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Let’s begin by stating the obvious.  It’s been a terrible quarter for equities and a very bad year for the asset 
class overall.  Among reasons too numerous to catalogue adequately, rising interest rates, receding liquidity, 
unrelentingly poor news-flow and punishing program trading have all been catalysts in the sell-down of stock 
markets worldwide. And it wasn’t just equities.   Bonds, gold and oil joined equities among asset classes that 
declined for the year; in fact, 90% of the 70 asset classes tracked by Deutsche Bank were posting negative total 
returns in dollar terms through mid-November, according to The Wall Street Journal. According to the same 
article, there hasn’t been this much red for investors in nearly 100 years.   Japanese and European bourses 
posted double digit losses for the year in U.S. dollar terms.  Even the U.S. market, which held up as a safe 
haven for much of 2018, ended the year poorly. The S&P 500 turned in its worst December performance for 
any December in the past 87 years, frustrating those investors expecting a customary Santa Claus rally.  That 
benchmark U.S. index, which on a total return basis was up over 11% YTD through late September, finished the 
year solidly in the red. 

Asian markets fared no better.  Like its international counterparts, Asia is affected by what goes on in the rest 
of the world.  High on the list of concerns is the major central banks’ seeming intent to withdraw the 
extraordinary liquidity put in place since the financial crisis of 2008.  Rising global interest rates and 
quantitative tightening exerted downward pressure on the region’s currencies and negatively affected capital 
flows.   Downbeat macro developments such as the lack of a pathway to Brexit, the U.S. government 
shutdown, the yellow vest uprising in France and slowing global growth were felt in a pronounced way in Asia 
whose high beta markets are typically poised to react disproportionately to stresses felt outside the region.  
Still, without a doubt, the issue most responsible for pressuring Asian markets this year has been the trade 
dispute between China and the U.S.   

Winston Churchill once said of Russia that it is “a riddle, wrapped in a mystery, inside an enigma”.  He made 
this comment in October 1939, six weeks after Germany and Russia signed a Nonaggression Pact and a month 
after Germany’s invasion of Poland, an event which marked the beginning of the Second World War.  In a little 
more than a year, Germany would invade Russia which, despite the anathema of its bolshevism, became an 
indispensable partner to its freedom loving allies, sharing nothing with them except a common enemy.  The 
alliance of necessity between East and West collapsed immediately at the war’s end and a Cold War ensued.  
This conflict lasted for 45 years and was followed by a thaw whose durability is now being tested. 

Now substitute China for Russia in the Churchill quote and it would be no less apt.  The shorthand version -- 
revolution, World War II, an alliance of necessity to fight a common enemy (in this case, Japan), a collectivist 
approach to the production and distribution of goods and services, an uneasy relationship with the West, its 
former allies.  Thirty years after declaring its independence from an “imperialist” past, it introduced market 
reforms into a hegemonic communist system, enabling a thaw between itself and countries that espoused a 
very different social construct.  The rest is history.  A very rigid system was liberalized.  In the last four decades, 
China has migrated from an abjectly poor subsistence economy to superpower status because it allowed a 
facsimile of the private market to operate in an otherwise stifling communist system.    



Despite its economic success, owed in no small part to a fruitful engagement with the West, China is still a 
communist country that allows and uses the private system as a golden goose from which it squeezes out tax 
revenue and intellectual property to keep its “new way” ambitions alive, for surely without the vibrant private 
sector in China, the state-owned system would eventually suffocate itself.   Leadership knows this, so it affords 
just enough openness to stir the animal spirits among private operators in the country.  At the same time, it 
acts on a warped sense of self preservation and cracks down on practices it deems subversive to the state such 
as peer-to-peer lending and video gaming. 

So, as investors in Asia, we continually need to put the contradictions inherent in the region’s largest, and most 
enigmatic, economy into perspective.  There is now more freedom in China superficially, but speech is still 
largely suppressed, and religion barely tolerated.  An entire ethnic group is persecuted on its western border.   
China claims to be a responsible actor on the world stage, but it engages in widespread espionage against its 
perceived enemies.  It asserts no military aspirations, but it has built military installations in Iceland and 
Argentina and constructed an airbase on an island of its own making in the South China Sea.   Foreign investors 
have long sublimated the ambiguities surrounding investment in China in order to be able to participate in and 
profit from undeniable economic growth that China’s puzzling dual system has produced.  These ambiguities 
are now larger and more disturbing. 

So, what does this mean for investing in Asia?  We won’t give up on China.  It is too important an economic 
factor in the region and, indeed, globally.  Despite its ambivalence toward true engagement with outsiders, 
China will loom large on the world stage for years to come.  To feed its engine of growth, it needs the 
technology, financing and markets for goods that are only available beyond its borders. It will, likely 
reluctantly, put forth certain reforms, some of which may even be real and effective.  But the world is 
beginning to see China for what it is, an aspiring superpower, that because of its own size and ambitions, 
increasingly feels the tension inherent in its hybrid economy.  To the rest of the world, China is becoming more 
unpredictable and therefore less investible.  

Count us among investors who have concerns about China.  In addition to government control and policy 
mistakes that make us wary investors, we expect slowing growth in China, perhaps an accelerated slowing, 
given the country’s struggle to find balance as a responsible nation state and its fanatical desire to maintain 
internal control.  We do not see recession.  China has the resources, including a willing banking system and 
vast foreign reserves, to avoid recession.  Because there will likely be stimulus as China confronts a more 
uncertain future, equities there may even have some room to run.  But we will be very selective in investing in 
China.  Our inclination will likely be to sell our holdings in the country as they come off the mat and redeploy in 
other places in Asia for which we have genuine enthusiasm. 

The demographics of Asia, ex north Asia and excluding China, are compelling.  South East Asia is younger than 
the North and the middle-class growth story there is at least as strong as it is in China per se.  Additionally, we 
strongly feel that SE Asia will be a beneficiary of a China that may be fumbling its opportunities to do the things 
necessary to get to the next level in its development.  Manufacturers will likely seek to diversify out of China 
into countries like Vietnam, Thailand, Malaysia and even Indonesia and the Philippines.  We think 
entrepreneurs seeking to tap into the growth of the region will increasingly shun China and set up in other 
countries.  India will likely loom larger as a possible replacement for China as a country of size with a growth 
profile that exceeds that of China.  South Asia and South East Asia should increasingly attract investor 
attention. 

We have long believed that there are two long term truly investible regions in the world –the U.S. and Asia. We 
stand by this assessment.   In terms of the portfolio, China still has an opportunity to do the right things.  But 
we’ll manage the portfolio for the time being as if the government there might blow it. 



We would like to end this commentary on a positive note.  We actually see some very good things coming out 
of Asia next year for the following reasons: 

1. Although economic growth may wane next year because of factors noted above, our working 
assumption is that there will be no recession in either Asia or, almost as importantly, the U.S. next 
year. Because of the selloff in equities in 2018, stocks look cheap.  Even harshly assuming no earnings 
growth next year, earnings multiples range, in a sample of countries, from 10x (Hong Kong) to 11x 
(Singapore) to 12.5x (Taiwan) for 2019.  At the current expected level of interest rates, these 
valuations are very attractive.   
 

2. We think the trade dispute with China will be resolved. There likely will not be one grand bargain with 
China but a series of smaller arrangements beginning with the low hanging fruit of increased purchases 
of U.S. agricultural product by China.  This would address Trump’s fixation with the numerical disparity 
in trade between China and the U.S.  Even on the larger issue of China containment, we have of late 
seen some positive movement in China’s delaying of its China 2025 initiative, which essentially is 
China’s blueprint and timeline for global economic supremacy.    China is markedly slowing; much of its 
success depends on external markets and technology transfer.  It desperately needs a deal.  The 
downturn in the U.S. market is nudging the U.S. in the same direction.  Real progress on a deal with 
China should cheer markets. 
 

3. We do not believe that we are at the end of a business cycle but 2018 was perhaps a year of a lull, 
which may have been reflected in equity market performance.  Asia is an important part of the 
technology hardware supply chain.  While we have not seen much disruption among manufacturers 
because of the China trade dispute, we have seen some slowing of order flow that is reflective of the 
trough of the handset cycle and more importantly some transitioning that is going on in technology 
generally.  There is a 5G buildout looming but not yet arrived.  Once it kicks in, we expect the supply 
chain in Asia to ramp up to meet the market demand for a more robust mobile technology.  This 
theme of transitioning is not limited to technology hardware.  AI in all its forms will create demand for 
new and faster chips.  In biotechnology, we are on the verge of myriad therapies resulting from 
unlocking the mysteries of gene sequencing.  In automobiles, it is the vast commercial dimension to 
self-driving cars and electric vehicles.   We are just at the beginning of all this.  We expect to see a 
more decided ramp up in 2019 in all these areas and Asia should be a big beneficiary of this 
phenomenon both by being a crucial element of the supply chain and from the demand for these 
goods and services from its growing, wealthier population.   
 

4. It is likely that certain global issues pressuring stocks everywhere will resolve. We would place interest 
rates in this category.  Others may disappoint, but we at least should get more clarity early in the new 
year on a number of concerns affecting markets such as Brexit and the Trump Administration’s special 
counsel woes. 
   

5. Our expectation is that the Fed Reserve will lean dovish in 2019.  The knock-on effect of this would be 
dollar weakness or minimally a dollar less strong than it otherwise would be.  A weak dollar is hugely 
beneficial to the region as it takes pressure off central banks there to raise rates in order to defend 
local currencies.   
 



6. There are signs of a return of risk appetite for emerging equities generally and Asia specifically.  Fund 
flows into the region in the last quarter of the year had been very strong, reversing a trend in place for 
most of the year.  We expect the positive fund flows to continue for reasons noted in the list above. 

We know it has been a trying year for investors.  But we do think it is a time to consider further investment in 
Asia.  Coming off an outstanding year in 2017, there was bound to be some give back.  But with valuations as 
compelling as we think they are, we believe there is money to be made in the region.  Be forewarned that 
volatility will most likely accompany the upward momentum.   

We have put together an addendum on trading activity for the quarter.  Please see the attached.   

As always, we invite you to reach out to us.  Please feel free to contact us with your questions, comments and 
concerns. 

Dave Descalzi 
January 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. 

Because of the market sell down, we took the opportunity in the quarter to add to our holdings in a number of 
companies whose intrinsic values are now much higher, in our estimation, than their current valuations.   

Purchases 

We added to Johnson Electric Holdings, which designs, manufactures and markets micro motors for use in automobile 
and industrial applications.  This is a high quality industrial company which will likely see some slowdown in autos but 
whose foothold on the industrial side seems secure because of a large secular trend in consumer products applications 
and factory automation.   At 5x next year’s earnings, this company is too cheap to ignore, in our opinion. 

We added to Pacific Hospital Supply, a manufacturer of medical piping systems used in inhalation therapies, 
intravenous drug delivery and wound drainage.  We have longed liked the company for its innovative products in a 
space with some moat around it because of the trying certification process competitors must deal with. The company 
has had some growing pains with a newly certified, recently occupied factory in Taiwan.  We expect 2019 to be a year 
of turnaround for the company as underlying demand appears to be improving at the same time that production kinks 
are being worked out.   
 
Sales 

On the sell side, we trimmed Boral, a manufacturer and supplier of building and construction material in Australia and 
internationally. We exited GE and HI-P International, a Singapore based contract manufacturer.   

Finally, we sold Navitas, the Australia-based education company that provides a pathway to Asian students seeking a 
Western education.   The stock was up in the quarter on a takeover bid from a private equity firm.  We took advantage 
of the price spike to exit the company, which is increasingly vulnerable to a slowdown or shut down of the visa granting 
process in a world more wary of migrants including foreign students.  

David Descalzi 
1/4/19 
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