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October 11, 2016 
 
Dear Limited Partners, 
 

“It’s hard to be what you don’t see.”  - Charlene Kay 
 
Charlene Kay is an Asian American singer/guitarist that we recently heard on an NPR interview and her 
quote struck us as interesting.  She said these words as part of a longer discussion on why the lack of 
prominent Asian American singers made it harder for her to aspire to be one growing up.  When we heard 
the quote, we thought “. . . spoken like a true value investor.”  Let’s elaborate.    
 
When we acquire a stock, we are ostensibly saying to the market that it’s wrong, that today’s price fails to 
reflect the real underlying value of the company.  Whether we are right or wrong is an entirely different 
matter, but the act of purchasing the stock is taking that contrarian position.  As value investors, we tend 
to buy assets that many people have abandoned, so there’s no shortage of investors saying that we’re the 
knuckleheads.  At times it’s hard to be confident when there’s a dearth of it in your investments.  Now if 
we’ve properly analyzed the situation, we will eventually be right, but traveling from the moment we 
initiate the position (proclaiming that Mr. Market is wrong) to the end (when Mr. Market hopefully agrees 
with us) won’t always be a smooth journey.     
 
It’s also impossible to be 100% confident during our trip because the future is always uncertain.  
Investing is a probability-based bet that something could happen, but the headwinds are multi-faceted and 
unpredictable.  We’re very wary of investors who profess with certainty that something will happen.  
Absent a special situation (e.g., an arbitrage trade, etc.), investors will rarely know exactly how an 
investment will play out.  We certainly have our high-probability guesses, but the uncertainty is why we 
focus more on our processes than the outcomes.  Most days we spend our time thinking about our 
investments from different angles, courting dissenting opinions to try and better understand the risks and 
gain insights.  With effort, we’re hoping to nudge the odds that we’ll be right in our favor.    
 
Meanwhile, the stock prices of our companies will fluctuate, sometimes wildly.  If, however, our 
processes are solid, it can mitigate some of the uncertainty as we wait for our investments to appreciate.  
We may not be able to see the end goal until it happens, but the continuous analysis keeps us on the right 
path.  In time, with a solid process and some patience, we’re hoping to evolve like this guy . . .   
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Having past our first year anniversary mark our fund continues to be filled with more potential than actual 
performance.  While we outperformed the S&P 500 benchmark by 1.39% as of September 30, we believe 
the portfolio has yet to really hit its stride.  
 

Date 
Open Square Fund I 
Performance YTD* 

S&P 500 
Performance YTD* 

Outperformance / 
(Underperformance) 

January 1 – September 30 9.23% 7.84% 1.39% 
* Prior to fees.  S&P 500 is using ETF: SPY, per State Street Global Advisors1 
 
The theses and investments we have in place are beginning to see the light, but there’re still a few 
headwinds.  In a few more quarters we’ll likely know if we’re on the right track.  
 
An Overview 
 
We received a thoughtful question a few weeks back from one of your fellow limited partners, and one 
that we should answer clearly for all of our partners.  We’ve tried to describe our thesis for each of our 
investment ideas in the quarterly letters, but let’s put it all together so you can see the forest and not just 
the trees.   
 
Since the question was essentially “how is the portfolio constructed”, let’s take some time to show you 
what our investment themes are and what we are invested in.  Here’s our portfolio in a nutshell.   
 

 
 
The three themes are natural gas, oil and great companies at undervalued prices.  Each theme has a 
roughly 1/3 weighting, and fluctuates a bit depending on what’s appreciating and depreciating.  Let’s do a 
quick review of the themes again:    
 
 The Themes 
 

                                                        
1 A quick note on measuring performance.  We’ve historically used the ETF: SPY, which is the fund that represents 
the S&P 500 and administered by State Street Global Advisors.  We’ll continue to use this fund because we believe 
comparing ourselves to the broader market benchmark is the correct method, however, to be more accurate we’ll take 
the year-to-date performance figures from State Street Global Advisors directly instead of Yahoo Finance, a third-party 
website (i.e., we’re going to the source and report what they report). 
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1. Natural Gas – natural gas today at $2.80 per mcf is still close to an all-time low.  It’s 
seasonal, so inventory increases in the summer and decreases in the winter.  El Niño 
conditions affected last winter; the warmer weather reduced heating demand, which led to 
higher inventory levels and lower prices.  This summer has been a historically warm one, and 
air conditioning and cooling days have been at all-time highs.  As clean energy regulations 
and cheap gas have spurred many utilities in the US to convert from coal to natural gas power 
plants to produce electricity, natural gas demand has risen.   
 
In a “normal” summer, natural gas inventory builds during the “injection season” as 
producers “stock up” for the winter.  Yet, because of the unseasonably warm summer and 
over-indebted producers (who aren’t able to drill more), production hasn’t kept up with 
summer demand so the injection season this year hasn’t been as robust.  Inventory is 
declining.  
 

 
 
Notice the red line showing natural gas inventory?  It’s definitely beginning to flatten out 
thereby showing a decrease in inventory.  Eventually when winter arrives, we believe natural 
gas inventories will be so low that natural gas prices will spike higher.    
 
So far our thesis is playing out, but winter is a few more months away, so we continue to 
monitor the market.  What’s promising is that we’ve fallen from a 10-year high in inventory 
to the mid-point of a 5-year range, all before winter.  If prices go higher, the shares of our 
companies should follow suit.   
 
Lastly, the other interesting thing about investing in natural gas is its low correlation to the 
overall economy.  The price of natural gas is driven largely by local supply/demand factors.  
So unlike our other investments/themes, the success of our natural gas positions will turn on 
factors other than how the economy performs, all of which serves as a counterweight to our 
other positions.       
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Risk 
 
The biggest risk to our natural gas thesis is if the winter weather turns out to be much warmer 
than anticipated.  If the warm winter of 2016 repeats in 2017, then inventories will remain 
high and our natural gas companies won’t be able to lock in higher prices via long-term 
hedging contracts.  We think though that given the summer drawdown, higher consumption 
trends and the long-term weather reports, our investments will prove fruitful.      
 

2. Oil – so as we’ve said before cheap debt (i.e., historically low interest rates) led to over-
borrowing and overproduction by oil producers.  Too much inventory = oil price crash.  The 
cure for low oil prices has always been low oil prices, and as producers reduce production, 
demand has increased leading to the rebalancing of supply and demand.  As we write this, oil 
is at $50/barrel today.  The total worldwide demand for oil is +95M barrels per day and 
growing every year by 1.5M barrels per day.  To meet this demand, oil needs to be at least 
+$65 per barrel.     
 
As you may recall, our oil thesis had four reasons why oil should go higher, and two of them 
have some recent news:  
 
1. OPEC will eventually be forced to cut production as its members are running 

unsustainably large fiscal deficits;  
 

a. Update: on September 28, OPEC for the first time in 8 years agreed at an 
informal meeting in Algiers to limit/cut production.  OPEC opted to cut 
production by almost 700K barrels per day, which will accelerate the ongoing 
drawdown of oil inventory and rebalancing.  The action surprised the market and 
prices spiked in the last week of September.  We wrote an article on September 9 
predicting that Russia (a non-OPEC producer) will also join in, and this past 
week they’ve publically announced that they will.  Our thesis is hopefully now 
starting to play out.  In the meantime notice what’s happened to oil prices 
because of the announcement, but also notice that we’re after the bigger fish.   

 

 
 

2. Even if OPEC or any oil producing country refuses to cut production, supply will 
decrease next year as depletion takes its toll;  
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a. Update: supply has stopped increasing and we believe the market is already in 
balance.  As we enter 2017, OPEC’s decision to cap/cut production means the 
decline in inventory will accelerate.  Then as we approach late-2017, we think 
the past three years of underinvestment in oil projects will lead to a reckoning 
and much higher oil prices.  Here’s a quote from Dwight Anderson of Ospraie 
Management, who succinctly summarizes our thoughts on this (note the term 
“formal investment decisions” means the go/no-go decisions for starting major 
oil projects): 
 

“So of the major approvals of formal investment decisions, from 
'07 to '13, we averaged over 40 a year. In 2014, we were under 
15. Last year, we were under 10. And so those are the projects to 
come on in '18 to '19, and they're not going to come on. And so 
that gap of the supply growth through the crash of capex is 
something you're going to need decently higher prices. And 
adjust that whole-- it took forever for the supply decisions to 
come on over the last two and 1/2 years, and now it's going to 
take forever from a commodity trader's perspective for that 
supply to come back.” 

 
For 2016 there’s only been 8 projects approved, and 2017 is shaping up to be a 
“low” year as well.  So we ask, if the world was oversupplied by only 1% when 
we were approving 40 major oil projects every year, then what’s the impact of 3-
4 straight years approving only 10 projects a year?  Material.  We believe the oil 
market will enter a structural deficit by late-2017, sending prices higher.  

 
The Performance of Our Oil Companies 

 
So why hasn’t our portfolio “bounced” much higher given the recent rise in oil prices?  Well 
when we started investing in oil last year, oil was at $47/barrel and today it sits at $50/barrel, 
so it has largely been treading water.  Moreover, we haven’t selected companies that are in 
the “best of the best” drilling locations (i.e., Permian basin in Texas) because as oil turned 
lower, investors rushed to buy these companies.  The purchases naturally pushed up the 
prices of these companies, and with the outperformance other investment managers piled on.   
 
Ironically the crash has now led to a “stock bubble” of sorts for companies that drill in the 
Permian basin in Texas. In turn, our companies that drill in North Dakota and Colorado (i.e., 
Whiting Petroleum) and Alberta/Saskatchewan, Canada (i.e., Gear Energy) suddenly become 
deeply undervalued not just because of low oil prices, but the behavior of Wall Street.   
 
Perhaps rightfully so as all of our companies are on the fringe of profitability (i.e., just 
profitable enough to keep drilling, but not profitable enough to grow, pay down its debts, or 
return cash to its shareholders).   
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We’re willing, however, to sacrifice today for a better tomorrow because our thesis is that oil 
prices will turn higher within three years (1 year down, 2 more to go).  Mr. Market is 
essentially saying that our companies aren’t worth much because if they drilled their entire 
10-year inventory at today’s prices they’re barely profitable.   
 
While true, that’s a bit like saying if an ice cream shop is unprofitable during the winter that 
means the business and its entire inventory of ice cream is worthless.  We’re not certain this 
makes sense because commodity prices, like seasons, are cyclical.  What’s worthless one day 
can become invaluable the next.  
 

 
 

We’ve said that we don’t believe oil will go back to $60/barrel only.  We actually think it will 
go to $80-100/barrel in a few years and we still believe this.  The two years of low oil prices 
and underinvestment has already sewn the seeds for higher prices, and when we couple this 
with the knowledge that rulers in OPEC countries (i.e., Saudi Arabia, Venezuela, etc.) like to 
stay in power and are self-interested to force oil prices higher, we think we’re on the cusp of 
something positive indeed.         
 
Risks 
 
Oil is one of our highest confidence investments, but one that could really derail if the 
economy goes south.  If it does, then demand drops off sharply, and our leveraged companies 
will face some challenging times.  If, however, the economy continues to stabilize, then we 
think our investments will work out very well.  The second risk is if the market crashes, that 
could potentially reduce the ability of our companies to refinance or take on debt because the 
capital markets would likely freeze-up.  We think this disruption though would be temporary. 

 
3. Great companies / cheap price – Lastly, 1/3 of our portfolio is invested in a basket of 

companies that are great companies, but simply too cheap at their current prices.  Two 
companies specifically, Apple and Allergan.  Both companies generate so much earnings that 
the stock price will ultimately rally to catch up.   
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Many have asked when this will be, to which we usually answer who knows.  The truth is, the 
longer it takes, the more these companies earn, and the more their earnings grow.  At some 
point, the stocks will screen so absurdly cheaply that it will leap off the page.  Let’s use 
Allergan as an example (for Apple we refer you to our Q3 2015 quarterly letter).   
 
Allergan 
 
Allergan, headquartered in Dublin, Ireland, is a global pharmaceutical company focused on 
branded pharmaceuticals, devices and biologic products.  Allergan markets a portfolio of 
leading brands for the central nervous system, eye care, medical aesthetics, dermatology, 
gastroenterology, women’s health, urology and anti-infective therapeutic categories.  Its chief 
product BOTOX® is fairly well known and has both cosmetic and therapeutic applications.  
 
The company has recently undergone some turmoil.  After a series of its own acquisitions, 
Allergan agreed to sell itself to Pfizer, a US based pharmaceutical company, in 2015.  This 
merger proved controversial because it would mean Pfizer would effectively redomicile to 
Ireland, which could reduce its future US tax liabilities.  The US government subsequently 
proposed new tax regulations that would detrimentally affect to the combined company.  The 
parties agreed to abandon the acquisition earlier this year, and Allergan’s share price fell from 
+$300/share to the $230/share today.  Today, the shares continue to languish, but we believe 
this will eventually correct itself.  
 
Below is a chart showing most of the major pharmaceutical companies in the US and EU.   
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As you can see, Allergan is forecasted to grow earnings per share by 12.8% per year from 
2015-2020.2  This growth rate is higher than Eli Lily’s 12.5% and Novo Nordisk’s 12.2%, 
both of which trade at a 20x PE multiple compared to Allergan’s 14x PE.   
 
These numbers tell us that Allergan’s earnings growth places it near the top of all major US 
or EU pharmaceutical companies, but the stock price trades at a 15% and 11% discount to the 
average of those companies in the US or EU, respectively.  Said another way, the market 
views the company as a below average pharmaceutical company, when in fact, its earnings 
say quite the opposite.      
 
There are many reasons why the shares are currently depressed: 
 
1. Shareholder turnover: legacy-Allergan shareholders have sold out after Actavis acquired 

legacy-Allergan in 2015; 
2. Merger arbitrageurs existing: traders exited Allergan after the Pfizer/Allergan deal fell 

through in 2016; 
3. Institutional holders: dividend mutual funds that historically owned legacy-Allergan no 

longer own the stock because new-Allergan no longer pays dividends; 
4. Drug pricing: presidential candidates have called for more regulations to control drug 

prices, which may weigh on future earnings; 
5. Wait-and-See: investors waiting for Allergan to execute operationally as previous growth 

came from mostly M&A.   
 
We think many of these items are transitory, and if Allergan can execute operationally then 
the vast majority of these issues will be overcome.  Others (such as the election year rhetoric 
on controlling drug prices) may lead to little action because stump speeches are typically 
worse than the actual bite.   
 
Allergan’s discount today is so large that as investors our earnings in the company will grow 
+80% faster than if we invested in the “average” pharmaceutical company in the US and EU.  
This makes little sense and when other investors see that Allergan’s earnings are sustainable, 
capital should flow back to Allergan.      
 
Allergan closed at a trading price of $236 per share as I write this (October 11), and if it were 
to trade on par with its US / EU peer, then the stock should trade at $335.  We believe this 
discrepancy will eventually correct itself because the market is fairly efficient over time.    

 
Putting it All Together 
 
So let’s put it all together.  Here’s a chart of what we own, and where we think fair value is.  We’ve also 
adjusted each for what we think is the probability of success.   

                                                        
2 Note the earnings calculations provided by Credit Suisse do not factor in Allergan’s recent sale of the ANDA 
business segment.  Even accounting for this the change in the PE multiples is negligible.   
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Theme Stock Symbol 
Current 

Price 
Target 
Price 

Potential Gain from 
Current Price Probability 

Risk Adj. 
Potential Gain 

Natural Gas AR $26.00 $40.00 54% 60% 32% 
 COG $24.00 $35.00 46% 60% 28% 
 RRC $40.00 $60.00 54% 60% 32% 
Nat Gas / Oil LNG $43.00 $70.00 63% 70% 44% 
Oil GXE $0.50 $2.00 300% 75% 178% 
 WLL $7.40 $25.00 238% 75% 225% 
Value Picks AGN $235.00 $335.00 43% 80% 32% 
 AAPL $107.00 $150.00 40% 80% 34% 
 
For natural gas, we will know the status of our results in about 6 months (winter).  For oil, we’re watching 
inventory levels, if it continues to decline our next decision point is about 1 year from now, if not, then 
we’ll need to reassess.  For our value stocks, Apple will be a long-term hold and Allergan will be about 6 
months (if Allergan fails to execute as a “stand alone” company post-Pfizer in the next few quarters, we’ll 
know that fairly quickly).   
 
One Update on Value Picks – Chipotle 
 
A few quarters back we bought some Chipotle stock at $450 per share.  We’ve since sold it for a small 
3% loss because as the quarterly results have come in it was becoming obvious customers were taking 
much longer to return.  This was in contrast to our original thesis, that promotions would spur customer 
patronage.  It hasn’t happened as quickly so we exited and decided to revisit it later.    
 
In the meantime Bill Ackman, a famous hedge fund manager, has acquired a 10% stake in the company 
and will be “engaging in strategic discussions” with the company’s management and board.  We think 
he’ll propose a “franchise” model (all Chipotle stores are currently company owned).  This could 
effectively double the company’s profits and the stock.  The stock market, however, is skeptical of this 
move and the stock has traded down to $420 per share.   
 
We think the strategy is viable, but franchising the stores is akin to leasing your business in exchange for 
a royalty.  The value of the lease will be much higher if you can show that customers are coming back, so 
again the customer issue is a gating item.  We’ll keep an eye on it, and may reacquire our stake if we start 
seeing glimmers of light.     
 
Parting Thoughts 
 
So as you can see the portfolio is very concentrated, holding at this point only 8 stocks.  It will be volatile, 
but we accept the short-term volatility in the hopes of outperforming long-term.   
 
Lastly, we’re beginning to have more than a handful of investors now, and if anyone has any investment 
ideas please feel free to send them along.  Even if it’s a quick note or a half-thought, we’re always open to 
taking a look.  It’s all part of the process.   
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As always thank you for investing and please let us know if we can explain any of our ideas above in 
more detail. 
 
Sincerely, 
 

 
 
Nelson Wu 
Managing Director 


