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We do not normally think of summer as a season that is hugely consequential for markets. Everything seems to 
slow down a bit. There is a reason that the old maxim, “Sell in May and Go Away” resonates. But a quick recap 
of events that transpired over the past three months suggests that in a politically hyperactive, digitally enabled 
world, there is no rest for the weary. The period began with protesters on the streets of Paris, the so- called 
yellow vests, aggressively protesting higher fuel taxes. It ended with the formal commencement of 
Congressional inquiry into the impeachment of the President of the United States. In between, the British 
prime minister resigned because of her failure to deliver acceptable terms for Britain’s exit from the European 
Union. In September, five percent of the world’s oil production was taken off line after what appeared to be an 
Iranian sponsored attack on two Saudi oil installations on the peninsula. In the financial markets, there have 
been disturbing yield curve anomalies -- an inverted U.S. yield curve, negative interest rates on US$16 trillion 
of debt worldwide and a series of fed funds rate spikes requiring Federal Reserve intervention in the repo 
market. This last item was reminiscent of, but, we believe, incomparable to, the liquidity squeeze experienced 
in the darkest moments of the financial crisis of 2008.  
 
All of the above pales in comparison to what has been happening in Asia. The U.S./China trade war may be 
more than the mutual levying of import tariffs by two countries that constitute the largest bilateral trading 
arrangement in the world. We suspect that the U.S./China trade impasse is the single biggest reason for 
slowing global growth. More importantly, it is a standoff that encapsulates an issue being played out globally 
and involves a transitioning of sorts from a very cooperative, rules-based world to one that is marked by more 
confrontation and self-interest. As of the writing of this letter, there has been no resolution to the conflict. 
Delegations from each country are set to meet on October 10 in Washington DC. There is some hope for a 
limited deal and almost none for a more comprehensive arrangement that may serve as a template for future 
bilateral commercial relationships, one that could supplant the multilateral approach in place since the Second 
World War.  
 
In light of a fairly tumultuous period, equities have demonstrated a certain resilience and generally held at the 
levels in place at the beginning of the quarter. Given the stakes in negotiations involving the world’s two 
superpowers and the lack of clarity on a way forward, equity performance is all the more impressive. So, we 
ask ourselves why.  
 
The short answer is the U.S. consumer. U.S. consumption represents about 16% of the global economy. Like 
Japan in the eighties, the internet and technology in the nineties, and China after the turn of the century, the 
U.S. consumer has become a standout performer on the global growth stage.  If there is an upside to the 
populist turn of political attitudes in the U.S., among other countries, it is the revitalization of the American 
consumer. Trade statistics out of Asia support this observation. It should be noted that China’s positive trade 
balance with the U.S. increased in recent months despite the tariffs. If not for the American consumer, the 
U.S./China trade war would be more damaging to global growth prospects. 
 
But, for all its obvious significance, the trade war is not the most troubling issue the region faces. The protests 
in Hong Kong are a more intractable problem. These protests have persisted for 17 straight weeks as of the 
end of the quarter. They have turned violent as police are aggressively responding to demonstrators protesting 



authoritarian Chinese rule. We believe that the protests in Hong Kong are ultimately more destabilizing than 
anything that is going on in trade.  
  
Perhaps two historical references can place in perspective the turmoil currently roiling Hong Kong. In 1956 
Russian tanks rolled into Budapest in response to a plebiscite that essentially placed Hungary on a trajectory 
outside the Soviet orbit. Russia cracked down. Students protested. The tanks rolled in. Tens of thousands were 
killed or wounded. After hostilities subsided, 22,000 Hungarian nationals were sentenced and imprisoned and 
229 executed. Approximately 200,000 people fled Hungary as refugees. Yet, there was little in the way of 
international reaction. 
  
In 1989, students took to the streets of Prague and demanded an end to one party rule. The revolt was put 
down; 1,200 students were arrested and 9 killed. But protests did not end and, on one occasion, 500,000 
people gathered in solidarity and clamored for an end to Soviet intrusion in domestic affairs. By this time, the 
Soviet Union was a spent empire. The Warsaw Pact collapsed; the Berlin Wall came down. Human rights 
activist Václav Havel was elected President of a free Czechoslovakia in December of 1989. 
 
While these two episodes represent a range of possible outcomes in Hong Kong, neither is a corollary for what 
is likely. China knows it has much to lose by taking a ham -fisted approach in dealing with political dissent in 
Hong Kong. Hong Kong is not Tiananmen Square. Hong Kong is arguably China’s most important financial and 
commercial center, one that is more valuable than its Chinese counterparts of Shanghai and Shenzhen, despite 
the obvious economic progress which these two latter cities have enjoyed. Chinese companies continue to 
access external funding in both the debt and equity markets largely through Hong Kong. Hong Kong is a major 
tourist destination for Chinese nationals. It remains an important deep-water port.  More importantly, it is a 
symbol of Chinese commitment to a certain kind of liberalism – one country, two systems -- the type of which 
cannot be found on the Mainland. If China were to use excessive force to put down the protests, it would 
surely be a sign to the rest of the civilized world that it is no longer open for business, at least Western style 
business.  
 
Neither do we do not believe there will be universal suffrage in Hong Kong, one of five demands the protesters 
are making for standing down. We do not think that China will collapse as the Soviet Union did in 1989. 
 
So, a simmering resistance and stalemate are probably the most likely outcome. Protests may lie dormant but 
will likely maintain capacity to re-ignite at any time for they are symptomatic of Hong Kong’s deep-seated, 
enduring discontent with its relationship with China.  
 
So, a fair question, given trade and the Hong Kong protests, can the promise of Asia be realized from growth 
and investment return? The short answer is yes. We believe that the region with China at its center is now too 
big to fail. China is liberalizing in its own odd way. The latest indication of this is a recent decree that will 
further open domestic markets to foreign capital. Despite the trade deficit with the U.S., it no longer is a 
mercantilist economy. Domestic consumption is a far more important driver of economic growth than is any 
other sector. China remains a manufacturing power house but, instead of toys and tires, it has ascended the 
value-added curve and produces smart, mobile hardware and software characteristic of the new economy. 
This said, a more considered answer is that the nature of the regional investment opportunity does change. 
We are now more inclined to diversify away from China and direct our attention to peripheral Asia, most 
notably Southeast Asia.  
 
While the U.S./China trade war dominated news flow in the quarter, it is Europe that may command most of 
the markets’ attention in the months ahead. Strategists are touting it as the new allocation flavor of the 
month, mainly on cheap valuations. We find Europe to be in a box of sorts in that its growth is clearly slowing, 
but its maneuverability in terms of a policy response to this condition appears constrained. The go-to remedy 



of easy money has been so overused to such little effect that it fits nicely into Einstein’s definition of insanity, 
which is doing something over and over again but expecting a different result. The long bond yields of French, 
German and Dutch bonds are decidedly negative.  The yield of the ten-year sovereign of Greece, a country 
with so much debt of such poor quality that it, by itself a few years back, called into question the solvency of 
European banks, is 30 bps cheaper than that of the U.S. Treasury. Cheap money as stimulus is not the issue. 
The problem is the slack demand for money. Demand is simply not there as the economic landscape has 
darkened. Why is this the case?   The single word answer is trade. A second derivative effect of the U.S./China 
trade confrontation is the falloff in Chinese demand for autos. Because of sagging exports of cars, Germany is 
already in the midst of an industrial recession. Level- headed Germany has always been the bulwark against 
the intemperance of Southern Europe, most notably Greece. If Germany’s capacity to pull the wagon of 
economic growth is impaired because off faltering exports, then “Europe is the less” as the poet said.   So, if 
not monetary policy, then what? Fiscal policy? Tax cuts? Infrastructure spend? None of these sounds very 
European and all very much un-German. How about real reform of labor markets and deregulation? There is 
an answer here, but we remind ourselves that we are talking about Europe where the next reform is more 
likely to be “progressive” rather than free market oriented. We are not counting on real reform. We intend to 
continue to underweight Europe. 

We are intrigued by one facet of European equities. There are companies that can’t but be helped by the sharp 
decline of the Euro, which may be heading toward parity with the U.S. dollar. Even the most shackled of 
European firms selling to U.S. customers can make money because their products are discounted in U.S. dollar 
terms. We’ll be on the lookout for these companies.  

On a portfolio level, we have raised some cash of late not so much as a risk reduction exercise but in order to 
have some cash available for redeployment into stocks that have been hurt and/or get hurt by the unwelcome 
developments outlined above. On trade, we remain optimistic that a deal can be reached but must admit that 
our optimism is being tested. We have slightly reduced our Hong Kong exposure. We are, as we noted above, 
increasingly looking for companies seeking to diversify production outside China. We continue to look for 
higher yielding assets as we believe that interest rates will remain low because of accommodative central bank 
prompted by slowing global growth. High Yielding equities should continue to be an attractive alternative to 
low yields available in the fixed income markets.  
 
We have included an addendum detailing our trading activity for the quarter. 
 
David Descalzi 
Matt Falkowski 
October 4, 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. 

In light of the significant market developments detailed in our letter, we were active this quarter in making 
portfolio adjustments. Although we began the period with slightly elevated cash levels, our sales volume for 
the quarter was greater than that of our purchases due to wanting dry powder for redeployment into beaten 
down names.  We also sold two portfolio companies benefitting from takeout bids.  

We initiated positions in: 

• Pacific Textiles – The company manufactures knitted textiles. It has factories in China and Vietnam. 
The shares have been weighed down by a number of factors including a warm winter in Japan which 
has crimped sales of its more highly engineered, and highest margin, product – heattech – which is a 
fabric with a very favorable weight to warmth ratio. Uniqlo is the major customer for heattech. Toray, 
the well-known Japanese chemical company specializing in manufactured yarn, is the major 
shareholder at 28%. Anta and Nike are also major customers. Because of its Vietnam production 
capability, Pacific Textiles is at least partially hedged against increased tariffs on China sourced goods. 
We believe that the worst may be behind the company. The stock is cheap on both an historical, 
absolute and relative basis.   

We added to existing positions in: 

• Johnson Electric – Given a poor global backdrop for industrials, we had expected poor earnings from 
this manufacturer of micro electric motors. The company did indeed issue a profit warning, and the 
stock reacted badly, down 13% on the news. Near term, there will likely be more bad news. At some 
point, we are confident that sales will rebound in the auto division as new automotive platforms for 
diesel cars and hybrid electric vehicles will be integrated with company’s new products. We also 
believe that the company is set to expand its market share in its industrial group based on the 
introduction of new products. Johnson Electric remains a top supplier of micro-motors globally. The 
stock is trading at about 6x this year’s earnings. Even if there are more earnings downgrades, the stock 
might be trading at 8x.  On average over the past ten years it has traded about 14 times, reflecting its 
status as a hybrid auto parts and factory automation company. We believe the stock should trade at 
10x which would a valuation of about HK$23 even if earnings severely disappoint. It now trades 
around HK$14. 

• Stanley Black & Decker – The primary source of revenue for the company comes from hand tools, 
power tools, and accessories under brands such as Black & Decker, DeWalt, and Craftsman. We 
initiated the position in Q1 after a large pullback. The company is well positioned to benefit from a pick 
up in the housing cycle which we believe has room to run as household balance sheets continue to 
improve and mortgage rates stay low. Uncertainties surround the U.S./China trade negotiations and 
associated tariffs have provided some headwinds, but the Q2 earnings call indicated that management 
seems to be navigating these challenges. While they expect $50M in tariff burden and some weaker 



organic growth due to slack demand in EM, the company is offsetting margin pressure with price 
increases and lower commodity costs. At a slight discount to the market multiple, we feel it is 
attractively priced if it can continue producing mid-single digit organic revenue growth. 

We exited positions in: 

• Canfor – Great Pacific Capital made an offer – at a significant premium to the current price – to take 
the Canadian lumber company private. The stock increased by more than 70% on the news and traded 
at roughly 5% less than the deal price, a level we felt warranted our exit.  

• Dream Global – Dream Global, like Canfor, received an offer in the quarter. Blackstone bid to acquire 
Dream at close to 20% above market value. The stock reacted favorably to this news and traded at 
roughly 1% below the deal price, a shallow enough discount to deal terms for us to exit. 

• Cimpress - Following a better than expected quarterly earnings report, we saw a strong recovery in the 
stock price. Given concerns with the underlying industry and the firm’s business plan, we viewed the 
share price lift as a good opportunity to exit this non-core position.   

We trimmed positions in: 

• High Profile, China Centric Companies 
o We trimmed our holdings in AIA Group, the second largest insurance group in the world with 

operations in 18 Asian countries, and Tencent Holdings, the China based, internet and mobile 
value-added services company. Both stocks are widely held by foreigners. In the event of a 
deterioration of China macro prospects that may result from an intensification of the trade 
war, these shareholders could lighten up on these companies with a view toward reducing 
China exposure. We like both companies but thought it prudent to trim given the state of 
affairs in China. 

• Hong Kong Related, Domestic Consumption Exposure 
o We trimmed our holding in Kerry Logistics, a Hong Kong based logistics services provider in 

Asia and internationally. Given the turmoil on the streets in Hong Kong, we expect tourist 
arrivals to plummet near term and a sharp decline in retail sales. This company is in the cross 
hares of this adverse development and so we’ve reduced our exposure. 

• Stocks that Have Advanced or Held Up Remarkably Well in a Difficult Environment 
o We trimmed Techtronic Industries, a manufacturer of hand held, battery operated power 

tools. The company continues to perform above expectation. The stock is a large holding; we 
trimmed on strength. We reduced our exposure to one of the largest holdings, Amata Corp., 
which develops industrial estates in Thailand and Vietnam. The company is an obvious 
beneficiary of manufacturers seeking to diversify their production our of China. Land sales by 
the company have been robust; recurring income in the form of revenue from utilities 
provided to estate tenants has been strong.  We trimmed on strength. 

• Industrial Slowdown Sales 
o Because of the trade impasse, we are clearly in the throes of an industrial slowdown.  We 

reduced our exposure on the basis of our expectation of poor earnings over the next few 
quarters. In this category is Daifuku, a Japanese firm that designs, manufactures and 
distributes material handling equipment. We also trimmed Aptiv. Recent strength provided an 
opportunity to reduce our position in this cyclical auto OEM supplier. 

• Miscellaneous 
o Mastercard - Following a 40%+ year-to-date gain that has driven valuation multiples to record 

levels and against the backdrop of increasing competitive landscape as merchant acquirers 



play a more dominant role in key markets, even though we continue to believe in the company 
as an innovator in the fintech world, we seized an opportunity to take some profit and at the 
same time reduce some risk in the portfolio.  

 
David Descalzi 
Matt Falkowski 
October 04, 2019 
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