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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 six new equity holdings: Apache Corp. (APA), Apple (AAPL),
Johnson & Johnson (JNJ), Tenet Healthcare Corp. (THC) Union Pacific Corp. (UNP), and
Welbilt Inc. (WBT). A brief summary of the letter is as follows:












In 2018, for the first time in a decade, the S&P 500 declined on a year-over-year
basis losing 6.24%. However, performance “felt” worse than a modest decline, as
the S&P 500 fell 20.2% from its all-time high, achieved in September, before
bouncing higher into year end. At one point, in December, the average stock was
down over 30% from its peak.
Global economies are decelerating, with Europe posting particularly poor results
across multiple countries.
The Federal Reserve has shifted its stance from stubbornly raising interest rates
regardless of economic conditions, to taking a “data dependent” approach. The
Street feels the Fed is now less of a headwind.
Many of the positive drivers from the first half of 2018, such as the one-time benefit
of tax reform and global synchronized growth environment, make 2019 tougher
from a comparable growth standpoint.
Investors are conservatively positioned, with money market account balances
surpassing $3 trillion for the first time since 2010.
The trade impasse with China is starting to show up in both Chinese and US
economic data. Consensus seems to believe a “deal” will be made that allows both
sides to claim victory, but will not be materially different than the prior status quo
in reality. Thus, we wonder if a deal really matters?
Brexit has garnered many headlines, but has not yet had an impact on US equity
markets.
The US Government saga drags on, and if closed again, is a modest GDP headwind
(-0.1% per week of closure). However, it is likely a modest positive catalyst when
permanently reopened.
Should Trump fail to win reelection, the 2020 presidential candidates are likely to
be considerably less business-friendly.

4Q 2018 Recap
The fourth quarter of 2018 was not kind to equity investors, as the major US stock indexes
declined between 19.4% and 27.3% from their September peaks to their December lows,
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and all finished the year in negative territory. Volatility bordered on extreme, with the S&P
500 posting 15 trading days with at least a 2% decline, the majority of which occurred in
the fourth quarter. For comparison’s sake, going back to 2004, and excluding the Financial
Crisis years of 2008 (41 trading days) and 2009 (28 trading days), an average year sees just
over 5 trading days with a 2% drop. Curiously, the fourth quarter’s volatility is difficult to
pin on a single exogenous event, such as the Financial Crisis, as the major causes of concern
(growth slowing, rates rising) were fairly well known amongst investors prior to them
actually having an impact on the markets.
Index
Dow
S&P 500
NASDAQ
Russell 2000

52wk High
26,951.81
2,940.91
8,133.30
1,742.09

52wk Low % Decline
21,712.53 -19.4%
2,346.58 -20.2%
6,190.16 -23.9%
1,266.92 -27.3%

2018
-5.6%
-6.2%
-3.9%
-12.2%

2004 - 0
2005 - 0
2006 - 0
2007 - 11

Days With 2% Drops
2008 - 41 2012 - 3 2016 - 5
2009 - 28 2013 - 2 2017 - 0
2010 - 10 2014 - 4 2018 - 15
2011 -21 2015 - 6

Source: LLCM, FactSet

To provide some context to Q4’s downside move, the following was written by UBS on
Dec. 12, 2018 [emphasis Long Lake’s]:
With Monday's [December 10th] selloff, the S&P 500 is down 12.6% in the
fourth quarter of 2018. As it stands, that would be the ninth biggest selloff
in a fourth quarter of a year since the late 1920s. A common refrain from
many investors and traders alike is that the environment feels treacherous.
In the last 90 years, only the most extreme circumstances have seen a
selloff greater than 12%. Five of the episodes were during the Great
Depression when the unemployment rate was over 15%, not the current
3.7%. One episode was the fourth quarter of 1941, when Pearl Harbor was
attacked and the US entered WWII. The 1987 stock market crash was
another episode. Finally, the fourth quarter of 2008 saw a 23% collapse as
financial markets essentially seized up amid multiple crises.
While the market bounced higher during the final week of the year, there was still a
significant amount of damage inflicted, even on those whom Wall Street generally regards
as amongst the most respected of investors:
@CNBC: David Einhorn's Greenlight Capital caps off 2018 with a 9%
decline in December, bringing the hedge fund's full-year performance to
negative 34%, CNBC reports.1
Einhorn was not alone, as other highly regarded funds suffered declines. Nelson Peltz’s
Trian fell 6%, Dan Loeb’s Third Point fell 11%, and Larry Robbin’s Glenview Capital fell
16%.2 Talking about declines is never a pleasant conversation, but as Warren Buffett’s
right hand man, Charlie Munger, famously said about investing “It’s not supposed to be
easy. Anyone who finds it easy is stupid.” After a decade of consistently positive equity
returns, Mr. Munger’s quote bears remembering.

https://www.cnbc.com/2019/01/02/hedge-fund-all-star-david-einhorn-posts-his-worst-yearever-losing-34percent-in-2018.html?__source=twitter%7Cmain
2 https://www.cnbc.com/2019/01/04/hedge-fund-returns-in-2018-the-good-the-bad-the-ugly.html
1
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2019 Outlook
At present, the market has bounced back from the lows set on December 24 th, 2018 and
volatility has begun to return to more normal levels. Paradoxically for investors, economic
data in the US and abroad continue to decelerate, which usually results in lower stock
prices, but “headline risk” is to the upside, as news regarding a potential trade deal with
China, less aggressive Federal Reserve policy, or the permanent reopening of the US
Government have all produced gains. For instance, on December 26 th, the Dow rallied 1080
points, or 4.9%, which is the index’s largest point gain in history, following commentary
from President Trump that Federal Reserve Chairman Jerome Powell’s job “was safe”
despite recent criticism3.
Going forward in 2019, many of the tailwinds from the first half of
2018, such as US tax reform and the global synchronized growth story,
will not be present. As such, 2019 becomes more challenging from a
comparable growth standpoint. Slower economic growth will likely
translate in to slower corporate earnings growth and therefore lower
earnings multiples for stocks. However, it is our belief that this largely
reflected in the market, as the S&P 500 currently trades at 16.6x
2019’s projected earnings, which is down from 19.5x at this time in
2018.
To date, with 22% of the S&P 500 reporting, 4Q18 results have been fairly lackluster. In
terms of earnings, the percentage of companies reporting actual EPS above estimates (71%)
is equal to the five-year average. In aggregate, companies are reporting earnings that are
3.0% above the estimates, which is below the five-year average. In terms of revenues, the
percentage of companies reporting actual revenues above estimates (59%) is below the
five-year average. In aggregate, companies are reporting revenues that are 0.2% above the
estimates, which is also below the five-year average 4. The results seem even worse when
taking into account the dramatic cuts to earnings forecast that were seen throughout
November and December of 2018. In short, companies are failing to clear an already
lowered bar.
Overall, the potential negatives appear fairly well understood by investors at this point, and
we have heard relatively few discuss ways the market could have a good 2019. To that end,
it makes us wonder about the potential for upside: bond yields (as an alternative to owning
stocks) are not particularly attractive; slowing European and Chinese growth towards the
end of 2018 could make the end of 2019 easier from a comparable standpoint; although
slowing, US corporate and economic data are not recessionary; the business environment
in the US is still strong with record low unemployment numbers; the Federal Reserve is
more accommodative on the margin; sentiment, as reflected by cash balances in money
markets, is fairly negative (which can be a positive as cash reenters the market); and equity
valuations seem reasonable. Taken as whole, these potential positives could make 2019 a
better than expected year for equity investors.

To be fair, the market was extremely oversold at this point, and a rebound was perhaps going to
occur regardless of the day’s headlines.
4 https://insight.factset.com/earnings-season-update-january-25-2019
3
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A Note on Market Structure
Long-term readers of this letter are likely familiar with our stance regarding ETFs and what
we believe to be their impact on market volatility and individual stocks. On the individual
stock front, if 2018 reinforced one thing, it is that deteriorating macro-economic conditions
will put near-term pressure on nearly any stock regardless of what the company’s
underlying intrinsic value may be. During an interview on 1/22/2019, highly regarded
ValueAct co-founder Jeff Ubben made the following comment in response to a question
regarding slowing economic growth and how that environment impacts his stock selection
[emphasis Long Lake’s]:
“I just don’t think that way, you know, this whole idea that we’re late cycle.
I mean I think that just plays to the idea that the markets are more of a
video game. That there is not a company behind most stock
prices…And so, you get this macro proclamation that we’re ‘late cycle’, so
people trade ETFs according to a macro thesis that we’re late cycle and, you
know, there is some sort of macro news flow that causes one computer to
try to beat another computer.”5
We tend to agree with Mr. Ubben’s assessment of the market’s structure and view it as
both an opportunity and a headwind. On one hand, over time, the market will recognize
that a company is trading below its intrinsic value and patient investors should reap the
benefits. On the other hand, short-term volatility is difficult to stomach for some investors.
Ideally, we would seek to avoid fully participating in steep declines that are caused by
deteriorating macro-economic conditions. However, at Long Lake, we focus primarily on
individual stocks and have made our investments based on what we perceive to be
dislocations between intrinsic value and market value as opposed to letting macroeconomic developments drive our investment decisions. As a result, we are willing to live
with short-term volatility but are also cognizant of the market’s structure and staying ahead
of the shifting macro environment.
Potential Changes to Client Communication in 2019
In the past, we have pointed out that measuring investment returns based on the 365 days
it takes the Earth to rotate around the sun is somewhat arbitrary (although we recognize
that is the industry standard). To that end, we find it moderately hypocritical to publish an
update letter on a static 90 day basis. Perhaps, clients would be better served hearing from
us in real-time, when there is an event to discuss, or we have begun to see excess optimism
or pessimism in the market? Going forward, we envision briefer quarterly letters, with a
greater focus on the portfolio, that are supplemented with periodic direct-to-client emails
as events occur. As always, clients are welcome to communicate any thoughts or concerns
to us as they arise.
We hope our readers have enjoyed this portion of the letter. The following section contains
an overview of six new equity holdings.
All the best,
Long Lake Capital Management, LLC
https://www.cnbc.com/video/2019/01/22/watch-cnbcs-full-interview-with-valueact-co-founderjeff-ubben.html?&qsearchterm=jeff%20ubben%20davos
5
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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.
Apache Corp. (APA, $12B market cap, ~$32.70/sh)
Apache is an energy exploration and production company with exposure to high-quality
resources in Texas’ Permian Basin, Egypt, and the North Sea. Additionally, Apache owns
79% (valued at ~$2B) of Altus Midstream, (50% pipelines and 50% natural gas
processing), which runs from New Mexico into Texas. The company has a conservative
balance sheet, has historically been well managed, and currently has a dividend yield over
3%.
Oil prices were under
immense pressure during
the fourth quarter of 2018,
with
West
Texas
Intermediate “WTI” - the
benchmark for US oil
prices - falling from ~$76
in October to ~$42 in
December.
Generally
speaking, energy prices
are driven by supply,
demand, and the US
dollar. On the supply side,
major producing entities, such as OPEC, have agreed to curb production and the US’ rig
count has fallen to the lowest level since May of 2018. On the demand side, global
consumption is expected to increase in 2019 according to the Energy Information
Administration (EIA).
EIA forecasts, like all government entity forecasts, should be taken with a grain of salt, but
the overall supply demand environment seems to be supportive of higher prices and, as a
result, WTI is up ~20% in 2019. Additionally, the US dollar, which is the final major
component of energy pricing, appears to have stopped strengthening. Globally, energy
primarily trades in dollar denominated terms, so a stronger US dollar makes energy more
expensive for countries with currencies that are not pegged to the dollar.
Generally speaking, Long Lake does not take long-term investment positions in energy or
commodity companies given the inherent volatility of their end markets. As such, we would
not anticipate holding APA for an extended period of time.
Apple (AAPL, $722B market cap, $157/sh)
Currently, sentiment around Apple is largely negative, with the Street expressing concern
about decelerating iPhone sales in the US and China. As a result, the stock has declined
from its all-time high of ~$232 to ~$157, eroding over $300B in market cap. Skeptics point
to a lack of innovation and increasingly higher price points as the two primary headwinds
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to iPhone sales growth. The iPhone accounts for over 60% of sales and Greater China
accounts for ~20% sales.
iPhones are generally regarded as the “best” product on the market and have become
ubiquitous components of everyday life in the developed world. While consumers may
wait longer to purchase a new iPhone, it is still exceedingly likely they will purchase a new
iPhone. Additionally, while some like to point out a lack of innovation, it should be noted
that the consumer-facing portion of the tech industry has not produced a block buster
product in recent years. It is not as if AAPL has missed on a new trend or product, there
simply has not been one. One final point to consider, the roll out of 5G, which has download
speeds 10x faster than 4G, may serve as a potential upgrade cycle catalyst.
For the first time in company history, AAPL will begin disclosing margin results for the
company’s Services segment (App Store 37% of segment revenue, Licensing 17%,
AppleCare 10%, iCloud 9%, Music 9%, and Other 18%). Analysts expect Services revenue
to reach $47B (18% of company total) in 2019 on nearly 20% year-over-year growth, with
gross margins in the +60% range. The Services segment is growing over 2x faster, and with
better margins, than the rest of AAPL’s hardware-focused businesses and may be under
appreciated by the Street.
It is our belief that the factors currently causing investor angst will not have a long-term
impact on AAPL shares. However, should the skepticism persist for a period of time, we
will have taken a position in a company trading at 10.7x next year’s earnings net of cash,
(a substantial discount to the market’s multiple), with a ~2% dividend yield, and rock solid
balance sheet with over $137B in net cash on hand. Taken all together, we are optimistic
that AAPL will find a way to manage through the current environment and believe the long
term prospects for the company are still strong.
Johnson & Johnson (JNJ, $340B market cap, $129/sh)
Johnson & Johnson is one the world’s largest and most diversified healthcare companies.
The firm is best known for its consumer-facing products (Baby Wash, Aveeno,
Neutrogena, Band-Aids, Motrin, Tylenol, Benadryl and others) but actually derives ~85%
of operating profit from the pharmaceutical (~60%) and medical device (~25%) segments.
JNJ, along with Microsoft, is one of two firms to maintain a AAA credit rating, which
implies that these two companies have less default risk than the AA+ rated US
Government.
JNJ currently faces a headwind that stems from the consumer division. On December 14 th,
2018 Reuters6 published a report stating that internal JNJ company documents showed that
its talc-based baby powder had historically tested positive for low levels of asbestos on a
number of occasions and that the company concealed this information from the FDA during
the 1970’s. Asbestos is a well known carcinogen, and JNJ currently faces at least 11,700
lawsuits alleging that the company’s talc caused ovarian cancer. The report sent JNJ shares
down 13% on the day, wiping out $45B in market cap.
Based on historical settlements of asbestos related cases, the potential payout would likely
be in the $2M-$5M per case range. Given the $45B decline in market cap that implies
6

https://www.reuters.com/investigates/special-report/johnsonandjohnson-cancer/
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settling between 8K and 20K cases. Despite those numbers, there have been only a small
number of cases go against JNJ and the company had been gaining momentum with two
cases going in their favor last July and three being settled in mistrials. JNJ does not have a
reserve setup as a contingency related to the talc cases.
JNJ has vehemently denied that its talc contained asbestos and the link between ovarian
cancer and talc is not conclusive. Furthermore, it’s not clear the tiny amount of asbestos
purported to be in the talc7 is sufficient to cause cancer.
Currently, JNJ trades at 13.9x next year’s earnings, a notable discount to the company’s
five year average multiple of 16.1x. The talc-related lawsuits will likely drag on for years,
and may impact the company’s public perception and/or sales of consumer products, but
given the company’s balance sheet strength, 2.83% dividend yield, and reliance on the
pharmaceutical and device segments, we expect JNJ will be able to weather the storm.
Tenent Healthcare (THC, $2.2B market cap, $21.50/sh)
Tenent Healthcare operates 68 hospitals, 267 ambulatory surgery centers, 112 urgent care
centers, 79 imaging centers, and 23 surgical hospitals with meaningful exposure to Florida,
Texas, California, Detroit, and the greater NYC area. Additionally, THC owns Conifer
Health Solutions, which provides software, debt collection and other revenue management
services to the healthcare industry. Hospital and ambulatory care account for ~90% of
THC’s revenue, with Conifer comprising the balance.
The hospital and ambulatory care businesses have favorable demographic trends, grow
through acquisition (highly fragmented industries), and are generally decent businesses
with high-single to low-double digit EBITDA margins.
The Conifer business, at present, is less attractive and is the underlying cause of much of
THC’s volatility. The business was acquired in 2011 and struggled to grow revenue much
past its 2014 level. As such, management is reviewing strategic options for Conifer. Wall
Street would like Conifer to be sold, with the proceeds being used to accelerate growth
initiatives (mainly on the higher margin ambulatory surgery side of the business), which
will in turn make the company’s $14.1B debt load8 more manageable. In August of 2018,
during the company’s quarterly conference call, management indicated a sale was not
imminent, but that THC was engaged with a number of strategic bidders. Wall Street was
disappointed by the lack of clarity around timing and sent the stock down 15% on the day.
However, in January of 2019, at the JP Morgan healthcare conference, THC management
said the Conifer evaluation process remains active as the company continues to consider
various alternatives including a sale, merger, or tax-free spin out. Though estimates vary,
the Conifer assets could fetch $2B-$3B.
Outside of resolving the Conifer situation, THC has divested a number of poorly
performing assets (notably in Chicago, Houston, Philadelphia, and the UK) in 2018, which
should see the company produce better margins in 2019. Additionally, in 2018, THC
acquired the remaining 15% of United Surgical Partners International (USPI) that it didn’t
Talc and asbestos are both naturally occurring silicate minerals that are commonly found in close
proximity to one another
8 Due to a number of make whole provisions, it is costly for THC to simply pay down debt.
7
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already own for $630M. USPI increases THC’s exposure to the more attractive ambulatory
surgery side of their businesses. A fully integrated USPI should increase both revenue
growth and margins.
Overall, investors could be rewarded by improved internal operations, continued growth in
the ambulatory surgical business, and a potential resolution of the Conifer situation. As a
reminder, given THC’s sizeable debt load, the publicly traded equity component tends to
be very volatile.
Union Pacific Corp. (UNP, $118B market cap, $159/sh)
Union Pacific is the largest publicly traded railroad operator in the country. The company’s
track network effectively covers the entirety of the US west of the Mississippi River.

Railroading is a good business, with high barriers to entry and limited competition
(Berkshire Hathaway’s Burlington Northern Railroad is the company’s primary
competitor), and low threat of substitution. Presently, the most cost-effective means of
large-scale bulk transportation is via rail, and that is unlikely to change.
In September of 2018, UNP rolled out its “Unified Plan 2020” initiative, which seeks to
improve operations and thus increase profitability. In 2016, 2017, and 2018 UNP had
productivity savings of $450M, $345M and $265M, respectively. Under the 2020 plan,
UNP is targeting $600M in productivity savings in both 2019 and 2020, which if
successful, should produce earnings growth of 15%-16% (up from 12%) each year. Despite
the increased growth outlook in 2019 and 2020, UNP shares trade at a discount to their
historic five year averages, at 17.7x 2019’s and 15.6x 2020’s respective consensus earnings
forecasts.
In order to ensure successful execution of the 2020 plan, UNP lured former Canadian
National (CNI, $60B market cap) Chief Operating Officer Jim Vena out of retirement in
early January of 2019. Under Mr. Vena’s oversight, CNI produced industry leading
operational metrics and was regarded as the most efficient of the major North American
rail roads. It stands to reason Mr. Vena will be successful at UNP as well.
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Welbilt (WBT, $1.8B market cap, $13.50/sh)
Welbilt is a commercial foodservice company that provides various restaurant and kitchen
equipment (81% of revenue) and aftermarket services (19% of revenue) across the globe
(North America 70% of revenue, Europe/Middle East 18%, Asia 12%). From a strategic
business standpoint, WBT primarily focuses on improving kitchen efficiency (faster cook
times, less energy usage, less waste generated etc.) and reducing foodborne illness, which
can have an extremely negative impact on a restaurant.
Welbilt was spun out of the Manitowoc Company, which primarily produces cranes, in
2015 but has been in operation dating back to 1929. Welbilt was saddled with $1.3B in
debt (vs. a $1.7B market cap) during the spin, but assured investors it aimed to hastily
reduce leverage. Flash forward to 2018, and the company’s debt load was still $1.3B.
Failure to de-lever cost CEO Hubert Mühlhäuser his job, and he resigned in August of
2018.
New CEO, Bill Johnson, took the reins November 9th, 2018. Prior to joining Welbilt, Mr.
Johnson was Chief Executive Officer of Chart Industries, Inc. (GTLS, $2.2B market cap),
a global manufacturer of equipment for the industrial gas, energy, and biomedical
industries. He led GTLS’ operational and financial turn-around, including a series of
strategic acquisitions and divestitures, business segment consolidations, capital structure
improvements and efficiency enhancements, which resulted in significant revenue and
profit growth, and contributed to a three-fold appreciation in the company’s equity
valuation during his tenure.
WBT’s shares trade at ~10x EBITDA, a notable discount to the company’s longer-term
average of 13.6x. The firm has $425M in high cost debt (9.5% yield) that can be called in
the first quarter of 2019, lowering interest expense going forward, and an EBITDA margin
improvement plan that aims to produce mid-to-high twenties results up from 21% in 3Q18
(the most recent quarter).
Overall, opportunities to improve profitability, coupled with a capable new management
team, and exposure to a fairly attractive end market should make WBT an attractive
turnaround story. Given Mr. Johnson’s background, it’s also possible that once WBT
cleans up its balance sheet, it may be an attractive acquisition target for a larger
manufacturer that may have procurement and/or salesforce synergies.
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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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