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Commentary 

Market Review & Outlook 

Markets rebounded strongly in the first quarter as the doom and gloom sentiment around slowing global 
growth and rising interest rates that had weighed on markets in the final quarter of 2018 faded and was 
replaced by a more optimistic view on interest rates and corporate earnings.  We are waiting to see the first 
quarter results of our companies. The market is somewhat worried about a slightly inverted yield curve which 
is sometimes, but not always, a recession signal.  However, clearly the decline in long-term rates during the 
quarter and the increasingly dovish bent from the Federal Reserve helped soften global growth fears and 
fueled the rally.  

Portfolio Results & Activity 

Strong appreciation across most of our holdings in the first quarter of 2019 allowed us to recapture the value 
lost in 2018.   

During the quarter, we initiated one new position Myers Industries (MYE) and we reinforced our positions in a 
few other holdings.  This included increasing our allocation to Kroger (KR) following a weak earnings report 
that drove significant weakness in the stock.  We also increased our allocation to 21st Century Fox (FOX) 
following the closing of the asset sale to The Walt Disney Company (DIS).   

Myers Industries (MYE) is a “boring” industrial company that makes plastic storage containers for different 
end markets.  However, we do not believe there is anything boring about its recent fundamental performance 
or the leadership team in charge of driving the business in recent years.  We view MYE as a platform asset that 
is successfully implementing a lean based manufacturing process.  This is driving improving financial results on 
higher productivity and capital efficiency.  David Banyard has been CEO for the past 3 years and previously held 
senior leadership positions at Ropers Technologies Inc (ROP) and Danaher Corporation (DHR).  ROP and DHR 
have been successful employing an acquisitive strategy which follows a similar approach of perpetual process 
improvement to drive productivity and profitability.   

Our view is that MYE is nearing the end of a > 3-year journey of internal process improvement as it 
implemented LEAN operations and soon will shift its focus to replicating its lean model in acquisitions.  
Reinforcing our conviction in MYE’s strategy was their 2018 opportunistic equity raise completed at much 
higher valuations. The company explained the capital was to be used for acquisitions as it already had very 
limited debt outstanding. We expect the company to deploy a substantial amount of capital in 2019.   

Kroger Co. (KR) is a position we initiated in Q4 2017 and increased to an average-sized position Q1 2019.  The 
lack of food inflation has exacerbated the already competitive business conditions inherent in the grocery 
sector.  This has left many grocers with no choice but to absorb inflationary pressures in areas like wages and 
logistics with no benefit from higher food prices. Despite the headlines, we view the increasing competition 
from the discount grocery operators rather than the Amazon threat as the largest risk we face. These largely 
European competitors (e.g. Aldi) appear to be more efficient operators employing a different revenue model 



than traditional grocers.  Like Costco Wholesale Corporation (COST), these emerging operators offer a limited 
number of SKUs believing consumers will value quality and price over selection/assortment.  

The grocery business is mature and has razor thin margins (~3% EBIT margins) so understanding whether these 
new threats are structural is critical.  We have considered KR’s scale and efficiency to be an advantage in this 
tough business, believing recent threats were being exaggerated by food deflation. We view valuation KR’s 
high single digit free cash flow yield as attractive for this defensive business. However, we continue to weigh 
the business’s long-term prospects against this value.   

We eliminated two positions from the portfolio including Qurate Retail, Inc (QRTEA) and Celgene Corporation 
(CELG).  We also reduced our allocations in names we considered near or above our estimates of fair value.  
This included trimming Post Holdings (POST), Dollar General (DG), and Advanced Auto Parts (AAP).  While we 
still see opportunity in these investments, we viewed valuation levels as no longer warranting oversized 
allocations.   

On the final business day of the quarter, we eliminated our position in Celgene Corporation (CELG).  We had 
written about the pending merger with Bristol-Myers Squibb Company (BMY) in our prior commentary.  
However, in the intervening period, we learned more about the relative opportunity reflected by the prevailing 
valuation in CELG shares.  Ultimately, we viewed the remaining “deal spread” implied by the current CELG and 
BMY share prices as unattractive relative to the set of risks associated with our stake.  This included our 
prospective ownership of BMY shares which CELG shareholders were set to receive as part of the 
consideration, representing about half of the deal’s value.   

We eliminated Qurate Retail, Inc (QRTEA) following a disappointing earnings report where accelerating top-
line growth was more than offset by higher costs. Even with the tailwind benefit from realized HSN integration 
synergies, the accelerating contraction in Q4 2018 profitability implies eroding customer profitability. We 
suspect something is deteriorating in the key customer cohort of QVCs U.S. business. In this segment, 
customer concentration is very high with just 17% of customers generating 70% of sales.  Historically, this 
segment has been extremely loyal, steadily placing more than 20 orders per year and spending >$3,500.  We 
cannot discern much else based on company disclosures.  Our sense is management is scrambling to find new 
demand to support already low levels of growth.  At the November 2018 investor day, management detailed 
its strategy to increase digital advertising spend to drive customer growth which is evident in the recent 
results.  In 2018, new customer growth in the U.S. QVC segment reached record levels. Unfortunately, we 
overestimated the quality of these customers.  Recent management commentary and financial results implies 
the company is using promotions to engage new customers, relying on the customer retention prospects to 
rationalize the lower prices and higher advertising investments.  At a 7x P/FCF, investors are assuming that 
QRTEA’s business is in terminal decline, which made our decision to exit the position difficult.  However, 
valuation becomes increasingly unimportant as business prospects change so we were happy to move to the 
sidelines.  

For the quarter, our better performing positions included Celgene Corporation (CELG), GCI Liberty (GLIBA), 
and Liberty Latin America (LILAK). Our weaker performing positions included Cimpress (CMPR) and Kroger Co. 
(KR).   

GCI Liberty (GLIBA) represents a long-term holding with most of its asset value tied to its 8% economic 
ownership in Charter Communications (CHTR).  CHTR’s fundamentals have begun to firm as the company 
completes the integration of its Q1 2016 Time Warner Cable (TWC) acquisition.  In 2018, investor concerns 
about management’s credibility to deliver on profitability targets weighed on the stock price as FCF generation 
continued to be poor. However, the Q4 2018 earnings results reversed sentiment as management announced 



the integration effort was largely complete while delivering strong FCF growth.  We expect FCF to more than 
double in 2019 as capital expenditures, comprising 21% of sales, rapidly declines.  Our thesis is the earnings 
power for the CHTR asset base can rival the Comcast (CMCSA) cable segment as the company leverages its 
network reach of more than 50 million homes to drive down costs.   

Tempering our enthusiasm for the holding is a recent strategic pivot into the wireless business.  CHTR’s 
objective is be able to offer a “quad-play” solution to its subscriber base, which would include offering a 
wireless mobile service along with its traditional products of video, internet, and telephone services.  
Management appears to be taking a measured approach in its rollout by leasing network capacity from 
telecom providers and not participating in bandwidth spectrum auctions. However, its investment in retail 
store fronts1 and phones or “handsets” (i.e. phones) appears capital-intensive.  Management contends a quad-
play solution increases customer stickiness and reduces churn levels, which is a major driver of profitability in 
the cable industry.  We have seen this strategy followed by other cable companies around the world (e.g. 
Europe) with less than successful results so we are watching its developments closely.   

Conclusion 

Overall, we are satisfied with the portfolio’s fundamentals as we head into the Q1 earnings season.  We 
maintain a healthy level of cash reserves and are encouraged by firming fundamentals across many of the 
sectors we follow.  We are likely to continue selling into strength and reducing overall financial leverage within 
the portfolio, favoring names with healthier balance sheets balanced against reasonable prospects.   

Lastly, we have launched an “Insights” section on our website to share our thoughts on a wide range of 
financial topics we hope you will find interesting.  Please be sure to check the site for updates as we move 
through 2019.  We encourage you to reach out with any feedback or questions.  

Adrian Morffi 
Matt Falkowski 
04/03/2019 
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No part of this document is to be re‐produced without the written permission of SeaBridge Investment Advisors LLC. 

                                                           
1 Charter has announced its intention to open 700 retail Charter mobile retail stores. 


