
 

SeaBridge International Strategy 
Second Quarter 2019 

Commentary 

Equity markets started and ended the quarter well, but an intra-quarter tantrum that sent shares tumbling 
perhaps provides the clearest indication of market psychology for the period.  More than a simple correction, 
the May swoon indicates to us a nervousness over lingering large, consequential but still unresolved macro 
issues, any one of which having the potential to broadly affect the global economic growth outlook.  Certainly, 
chief among these concerns is the U.S. China trade war, or as some would characterize it, cold war, which we 
will address later in this commentary.  But the trade impasse is not the sole market irritant   Others include 
Brexit or lack thereof, turmoil in the Middle East, particularly the tumultuous U.S./Iran relationship so 
important to oil markets, and the expectation for, but frustration with, Fed inaction on lowering interest rates. 
The lack of clear path forward on these issues has undoubtedly contributed to a waning confidence in the 
global expansion.  Corporate cap-ex has been the first casualty of a creeping pessimism over the economic 
outlook, but now there are also early signs of a pullback in personal consumption. Given the magnitude of the 
issues, equity market performance was impressive in the quarter.  And so we ask ourselves why have equity 
markets been so resilient.  Here are our reasons: 

1. The markets believe that the Federal Reserve stands ready to intervene with easier money should U.S. 
growth falter.  The Central Bank stopped raising rates this year and has sent some signals that have 
been eagerly embraced by markets that it is prepared to lower rates at the July meeting of Fed 
governors.  The Fed would have to be the latest entrant in the loose money sweepstakes, behind 
Australia and India, whose central banks have already lowered rates, and the European Central Bank, 
whose head Mario Draghi said in a June news conference that the bank will aggressively intervene with 
lower rates and another bond buying program should the European economy falter.  
 

2. Global Growth is slowing but not turning negative.  The International Monetary Fund has taken down 
growth estimates across the world.  According to the IMF, the world economy will grow 3.3 percent 
this year, down from its January 3.5 percent projection for 2019. The 2019 growth rate would be the 
weakest since 2009, when the global economy shrank.  Yes, world growth is slowing, marginally, but, 
more importantly, there is no recession forecast. Furthermore, the IMF expects growth to pick up in 
the second half of the year.  
 

3. Despite the wearisome parrying between the U.S. and China and the accompanying hand wringing on 
the subject in the media, the consensus view among market participants has been that some 
arrangement on trade will be worked out by the two sides.  The meeting at the June G20 summit 
between Premier Xi and President Trump, while unsatisfying in that a comprehensive deal was not 
reached, was still market positive in that the consensus view seemed to be validated.  The dreaded 
additional tariffs threatened by the U.S. were shelved indefinitely, and negotiations on a longer lasting 
arrangement were set to resume. 
 



4. Because the market believes that interest rates are heading lower and the global economic expansion 
carries on, the multiple of earnings investors are willing to pay for equities should rise, everything else 
being equal. In a world where it is increasingly difficult to find asset classes that will reward an investor 
for risk, equities, especially higher yielding equities for which Asia is noted, should continue to attract 
investors’ attention.  Equities benefitted from this paucity of alternatives during the quarter.  Any 
positive movement on the macro issues noted above will serve to reduce the risk premiums and be a 
further catalyst for higher equity values. 

Finally, and perhaps the most important reason for the decent quarter is a tacit belief by the market that 
private enterprise has in its nature the ability to adapt to adverse circumstances.  Companies world-wide are 
girding for a trade war, or they should be.  A U.S. importer who has not as yet explored alternatives to a China 
supply chain should be deemed negligent by its shareholders.  Likewise, a Chinese manufacturer who has not 
re-allocated production from China to other factories in its system outside China or explored greenfield 
alternatives outside China is guilty of misplaced optimism, naivete, a general lassitude, or any other adjective 
you can think of generally not associated with astute management.  The market might be saying that we know 
there will be some near-term disruption but that over the longer term, like electrons of an atom seeking their 
lowest energy state, private enterprise will settle on the most cost effective, most expedient pathway to 
recreate what was lost due to the upheaval in trade protocols.   To use another analogy, in the event of an all-
out trade war, the private economy might be viewed like an individual who has a stroke.  Though injured, the 
victim’s brain works to find alternative neural pathways in place of those damaged by the seizure.   Companies 
in the line of fire are engaged in finding alternative sourcing to keep assembly lines churning and stores shelves 
stocked.  Global supply chains will not disappear; they will re-form.   

Certain countries will likely be beneficiaries of the reconstitution of the supply chain.  Taiwan is home to many 
companies with substantial operations in China but with home country production capacity as well. These 
companies are shifting manufacturing of product destined for the U.S. out of China to Taiwan to avoid the 
duties on China sourced product levied by the Trump administration.   

Southeast Asia should also benefit.   According to Goldman Sachs, more than 34 listed companies within the 
broader Greater China tech supply chain have set up or are building production capacity in Southeast Asia 
especially manufacturers of components and modules and end-product assemblers. Recently, we were in 
Thailand for company visits and can confirm, albeit on a small sample, that Chinese production is being 
relocated to Thailand and other ASEAN countries. 

Vietnam is carving out a niche as destination of choice for nomadic Chinese manufacturers.  Vietnam is a large 
country, with a low-cost workforce and enough infrastructure like ports, power, roads and water supply to 
support manufacturing.   Again, according to Goldman, the number of Vietnam's newly licensed, foreign direct 
investment projects from China during January to May 2019 increased by 82%, year on year.  Vietnam's newly 
registered FDI capital from China during the same period topped U.S.$1.56bn, a 4.6-fold increase from U.S. 
$281mn in the same period last year, according to the General Statistics Office of Vietnam.  Although we 
cannot directly invest in Vietnamese shares because of custody issues, we do hold some companies domiciled 
in Southeast Asia with substantial Vietnamese operations.     

For many pan Asian companies, China and its vast markets have been the revenue growth driver for their 
products and services.  While that growth might be challenged in the near term because of the macro effects 
of the trade dispute, at the same time, growth opportunities are presenting themselves in other parts of Asia.  
For example, Kerry Logistics, a company in the portfolio, has indicated that the logistics market in China is 
being adversely affected by trade turmoil.  However, the company asserts that the trade war has not lowered 



consumption, in total, in the region and that there has simply been a redirection of global logistics flow from 
China to other Asian countries. 

Finally, we ask ourselves if the promise of Asia for investors is affected by this potential for war -- a trade war, 
an economic war, a new cold war– between China and the United States.  Of course, it’s always better if we 
could all just get along.  However, we don’t believe that the tussling between the world’s two undisputed 
superpowers weakens the investment thesis for Asia, which is essentially predicated on the production and 
consumption of products and services that are abundant in the developed world, but which are in deficit in 
Asia.  Because this thesis is unchanged, our view on the attractiveness of the region remains.  We’ve written on 
the subject at length that exports are of decreasing importance to the economic health of Asia.  Inter-regional 
trade increasingly is tied to regional consumption and not to re-export. The growth of the middle class, the 
wealth creation, the steep ascent up the learning curve in producing sophisticated product and services for an 
increasingly affluent populace are now central to the investment case for Asia.  We believe that the only agent 
capable of derailing Asia is Asia itself.  Although not a working assumption for us, its fall from grace, should it 
occur, will likely be political in nature, and not economic, at least initially. The Hong Kong protests remind us 
that economic wellbeing does not supersede a basic human desire for civil and individual rights and a common 
yearning for self-determined governance.  But that is a subject for another day. 

In the near term, we will look to use our existing cash to increase our positions in stocks that we believe have 
been unfairly hurt by the trade standoff and reduce exposure to those names that have performed beyond 
what we believe to be their intrinsic value because of their safe haven status. 

 
David Descalzi 
Matt Falkowski 
July 8, 2019 
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Note: Some accounts may not have participated in some of the trades mentioned in this summary due to client-specific factors. 

Cash levels in International Strategy portfolios were relatively unchanged in the quarter. While the second quarter 
proved to be volatile, trading activity in the portfolios was low as we patiently await attractive opportunities in 
which to deploy the slightly elevated cash holdings.  

We initiated positions in: 

• Canfor – This Canadian company is one of North America’s largest lumber and pulp producers with 
operations in Western Canadian, the Southeast U.S., and Europe. During the peak period in late 2018, 
Canfor acquired the largest privately-owned lumber company in Sweden in a debt financed deal. Timing 
proved to be poor as lumber prices collapsed in 2019 and so did the stock as the leverage became less 
manageable. While we have our concerns about the debt, we believe the worst period is behind them as 
Q1 also experienced the substantial seasonal drag from working capital investments. The combination of 
these two factors provided a good entry point into a stock that should benefit if the housing cycled begins 
to pick up in the U.S. We expect a reversal in coming quarters, and per the comments on the Q1 earnings 
call, the company has returned to generating positive cash flow during Q2. At 0.7x book value, we believe 
the valuation is attractive relative to its peers and compensates us for the balance sheet risk.   

We added to existing positions in: 

• Hana Microelectronics – After initiating a position in this Thai printed circuit board assembly producer 
during the first quarter of 2019, we increased the position early in the second quarter.  While 
semiconductor inventories have grown to unsustainable levels last year on some over-exuberance in the 
industry and need to be worked down, the next generation chips that are fueling the secular growth of the 
digitality connect world will need to be packaged and assembled at companies like Hana. While it may take 
a few quarters to start showing signs, we believe the demand picture will be positive. It trades at 10x 
earnings, has 30% of its market capitalization in net cash, and pays a +6% dividend, leading us to view the 
company as attractively valued. 

• Standard Chartered – The bank is still going through a restructuring period. While there are risks attached 
to this process, we believe we are being fairly compensated as Standard Charter trades at a significant 
discount to peers such as HSBC. The bank’s balance sheet is showing positive signs as capitalization ratios 
improve. The company had consistently lagged analyst estimates, but the company beat in the 1Q19 report. 
While primarily driven by cost cutting efforts, we believe this offers some evidence that progress is being 
made in the restructuring. Some potential catalysts are beginning to emerge. Better profitability, reduction 
in risk weighted assets, and a settlement with the DoJ could free up capital to be returned to shareholders 
which could lead to a dividend plus buyback yield in the 5-7% range for 2019/20/21. Finally, they were 
recently awarded a virtual banking license in Hong Kong which will allow them to operate branchless 
savings and loans businesses. This should help them better compete in the retail banking segment.  

We exited positions in: 

• Misumi Group – This Japanese company supplies a vast array of mechanical components and 
maintenance/repair equipment used in precision machinery. Misumi continues to invest in production 



capacity and logistics aiming to expand its factory automation and e-commerce businesses. With China 
growth slowing and the near-term economic outlook less certain, the margin picture for the company is a 
risk as the returns from its investments may disappoint. At roughly 30x earnings, we felt that we were no 
longer being paid to take these risks.    

We trimmed positions in: 

• Broadcom – The stock sold off in May with both the general market weakness and the FTC opening a probe 
into anticompetitive selling practices. The stock recovered nicely off these lows. We are still positive on the 
company given the ~13x earning multiple and 3.7% dividend yield, the secular growth areas in which it 
supplies chips (Wireless – RF 4/5G connectivity, WiFi, Bluetooth, and GPS; Data Center – Storage, Server 
Connectivity, and Networking), and a new two-year contract to supply Apple. There are currently many 
moving pieces, including the slowdown in data center growth, how the new 5G chip designs are progressing 
and how this will impact dollar content in next generation phones, and integration of CA Technologies. We 
felt the recent strength provided a good opportunity reduce one the portfolios’ larger holdings. 

Regards, 

Dave Descalzi 
Matt Falkowski 
7/8/19 
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