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by Robert Huebscher

Josh Shores, CFA serves as a prin-
cipal and director of Southeastern
Asset Management, Inc. Mr. Shores
has been with the firm since 2007
and joined as senior analyst. He is
a C.F.A. charter holder. He received
a B.A. in Philosophy and Religious
Studies from University of North
Carolina in 2002.

He is a manager of the Long-
leaf Partners International Fund
(LLINX).

| spoke with Josh on December 6.

Bob: I’'d like to start off with the
last sentence from your most re-
cent commentary: “Given the
deeper discounts and broader
opportunity set, the payoff pat-
terns outside of the U.S. could be
particularly compelling.” The mix
of industries, particularly in de-
veloped Europe and Asia, explain
at least some of the differences in
valuations from those in the U.S.
What else are you seeing outside
the U.S.?

Josh: As you know, we very much
view the world from a bottoms-up
point of view. While we’ll look at
the macro and top-down environ-
ment, and the multiples on mar-
ket indices, we fully recognize that
there are others who are much bet-
ter placed to make a call on that.
We question how reliable making
those type of macro calls can be.

We’re purely looking bottoms up,
as would a private equity investor,
at what companies are worth, how
competitively advantaged they are
and how durable that is. Are the
people good operators and capital
allocators? And can we buy it at a
sufficient margin of safety?

When we do that, we end up with
hundreds and hundreds of apprais-

als on different companies across
the world. We aggregate those
on an equal-weighted basis, and
say “Okay, here’s roughly where
these regions—Europe, Asia Pacif-
ic broadly, the U.S., the Americas
ex-US—are trading.” On that met-
ric, we compare cheapness to full
value.

That tends to be not overly dissim-
ilar from the top-down approach,
but it washes through most of the
noise. Because when we do this
on a bottoms-up basis, the $8 bil-
lion cap is equal weighted with the
$800 billion cap. We’re not trying
to outsmart the index methodol-
ogy per se; we're just looking for
great bottoms-up best ideas and
where we should allocate our time.

On that perspective, the U.S. is
fully-to-overvalued. That hasn’t
changed at all, despite the vola-
tility in recent weeks—severely so,
in some regards. Europe has gone
from being about fairly valued
over the last six months. But with
a 10% to 20% country-by-country
retracement, it is slightly under-
valued. The Asia Pacific region is
broadly the cheapest in the world,
for understandable reasons from a
bottoms-up point of view. There’s
a lot of opportunity in that envi-
ronment.

When you read that last sentence
of our commentary, we’re basically
saying where we want to allocate
capital today. The broadest, deep-
est opportunity set is in European
and Asian Pacific markets.

You’re perfectly right that the S&P
500 has a much higher weight of
global champion tech companies.
Leave aside whether those are
cheap, fully valued or fairly valued.
We’re not trying to answer that
guestion. We're just asking, “What
is the biggest, broadest, deepest
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opportunity set?” That we see as
outside the U.S.

Bob: According to the latest data
from Morningstar, your cash po-
sition is slightly above 7%. How
does that compare to historical
levels and is this reflective of the
expanded opportunity set you are
seeing?

Josh: We are perhaps different
from other funds in that our deci-
sion making is purely bottoms up.
Cash isn’t set top down. Wheth-
er we have 10%, 5% or no cash is
driven by whether we are finding
things that meet our criteria from
a business, people, price, engage-
ment, margin of safety, private-eqg-
uity-in-a-public-market point of
view. If we are, we buy it, irre-
spective of where the cycle is or
whether there’s some big macro
call. If you've got a great oppor-
tunity with a great business and
great management, you don’t try
to guess, for example, if there’s go-
ing to be a downturn in Germany
or how Brexit's going to play out.
You look out five or 10 years, and


https://longleafpartners.com/sites/default/files/categories/Commentary/3Q18-Longleaf-Partners-Funds-Shareholder-Letter.pdf
http://portfolios.morningstar.com/fund/summary?t=LLINX&region=usa&culture=en_US
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say, “This is a great opportunity.”

Cash builds from the bottom up,
and over our 20-year fund histo-
ry, it’s averaged about 10%. For
us, having a 5% position in cash
is essentially fully invested. Op-
portunities, when they come are
sometimes fast moving. As Buffett
says, “If you want to shoot rare,
fast-moving elephants, you need
to have a loaded gun.” We need to
have 5% cash to take advantage of
opportunities.

We were at 7% as of our last fil-
ing. Today, we’re more around
2.5%, which to us is fully invested.
We have more ideas than we have
capital to put to work. The aver-
age of 10% over the last 20 years
encompasses a few exceptionally
high cash periods, somewhat cor-

a non-U.S. focused fund, and we
started building a team there. We
put boots on the ground in Tokyo,
then that office moved to Singa-
pore, and in 2001 we opened a Lon-
don office. We have spent two de-
cades broadening and deepening
our local knowledge and expertise
to apply the same approach that
we always had in the U.S.

We want to triangulate via our lo-
cal network an understanding of
business quality, positioning, com-
petitiveness, people, quality and
outlook to see where the good op-
portunities are. But it takes a long
time to build and deepen those
networks. You can’t do it quickly.

This is a long winded way of ex-
plaining why our cash averaged
10% over that time. From here, it’s

£E As Buffett says, “If you want to shoot rare,

fast-moving elephants, you need to have a
loaded gun.” We need to have 5% cash to
take advantage of opportunities. 79

relating with the big market peaks
over the last two decades and re-
flective of the state of our non-U.S.
business and how that’s grown and
matured.

Most of the people reading your
publication probably think of
Southeastern as a U.S. large-cap
manager, because that’s where
Mason founded the company and
that’s where the focus was over the
first several decades. It’'s what we
were best known for. But starting
in 1998 after the Asian crisis, we
saw so much opportunity in that
part of the world, that we wanted
to invest there with our own mon-
ey, which is always the impetus for
how we think about our strategies
and funds and where we want to

go.

In 1998, there was so much to do
outside the U.S. that we started

likely to average less than that,
because we’ve got the deepest,
broadest, most capable research
network outside the U.S. that
we’ve had in the 43-year history of
Southeastern, because we’ve been
investing in it and growing it for
two decades.

We’re generating so many good
ideas and opportunities that a sin-
gle-digit cash level will probably
be the norm going forward.

Bob: One of your larger positions
is in Belmond (BEL). It announced
in August that it was seeking a
buyer, after which its price jumped
significantly. What opportunities
do you see for additional price
appreciation?

Josh: Belmond is a collection of
trophy hotel and leisure assets
that we’'ve known for a long time.
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It was spun out of Sea Contain-
ers in the early 2000s, which was
put together by the entrepre-
neur-businessman Jim Sherwood.
We’ve known him, Sea Containers
and these assets for decades, and
when they were spun out, they had
an interesting double-vote corpo-
rate control, which was Jim Sher-
wood’s cost of spinning it out—so
he would maintain the control.

We don’t love those arrangements,
although we understand them
when you’re a founder—that’s his
right. We were not involved ear-
ly on, but followed the company
for years. Two or three years ago
things started to change. Jim Sher-
wood had retired and a new man-
agement came in with the directive
from the board to see if there was
a possibility to create a brand—the
Belmond brand—and platform that
was worth more than the sum of
the parts of all the different trophy
hotels.

That was a three-year process. We
knew the chairman of Belmond
pretty well from some other in-
vestments that we’d made in the
U.S., which highlights the benefit
of having a big U.S., European and
Asian-Pacific presence, because
we were able to research some
diligence-related things and work
our network across the globe. That
came in handy in this case.

We became convinced that Bel-
mond had the right people in po-
sition to make the right decisions
on whether it was either going to
succeed in building a brand that
was worth more than the sum of
the parts, or whether that wasn’t
going to work and we would get
the asset value, because eventually
it would become clear that these
assets would be better off in the
hands of a larger company.

We had reached that
point.

inflection


https://finance.yahoo.com/quote/BEL/
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Building a position, engaging with
the company and having a dia-
logue on where it is in that pro-
cess is a core part of what we do.
| mentioned earlier that we think
like private equity owners. The key
word there is “owner.” We’re think-
ing and acting like owners in any
of the investments we make. In this
case, our dialogue with manage-
ment and the board from an own-
ership point of view had to answer
the question of whether it would
succeed in creating an umbrella
brand.

They were very responsive, not
solely because of us, and that re-
sulted in this strategic review. Once
we started this strategic review
process, during which we rated
the share price pretty rapidly, we
changed the paradigm. No longer
was it an operating-company val-
ue; it was a take-out value. It has
some of the best, most desirable
historic hotels in the world, like the
Cipriani in ltaly and the Copaca-
bana Palace in Rio de Janeiro—
phenomenal trophy assets.

Even from this level, we think that
once a deal is consummated there
will be adequate upside to make
it well worthwhile to hold. We did
trim a bit of our position to “risk
adjust,” but still feel pretty good
about the potential from here. [A
week after this interview, Belmond
and LVMH announced a deal at $25
per Belmond share, a 40% premi-
um over the then-current share
price.]

That slug of cash, when the deal
does finalize, will be greatly useful
in taking advantage of the oppor-
tunities that we see.

Bob: What are some of the invest-
ment themes you are seeing, par-
ticularly outside the U.S.?

Josh: From a top-down perspec-
tive, there’s a few themes that have
stood out over the last several

years. In Europe, there’s a process
of de-conglomeratization, which
is the awkward word that we use
for ugly, historically-built conglom-
erates that are in the process of
slimming down, focusing on core
key businesses and releasing a lot
of value. There’s a huge amount of
opportunity around those in Eu-
rope.

Conglomerates play a role in im-
mature capital markets. The more
mature the capital market gets the
less useful that structure can be,
for example in the U.S., there’s a lot
less conglomerate weight. In the
Asia-Pacific region, there’s a much
higher conglomerate and fami-
ly-controlled weight, because you
need the discipline of that con-
glomerate-family influence struc-
ture in the immature capital mar-
kets to provide governance, credit
and equity access in financing.

But as the capital markets get
deep and wide enough that you
don’t need the cost of a conglom-
erate structure to generate the
governance and credit market ac-
cess, then all of a sudden those
firms start splitting up and releas-
ing some latent value.

The U.S. is at the tail end of that
curve. Asia is on the early part of
that curve. Europe’s right in the
middle of it and that’s where we’re
seeing a lot of de-conglomeratiz-
ing. We've been involved in com-
panies like Philips that are very
much in that wave, as well as Exor,
a company that we’ve been in-
volved with since 2012. It’s going
through kind of a similar process.

The tensions in Europe always
throw out opportunities. That in-
cludes the uncertainty around the
Brexit vote and process, and ltaly
and the uncertainty about how the
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debate between the government
and Rome and the European com-
mission will play out on its budget
forecast. We’ll take advantage of
the volatility those tensions create.

We saw this in 2012—the last time
there was a big European crisis.
We’'re not going into these situa-
tions trying to correctly call how
they will play out. We don’t have
an advantage in doing that. | have
no edge in predicting how Brexit is
going to develop.

But we love to find opportunities
where companies have been un-
fairly discounted because of the
overhang—however it plays out
they’re going to be okay. In the last
18 months, we’'ve been involved
with a company, Hikma, that’s list-
ed in the UK, but actually most of
its business is in the U.S., in dollars.
Hikma was unfairly discounted be-
cause of the Brexit overhang. The
currency mismatch was driving a
lot of confusion. It had a presence
in generic drugs in the U.S,, which
is very much under pressure. All
conspired to hammer the share
price.

We were able to take a look at it.
Hikma has a big family ownership,
people who think and act like own-
ers. It’s not actually about the ge-
neric drug business. That’s a very
small part of the value, but a big
part of the headlines. Instead, the
driver of the business and the val-
ue opportunity was their sterile in-
jectable business, which is a high
barrier to entry, long-term durable
franchise. It’s pretty U.S.-centric.

No matter how Brexit played out,
that business was going to be
worth substantially more than the
market was giving it credit. That
was a phenomenal opportunity. We
actually didn’t hold it as long as we


https://finance.yahoo.com/quote/PHG/
https://finance.yahoo.com/quote/exo.mi/
https://finance.yahoo.com/quote/hik.l?ltr=1
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normally like to, because it re-rated
by 70% very quickly, once the fam-
ily made some very respectable,
owner-oriented moves to bring in a
new outside CEO who’s got a phe-
nomenal reputation in the indus-
try, and level set the expectations
around the company.

Big geopolitical events throw out
opportunities. We run towards
those, not trying to predict how
they’ll play out, but identifying
the things that have been unfairly

You should be in an index fund.

We are specifically looking to add
value above and beyond what the
index is going to deliver, as well
as the absolute-return hurdle that
we set for ourselves over five- and
10-year time horizons. We're go-
ing to do deep research and dili-
gence with a private equity men-
tality, think and act like owners,
and get involved with companies,
appraising them well, and helping
them bring about good outcomes.
It would be irrational to dilute that
focus across 50 companies.

£€ we are specifically looking to add value 99
above and beyond what the index is going
to deliver, as well as the absolute-return
hurdle that we set for ourselves over
five- and 10-year time horizons

discounted, like Hikma. That’s what
we’re doing in the UK. We have a
long list of companies that are po-
tentially Brexit-impacted that could
become interesting. The same is
true in ltaly and in the Asia-Pacific
region, including anything that is
exposed to the trade tension be-
tween China and the U.S.

We’ve got lots to do. It’'s a good
time to be doing it and we’re excit-
ed about things from here.

Bob: Our readers may not know
that you run concentrated portfo-
lios; at the moment your top 10
positions make up roughly 60%
of your portfolio. What do you
say to financial advisors who fa-
vor diversification?

Josh: There are different philoso-
phies on that, but we are not trying
to surf the market’s beta. If you're a
financial advisor who is investing in
a fund that’s essentially a closet in-
dexer and surfing the market’s beta,
but charging you an active man-
agement fee, that’s a terrible idea.

We have to be diversified to an ex-
tent; we want diversification from
our personal capital point of view.
But with more than 15 fairly uncor-
related factors, we feel like we’re
getting the bulk of the diversifi-
cation value. Beyond that, we are
diluting the effectiveness of our
work in diligence.

It's a very different approach.
We’re trying to generate excess re-
turn, not tag along with the market
return. That’s certainly not for ev-
erybody, but for people to whom
it is appealing, we want to be con-
centrated in our best ideas.

Bob: Some of your positions are
also held in other Southeastern
funds. For example, OCI is held in
the Global and Small-Cap funds.
What distinguishes investments
that go into multiple funds?

Josh: That’'s more opportunity
set-driven than anything top down.
The way to think about Southeast-
ern broadly is that we have our
global fund at the top; then U.S.-fo-
cused and non-U.S.-focused; and
then underneath those we have
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our regional focus—U.S. small cap,
Europe-focused and Asian Pacif-
ic-focused. It’s a shrinking funnel.
Global is going to invest in the best
20 ideas from across the world.

If OCl is owned in our non-U.S.
fund, and the price is right, the op-
portunity lines up, global has cash
and the portfolio managers want
to buy it, then it might be under
the global fund as well. The ideas
tend to flow up.

Bob: The past 10 years have been
challenging for value investors.
Do you have any thoughts on why
and do you see any reason that
the situation might change?

Josh: The last 10 years have been
very interesting for value investors.
This is less of a forecast and more
of an observation. | suspect several
years from now, we’ll look back on
this as an inflection point of sorts
as it pertains to growth versus val-
ue, U.S. versus non-U.S. and dollar
versus non-dollar. These trends go
in big, broad cycles. We believe we
are at the tail end of a U.S.-led, dol-
lar-led, growth-led market cycle.

It’s been about 10 years while val-
ue has had a pretty big headwind.
That correlates with the period of
heavy global central bank inter-
vention, which is an indiscriminate
thumb on the scale, broadly push-
ing up risk assets and driving a
wealth effect. That is what quanti-
tative easing was supposed to do
in the U.S,, as well as by the ECB
and the BOJ. The cleanest way to
do that has resulted in pretty tight
correlation and tight index-led
outperformance.

By definition, value tends to focus
on the out of favor, falling through
the cracks opportunities that are
less appreciated by the masses.
That goes against what’s driven an
index-led market for a decade.

My personal view is that we’re very
close to an inflection point. Now is


https://longleafpartners.com/investment-offerings/longleaf-partners-international-fund/portfolio
https://finance.yahoo.com/quote/OCI.AS/
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the time to be looking at non-U.S.,
non-dollar and value. The dollar
is also overextended from a his-
torical point of view versus global
currencies. That’s why I'm enthu-
siastic about where we are, what
we’'re doing and how the opportu-
nities line up over the next five to
10 years.

| don’t know if the inflection point
is today, four months from now or
if it will be in 12 months. But broad-
ly, we’re approaching it.

Bob: What outside sources of in-
formation do you and your team
rely on, either for investment or
economic insights?

Josh: We use all of the things that
you would stereotypically expect:
Bloomberg, FactSet, various data
sources and analytics. But most of
our competitive advantage comes
from our built-up knowledge and
qualitative understanding of the
competitive advantages of the
businesses that we’ve spent de-
cades evaluating, and of the peo-
ple operating them, who we’ve
gotten to know. We have been in-
formed by our deep, broad global
network of companies, individuals
and clients who have helped build
up this worldview.

The information sources for us
are like table stakes that get us
to where we need to be focused.
Bringing our qualitative perspec-

tive on the future of these busi-
nesses and how the people are go-
ing to operate them and allocate
capital is where the value will be
added.

We invest in meetings with compa-
nies and management, talking to
customers and clients and bounc-
ing all of those off each other over
time. A CEO obviously can’t give
us any specific inside information
about her firm because then I'd be
locked up and unable to trade on it.

But she can tell me all kinds of
things about competitors, people
she admires in the industry and
some of the things that the mar-
ket does not tend to accurately
weigh, such as barriers to entry
over long periods of time and su-
per-high-quality people who al-
locate capital and run businesses
well. Those qualitative things are
only ascertained by deep work
compounded over a long time
horizon.

That’'s where our edge is, rath-
er than in processing the FactSet
data or short-term noise more effi-
ciently than the next person.

Bob: Asset flows over the last four
years have favored passive over
active products. What guidance
do you offer to advisors who are
deciding between a passive and
an active approach such as yours?

Josh: | don’t presume to tell advi-

sors how to do their job. It’s very
client specific. My clearest deci-
sion frame would be if you want
passive, get passive. Don’t pay ac-
tive fees for closet indexing. If you
want active, find very high active
share, differentiated investment
approaches that generate excess
returns for the extra fees that
you’re paying.

Fees directly correlate to the value
being added. Ten years ago there
were a huge number of closet in-
dexers with active share below
60% charging active management
fees. That rightfully has been arbi-
traged by index funds and ETFs.

To generate outperformance you
want 95% to 99% active share,
with a well-defined process that
matches the outcomes over a de-
cade or two. That is where you’re
going to have an opportunity to
outperform.

If an advisor has a client who is risk
averse and just wants to track the
market and preserve capital, you
think about it one way. If they want
to generate outperformance and
do better than the market, then by
definition you need to do some-
thing differently than the market.
You need managers who are do-
ing something differently than the
market, which means generally
an understandable, differentiated,
replicable process.



DISCLOSURE

This document is for informational purposes only. Further information about Southeastern Asset Management can be found in
our ADV Part 2, available at www.adviserinfo.sec.gov. Statements regarding securities are not recommendations to buy or sell the
securities discussed. Current and future holdings are subject to risk. Fund holdings are subject to change and statements and
opinions expressed are those of the speaker and are as of the date of this article.

Before investing in any Longleaf Partners Fund, you should carefully consider the Fund’s investment objectives, risks, charges,
and expenses. For a current Prospectus and Summary Prospectus, which contain this and other important information,
visit longleafpartners.com. Please read the Prospectus and Summary Prospectus carefully before investing.

Average annual total returns for the Longleaf Partners International Fund and its respective benchmark for the one, five, ten year and since
inception periods ended December 31, 2018 are: International Fund, -7.08%, 0.33%, 5.83%, 7.09%; EAFE, -13.79%, 0.53%, 6.32%, 3.95%.
Returns reflect reinvested capital gains and dividends but not the deduction of taxes an investor would pay on distributions or share redemp-
tions. Performance data quoted represents past performance; past performance does not guarantee future results. The investment return and
principal value of an investment will fluctuate so that an investor’s shares, when redeemed, may be worth more or less than their original cost.
Current performance of the fund may be lower or higher than the performance quoted. Performance data current to the most recent
month end may be obtained by visiting longleafpartners.com.

The total expense ratios for the Longleaf Partners International Fund is 1.19%/1.15% (gross/net of fee waiver). The Longleaf Inter-
national Fund’s expense ratio is subject to a fee waiver to the extent the Fund’s normal annual operating expenses exceed 1.15% of
average annual net assets.

The Longleaf Partners Funds are subject to stock market risk, meaning stocks in the Fund may fluctuate in response to developments at
individual companies or due to general market and economic conditions. Also, because the Funds generally invest in 15 to 25 companies,
share value could fluctuate more than if a greater number of securities were held. Mid-cap stocks held by the Funds may be more volatile
than those of larger companies. With respect to the Small-Cap Fund, smaller company stocks may be more volatile with less financial
resources than those of larger companies. With respect to the International and Global Funds, investing in non-U.S. securities may entail
risk due to non-US economic and political developments, exposure to non-US currencies, and different accounting and financial stan-
dards. These risks may be higher when investing in emerging markets.

As of December 31, 2018, the holdings discussed represented the following % of the Longleaf Partners Funds:

Belmond - International Fund 4.9%

Philips - Not held

Exor - International Fund 7.8%; Global Fund 7.9%

Hikma - Not held

OCI - International Fund 4.1%; Small-Cap Fund 6.4%; Global Fund 4.3%

Current quarterly holdings can be found at: Longleaf Partners Fund, International Fund, Global Fund, Small-Cap Fund

“Margin of Safety” is a reference to the difference between a stock’s market price and Southeastern’s calculated appraisal value. It is not
a guarantee of investment performance or returns.

The S&P 500 Index is an index of 500 stocks chosen for market size, liquidity and industry grouping, among other factors. The S&P is
designed to be a leading indicator of U.S. equities and is meant to reflect the risk/return characteristics of the large cap universe. An
index cannot be invested in directly.

A retracement is a temporary reversal in the movement of a stock’s price.

Operating company value is the estimate of the value of a company as an ongoing business.

Take-out value is an estimate the value of a company if it were to be taken private or acquired.

Beta is a metric that compares a stock’s movements relative to the overall market, or a certain stock index.

Quantitative easing is, generally, the purchasing of government bonds or other assets by a central bank in order to increase liquidity to
capital markets.

BOJ is the Bank of Japan and ECB is the European Central Bank.
Brexit (“British exit”) refers to the June 23, 2016 referendum by British voters to leave the European Union.
Longleaf Partners Funds are distributed by ALPS Distributors, Inc.
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