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Commentary 

Market Review & Outlook 

The major takeaway from this commentary is that we remain “cautiously optimistic” as our concerns relating 
to several key macro-economic developments appear to be more than overshadowed by the underlying health 
of the U.S. economy, including benign inflation and low interest rates.  As the trade war enters its second year, 
we have seen softness in areas like capital investment and corporate profitability as sentiment has soured and 
trade related input costs have risen.  Against this backdrop, the yield curve has inverted with the 10-year 
Treasury Bond falling more than 70 bps since year-end 2018, yielding 2.00% at quarter-end, while the German 
10-year Bund hit a record low yield of -0.32% on June 28th.  Many consider this a signal from investors that an 
increasingly “protectionist” world poses risks to global aggregate demand threatening the already modest 
global GDP growth rate. However, with the S&P 500 up nearly 20% year-to-date, the market appears to be 
brushing off the trade war and viewing the U.S.’s moderating inflation as providing scope for the Federal 
Reserve to reverse its course and lower short-term rates.  

In our year-end commentary, we added context to the panic-stricken market environment using a simple 
analysis comparing prevailing levels of key economic data to their levels immediately prior to the last 
recession. The gray-shaded columns below contain what was shown in our Q4 2018 commentary based on 
data available at that time.  We added a column of current data for comparison. 

 



In our year-end piece, we concluded it was “clear that the current period stands in stark contrast to the period 
during the mid-2000's” and “a U.S. recession is unlikely in 2019 and (we) view overall valuations as attractive 
for equities.”1  A quick scan of the data reveals that not much has changed as areas of unfavorable 
development are balanced with favorable developments elsewhere. The slowdown in GDP growth since year-
end has been met with lower inflation levels, sluggish bank credit growth, steady credit quality, and an 
increasingly dovish Federal Reserve.  With borrowers appearing to weather the deceleration well at a time 
lending channels remain largely open, we are left less concerned over the near-term about a deleveraging 
event threatening the stability of our credit-driven economy and pushing us into a recession.  More 
importantly, the rate of debt growth in the key household sector continues to moderate and is well below 
income growth, implying that consumer deleveraging continues.  This is the opposite situation that occurred 
prior to the last recession as debt balances grew at >2x the rate of disposable income (see red shaded cells 
above).    

We balance the inversion of the yield curve and its implications with the improving outlook for the important 
U.S. household sector. Given the near-record low levels of unemployment, steady wage growth, and healthy 
consumer balance sheets, we see the recent moderation in healthcare costs as a potential catalyst for the 
domestic economy. Following years of rapid price growth, inflation rates for healthcare goods and services 
have reached multi-decade lows as many areas face disinflation and prescription drug prices experience 
outright deflation.2  We hope that insurance premiums would eventually follow suit, thereby providing further 
relief to consumers.   Lastly, we believe housing demand is set to accelerate in 2H 2019 benefiting the wider 
economy, as the recent fall in mortgage rates improves affordability by reducing monthly principal and interest 
(P&I) payments by an estimated 10%-15%, versus the recent November peak.3  This backdrop reconciles well 
with the recent momentum in consumer sentiment surveys as households report feeling more confident about 
the present and are increasingly optimistic about the future. A recent report (May 2019) showed 45% of 
consumers surveyed anticipated financial gains over the next 12 months, the highest level since 2003, and 54% 
reported a recent improvement in finances, which is just below the all-time high of 57%.4  Finally, only 38% of 
those surveyed anticipate an economic downturn within the next 5 years or the lowest level since 2004.4  

We appreciate higher equity valuations portend higher risk as the forward earnings multiple on the S&P 500 
has increased 16% since year-end, reaching 16.8x at the end of Q2, implying a 6.0% earnings yield (1/PE ratio).   
However, the dramatic decline in long-term interest rates support the view that equities relative to bonds 
remain undervalued as the risk premium (i.e. incremental yield) received to hold equities over bonds remains 
above long-term averages.    

We share the points above to add perspective to the often headline-driven financial markets.  We manage our 
portfolio based on absolute return targets using macro-economic indicators only as a guide for overall 
positioning, similar to the role of a legend on a map. The economy appears to be managing itself rather well, 
given all the developments since year-end including those relating to the trade war, the European Union, and 
the Middle East geo-political risk.   

 

                                                           
1 You can view the full presentation at SeaBridge.com     
2 In the May 2019 Consumer Price Index (CPI) report, year-over-year (yoy%) price change was negative 1% or the second 
lowest level reported since 1973. With 5 of the 6 previous months reporting negative price changes, the 12-month moving 
average inflation rate for prescription drugs is 0.33% or the lowest level since 1974.  
3 Based on monthly P&I payments savings comparing the quarter-end 30-year fixed mortgage rate of 3.74% versus the 
November 15, 2018 peak of 4.94%.  Source: Freddie Mac – Primary Mortgage Market Survey 
4 University of Michigan Consumer Sentiment Report – May 2019  

http://seabridge.com/media/Current_Period_Context.pdf


Portfolio Results & Activity 

The portfolios appreciated during Q2 adding to our strong performance in Q1.  We used the period’s volatility 
to reposition the portfolio into more relative value, driving increased turnover activity.  Despite this activity, 
we were left with a similar cash allocation at quarter end measuring in the low double digits, which we 
consider to be a strategic asset during these periods of increased volatility.   

During the quarter, we initiated one new position, JD.COM (JD) and we increased our allocations to a few 
holdings on weakness, including Mohawk Industries (MHK) and Frank’s International (FI).   

JD.COM (JD) is a leading China ecommerce player that commands a ~25% market share of online consumer 
retail sales in China, which is second only to Alibaba’s T-mall platform.  We have been following JD for about 2 
years, believing the underlying earnings power of its core business was being distorted by transient factors 
that weighed on profitability and margins.  As the company moves beyond its investment cycle, we expect the 
businesses’ core profitability to sharply improve, driven by supply chain utilization and a mix shift to retail 
services (e.g. third-party sales).  Using our estimate of normalized earnings power, we paid a market multiple 
for a business we expect to more than double its earnings power over the next 5 years.  This estimate excludes 
any value for JD’s non-core assets (e.g. logistics business) that we estimate represent > $15/share or $22 billion 
USD (38% of market cap). Further, we believe JD’s partners provide the company plenty of muscle to compete 
with Alibaba over the long-term.  These partners include Tencent (20% stake), Walmart (10% stake), and 
Google (1% stake).  We view JD as the natural ecommerce solution for Tencent’s strategy to rival Alibaba over 
the long-term.  Lastly, we favor the owner-operated leadership (15% economic stake) and the consistent 
message of foregoing near-term accounting profits in order to reach efficient scale and establish itself as a low-
cost operator.   

Near the end of the quarter, we reduced our Now Inc (DNOW) allocation to raise proceeds to fund our Frank’s 
International (FI) purchase.  It was a relative valuation call as we favor limiting our direct exposure to 
individual commodities like oil.  Frank’s International (FI) is an energy services firm with a net cash position 
that is currently breakeven on a free cash flow basis.  FI provides offshore well casing services and has a 
reputation of being the most capable to handle technically complex wells (e.g. deep /high pressure) supported 
by its technology advantage backed by a wide patent portfolio.  It has the largest global market share at 30% 
and likely stands to benefit from the recent bankruptcy of its largest competitor, Weatherford International 
(WFT), who held a 25% market share. Well casing represents a mission critical service but a low percentage of 
overall well costs, with customers tending to prioritize factors like proficiency and productivity over pricing. 
Recently, there was some technical weakness that drove a 15% crash in the stock on a single day, despite no 
fundamental news.  The weakness was rumored to have been caused by a large block trade that represented 
multiples of the average daily trading volume. We used this as a buying opportunity as we see fundamentals 
firming and expect profitability and free cash flow generation to continue to ramp as the recovery continues. 
We employ a net tangible assets approach to valuing cyclical assets using our estimate of normalized returns 
on capital. We estimate the pre-tax returns on capital >30% in a normalized environment and view the current 
valuation of 1.2x net tangible assets as attractive. 

Mohawk Industries (MHK) is one of the world’s largest flooring companies manufacturing a wide range of 
products including carpet, wood flooring, and ceramic tiles. It has struggled in the past 2 years as operational 
challenges, merger integration, and demand headwinds combined to wreak havoc on the company’s 
profitability driving the stock lower by more than 50%.  We have found the company’s CEO/Founder, who 
holds a 13% ownership stake valued at $1.4B, to be candid with the company’s challenges. It appears the 
business may have turned a corner in Q1 2019 as business and leadership restructuring, combined with the 
passing of an investment cycle, support cash flow generation.  For a business averaging pre-tax returns on net 



tangible capital of 20% over the past 20 years, we find the current valuation of 1.6x net tangible capital 
employed attractive and 35% below its long-term averages of 2.5x.  On the negative side, the company 
employs debt representing 25% of its invested capital or 2x 2019E EBITDA. Considering this is a cyclical 
manufacturing business, we believe the debt balance is manageable, low cost, and well-structured, with the 
company enjoying investment grade ratings from the credit agencies.   

We eliminated one position entirely from the portfolio, Coresite Realty (COR).  We also reduced our 
allocations in names we considered near or above our estimates of fair value.  While we still see opportunity in 
these investments, we viewed the margin of safety as much narrower given the strength, leaving our 
assessment of risk reward much more balanced.    

We eliminated Coresite Realty (COR), a U.S. data-center developer and operator, following a period of 
strength, likely due to the fall in long-term rates, that left its valuation unattractive relative to the increasingly 
complex strategy and financing gap.  Following a successful holding period of more than three years, we 
believe COR is facing increasing funding risk as it balances an aggressive capital spending program against its 
substantial debt load and fixed dividend payouts that effectively increase the reliance on external financing to 
fill cash flow deficit.  This is at a time of sluggish cash flow growth in its core co-location business and a shift in 
strategy away from its core business and into a different segment of the market called hyperscale.  The 
hyperscale market implies structurally lower returns on capital going forward as capital intensity remains 
steady despite lower pricing and margins.   At these levels the market is assigning a premium to COR’s growth 
prospects and we think this is unwarranted due to our return on capital estimates. We favor our European 
holding Interxion Holding (INXN) which faces similar risks but does not pay a dividend and remains focused on 
its core and more attractive business of offering co-location services. 

Conclusion 

We are satisfied with the portfolio’s fundamentals during Q2 and pleased to see our investments recovering 
following the negative returns in 2018.  We maintain a healthy level of cash reserves and are encouraged by 
firming fundamentals across many of the sectors we follow.  While the year-to-date market strength is 
impressive, the S&P 500 ended the quarter just 2% above level reached nearly 18 months ago in January 2018, 
so the bull market continues but is far from roaring.     

Adrian Morffi 
Matt Falkowski 
07/09/19 
 
The views presented here represent the opinions of SeaBridge Investment Advisors based on analysis of publicly available information.  
The opinions of other analysts based on these data may differ, including other analysts in SeaBridge. The conclusions of the analysis 
may not be realized in the future. There may be other factors which have more influence on future growth, economic recovery and 
market performance than those presented here. There may be errors in the data referenced in this analysis. Investment involves risk and 
past performance is not indicative of future performance. 

This is for information only and should not be considered a solicitation or offering of any specific investment products or services. 

This is not a recommendation to buy any security or sector.  SeaBridge may buy or sell securities for client or personal portfolios at any 
time in the future depending on individual circumstances or changes in SeaBridge’s conclusions about the outlook. There is no 
representation about the future performance of the stocks mentioned in the Commentary. There are other stocks in the portfolio that 
performed worse than the examples presented here.  SeaBridge’s opinion of the economic and market prospects may change in the future.  

There are differences among portfolios managed by SeaBridge in each strategy based on client-specific factors.  Not all portfolios hold 
the same securities. Not all stocks held in the portfolio perform similarly. SeaBridge manages portfolios in several styles. 

No part of this document is to be re‐produced without the written permission of SeaBridge Investment Advisors LLC. 


