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The market dislocation provided an opportunity to improve the quality of the portfolio without paying a premium 
for it.  In the six months since the market bottom we have continued to reposition the portfolio to balance our risk 
exposures between both inflationary and disinflationary outcomes.  Unfortunately, one or the other outcome is 
likely to unfold, and we will not capture all of the benefits of either outcome because of our “barbell” portfolio 
positioning.  As of Q3 period end, our holdings are roughly balanced across secular growth assets with pricing 
power, which are beneficiaries of deflationary environment, and low growth defensive businesses and cyclical 
businesses with leading market positions in respective markets, which are well positioned to benefit from higher 
inflation.  

The S&P 500 currently at 22x forward earnings or about 40% above its long-term average of 16x earnings.  In a 
vacuum, stocks look expensive with most mega cap technology names the standout. However, there are also 
many areas with big multiples like utilities (e.g. NEE) and consumer staples (e.g. PEP).  It depends on whether you 
think in absolute or relative terms as to whether the premium to historical levels is truly expensive.  We maintain 
it is an absolute game, but the market appears to increasingly disagree.   

 

The chart above shows the spread between the S&P 500 earnings yield and the 10-year treasury bond yield 
(shaded columns).  With the current equity risk premium of 3.9% (or 50 bps above the long-term average), stocks 
are offering an excess return premium relative to bonds, leading some to conclude stocks remain undervalued.   
However, others cite exogenous factors including years of “money printing” and global savings flows as distortive 
forces making it difficult to discern the intrinsic value of the stocks.  We largely agree with this view but savings 
(supply) competes for demand and buy and sell decisions are determined by opportunity costs.  We have shared 
our investment approach over the years, but at the heart of our philosophy is a bottom up valuation analysis 
based on a cost of capital of 15% which translates into a doubling of value every 5 years (2x / 4x / 8x etc.).  



However, in a world of 0.72% yields on 10-year treasury bonds (20Y avg 3.2%), discounts rates across asset classes 
have fallen, causing our return hurdles to become more difficult to meet as we become priced out of many 
investment opportunities.   

During Q3, the portfolios continued to recover from the Q1 lows as risk assets continued to receive buying 
interest from investors, with the highest concentration of strength found in retail, housing, and technology 
names.   Our best performing investments in 2020 include secular growth stories like Spotify (SPOT) and JD.com 
(JD) along with the homebuilder NVR (NVR), which we acquired in March.  Our position in Mohawk (MHK) had a 
strong performance in Q3 as its stock price recovered from its sharp decline in July, which we detailed in our prior 
quarterly commentary.   Our retail investments continue to perform well as they benefit from shifts in consumer 
spending patterns related to the pandemic including Kroger (KR) and Dollar Tree (DLTR).   

Our worst performing holdings included our two energy services investments, Now Inc. (DNOW) & Frank’s 
International (FI), and our Latin American cable operator Liberty Latin America (LILAK).   

Conclusion  

In the prior quarter we wrote, “the Fed’s policy has created a major moral hazard for leveraged financial investors 
as they increasingly lack the incentive to guard against risk when they are protected from its consequences.” Our 
view has not changed, and we believe this is a time for prudence rather than a time for bold action as we have a 
adopted a wait and see approach to our portfolios.  With the U.S. election fast approaching, the U.S. economy in 
recession, and >10M U.S. workers unemployed, we are careful in deploying our capital, favoring investments that 
offer asymmetric opportunity in a world with so much uncertainty.   
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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. 


