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74 E. Long Lake Rd. Suite #210 

Bloomfield Hills, MI 48304 
248-712-6160 

www.longlakecapital.com 
 

            Jan. 19th, 2018 
Friends of Long Lake, 
We would like to take this opportunity to offer our current thoughts on the market, and 
provide an overview of new equity holdings: Aflac (AFL), American Water Works 
(AWK), Intel (INTC), and Fluor (FLR). A brief summary of the letter is as follows: 
 

 Valuations remains elevated, but stocks are supported by solid earnings growth, the 
recently unveiled tax plan, low bond yields, and the possibility of a domestic 
infrastructure program  

 After years of consistent 2%-3% GDP growth, the US may be looking at higher 
growth rates and greater cyclicality. Could this lead to an overheated US economy? 

 Economic data are choppy, but still primarily positive. Inflation may, finally, be 
creeping higher. 

 The Fed will likely raise rates at least three times in 2018. Major questions remain 
about the impact of central banks beginning to tighten policy. 

 China continues to account for much of the world’s GDP growth, a slowdown in 
China could negatively impact equity markets. 

 Investor sentiment is largely optimistic. This may be concerning – or not.  
 Crypto currencies – Too early to call a winner, but the technology is compelling.  

 
2017 Recap, 2018 Outlook and Portfolio Positioning 
2017 was a strong year for 
US equity investors. As seen 
in the adjacent chart, 
“growth” (+28%, green line) 
outpaced “value” (+11%, 
blue line) oriented names by 
a significant margin. 
Investors showed a strong 
preference for tech stocks, 
and as a result, they are now 
among the most heavily 
owned positions across Wall 
Street.  
 
Divergences of this nature 
are not uncommon, and tend 
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to correct as investors sell the prior year’s winners and seek out new values. We suspect 
this will be the case in 2018, and have positioned client portfolios accordingly. 
Additionally, as stock valuations have become increasingly stretched, it makes reasonably 
priced longer-term investments more difficult to find. As a result, in effort to take 
advantage of short-term opportunities, we have increased the firm’s trading activity and 
decreased its holding period.   
 
We do not spend a great deal of time recapping the prior year, as 1) most investors seem 
more interested in what we think will happen going forward, and 2) measuring investment 
returns based on the Earth’s revolution around the sun has always struck us somewhat 
arbitrary1. With that being said, let’s take a look at the market dynamics in 2018: 
 

 
 
To summarize the above table, positive drivers in 2018 are low bond 
yields, substantial global economic growth, low US unemployment, 
growing – yet tame – inflation, meaningful US tax reform, and 
potentially a major US infrastructure spending package. The S&P 500 
has not declined more than 5% in 53 months and yet the market’s 
earnings multiple still appears reasonable. To quote Jack Nicholson in 
As Good As It Gets, “What if this is as good as it gets?”  
 
While it is certainly possible a significant amount of good news is 
already reflected in stocks, the case can be made that the corporate tax 
rate cut was not baked into the outlook for 2018 as many investors 
doubted the Trump Administration’s ability to pass any type of 
meaningful reform. As a result, we have seen stocks move higher by ~2.5% in the first 
week of the year and ~4.5% through 1-18-2018. It is worth noting that in years where the 
S&P 500 is up at least 2% the first five trading sessions of the year, it has been up 15 out 
of 15 times with an average return of just over 18%2. Here is a summary of Warren 
Buffett’s take on the market given during a recent CNBC interview:  

                                                        
1 Of course, we do acknowledge the importance of measuring returns and accept that yearly is the 
most common way to measure performance  
2 Goldman Sachs: Markets Coverage Group email dated 1/9/2018 
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“Despite being at the upper end of the 10 year PE range, stocks do not appear to 
be richly valued. Bonds yielding 2%-3% are effectively selling for 50x implied 
earnings with zero growth. While US corporations, on average, are earning a 15% 
return on assets3.” 

 
The Oracle appears to make valid points, and as a result, we tend to agree with this outlook. 
Though it is worth noting it is usually easier to make money in a market trading at 15x than 
one trading at close to 20x.  
 
As usual, we must spend time considering 
the bearish side of the argument, which can 
be summarized as follows: Stocks are up a 
lot, which cannot continue indefinitely, 
and investors are almost all fully allocated 
to equities (adjacent table).  Rates are 
rising and many companies have taken on 
higher debt levels to buy back stock, when 
it is time to refinance, this will pressure 
margins and profitability. While many 
economies are expanding, China may be in 
the midst of a slowdown. Therefore, the 
market is in a bubble and will almost 
certainly decline. 
 
In the bubble vein, an interesting chart from Jeremy Grantham at GMO, who is best known 
for his ability to predict and identify asset bubbles, attempted to quantify what the S&P 
500 would look like if were to become a “classic bubble”. 
 

 
 

“Exhibit 3 shows what the market looks like today. Until very recently it could 
justifiably be described as clawing its way steadily higher. But just recently, say 
the last six months, we have been showing a modest acceleration, the base camp, 
perhaps, for a final possible assault on the peak. Exhibit 4 represents our quick 
effort at showing what level of acceleration it might take to make 2018 (and 
possibly 2019) look like a classic bubble. A range of 9 to 18 months from today and 

                                                        
3 Warren Buffett’s CNBC interview dated 1/10/2018 
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a price rise to around 3,400 to 3,700 on the S&P 500 would show the same 60% 
gain over 21 months as the least of the other classic bubble events.” 

 
A 60% rise in equity markets is not our baseline scenario, but it is an interesting exercise 
to project what an equity bubble could look like – as opposed to simply accepting that a 
strong stock market has produced a bubble already, as the bears suggest.  
 
On the economic front, the US is entering its 104th month of expansion, which makes it 
two months shy of the second longest expansion in US history and 16 months shy of the 
longest ever4, yet economic data remain strong. The most recent ISM Manufacturing report 
came in at 69.4, a 167-month high; GDP estimates are being upwardly revised, the most 
recent initial jobless claims report came in at a 45 year low, and a meaningful infrastructure 
spending program would likely accelerate the economy at an even greater pace. While we 
do not think it is a near-term risk, it is worth considering that the combination of global 
growth, massive tax cuts, low interest rates, and infrastructure spending have the potential 
to overheat the US economy.  
 
Finally, in an effort to gauge sentiment, we wait to pen our letters until after many of the 
highly regarded and influential money managers have given their outlooks. Additionally, 
we observe the stances provided by commentators on CNBC, Bloomberg, and other 
financial publications. To that end, the Wall Street Journal noted on 1/18/2018 that: 

1. 60% of individual investors think the market will go higher in the next six months, 
which is the most since 2010; and 

2. A majority of institutional investors now think the equity market will peak in 2019 
or beyond. 

Measuring sentiment is not a perfect science, but in contrast to prior years, the tone seems 
to be significantly less skeptical, if not outright bullish. Famed investor John Templeton, 
of Templeton Funds, said it best: “Bull markets are born on pessimism, grown on 
skepticism, mature on optimism, and die on euphoria”. At present, it appears we are in the 
optimistic part of Mr. Templeton’s cycle.  
 
We hope our readers have enjoyed the market outlook portion of the letter. The following 
sections contain our thoughts on China, Central Banks, Crypto currencies, and summaries 
of our recent equity investments. 
 
All the best, 
Long Lake Capital Management, LLC 
 
 
 
 
 
 
 
 

                                                        
4 Hedgeye Risk Management email dated 12/18/2017 
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Central Banks 
Newly appointed Fed Chair Jerome Powell wasted no time in continuing down the Fed’s 
path of moderate tightening via higher interest rates. At his first meeting, the Fed Funds 
rate was raised to 1.5% (highest since 2008), the outlook for US GDP was revised upward, 
and the committee indicated they foresee three rate increases in 2018. The market had been 
expecting four rate hikes. Whatever the case may be, it is clear the Fed is set on raising (or 
normalizing) the US’ interest rate environment. Many have made the argument that real 
rates hovering around 0% will lead to excess liquidity, high debt levels, and foolish 
borrowing. It is too early to tell what the medium term impact of a higher rate environment 
will be, but to date, the market has accepted the rate increases with little agitation. 
 
Also of note, as seen in the following chart, the major central banks are cumulatively set 
to experience a significant reduction in net bond flows. It has long been known that one of 
the primary reason global rates are so low (even negative in some cases) is as a result of 
central bank buying. As central banks are set to reduce their purchases, it stands to reason 
rates may begin to rise across the globe. 
 

 
 

We do not believe a higher rate environment is inherently negative for equities or the 
economy. However, the market does not like uncertainty and removing this form of 
stimulus from the global economy – albeit a well telegraphed move – may introduce 
periods of turbulence as investors digest the repercussions.  
 
China 
Readers of this letter will likely recall our long standing focus on the importance of China’s 
growth to the global economy. To summarize, it is the incremental driver of many areas of 
the global economy from consumer discretionary to materials and commodities. A 
meaningful slowdown in the Chinese economy would have a significant impact on the rest 
of the world.  
 
At present, Chinese GDP is growing at a healthy 6.8% clip, which is down just slightly 
from 2Q17’s 6.9% result, but is expected to decline further into 4Q17 and 2018. 
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Additionally, as seen in the following chart, both imports (white line) and exports (orange 
line) are declining.  
 

 
 
Perhaps more concerning than modestly decelerating economic data is the amount of 
Chinese credit outstanding, which amounted to ¥175.9T on November 30th, 20175 and was 
up 12.1% year-over-year. In November, new credit issued came in at ¥1.12T, well ahead 
of the ¥800B forecast. China is in the second year of a campaign to contain and reduce 
systemic threats to its financial system, with the central bank keeping liquidity tight as it 
seeks to flush out speculative financing and force growth-obsessed local governments to 
keep their debt levels under control. Thus, the amount of new credit issued certainly raises 
an eyebrow.  
 

 
 
As with prior letters, we are not implying China is becoming a near-term issue. However, 
rising debt levels coupled with decelerating economic factors could be cause for concern 
further down the road. It is a situation we will continue to monitor closely.  
 
 

                                                        
5 Data released 12/11/2017 
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Crypto Currencies 
It is difficult to escape hearing about crypto currencies. In fact, it seems to be a topic of 
conversation with nearly every client we speak with. While we have no investment tied 
directly, or even indirectly, to the crypto market, the time-honored tradition of investment 
letter writing states we must provide our thoughts on the topic.  
 
Overall, the blockchain6 technology behind crypto currencies seems like it will have 
substantial applications across a variety of industries. For instance, when buying or selling 
a stock, it currently takes three trading days for the funds to settle. Blockchain has the 
potential to make settlement instantaneous. Additionally, digital currencies are likely to be 
a part of the world’s future. In fact, many companies and countries are discussing the idea 
of issuing their own currencies. However, it is not clear which crypto currency, or 
currencies, are likely to be the winners and a compelling argument can be made that this 
asset class is in a major bubble. The following table displays a one day move (1/16/2018) 
in the major crypto currencies.  
 

 
 
Ouch. If that level of volatility is not enough, Bitcoin’s price has fluctuated 40% intraday. 
One of the risks to a collapse in the crypto markets could be the semi-illiquid nature of the 
asset. It may be difficult to convert crypto to USD and it may take many days for a 
transaction to be processed. A growing number of hedge funds have publicly stated their 
intention to invest in crypto, and depending on how large it is, unwinding that position 

                                                        
6 The Economist: A Blockchain is a continuously growing list of records, called blocks, which are 
linked and secured using cryptography. Each block typically contains a hash pointer as a link to a 
previous block, a timestamp, and transaction data.  
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could cause solvency issues for the fund. While a fund’s collapse usually does not have 
long lasting ramifications, it can cause short term volatility. 
 
Select Equity Holdings Update 
For first time readers of this letter, we aim to make the equity update easily 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.  
 
Aflac Inc. (AFL, $88.13/share, $34B market cap) 
We purchased Aflac across client accounts following a questionable – in our opinion – 
article written by David Dayen of The Intercept, which alleged that Aflac mistreated 
employees, functions as a MLM7, and massaged sales numbers to meet quarterly results. 
The article cites nine former independent contractual employees and claims their 
allegations “pull together virtually every major corporate scandal of the past two decades 
into the behavior of a single company, drawing on the various misdeeds of for-profit 
colleges, Herbalife, Uber, Wells Fargo, Enron, Trump University, and more”8.  If ever there 
was a hyperbolic, attention grabbing paragraph, that is it. Aflac completed an internal 
investigation, denied any wrong doing, and publicly stated there will be no material 
financial impact. However, the article sent shares lower by ~10% on the day. 
 
Outside of headline risk, Aflac represents an investment in a company that has historically 
been extremely well regarded by the financial community. Aflac generates the majority of 
its profit through sale of supplemental insurance policies with an insured base of over 50 
million people. Of note, over 70% of revenue is generated in Japan with the balance derived 
from North America. Japan is arguably the world’s best, and most lucrative, insurance 
market. Citizens actively seek out supplemental insurance, primarily to guard against 
cancer and other illnesses. As a result, pricing is usually very strong and profitability is 
high. The insurance industry generally defines profitability as the benefit to premium ratio 
(claims paid divided by premiums written – a lower ratio is better). Many insurers have a 
ratio in the 90s. Aflac’s is usually in the low 70s, which is among the lowest in the 
industry9.  
 
Aflac is a shareholder friendly firm, having bought back $9.5B in stock over the last five 
years, which equates to roughly 25% of the firm’s outstanding equity. Additionally, over 
$2.5B has been returned to shareholders through a healthy dividend (2.0% current yield). 
Higher rates are a benefit, as like all insurance firms, the investment float is comprised 
primarily of individual fixed income securities. Aflac trades at 1.6x price to book value, 
which is well below the high end of its five year historic range (2.3x-1.3x). 
 
As mentioned earlier in the letter, we have taken more short-term trading positions. For the 
time being, Aflac falls into that category as we wait for the headline risk to subside. 
However, given the seemingly high quality nature of the company it is a candidate to 
become a longer-term holding.  
 

                                                        
7 Multi-level marketing, basically a pyramid scheme 
8 https://theintercept.com/2018/01/11/aflac-fraud-lawsuit-sales-associates/ 
9 Excluding specialty insurers, which are usually in the 50s until a major event occurs 



9 | P a g e  
 

American Water Works (AWK, purchased at $82.76/share, $14.7B market cap) 
American Water Works is a utility (90% regulated revenue, 10% non-regulated revenue), 
which owns and operates water and wastewater systems in 16 states serving 3.3M 
customers in over 1,600 communities. The company delivers and treats over 1B gallons of 
water per day.  
 

 
 

AWK is a high-quality operator with a number of compelling investment elements. First, 
the company is able to grow its rate base through continued investments in aging water 
infrastructure or by acquiring small municipally owned water utilities. Second, AWK is 
adept at managing operating costs (930 basis points of margin improvement since 2010), 
which drives free cash flow improvements and above average dividend growth at 9.4% 
2016-2019E CAGR vs. the typical utility at 4%-6%.  
 
Looking at the infrastructure side of the equation, AWK sees a substantial long-term 
runway as an estimated 44% of water pipes will be classified as “poor, very poor, or life 
elapsed” 10  by 2020. The non-profit American Water Works Association estimates that 
investment needs for buried drinking water infrastructure will total more than $1T 
nationwide over the next 25 years. Pipes are typically replaced due to corrosion or due to 
being composed of obsolete materials. Readers may be surprised to learn, as we were, that 
portions of America actually have wooden water pipes, as shown in the following photos. 
 

 
 *Not American Water pipes 
 
From 2018-2022, AWK has committed to spend $8.0-$8.6B in CapEx with $7.2B going 
towards regulated water system investment and the balance toward acquisitions. Longer-
term, AWK believes up to $40B of spending is needed over the next 25 years across their 
footprint. Regulated utilities are permitted (by the government) to earn a set rate of return 
on their infrastructure spending (usually ~10% in AWK’s case). Accordingly, a large 

                                                        
10 By the American Society of Civil Engineers 
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pipeline of infrastructure projects to upgrade is critical to the bull thesis and one of the 
reasons AWK is able to post significantly above average growth metrics. In regards to 
acquisitions, the water and wastewater industries are primarily owned by municipalities at 
86% and 98%, respectively, which should provide ample room for acquisition over time. 
However, it should be noted that most municipalities are not eager to divest their water 
systems as it is a consistent and predictable source of revenue. We view the M&A driver 
as an incremental part of the investment thesis, but not the primary driver.  
 
In summation, it appears that AWK is well positioned to take advantage of the US’ aging 
water infrastructure and has a substantial, multi-decade, growth runway ahead. We believe 
the recent decline from +$91/sh to $81/sh was driven by investor rotation out of utilities 
and not due to a change in company fundamentals. Most utilities have sizable dividend 
yields that become less attractive on a relative basis as bond yields rise, and are lower 
growth, which is arguably less attractive as the economy accelerates. However, AWK’s 
2% dividend yield is well below the average utility company and its expected earnings 
growth is well above the peer group. AWK is included in 218 ETFs (for reference Apple 
is in 348 and Tesla is in 176)11, many of which are focused on utilities and dividend stocks. 
We believe selling pressure in those ETFs has put AWK in a position where the baby has 
been thrown out with the bathwater.  
 
Intel Corp (INTC, purchased at $44.11/share, $207B market cap) 
Intel falls into the short-term holding camp, as the stock has been under pressure following 
the discovery a design flaw in its, and some competitor’s, microprocessor chips that could 
lead to possible security breaches. Intel has not quantified the financial impact of the fix, 
but it expected to be de minimis, and a patch is already in place for 90% of the installed 
user base. Interestingly, despite not being made public until January of 2018, Intel had been 
working with customers on a fix since first being notified of the problem in July of 2017. 
It is our expectation that this issue will come to pass in a reasonable period of time.  
 
Fluor Corp. (FLR, purchased at $48.86/share, $8.1B market cap) 
Fluor is an engineering and construction “E&C” firm based in Houston, TX with operations 
spanning the globe. The firm maintains a $33B backlog and currently derives its revenue 
from a variety of end markets, with significant exposure to the energy, chemicals, and 
mining industries.  
 

 

                                                        
11 FactSet data 
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E&C businesses are inherently cyclical and tied to the capital expenditures of their end 
markets, thus higher energy and commodity prices are a tailwind. In FLR’s case, the 
company should also benefit from the Trump Administration’s proposed infrastructure 
plan. We purchased FLR after attending an Energy conference in Houston in mid-
December. At the conference, every presenting management team from the energy industry 
indicated a strong willingness to spend additional CapEx dollars on upgrading their 
existing infrastructure or starting new projects. While FLR did not present at the 
conference, other E&C firms indicated increased project quoting activity and hinted at 
potential consolidation in the industry. Shortly after the conference, two mid-sized players, 
McDermott International (MDR, $2.2B market cap) and Chicago Bridge & Iron (CBI, 
$1.9B market cap) announced their intention to merge. Consolidating industries typically 
lead to firmer pricing and greater profitability. 
 
Arguably the most important operational aspect of an E&C is the company’s contracts. The 
industry uses either cost plus contracts or fixed cost contracts. Cost plus contracts 
essentially pass the cost of construction, plus an agreed upon margin, from the E&C to the 
contracted company. Fixed cost contracts place the burden of cost overruns on the E&C. 
If construction costs are as planned fixed cost contracts can be more profitable. However, 
if unforeseen expense arise, fixed cost contracts have the potential to be unprofitable to the 
E&C. At present, FLR has roughly 64% of its backlog in cost plus contacts and 36% in 
fixed cost contracts. This is among the highest ratio in the industry and should make FLR 
a more conservative investment in the space.  
 
From our standpoint, we prefer a conservative approach to a company operating in a 
cyclical industry. To put this into context, FLR’s backlog in 2015 stood at $45B and the 
company earned $3.89/sh. With today’s $33B backlog the company is expected to earn 
about $1.50/share in FY17. The Street expects earnings of $2.40/sh in 2018 and $2.90/sh 
in 2019 – though these numbers will probably be revised higher given the tax bill, 
infrastructure plan, and accelerating end markets.  
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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 2018, Long Lake Capital Management, LLC 


