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Outrunning the Storm?

Given its ongoing relationship with Sears Holdings, it’s not surprising that many investors run the other way from
Seritage Growth Properties. Hotchkis & Wiley's Judd Peters explains why that might prove to be short-sighted.

The black hole that is Sears Holdings
has pulled many related parties into its
deathly gravitational pull, including em-
ployees, suppliers and a fair number of
value investors who have bet on its recov-
ery. So it’s not surprising that the bears are
roaring about Seritage Growth Properties,
the real estate investment trust spun off
by Sears in mid-2015. The company owns
some 250 retail properties and 60% of its
square footage is rented to Sears, which
might reasonably be considered an omi-
nous sign. Today, one-third of Seritage’s
outstanding shares are sold short.

Hotchkis & Wiley portfolio manager
Judd Peters argues that the shorts have it
wrong. The speed of Sears’ demise may
prove inconvenient, he says, but Seritage
is more than capable of outrunning the
storm and will ultimately be much stron-
ger — and more valuable - for it.

While Sears rents 60% of the space, it
only accounts for 47% of Seritage's cur-
rent rental income because it pays below-
market rents of $4-5 per square foot.
Around 20% of the square footage has
been redeveloped and rents out at $13-
19 per square foot, to a diversified mix of
tenants such as Nordstrom Rack, DSW
Designer Shoe Warehouse, 24 Hour Fit-
ness and Cinemark Theaters. The remain-
ing 20% 1is vacant and at various stages
of repurposing. Including plans for even
more ambitious mixed-use projects, Peters
expects rents across the portfolio, after
full redevelopment, to average $23-24 per
square foot.

In addition to seeing the closure of
Sears stores as a long-run positive for Ser-
itage, his argument rests on beliefs that the
vast majority of its properties are well-lo-
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cated and upgradeable, and that the com-
pany has the wherewithal to ride out any
bumps in the process. It needs capital for
redevelopment, but in many cases is form-
ing joint ventures in which it provides the
property while partners put up the invest-
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ment capital. Should Sears-store closures
occur faster than expected, he says Ser-
itage has sufficient third-party rental in-
come and sources of cash — from the sale
of unneeded land or reducing its dividend
- to avoid having to raise dilutive equity.

INVESTMENT SNAPSHOT

Seritage Growth Properties
(NYSE: SRG)

Business: Independent REIT set up in 2015
to own, manage and eventually redevelop
some 250 Sears-related retail properties.

Share Information (@6/29/18):

Price 42.43
52-Week Range 34.07 - 50.00
Dividend Yield 2.8%
Market Cap $2.37 billion
Financials (TTM):
Revenue $233.2 million
Operating Profit Margin (-5.5%)
Net Profit Margin (-31.6%)
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Valuation Metrics

(@6/29/18):

SRG S&P 500
P/E (TTM) n/a 24.0
Forward P/E (Est) n/a 172

Largest Institutional Owners

(@3/31/18):

Company % Owned

EdgePoint Inv 13.7%

Vanguard Group 10.8%

Hotchkis & Wiley 9.8%

Short Interest (as of 6/15/18):

Shares Short/ Float 33.2%
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There may be bumps along the way, but as the company fully divorces itself from Sears
Holdings, its property portfolio will become vastly more profitable and diversified, says
Judd Peters. As a result, he believes within five years that the shares can reach $100.

Sources: Company reports, other publicly available information
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If he’s right, what’s the upside for Ser-
itage shares, now trading at $42.40? Go-
ing property by property through the port-
folio, he estimates that within five years,
fully weaned of Sears, the company can
earn $800-900 million in net operating in-
come, up from $150 million today. On his

roughly $5.7 billion adjusted estimate of
enterprise value — $3.7 billion in current
EV, plus roughly $3 billion in net present
value of required redevelopment capital,
minus $1 billion in excess land value -
that normalized NOI results in a roughly
15% cap rate on the shares. If they traded

UNCOVERING VALUE: Seritage

at a conservative 8% cap rate, adjusting
the share count to assume full dilution, he
estimates intrinsic value at $100 per share.
He’s in good company in seeing unrec-
ognized value: According to a March SEC
filing, Warren Buffett owns two million
Seritage shares for his own account.
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Hotchkis &Wiley

Hotchkis & Wiley is a boutique asset management firm specializing in value investing.
We manage more than $32 billion across our ten Institutional and Mutual Fund strategies.
The firm prides itself on an active, team-based, investment approach driven by
fundamental research and bottom-up security selection. Privately held, the majority of our
employees have an equity stake in the firm.

Equity

* High Yield
* Capital Income

 Large Cap Diversified Value

» Large Cap Fundamental Value
* Mid-Cap Value

* Small Cap Value (Limited)

* Small Cap Diversified Value

* Global Value

* International

* Value Opportunities

You should consider the Hotchkis & Wiley Funds’ investment objectives, risks, and charges and expenses carefully before you
invest. This and other important information is contained in the Fund’s summary prospectus and prospectus, which can be obtained
by calling 1-800-796-5606 or visiting our website at www.hwem.com. Read carefully before you invest.

Mutual fund investing involves risk, loss of principal is possible. For the Mid-Cap Value, Small Cap Value, Small Cap Diversified Value and Value Opportunities
Funds, investing in small and medium-sized companies involves greater risks than those associated with investing in large company stocks, such as business risk,
significant stock price fluctuations and illiquidity. For the Value Opportunities Fund, investing in non-diversified funds means it may concentrate its assets in fewer
individual holdings than a diversified fund. Therefore, the Fund is more exposed to individual stock volatility than a diversified fund. The Small Cap and Value
Opportunities Funds may invest in ETFs, which are subject to additional risks that do not apply to conventional mutual funds, including the risks that the market price
of an ETF’s shares may trade at a discount to its net asset value ("NAV"), an active secondary trading market may not develop or be maintained, or trading may be
halted by the exchange in which they trade, which may impact a Fund'’s ability to sell its shares. For the High Yield, Capital Income and Value Opportunities Funds,
investments in debt securities typically decrease in value when interest rates rise. This risk is usually greater for longer-term debt securities. Investments by the Funds
in lower-rated and non-rated securities present a greater risk of loss to principal and interest than higher-rated securities. The High Yield, Capital Income and Value
Opportunities Funds may invest in derivative securities, which can be volatile and involve various types/degrees of risk. Investments in Asset Backed and Mortgage
Backed Securities include additional risks that investors should be aware of such as credit risk, prepayment risk, possible illiquidity and default, as well as increased
susceptibility to adverse economic developments. Investments in foreign as well as emerging markets involve additional risk such as greater volatility, political,
economic, and currency risks and differences in accounting methods. Some Funds may invest in American Depository Receipts (“ADRs”) and Global Depository
Receipts (“GDRs ) which may be subject to some of the same risks as direct investment in foreign companies.

As of 9/30/18, Seritage Growth Properties represents 4.8%, 4.7%, 2.7%, 1.7% and 0.4% of the Small Cap Value, Value Opportunities, Global Value, Capital Income and
Small Cap Diversified Value Funds’ net assets, respectively. Nordstrom Rack, DSW Designer Shoe Warehouse, 24 Hour Fitness and Cinemark Theaters were not held in
the Hotchkis and Wiley portfolios. Fund holdings are subject to change and should not be considered a recommendation to buy or sell any security.

Price-to-Earnings (P/E) is calculated by dividing the current price of a stock by the company’s trailing 12 months’ earnings per share; Dividend yield is calculated by
annualizing the last quarterly dividend paid and dividing it by the current share price. The dividend yield is that of the securities held in the portfolio; it is not reflective
of the yield distributed to shareholders; Market Capitalization of a company is calculated by multiplying the number of outstanding shares by the current market price
of a share; Forward P/E (Est.) represents the current market price per share divided by a company’s estimated future earnings-per-share. Projected earnings are
consensus analyst forecasts; actual P/E ratios may differ from projected P/E ratios; REITS - Real Estate Investment Trusts; TTM-Trailing Twelve Months. Enterprise
Value (EV) is the market capitalization of a firm's equity plus the market value of the firm's debt; Net operating income (NOI) is income after deducting for operating
expenses but before deducting for income taxes and interest. Opinions expressed are those of the author and are subject to change, are not intended to be a forecast of
future events, a guarantee of future results, nor investment advice.

NOT FDIC INSURED B NO BANK GUARANTEE B MAY LOSE VALUE
The Hotchkis & Wiley Funds are distributed by Quasar Distributors, LLC
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