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Cory Bailey

Co-Founders, 3G Capital Management

They Shoot,
They Score

by Neil A. Martin

WHEN HE WAS GROWING UP IN MINSK, CAPITAL OF THE
then Soviet republic of Byelorussia (now Belarus), Pavel
Bugun dreamed of being a capitalist entrepreneur. At
age 11, he started selling strawberries and apples at alo-
cal farmers' market. By 14, he and a friend were buying
steel bars wholesale and selling them at a mark-up to
makers of steel-reinforeed eoncrete. And at 17, he
launehed an accounting newspaper and built it into one
of the leading trade publications in the country. He sold
it three years later, at a nice profit.

Begun's early success fueled his ambition, After
reading about famed value investors Benjamin Graham
and Warren Buffett, he decided he wanted to become
one. “That meant finding some way to the West, where
I could learn more,” So he applied for, and won, a
scholarship to Western Kentucky University in Bowl-
ing Green, Ky.

In 1998, at age 20, Begun left Belarus to begin his
new life in America. “It was a dream come true,” he
recalls, “I was pretty confident I eould make it work.”

Over the next five years, Begun earned a business
degree from Western Kentucky and an MBA from the
University of Chicago; became a chartered finaneial
analyst; and worked as a research analyst with invest-
ment advisors Fiduciary Asset Management and bro-
ker A.G. Edwards, both in 8t. Louis. In July 2004, he
co-founded 3G Capital Management with Cory Bailey,
a colleague from Fidudary Asset who shared Begun's
passion for value investing and ice hockey.

With assets of $50 million and offices in St. Louiz and
Toronto, 3G is a global, value-oriented hedge fund that
doesn't hedge and shuns commodities, options and deriv-

3G partners Begun (left) and Bailey share a devotion

to hockey as well as value investing. atives, seeking instead to make money the old fashioned
way — by investing long in what Begun calls “bread-and-
butter” companies with solid contimued on page 43
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business models and then waiting for long-
term capital appreciation. Begun and his
partner, both of whom are 31, keep most of
their net worth in the fund.

“We really operate more like a private-
equity firm than a hedge fund, preferring to
buy a ‘stake’ in a company rather than just
buy its stock,” says Bailey. “We want to feel
like partners rather than just investors.”

That philosophy is embodied in the
firm’s name—3G stands for good business,
good management and good price.

“We look for well-managed businesses
that are competitively entrenched, gener-
ate high returns on invested capital and
carry little debt,” Begun explains.
“Equally important, we are seeking to
purchase these businesses at a significant
discount to thelr intrinsic value. Normally,
that entails purchasing those equities at 8
to 11 times their normalized sustainable
free cash flow.”

This strategy has worked well for 3G
sinee it was launched in July 2004, generat-
ing solid returns and attracting some high-
profile investors, including several profes-
sional hockey players such as New Jersey
Devils defenseman Bryee Salvador and To-
ronto Maple Leafs forward Jamal Mayers.

Sinceinception, the fund has averaged an-
nualized returns of 9.5% and 9.7% over three
and five years, respectively, versus the Stan-
dard & Poor’s 500 loss of 5.4% and gain of
1% over these periods. Although the fund suf-
fered a 23% loss last year, 2000 is shaping up
as g winner: Through Sept. 30, it's up 52.3%,
versus i 19.3% gain by the S&P.

The fund invests in just 10 to 15 posi-
tions, of which five core holdings aceount
for about 60% of the portfolio. The five
names are: LSL  Property Service
(LSL.U.K), Britains second-biggest real-
estate agency; AlarmForce Industries
(AF.Canada), a leading Toronto-based pro-
vider of residential alarm-monitoring ser-
vices; Germany’s WashTee (WSU.Ger-
many), BEurope's largest maker of vehicle-
washing equipment; U.S. banking giant
Wells Fargo (WFC); and Baldwin & Ly-
ons (BWINA), which provides property-
and-casualty insurance products, primarily
for the trucking industry.

One of the fund’s “best ideas,” according
to Begun, was LSL, which is also Eng-
land’s biggest property-surveying busi-
ness. “The company boasts a superior com-
petitive position, operating margins in the
high teens, limited capital requirements
and a solid balance sheet,” he says. “In
addition, LSL is run by an excellent man-
agement team that owns over a third of the
company and is savvy both in terms of oper-
ations and capital allocation,” he says.
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3G started buying LSL shares in late
2007 and early 2008, as the global financial
erisis was unfolding. Predietably, the stock
tanked, reflecting Britain’s deteriorating
real-estate market. But the intrinsic value
of the business actually increased as the
realtor gained significant market share
and added earnings streams from its repos-
session services and property-portfolio-
management activities.

Begun and Bailey used the shares’ de-
cline to buy more. *As a result,” says
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Bailey, “we realized substantial gains on
the stock when it recovered this year, mov-
ing from 64 pence ($1.06) at the beginning
of 2009 to 232 pence in September, versus
our cost of 140 pence.” Affirms Begun: “It’s
been a real winner for us.”

AlarmForee, Begun says, has a “very
substantial advantage”™ over its competitors
beeause it sells its alarm produets divectly
to consumers rather than via a dealer sys-
tem. “It gives them the lowest cost strue-
ture in the business,” he says. “As a result,

International Funds on Top

The best-performing hedge funds had a sensational September, with top performer New Russian Gener-
ation Limited up 33.33%. according to CASAM CISDM. International funds dominated the winners list.
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they ean underprice everybody and still
have the best margins in the industry.”

The Canadian company’s stock is up 25%
so far this year and headed higher, Bailey be-
lieves, Sinee 2004, AlarmForee’s revenues
have grown from 14.4 million Canadian dol-
lars (1782137 billion) to 3C34.3 million, a
roughly 19% annual growth rate, Sales are
expected to prow another 15% this year. As
for the stock, Bailey believes the intrinsic
value of the underlying business is about
$C11 to $C12 a share and he expects this
value to grow at a mid-teens rate. Alarm-
Force shares were recently trading at
around $C6.

The financial and economic erisis of the
past two years has provided other opportu-
nities to pick up high-quality, well-managed
businesses selling at significant discounts.
Among them is Portee Rail Products
(PRPX), a eentury-old, Pittshurgh-based
manufacturer of railroad products and sup-
plies, The company enjoys a leading posi-
tion in most of its product lines, which in-
clude rail joints and lubricants and spikes.

“The company generates 30%-plus re-
turns on tangible book values,” Begun ex-
plains, “The stoek was selling at a divt-cheap
valuation of approximately six times forward
free cash flow. We bought it at less than $6.50,
and sold ita year later for about $10, realizing
a gain of over 50%," he adds. “Even though
we have closed our position, the company has
substantial long-term growth potential from
the highly fragmented natwe of the rail-
products industry.”

“We closed owr position because we had
a chance to invest in a more compelling
idea,” suys Begun. That opportunity was
WashTee, the German maker of big vehicle-
washing-systems for trucks and ears.

“WashTecwas available at a highly attrac-
tive valuation of less than 6 times normalized
earnings,” he says, adding: “While the stock
has not done much sinee ow purchase [up
about 109 ], we expect to do well in the next
three to five years, given how deeply dis-
counted the business currently is.”

Other 3G heldings include two South
Korean outfits, AmorePacific Preferred
(090435.Korea), a provider of skin-care
and cosmetics products, and Binggrae
(005180, Korea), a maker of dairy prod-
uets, as well as US. packaged-foods
maker Sara Lee (SLE).

Despite the continued turmoil sweep-
ing the global economy and stock mar-
kets, Begun is upbeat about the future.

“Five years from now," he says, “the
recent [linancial erisis will seem like a
distant memory for most people. But for
me, it will be remembered as a time of
opportunity and a chance to realize my
personal dream.”m



