ESL Investments, Inc.
1170 Kane Concourse, Suite 200
Bay Harbor Islands, FI, 33154
(305) 702-2100

February 19, 2019

The Honorable Elizabeth Warren
317 Hart Senate Office Building
Washington, DC 20510

Dear Senator Warren:
I write in response to your letter of January 30, 2019,

Your letter seeks my assurance that [ will prioritize the long-term viability of the new Sears and
its employees. I write in the hope that I can make it apparent to you that, on any fair appraisal of
my lengthy record as an investor, nurturing growth and preserving jobs have been and remain my
priorities. I have been a long-term investor in a small number of companies and believe strongly
in creating value for all stakeholders, especially the employees.

Let me say first that nothing will reduce my deep disappointment at the decline of Sears
Holdings Corporation (“Sears Holdings™) and that I understand the frustration and anger felt by
many people who had expected it to succeed based on my track record investing in other
companies. | have invested billions of dollars of my own capital and most of my waking hours
for the past 14 years in trying to make Sears Holdings profitable. 1 will continue to apply myself
every day to the pursuit of that objective for the new Sears. It is my goal not only to preserve as
many jobs as economically possible, but also to create the conditions to generate additional
employment through profitable growth and investment in innovative customer offerings, services
and property development that will drive value.

I made my first investment in the refail sector in 1997 in a company named AutoZone, which is
the leading retailer of DIY auto parts in the United States. I held that investment for 15 years
and served on its board of directors for seven of those years. In 2001, I invested in AutoNation,
which is the largest automobile retailer in the country, and remain its second largest shareholder.
AutoZone and AutoNation are leaders in their respective retail fields and have had outstanding
operating and investment performance. My investments have provided me insight into the retail
business more generally and I am proud of my association with these two companies, which
today employ a combined total of more than 113,000 people.

My association with Sears and Kmart began in 2002, when I invested in Kmart debt after it filed
for bankruptecy under Chapter 11, I became a member of the official committee representing
financial creditors and ultimately provided capital (including converting debt to equity) to permit
the company to emerge from bankruptcy — something no one had expected could happen.




Without that new capital, Kmart would likely have shed its remaining 150,000 jobs and pension
obligations at that time. While Kmart was in the process of liquidating hundreds of stores during
the bankruptcy and had seen two years of billion-dollar losses, we succeeded in returning Kmart
to significant profitability in 2003 and 2004. 1saw opportunities in the complementary
capabilities of Kmart and Sears Roebuck, where there were significant operational overlaps, and
was instrumental in combining them into Sears Holdings Corporation in 2005.

Since 2005, T have been the largest sharcholder of Sears Holdings and was, until just this month,
Chairman of the Board. For several years, the company did well, and we engaged in several
capital-intensive projects designed to position the company to compete with other big-box
retailers and the emerging online revolution. Unfortunately, as has been the experience of so
many retailers, our projects were not met with long-term success in the marketplace.

While our results have not been what [ had hoped for back in 2005, I respectfully but
emphatically take issue with the characterizations in your letter of my actions and motivations. 1
hope that you might reconsider your view with the benefit of facts that were not available from
the media sources your letter cites.

Loans to Sears Holdings from ESL

At the time of its Chapter 11 {iling on October 15, 2018, Sears Holdings had $11.34 billion in
liabilities (as reported on the company’s unaudited financial statements as of August 4, 2018). A
significant portion of what is included in the liabilities is not debt in any meaningful sense, but
rather accounting entries such as unearned revenues and deferred gains on sale leasebacks and
similar items. The actual debt as of the petition date consisted essentially of funded debt of
approximately $5 billion, pension liability of $1.2 billion on a GAAP basis and approximately
$500 million of payables. Notably, $2.6 billion of the $5 billion in funded debt was loans made
by my investment fund, ESL Investments, Inc. (“ESL”), and related affiliates. ESL was willing
to lend on attractive and competitive terms and never made a loan against Sears Holdings’ assets
for any purpose other than to permit Sears Holdings to fund pension contributions or pay
operating expenses during a period when vendors drastically curtailed or eliminated access to
trade credit to obtain inventory. By way of illustration, trade payables declined from $2.5 billion
in 2014 to $487 million in 2018, a significant reduction even taking into account the lower store
count. In addition, the underfunding claim of the Pension Benefit Guarantee Corporation
(“PBGC”) fell from approximately $2.8 billion in 2014 to less than $1 billion in 2018 on a
GAAP basis — a reduction of almost $2 biilion over the past four years. Over that same period,
loans from ESL and its affiliates went from zero at the beginning of 2014 to $2.6 billion. In
other words, ESL’s financing made it possible for the company to continue operating and
employing people for as long as it did and to make substantial pension contributions,

Protecting Jobs and Pensions

For many years, Sears Holdings received unsolicited advice from some guarters that it should be
shutting many more stores and doing so more quickly. That is not what the company did.
Instead, it consistently gave a loss-making store “the benefit of the doubt” — looking for ways to
improve performance long before conceding, after several years of losses, that there was no




choice but to close it. We did everything we could to avoid employee layoffs, with the result that
we lost a great deal of money keeping unprofitable stores open.

I am unaware of any basis for the statement in your letter that I am being sued for
“mismanagement of employee retirement money.” There has never been an allegation of
mismanagement of those funds made by the PBGC or anyone else. Indeed, since Sears and
Kmart merged in 2005 and, as illustrated in the attached Table 1, the company contributed more
than $4.5 billion to fund its legacy defined-benefit pension plans. Despite these enormous
contributions, the deficit grew on an actuarial basis because of the combined impact of
historically low interest rates driven by Federal Reserve policy since the 2008 financial crisis and
increased life expectancy. These obligations left Sears Holdings at a severe economic
disadvantage in relation to traditional and online retail competitors that do not have these legacy
pension liabilities. Regardless, Sears Holdings honored its commitments year after year and did
not take the bankruptcy route to eliminate this pension burden, as other major players in other
industries have done in recent decades. T am proud that we honored our obligations to loyal
retirees and that, thanks to annuitization transactions and lump-sum payments alternatives that
we offered, the number of pension plan participants exposed to the 2018 bankruptey filing was
fewer than 90,000, compared to more than 394,000 in 2005,

Share Repurchases

Commentators have tried to conflate the recent situation of Sears Holdings with private equity-
backed retail failures by insinuating that the company’s debt was a result of share repurchases.
In reality, and as illustrated in the attached Table 2:

e Share repurchases ended in 2011 and more than two-thirds of the repurchases occurred
more than a decade ago, prior to the financial crisis in 2008.

e They represented less than 50 percent of the positive EBITDA of almost $14 billion that
the company generated during the period of the repurchases from 2005 to 2011.

e Over that same period, Sears Holdings invested more than $3.3 billion in capital
expenditures, contributed more than $2.2 billion to its pension plans and reduced overall
debt.

ESL did not participate in the share repurchases and, in fact, ESL never sold a single share of its
Sears Holdings stock, which has now been wiped out by the bankruptcy. While 1 understand that
there are differing views on using capital to buy back stock, there is certainly a credible view that
companies need to reward shareholders when times are good, or not many will be interested in
being shareholders.

The Spin-offs, Rights Offerings and Seritage

By 2011, as it became clear that it would be difficult to exploit the opportunities that some of the
company’s key brands and businesses had under the umbrella of Sears Holdings, we began
looking for ways to restructure the company to allow these businesses the independence and
flexibility to operate without the central bureaucratic involvement embedded in Sears Holdings.
In 2014, the Board of Directors decided to spin off Sears Holdings® interest in the Lands’ End
lifestyle brand, based on the conclusion that Lands® End had a better chance to thrive on its own.




Sears Holdings received a $500 million dividend from Lands® End in connection with the spin-
off, which was used to reduce its debt. All holders of Sears Holdings common stock received
shares of Lands® End common stock on the same basis and ESL received no special treatment,
only its proportionate share.

The other transactions and financings which are now under attack from self-interested parties
who pushed for and stood to gain from a liquidation of Sears Holdings, were all conducted after
2011, with the proceeds used to fund additional pension obligations, unlock value for component
businesses and give Sears Holdings the runway and liquidity to survive and pursue a
transformation of its business model.

Thus, rights offerings to all Sears shareholders were conducted (i) for the Sears Hometown and
QOutlet Stores business in October 2012, (ii) for Sears Holdings’ shares in Sears Canada in 2014
and (iii) later in 2014, for unsecured notes and warrants for shares in Sears Holdings,

In 2015, Sears Holdings developed an innovative alternative transaction that involved the
creation of a real estate investment trust (Seritage) combined with the sale and leaseback of a
selection of properties to raise a substantial amount of capital. This structure provided an
opportunity for Sears Holdings to monetize real estate at an attractive valuation while being able
to continue to operate its stores, but also enabled it to shrink its footprint, as it had become
apparent that many of the stores were significantly larger than was optimal.

Collectively, these transactions raised substantial capital for Sears Holdings (an aggregate of
more than $4.5 billion) that was used to reduce debt and contribute additional funding to the
company’s pension plans, and everyone was open to all Sears Holdings shareholders on the same
basis. In addition, all of these transactions, as well as financings in which ESL participated, were
reviewed and approved by the Board of Directors, including a majority of independent directors
and a special committee (the Related Party Transactions Committee) of only independent
directors, all with advice from their own separate and independent legal and financial advisors.

It is also important to point out that in April 2014, more than one year before the Seritage
transaction, the PBGC began conducting extensive due diligence on Sears Holdings. This
exercise included a review of all details surrounding Sears Holdings’ real estate and the PBGC
used expert real estate advisers to conduct its own analysis. The company worked constructively
with the PBGC and its advisers and agreed to enter into a Pension Plan Protection and
Forbearance Agreement (PPPFA) in the fall of 2014 that was ultimately memorialized in early
2016, Those who argue that ESL was able to engage in transactions to benefit itself at the
expense of other shareholders or creditors by securing valuable company assets ignore the reality
that Sears Holdings’ single largest creditor, the PBGC — a government agency — and its
advisors were intimately involved in reviewing the Seritage transaction and apprised of the terms
of other material transactions.

As the company’s operating performance continued to decline, the Board of Directors made
decisions to monetize assets and raise additional funds to enable the company to fund its pension
plans and meet its liquidity needs. While some observers have opined that the company should
have filed for bankruptey at an earlier time (with significant financial consequences for vendors




and the PGBC as well as accelerated store closures and commensurate job losses), the Board of
Directors recognized that the company had substantial asset value that would be compromised in
bankruptcy as well as access to liquidity from selling assets (including some of its real estate
portfolio). Accordingly, the company sought to work with its vendors and other constituents to
reduce their risk and to restore the company to profitability as a smaller entity.

Bankrupicy

Obviously, the financial crisis and economic recession that began in 2008 had an enormous
impact on the company, the retail industry, the housing market and the U.S. economy overall. In
addition, the significant reduction in interest rates driven by the policy adopted by the Federal
Reserve in response to the recession, which has now been in effect for more than a decade,
imposed enormous additional funding needs on the company’s pension plans. There is no doubt
that Sears Holdings’ performance was well below our expectations and that billions of dollars
were lost. But Sears Holdings is far from alone. This is a sad story that has repeated itself many
times all over the country, with a host of household names in the retail industry filing for
bankruptcy, laying off their workers and going into liquidation. In so many of those situations,
where significant private equity investors were involved, they ultimately walked away. The one
advantage that Sears Holdings had over those other companies was a committed long-term
investor in the form of ESL, which has not walked away. Indeed, quite the opposite.

When Sears Holdings filed for Chapter 11, the official Unsecured Creditors” Committee
(“UCC™) quickly announced that it intended to see the company liquidated (with the loss of tens
of thousands of jobs). The fact that the UCC never wavered from that position regardiess of how
much ESL improved its bid makes it apparent that their interests did not lie with the employees
or vendors, but rather with the mall owners, whose goal was to get their properties back for
nothing. That was a result that could only be accomplished in a liquidation. Suffice it to say that
the allegations of the Creditors’ Committee should not simply be accepted at face value. ESL, on
the other hand, proposed to acquire the vast majority of Sears Holdings’ assets as a going
concern, retain existing employees, guarantee severance if those employees were later terminated
and even provide severance for employees who were terminated during the bankruptcy and
would not be moving to the new Sears, Not a single other bidder emerged who proposed to
acquire Sears as a going concern; the sole competing bids were from liquidation firms seeking to
conduct going-out-of-business sales,

Notwithstanding the many millions of dollars of professional fees incurred by the UCC (all paid
for by Sears Holdings) to fight ESL’s bid to keep the company alive, on February 8, 2019, Judge
Robert Drain of the United States Bankruptcy Court for the Southern District of New York
entered an order approving the acquisition by an ESL affiliate of substantially all of the go-
forward retail stores and other assets and component businesses of Sears Holdings for a total
consideration of approximately $5.2 billion. Among other things, Judge Drain found that the
sale to ESL maximized value and that ESL had acted in good faith throughout the bankruptcy
sale process.




Responses to Questions

1.

Although we recognize the challenges, the new Sears will be significantly better
positioned to succeed, with a healthier capital structure, including a substantially reduced
debt load, lower expenses and excess funding availability. Significantly, the vast
majority of the $2.6 billion in secured debt owed to ESL has been converted to equity,
once again demonstrating our commitment to and belief in the company’s future and
willingness to put our money where our mouth is.

Eligible employees of the new Sears will be entitled to the same severance benefits as
they were entitled to as employees of Sears Holdings prior to the Chapter 11 filing on
October 15, 2018. Those “pre-petition” benefits are superior to the severance benefits
that were put in place following the bankruptey filing. In addition, the ESL transaction
assures severance payments to employees who lost their jobs after October 15, 2018 and
did not join the new Sears. But for the sale to ESL, these employees would be getting
nothing.

The new company will consider all relevant factors when evaluating returning capital to
its sharcholders through stock buybacks, including debt covenants that must be satisfied
in order to do so. Inasmuch as the new company will not be publicly traded, however, it
is unlikely to be a significant issue.

As I have explained, closing stores has always been our act of last resort. Thus, while it
is impossible at this point to specify what cost-cutting measures will be taken, I can
assure you that, as [ have in the past, I intend to prioritize the ability to keep people
employed and expect to create new employment opportunities from the redevelopment of
our significant real estate assets as we seek to reduce the size of our stores and open new,
smaller stores.

I have always taken matters of corporate governance very seriously. For years, at
considerable expense, the Board of Directors has operated in the most scrupulous fashion.
As 1 have explained above, all of the transactions involving ESL were reviewed and
approved by the Board of Directors, including a majority of independent directors and a
special committee (the Related Party Transactions Subcommittee) of only independent
directors, all with advice from their own separate and independent legal and financial
advisors. As a private company, the new Sears will not be required to maintain such
corporate structures but will certainly take appropriate steps to safeguard the interests of
its stakeholders.

The PBGC has reached an agreement with Sears Holdings which clears the way for the
PBGC to assume responsibility for Sears Holdings® two pension plans, which are covered
under PBGC’s Single-Employer Insurance Program and withdrew its objection to the
proposed sale. Further, as I have described, the underfunding claim of the PBGC was
reduced by almost $2 billion over the past four years, and the number of retirees whose

. benefits are dependent upon the plans was reduced from 394,000 in 2005 to 90,000 at the




time of the bankruptey filing,
7. Please see my answer to Question 2.

8. I confess that I am not entirely sure that T understand this question. If the question is
what we intend to do about the litigation that has been threatened against ESL and
Seritage in the bankruptcy case, we consider that litigation to be meritless for all of the
reasons | have set forth in this letter and intend to contest it vigorously. If the concern is
with those who will become unsecured creditors going forward by continuing to do
business with Sears, I refer you to a statement made by counsel to a number of vendors at
the sale hearing, in which he expressed the appreciation of those vendors for my
willingness to step up and acquire Sears Holdings as a going concern and to work to
make it a continuing purchaser of their products. He noted that in addition to the
approximately 45,000 Sears employees whose jobs were at stake, the vendors themselves
have tens if not hundreds of thousands of employees whose jobs were also at stake, and
that the prospect of a continued Sears was of tremendous importance to those employees
and their families. It is also important to point out that the new Sears cannot survive if it
does not receive the support of those vendors. As [ described above, the trade payables at
filing were remarkably low for a company of our size, because the trade had essentially
been strangling the company on credit terms. If the trade does not provide normal credit
terms to the new Sears, the company’s path to success will be that much steeper.

& * e % * *

In conclusion, allow me to say that I am proud of the efforts so many people at Sears Holdings
made in the face of severe adversity to put the company on a sustainable path. I also take
personal pride in not running away from the responsibility of managing the company through a
period that included the worst recession since the Great Depression and the fundamental shifts in
consumer technology and purchasing preferences that have killed off (and continue to kill off) so
many retail companies with the loss of millions of jobs. Sears, by contrast, survives. While
some people may have wished we had simply closed up shop completely, the willingness of ESL
and others to provide financing to the company allowed many of our vendors, the PBGC and
other creditors to significantly reduce their exposure by the time of the bankruptcy. That “soft
landing” would certainly have not occurred without a Board of Directors focused on realizing
and preserving value instead of taking more expedient actions that would have inflicted far more
pain on many constituents.

Throughout my almost 14-year association with Sears Holdings, I have worked to save a retail
icon that faced enormous challenges since well before 1 came onto the scene. I have been
accused by pundits, critics and commentators at various times of either starving stores of capital
to invest instead in digital assets or in failing to keep pace with the online revolution; either
closing stores too quickly or keeping them open for too long; delaying bankruptcy through the
commitment of additional capital or using bankruptcy for some strategic gain; and, most
ludicrous of all, that at the same time as ESL loaned the company billions of dollars, I was also
pursuing a campaign to strip assets from Sears Holdings for my benefit.




The truth is so much simpler and more straightforward. I believed in my vision for Sears
Holdings and that the company could emerge from the retail revolution as a successful,
transformative leader, and I was prepared to invest in that goal. It is why I never sold a single
share in Sears Holdings and chose to be paid $1 a year and otherwise entirely in stock throughout
my time as its Chief Executive Officer. It is why ESL lent Sears Holdings $2.6 billion and why 1
have agreed to convert the vast majority of these loans into equity in the new Sears, It is why
ESL never received or charged Sears Holdings any management fees. It is why, today, I
continue to believe in and work for a profitable future for the new Sears.

Sincerely,

Z ok Hst—

Edward S. Lampert
Chairman and CEQ, ESL Investments




Table 1: Pension Plan Contributions and Participant Payments, 2005-2018
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Table 2: Repurchases and Certain Financial Metrics, 2005-2018
Year Reprurchases Cup Ex LT Ehrepaid LT dssued STD-repail STD-lsswed  Tolal coniriby EBYIDA
2005 {5490) {546) {571 176 {414) 0 346 2,820
2006 (816) {513 (875) 524 (83) 0 423 3,582
2007 (2,926) {570) (672) 3 0 68 24} 2,551
2008 (678) {497y (262) 17 0 280 325 1,607
2009 (424) (361) (335) 0 (17 0 212 1,744
2010 (394) (441 {486} 1,452 0 15 3o 1,265
2011 (183) (432) {611} 104 0 815 390 203
Total (6,01t  (3,360) (3,818) 2,276 {614) 1,198 2,255 13,772
2012 0 {378) (335) 5 (81) 0 593 (28)
2013 O {329 {83) 994 0 238 426 {571)
2014 0 (270} (80} 1,025 (1,187) 0 437 {858)
2015 i 211} (1,405) 508 ] 581 iH {949)
2016 0 (142} {66} 2,099 (797 0 313 (1,039
2017 G {80y {1,356) 1,126 0 2N 32 (1,842)
2018-LH 0 {32) {369) 1,365 0 389 474
Total 0 (1,442) {4,194) 7122 (1,995) 1,481 2412 (5,061)

EBITDA calculated per Capital IQ formula.
Source: Original financial statement disclosures (not adjusted for subsequent spin-offs or other
transactions).



