growth of 11.5% in 2017 is expected to be at the
highest level since 2011.
Overall, Wall Street is still adjusting to President Trump. As this letter was penned, two
tweets delivered by President Trump had sizable impacts on both the healthcare (drug costs
too high) and retail (proposed boarder tax) sectors. Monitoring the President’s Twitter
account for investment ideas and risks is certainly an added, and interesting, portion of our
duties as investment managers.
It remains to be seen how, and what, President Trump will actually implement. He has
backed down from some of the rhetoric surrounding his campaign and has seemingly struck
a more conciliatory, unifying tone. It is possible that his bark is worse than his bite. As a
global owner of real estate, golf courses and hotels it is unlikely President Trump will enact
policies that have a negative impact on the value of those assets. It also seems likely that
President Trump would not want to be remembered as a failure – ego aside, he has an
almost maniacal obsession with winning. With that being said, there are a number of issues
around the globe that warrant attention, some of which are summarized in the following
table.

We could write pages upon pages about the Trump Presidency and its potential impact on
various sectors of the market. However, we feel that clients are best served by us attempting
to uncover ideas that are based on strong fundamentals and attractive valuation and less so
on the myriad possibilities of a President’s platform.
A Brief Note on Dow 20,000
For anyone that has turned on CNBC or opened the WSJ recently, it
is impossible to avoid the media’s fixation on Dow 20,000. While it
makes for a nice psychological milestone, and interesting fashion
accessory, Dow 20,000 in primarily important in that it is likely to
serve as a support/resistance level for stocks. Of note, the Dow
crossed the 10,000 level 57 times before making a sustained move
higher.
Select Equity Holdings Update
Anheuser Busch InBev (BUD, $169B market cap)
We recently purchased Anheuser-Busch InBev (BUD) for clients at ~$102/sh. The stock
traded at $136/sh in October of 2016, but has been under pressure for a variety of reasons.
But before we get into those, it make sense to have some background on the beer industry
and how an iconic American brand, like Budweiser, came be owned by a Belgian company
that is controlled by Brazilians. Bear with us, as this is fairly complex.
The beer industry has experienced significant consolation over the past two decade as
several American beer giants were taken over by larger overseas rivals. The Miller Brewing
Company was sold to South African Breweries in 1999 and became SABMiller. The
Adolph Coors Company was bought by Molson of Canada in 2005 and became
MolsonCoors. Then, in 2007, MolsonCoors agreed to merge its US operations with those
of SABMiller (effectively, this resulted in SABMiller owning 42% of MolsonCoors). In
2008, Anheuser Busch agreed to sell itself to Belgian brewer InBev for $52B with the
combined company being called Anheuser-Busch InBev. Next, in 2013, AB-InBev
acquired Modelo (which owns Corona) for $21B, but had to divest the US portion of
Corona’s business to satisfy anti-trust regulations. There have also been a number of
acquisitions in the craft beer and alternative alcoholic drinks (i.e. hard cider) segments as
many “small” labels are actually owned by the mega-brewers.

The most recent mega deal was the $105B acquisition of SABMiller by AB-InBev, which
created the world’s largest brewer accounting for over one in every four beers sold globally
(and a whopping 46% of global beer dollar value). The deal was announced in October of
2015 and closed a full year later in October of 2016. To satisfy anti-monopoly concerns of
the countries where each brewer does business some major brands were divested including:
Peroni, Grolsch, SABMiller’s 49% ownership stake in China’s Snow brand, and the Miller
brands (Miller, Miller Lite, MGD, Blue Moon) were sold to MolsonCoors for $12B meaning that Miller and Miller Lite are no longer owned by Miller… For the graphically
inclined, a full page flow chart depicting the history of AB-InBev (Figure 1) and, its
current brands (Figure 2), can be found in the Appendix of this letter.
Arguably, one of the most important components of the AB-InBev legacy is Jorge Lemann.
Jorge is head of the Brazilian private equity firm 3G Capital, which has done deals with
Kraft, Heinz, Tim Horton’s and Burger King among others. Long-standing readers of this
letter may recall 3G’s direct involvement with Warren Buffett in the Kraft Heinz merger.
3G’s reputation was already exceptional and the endorsement of Mr. Buffett only furthered
it.
In 1999, Mr. Lemann and
3G created AmBev, a
master company of all the
brewers they had acquired.
In 2004 AmBev bought
Belgian brewer Interbrew to
create InBev. Then InBev
bought US-based AnheuserBusch. Each deal brought
with it a significant round of
cost cutting, leading to
margin improvement and
free cash flow growth. In the
Anheuser-Busch deal, 3G’s
initial cost saving target was set at $1.5B but they were able to achieve $2.2B. In the
Modelo deal, the initial $600M goal was surpassed by $400M. Initial yearly reoccurring
cost saving guidance in the SAB deal was $1.4B but most estimate it will clear $2.0B. To
put the cost cutting numbers in perspective, pro-forma SAB, BUD is expected to generate
~$21B in adjusted EBITDA. Accordingly, all things equal, BUD could improve adjusted
EBITDA by nearly 10% if they are able to achieve the $2B consensus target.
At this point, we can circle back to the reasons BUD shares have been under pressure. First,
BUD’s beer volumes in the US continue to post fairly lackluster results, falling ~2.8% in
the most recent quarter. In 2017, US volumes are projected to be flat while price is
projected to increase 3-4% (pricing power is usually easier to obtain in a consolidated
industry). A few items are impacting US volumes, including consumers shifting towards
wine, hard alcohol, and craft beers. BUD has taken steps to increase their presence in the
craft beer category, acquiring Goose Island, Blue Point, 10 Barrel Brewing, Elysian,

Golden Road, Four Peaks, Breckenridge, Devil’s Backbone and Karbach among other in
the past six years.
While the US is currently not a
volume growth market, pro-forma
SABMiller, BUD will derive 33%
of its revenue from Latin America,
29% from North America, 14%
from Asia Pacific, 9% Africa, 8%
from Europe, and 7% from Africa.
The US will still be the company’s
single largest country, but as other
regions of the world, particularly
Latina America and Africa, grow
more rapidly BUD’s reliance on
the US market will diminish to some degree.
Outside volume headwinds in the US, investors have grown concerned over rumors
circulating that BUD may consider acquiring Coca-Cola (KO: $180.7B market cap). The
fear is that BUD will overpay for Coke and that running a soda producer, while similar, is
not the same as running a brewer. Of note, the two companies are already intertwined, as
SAB owns the majority of Coke’s African bottling operations and has a minority stake in
Coke’s Turkish bottling operations. Additionally, Warren Buffett is Coke’s largest
shareholder and has very close ties with 3G Capital. If a merger were to occur, it would
have Mr. Buffett’s blessing and, from our standpoint, that would do much to alleviate
concerns.
From a valuation perspective, BUD trades at 18x 2018’s consensus earnings forecast, in
line with its historic multiple, and only a 3% premium to the consumer staples sector vs.
an average historic premium of 10-15%. Additionally, at 7%, BUD possesses one of the
highest projected annual free cash flow growth rates in the consumer staples sector, which
averages 5%.
Overall, we view BUD as a company where the negatives appear fairly well understood by
the Street. Earnings can grow through cost cutting, international volume growth, stabilizing
volumes in the US, and pricing gains around the globe. Valuation seems reasonable, returns
are attractive (30% EBIT margin, 5% free cash flow yield, 15% ROIC), and the risks and
opportunities associated with a potential Coke deal seem acceptable.
Seritage Growth Properties (SRG, $1.3B market cap)
Seritage is a Real Estate Investment Trust (REIT), which owns 266 retail properties totaling
42 million square feet across 49 states. Its primary tenant, Sears Holdings (Sears and KMart), accounts for 83% of leased square footage and 69% of annual rental revenue.
Seritage was spun out of Sears Holdings in July of 2015 as Sears Holdings sought to
monetize some of its real estate assets in an attempt to shore up liquidity.
If readers of this letter are like most Americans, they will be hard pressed to recall the last
time they set foot in a Sears or K-Mart. Thus, it would beg the question: Why own a

company with this much exposure to a failing retailer? As investors, the answer is: We
want Sears to fail.
Currently, Sears Holdings pays Seritage, on average, $4.39/sqft in annual rents. When
Sears Holdings closes a Sears or K-Mart, the lease terminates and the property is eligible
to be leased to another party. On average, Seritage is achieving $20.18/sqft on new leases,
or 4.7x greater than what Sears Holdings was paying. Thus, as Sears Holdings continues
to shrink the store base, it should stand to benefit Seritage over the medium term.
Interestingly, negative announcements (i.e. poor retail sales or store closings) from Sears
Holdings tend to send shares of Seritage lower in the near term because re-leasing a
property does not happen immediately. We have tried to use these dips as opportunities to
increase our position and expect the volatility to continue.
Bears often point out the overall challenging state of brick and mortar retail and question
whether Seritage will be able to fill the spaces left behind by Sears Holdings. The following
table depicts some of the retailers that have filled vacancies:

The Appendix has striking before and after pictures of redeveloped Sears in Virginia
Beach, VA (Figure 3) and King of Prussia, PA (Figure 4). Even if Seritage cannot
successfully fill 100% of spaces vacated by Sears, the dramatic increase in rental rates
should still provide enough revenue and NOI growth to make Seritage a respectable stock
over the medium to long term.
Seritage presently trades at ~12.5x EV/EBITDA, maintains leverage ratio of 5.3x, and debt
ratio of 29.5%. The EV/EBITDA ratio is slightly above the industry average of 11.75x for
comparable REITs. However, Seritage’s long-term EBITDA growth prospects should
warrant an above average multiple.
One final note worth pointing out: In December of 2016 Warren Buffett acquired 8% of
Seritage’s outstanding shares at $35.25 (when this news broke the stock immediately
jumped to >$40). The $70M stake was done through Mr. Buffett’s personal holdings and
not through Berkshire Hathaway. While it is a modest position for a man of his wealth, it
likely sets a floor in the stock at, or near, Mr. Buffett’s purchase price.

An Additional Item of Note
From time to time, during our research, we will stumble upon a story that may be of interest
to investors and felt the following was worth sharing.

The chart above, which has been edited to remove data and dates, depicts a stock that
gained the attention of investors, rose rapidly based on wild optimism, then plummeted
back to earth as reality set in. It is not an uncommon pattern and could be any of the many
fad stocks that have come and gone throughout the ages. So what makes this chart notable?
Let’s take a look at the chart but remove the edits.

The chart illustrates rapid rise and fall of the South Sea Company along with Sir Isaac
Newton’s trades in the stock. As a brief aside, the first reported stock exchange 1 dates back
to 1531 in Antwerp, Belgium. The South Sea Company was granted a monopoly on trade
in the South Seas during the beginning of the 18th century in exchange for assuming

Individuals and moneylenders would meet to deal in business, government, and personal debt
issuances. While there were technically no stocks, the exchange dealt in promissory notes and bonds.
1

England’s war debt. As would be expected with a monopoly, investors appreciated the
company’s enviable position and drove shares higher.
The stock did not go unnoticed by Sir Newton, and in February of 1720 he made a modest
investment around 190 and watched as the stock soared to over 325 in just three months.
Being ever so wise, Sir Newton cashed out. However, the stock continued its rapid ascent
and many of Sir Newton’s friends became rich. Benchmarking oneself to others is human
nature, and Newton was perturbed that his friends get rich while he was missing out. So,
he reentered South Sea Corporation just one month later at 700, but this time with a position
3x larger than his original investment. In fact, it was his entire life’s savings worth roughly
£20,000 or over £5,000,000 in today’s terms. To borrow from Lord Overstone: “No
warning on earth can save people determined to grow suddenly rich.”
The trade worked for a few months, but then the bubble burst. Newton sold on the way
down and would eventually end up dead broke. He allegedly remarked, that “I can calculate
the movement of stars, but not the madness of men.”
We hope you have enjoyed this letter. Please do not hesitate to contact us with any
questions, comments, or concerns.
All the best,
Long Lake Capital Management, LLC
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