Overview
 Outlook: Staying Bottom-Up
 Lollapalooza Effects and Graftech
 Patience and Thought Process are Key

April 13, 2018

Dear Starvine Capital Client:
In Q1 2018, accounts open and fully invested in the Starvine Flagship Strategy since the beginning of the quarter
decreased 4.1% - 4.2%, while the Mid-Large Cap Strategy decreased 5.6%. During the quarter, the S&P TSX
Total Return Index decreased 4.5% and the S&P 500 Total Return Index increased 2.1% in Canadian dollars (0.8% in USD).
Again, currency had an impact, although this time positive. I estimate the 2.5% appreciation of the U.S. dollar
in Q1 aided performance by approximately 1.6% and 1.0% for Flagship and Mid-Large Cap, respectively.
Thus far, trading in the Starvine strategies has been close to nonexistent in 2018. In fact, not a single trade has
been made in Flagship since the end of last year. This quiet period is unlikely to persist as certain positions will
need to be rebalanced for risk management reasons. The vast majority of holdings met or exceeded earnings
expectations last quarter, which was incongruent with the price declines of most names in the Starvine strategies.
In my assessment, it was the advent of the trade tariff concerns in the media that drove the sudden declines at
quarter end.
Next quarter’s newsletter, to be released in July, will be the last edition published on a quarterly basis. I have
arrived at the realization that penning meaningful thoughts every three months is a little too frequent, especially
given the long-term nature of my approach. I believe clients, who are welcome to call anytime to discuss their
portfolio, will be better served if I use the time for reflection and research. Instead, I will write these letters
semi-annually following the second and fourth quarter of each calendar year. Each client will continue to receive
customized emails every quarter, along with the performance statements.
Outlook
Well that was quite the noisy quarter! Within a few weeks of publishing the Q4 2017 letter, the S&P 500
experienced a 10% correction, followed by a rebound, and then another sell-off at the tail end of March, which
was encouraged by fears of potential global trade wars.
No doubt, the markets are collectively anxious. My top-down view remains consistent with the Q4 2017
commentary. To recap, I stated that trading multiples are stretched, which leaves no room (at least justifiably)
to benefit from multiples further expanding. On the contrary, overextended valuations may become a long term
headwind if trading multiples contract as interest rates rise going forward.
How can one deal with the uncertainty of the big picture as an investor? Last quarter, I proposed a few basic
questions to run through on each investment:


Is the stock/company in question clearly undervalued?
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If not, are overall prospects exceptional enough to compensate for the lack of clear value? For
example, are the attributes of business quality, management track record, and growth runway
sufficiently positive to offset a price that is not low enough?

Notice how the questions focus on the specific company and not the state of the entire world; each company
in a portfolio ultimately must be able to justify its own worth, and ultimately a higher value than reflected by
the share price. If one lacks the know-how to confidently answer the above questions, a low-cost indexing
approach or active management strategy should be given serious consideration.
Two quarters ago, I wrote about how the Law of Buoyancy is comparable to the force which causes the
prices of undervalued assets to correct. Push an inflatable beach ball underwater, and it will travel back up to
surface. The same goes for stocks. And what if a giant wave should submerge the ball far below surface? This
would be akin to a recession pushing a stock price down 50%, even though the stock was already
undervalued. The result would still be the same, albeit delayed. Just as the ball will float upwards to surface,
the stock’s price should work its way back to fair value. The key takeaway here is to stay focused on what is
knowable (e.g. management’s track record, free cash flows, and company fundamentals) rather than what is
always unknowable (e.g. the exact timing of the next recession). Another thing to keep in mind is that each
company/stock is a microcosm. Although part of the broader market, the long-term fate of each company is
governed more by its own merits and free cash flow than what is transpiring in the macro picture. Hence it
should follow that a stock can zig while the market zags and vice versa.
Lollapalooza Effects and Graftech
Question: How does a private equity investment increase in value from $855 million to more than $8.6
billion in less than three years?
Answer:

Lollapalooza effects. Take a look at Graftech International, a Brookfield investment.

First of all, what is a lollapalooza effect? Charlie Munger mentions this phenomenon several times in Poor
Charlie’s Almanac. Simply put, a lollapalooza effect occurs when two or more forces operate in the same
direction. The confluence of these forces often results in an outcome that is non-linear or more than a straight
addition of the forces.
Graftech International manufactures and sells a product known as the graphite electrode, a mission-critical
consumable required by electric arc furnace (EAF) steel producers. Brookfield took Graftech private in 2015,
when Graftech’s earnings power had undergone four years of pressure from a steel industry in oversupply for
four years. In fact, Graftech was loss making until sometime in 2017.
Brookfield recently filed for an IPO of Graftech’s equity in order to begin crystallizing its enormous win by
selling a portion of its holding in the company. Brookfield already refinanced the company for incremental debt
of ~$1.1 billion in early 2018, thereby distributing back 130% of its initial $855 million equity investment.
Additionally, at the mid-point of the IPO pricing range, the equity is worth about $6.8 billion. With the $1.1
billion distribution from refinancing and a $750 million promissory note to Brookfield, that is $8.6 billion of
value, or more than a ten-fold increase (i.e. “ten bagger”) in less than three years.
What was behind this wildly successful outcome? Within a span of two years, the price of graphite electrodes
shot from a historic industry low of approximately $2,500 per MT (vs. a long-term average of ~$4,500 per MT)
in 2016 to record levels between $15,000 and $30,000 per MT in the first quarter of 2018. Several factors aligned
to make this happen.
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Driven chiefly by the surge in graphite electrode pricing, EBITDA (earnings before interest, taxes, depreciation
and amortization) for 2018 will likely exceed $1.1 billion – this from a loss-making position when Brookfield
took control of Graftech in 2015. In other words, Brookfield’s purchase price of $1.25 billion ($855 million
equity + ~$400 million debt) turned out to be a mere ~1.1x run-rate EBITDA in 2018. More useful in my
opinion is free cash flow (FCF). Based on details from recent filings, I estimate the $1.1 billion translates into
roughly $650 million of FCF, which means Brookfield’s initial equity investment equates to 1.3x Graftech’s
estimated cash flow for 2018!
Which specific forces lined up to create this success? Was it all luck? It is difficult to carve the lines between
luck and skill here. What is clear is that Brookfield locked in a low purchase price for the company and thus
received many free options. Several forces – some uncontrollable and some directly under Graftech’s control
– acted in concert to drive Graftech’s earnings upwards. In a nutshell, increased demand from unrelated sources
coincided with reduced supply of graphite electrodes, while management made shrewd internal decisions to
create value:

Demand
 Rapid growth of electric vehicle
production is in turn ramping
demand for lithium-ion
batteries, which require
petroleum needle coke. Needle
coke is also the primary input
for graphite electrodes.
Graftech owns 75% of its
needle coke needs and can
hence capture its price surge in
profit margins.
 Electric arc furnaces (EAF)
continue to gain an increasing
share of global steel production;
EAF consumes graphite
electrodes, whereas incumbent
blast furnaces do not.

Supply

Internal

 Twenty percent of global
graphite electrode supply
(outside China) was either
closed or repurposed since
2014.
 Greenfield expansion of
graphite electrode production
requires 5-7 years of lead time.
 Chinese steel producers were
selling excess production into
the global market; this situation
has subsided.

 Cut >$100M in annual costs
between 2015-2017
 Locked in 60%-65% of pricing
with customers for next 3-5
years at ~$10,000 per MT,
which is more than twice the
long-term average realized
price.

Demand for electric vehicles – totally unrelated to graphite electrodes – is driving demand for petroleum needle
coke, which is required for both lithium-ion battery and graphite electrode production. The International
Energy Agency (IEA) estimates that the global electric car stock doubled to two million vehicles in 2016 from
2015, and projects the number to grow to between 40 million and 70 million by 2025. This is causing a surge
in needle coke prices (and hence graphite electrode prices), which in turn is providing Graftech with a cost
advantage versus competitors since Graftech produces 75% of its needle coke requirements. Concurrently, the
supply picture benefitted from a 20% closure or repurposing of graphite electrode production since 2014, the
result of a years-long downturn in the steel industry. New production requires 5-7 years to come to fruition,
given the environmental permits and other planning required. Brookfield was able to add “hands on” value
since the inception of ownership by reducing annual costs by more than $100 million. Also, Brookfield
mitigated the cyclicality of the investment by entering three to five year contracts to fix pricing with customers
for 60-65% of production. Such contracts are new to the graphite electrode industry, though a signature practice
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in the Brookfield toolkit. Clearly, many forces, working in the same direction, are responsible for the
lollapalooza result.
The Starvine strategies are invested in Brookfield Business Partners (“BBU”), a spin-off from Brookfield Asset
Management that owns approximately 34% of Graftech before consideration of the amount to be sold in the
IPO. Graftech is one of several private equity investments owned by BBU, and quite candidly was the segment
I (incorrectly) saw the least promise in when I purchased the stock almost two years ago. The immense value
creation from Graftech has yet to be, in my assessment, fully reflected in BBU’s share price.
Sector Breakdown
Flagship
Sector
Healthcare
U.S. Real Estate
Private Equity
Specialty Chemicals
Packaged Food
Media/Broadband
E-commerce
Technology
Energy
Cash

Mid-Large Cap
Weight
27.7%
11.2%
10.2%
10.0%
9.9%
9.9%
7.6%
6.5%
5.4%
1.6%

Sector
Healthcare
Packaged Food
Financials
Consumer
Diversified
E-commerce
Specialty Chemicals
Media/Broadband
Private Equity
U.S. Real Estate
Energy
Technology
Cash

Weight
26.9%
11.3%
10.3%
9.2%
8.1%
7.4%
6.6%
6.0%
5.3%
4.5%
2.4%
1.1%

On average, I continue to see healthy growth in the earnings power of the portfolio companies. Meanwhile,
the recent volatility in stock prices has served as a reminder that only over years can the randomness of the
markets iron itself out.
Playing the game of long-term investing requires immense patience; those who are able to keep emotion out
of the process will always have the odds in their favor. One of the things that intrigues me most about
investing is that it cannot, in my opinion, be truly mastered. All human beings are subject to becoming overconfident, under-confident, and making mistakes of judgement. However, what we can control and strive to
improve is our thought process.
Sincerely,
Steven Ko
Portfolio Manager
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DISCLAIMER
Readers are advised that the material herein should be used solely for informational purposes. Starvine Capital Corporation
(“SCC”) does not purport to tell or suggest which investment securities members or readers should buy or sell for
themselves. Readers should always conduct their own research and due diligence and obtain professional advice before
making any investment decision. SCC will not be liable for any loss or damage caused by a reader's reliance on information
obtained in any of our newsletters, presentations, special reports, email correspondence, or on our website. Readers are
solely responsible for their own investment decisions. The information contained herein does not constitute a
representation by the publisher or a solicitation for the purchase or sale of securities. Our opinions and analyses are based
on sources believed to be reliable and are written in good faith, but no representation or warranty, expressed or implied,
is made as to their accuracy or completeness. All information contained in our newsletters, presentations or on our website
should be independently verified with the companies mentioned. The editor and publisher are not responsible for errors
or omissions. Past performance does not guarantee future results. Investment returns will fluctuate and there is no
assurance that a client’s account can maintain a specific net liquidation value. The S&P 500 Total Return Index and the
S&P/TSX Composite Total Return Index ("the indexes") are similar to Starvine’s investment strategy in that all include
publicly traded equities of various market capitalizations across several industries, and reflect both movements in the stock
prices as well as reinvestment of dividend income. However, there are several differences between Starvine’s investment
strategy and the indexes, as Starvine can take concentrated positions in single equities, and may invest in companies that
have smaller market capitalizations than those that are included in the indexes. In addition, the indexes do not include any
fees or expenses whereas the return data presented is net of all fees and expenses. SCC receives no compensation of any
kind from any companies that are mentioned in our newsletters or on our website. Any opinions expressed are subject to
change without notice. The Starvine investment strategy and other related parties may hold positions in the securities that
are discussed in the newsletters, presentations or on the company website.

5|Page

