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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. 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 
which has not occurred in nearly 100 years, according to The Wall Street Journal.  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.  

High on the list of investor 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 nearly all global currencies against the dollar. Downbeat macro developments such as the lack of a pathway 
to Brexit, the U.S. government shutdown, a populist uprising in France, and slowing global growth are some of the items 
in the most recent news cycle that have pressured stock markets. As the year wore on, markets seemed to increasingly 
ignore occasional bits of good news, like the robust U.S. Christmas Holiday Sales season, and instead focus on anxiety-
causing developments, like the U.S. government shutdown. This is opposite of the way markets behaved leading into the 
year.  

It is not that there was little to worry about. Let’s do a brief survey of regional trouble spots in descending order of our 
concerns.  At the top of our list is Europe.  Undoubtedly, the European Union is in a tumultuous period.  The most recent 
evidence of turmoil is the so called “yellow vest” movement in France, which is but the latest manifestation of a notorious 
gallic resistance to economic reforms which might serve to improve the EU’s second biggest, chronically underperforming 
economy. The protesters have called for lower fuel taxes, reintroduction of the solidarity tax on wealth, a minimum wage 
increase, and Emmanuel Macron's resignation as President of France, arguably all of which would make the country worse 
off if these platform planks were enacted.  European problems extend far beyond France.  More broadly, the European 
Commission, the International Monetary Fund, and the OECD predict that, on average, the European Union’s economy 
will grow by 1.9% next year, which is a remarkably low number given the extraordinary liquidity that has been pumped 
into the system by the ECB since 2015 and the near zero interest rates in place for the last decade.  

In these times of great stress in Europe, we are reminded of Milton Freidman’s prescient comments on the European 
Union1 made more than a year before the introduction of the Euro in 1999: 

“A common currency is an excellent monetary arrangement under some circumstances, a poor monetary arrangement 
under others. Whether it is good or bad depends primarily on the adjustment mechanisms that are available to absorb the 
economic shocks and dislocations that impinge on the various entities that are considering a common currency.” 

And: 

“Europe’s common market exemplifies a situation that is unfavorable to a common currency. It is composed of separate 
nations, whose residents speak different languages, have different customs, and have far greater loyalty and attachment 
to their own country than to the common market or to the idea of ‘Europe.’"  

Friedman’s words apply to Europe today, perhaps even more so today. 

                                                           
1 Milton Friedman “The Euro: Monetary Unity To Political Disunity?”, Aug 28, 1997 Project Syndicate  

https://en.wikipedia.org/wiki/Solidarity_tax_on_wealth
https://en.wikipedia.org/wiki/Emmanuel_Macron
https://en.wikipedia.org/wiki/President_of_France


Are we not about to find out what adjustment mechanisms might be needed to address the economic consequences that 
will likely result from the withdrawal of the free money policy the ECB ardently pursued for the past four years?  How will 
this withdrawal of liquidity affect the weaker members of the union?  How will stronger members react when called upon 
to rescue, in some way, the weaker members?  Will these members take a harder line today than at the time of the Greek 
crisis that began in 2009 when there was much more comity in place among member states? Our fear is that the Union 
has become more vulnerable to a breakup at a time when financial stresses look set to increase.  

Then there is China. 

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, China 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 three 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, investors in Asia 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 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. And they are accentuated against the backdrop of a 
potentially devastating trade war with the U.S. 

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 versus its fanatical desire to maintain internal control. 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 investors, China is becoming more unpredictable and therefore less investible.  

So, how does all this affect our investment strategy as we enter a new year? Although we have reduced our holdings in 
U.S. based companies that do business overseas, we will continue to use these companies because of our conviction 
about the soundness of the U.S. economy.  The U.S. dimension to global businesses domiciled in the U.S. provides a base 
level of comfort in holding these shares in our portfolio. Citigroup and IBM are two examples of such companies. Each 
firm obviously has a vibrant U.S. presence but also sizeable overseas operations. 



Despite our grave concerns over China, we won’t give up on the country. 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. We do not see a recession in China. They have 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.  

On the other hand, we have genuine enthusiasm for Asia ex China. The demographics of Asia ex China and ex the rest of 
north Asia, are compelling. Southeast Asia is younger than the north, and the middle-class growth story here is at least as 
strong as it is in China per se. Additionally, we strongly feel that Southeast 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 seek 
to diversify out of China into countries like 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, with roughly equal size and a stronger growth profile, will likely loom larger as a possible replacement for China. 
South Asia and Southeast 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. 

While some ominous clouds are on the horizon, we see some good things coming out of next year for the following 
reasons: 

1. Although economic growth may wane because of factors noted above, our working assumption is that there will 
be no recession in either the U.S or Asia next year. Even Europe and Japan should post positive growth. Because 
of the selloff in equities in 2018, stocks look cheap. Even with drastically lower earnings growth estimates in the 
U.S. (7.4% in 2019 vs. 22% in 2018), flat in Europe (8% vs 7.8%) and, while better but still low growth in Asia 
(6.4% vs 3.6%), NTM price to earnings multiples are at 14.2x, 12.2x, and 10.9x respectively. While we still have 
little interest in Europe for the reasons stated above, at the current expected level of interest rates, valuations 
generally across markets 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 
products by China. This would address Trump’s fixation with the numerical disparity in trade between the U.S. 
and China.  Even on the larger issue of China containment, as of late we have seen some positive movement in 
the delaying of its China 2025 initiative, which essentially is a blueprint and timeline for global economic 
supremacy. China is markedly slowing; too 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. 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 several 
concerns affecting markets such as Brexit and the Trump Administration’s special counsel woes.  

4. Our expectation is that the Fed Reserve will lean dovish in 2019. The knock-on effect of this would likely be dollar 
weakness or minimally a dollar less strong than it otherwise would be.  A weak dollar is hugely beneficial to Asia 
as it takes pressure off central banks there to raise rates to defend local currencies. A weaker dollar would also 
stimulate U.S. exports which should contribute to the growth profile of the U.S. economy. 

5. We do not believe that we are at the end of a business cycle.  2018 was perhaps a year of a lull which may have 
been reflected in equity market performance. We see this phenomenon particularly in Asia. The region 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. Artificial Intelligence in all its forms will create demand for new and faster chips. 
In biotechnology, we think 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 by 
the demand for these goods and services from its growing, wealthier population.  

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. This is a positive sign for 
equities generally. 

Volatile markets provided for an active quarter.  

We initiated positions in: 

• FedEx – With the stock trading close to 40% lower than its early 2018 highs, it looks extremely cheap at roughly 9 
times next year’s earnings. This multiple is a significant discount to that of UPS. Because of investments already 
made to streamline operations, the decline in oil prices, and the overall strength of the US economy, the 
company enters the new year with significant tailwinds. We believe FedEx’s European problems can be handled. 
We initiated a starter position at what we believe to be an attractive valuation level. With 1/3 of the business 
overseas, the company qualifies for International especially given our aversion to buying anything that has a 
purer European pedigree. 

We added to existing positions in: 

• Celgene is a bio-pharmaceutical company focused on developing drugs to battle blood cancers like multiple 
myeloma and lymphoma. Its drug portfolio includes the “blockbuster” drug Revlimid, a treatment for multiple 
myeloma, that comprises 60% of company sales and has patent protection through 2026. Much of stock’s 
weakness over the last year and a half has been tied to the uncertainty on how the company will replace the 
revenue stream once Revlimid goes off patent. Celgene has a promising pipeline that includes cutting-edge CAR-T 
therapies that could be used to treat a wide range of blood cancers.  These early stage drugs were developed by 
Juno Therapeutics, which was acquired by Celgene in January 2018 for $9 billion. In clinical trials, the main drug is 
showing early but promising results of being more effective and having a better safety profile than existing 
alternatives. There is some probability that this therapy can be commercialized in the coming year. While the 
notion of launching the next “blockbuster” is always enticing, identifying successful pipeline drugs early in the 
approval process is extremely difficult. When investing in bio-tech and pharma stocks, our goal is to not overpay 
for an alluring but unproven pipeline. At the time of our additions, we believed we were paying zero premium for 
the attractive drugs still in their trial phase. We estimated that the current market valuation of the company only 
reflected the cash flows tied to the existing drugs portfolio, even with Revlimid in decline due to the patent cliff. 
Fortunately, Bristol Myers Squibb appears to have agreed with us, and on 01/3/19 BMY announced a definitive 
merger agreement to acquire Celgene in a cash and stock deal valued at more than $100 per share. This 
represents a sizeable premium to our November 2018 additions in the high $60s to mid $70s per share. The deal 
also contains Contingent Value Rights that could be worth an additional $9 per share if a certain set of Celgene 
drugs reach FDA approval. We also harvested losses in older lots of Celgene for taxable accounts. 

• Apple –Weakness provided an opportunity to add to our holding at a time Apple is aggressively returning capital 
to shareholders. Over the past 12 months, Apple has returned $95B despite generating $64B in free cash flow. 
We expect a reduction in the net cash balance to continue, given our expectation of low single digit growth rate 
in sales driving a low double digit expected return for the shares. Over the past few years, unit price increases 
have been responsible for nearly all of iPhone revenue growth as the installed base has matured. After we added 
to the stock, the company guided revenue lower by eight percent for 1Q19 primarily due to an elongation in the 
iPhone replacement cycle and iPhone weakness in emerging markets (especially China). This pre-announcement 
has put further pressure on the stock. While these two factors are certainly worrisome, we believe the much 



faster growing services segment and the expected return on investments in areas such as video, health, and auto 
should be able to offset slowing iPhone sales. With more than 1 billion devices in use, Apple has ample runway to 
continue to expand the services segment. As the mix shifts more to services, the company should command a 
higher multiple. Trading at a significant discount to the P/E multiple of the S&P 500, we view the risk / reward 
tradeoff as favorable for this premium consumer products company.  

• Citigroup – The company said it probably won’t meet a closely watched profitability target this year because 
market volatility crimped fourth-quarter trading revenue. But trading revenue is always volatile, and the bank is 
performing very well on other metrics including C&I loan growth which we consider to be the bank’s most 
meaningful barometer of things to come. The stock trades very cheaply versus its counterparts, a good reason 
for its aggressive repurchase program of shares. 

• Mohawk - Recent weakness provided an opportunity to increase our allocation ahead of earnings season when 
there is extreme pessimism for the building materials sector. We considered valuation attractive at <2.5x net 
tangible assets. Further, our confidence is boosted by an owner operator CEO who is the company's largest 
shareholder, and recent insider purchase activity by board members. Lastly, the company is modestly leveraged 
so debt service will not be a problem should interest rates continue to creep up. After our addition, the company 
reported a very poor quarter. Overproduction, waning demand, input inflation, and decline in pricing power led 
to a sharp fall in the stock price. Taxable accounts currently have smaller positions due to tax loss harvesting. We 
believe the current valuation reflects worst case scenarios, and we will possibly look to repurchase shares after 
the wash sale period has expired.  

• Aerospace Industrial Development, Daifuku, Fanuc, Pacific Hospital Supply, Singapore Technologies 
Engineering, Venture Corp were all added to in late November as we put some cash to work in some of the more 
depressed names. There was no meaningful change to our investment theses. 

We exited positions in: 

• General Electric – The company has been plagued by multiple issues since we initiated the position, including but 
not limited to an investigation into accounting practices, structural problems in their key power segment, and the 
possibility of significant equity raise. The stock bounced on the announcement of replacement of the CEO with 
the well-respected former CEO of Danaher, a highly regarded industrial company. This provided a good point to 
exit the stock. The stock continued its retreat after our exit. 

• Liberty Global (LBTYK) – We re-evaluated the earnings power of the company as we believe the probability of a 
permanent rather than temporary impairment to ROI is rising. We received an earnings report that was 
disappointing given the deterioration in a key market (Switzerland).  Additionally, there is more evidence of 
increasing competitive pressure across markets. We noted increased talk of further investments to support the 
business, implying to us that the firm’s pricing power may be eroding.  At the current valuation, the stock reflects 
this lower return potential but not a possibility of further deterioration in ROI. Despite our confidence in 
management and their heavy alignment with outside shareholders through their >$1B equity stake, we feel that 
an uncertain operating environment warranted our exit. 

We trimmed positions in: 

• MasterCard - We are raising cash from some of our more fairly valued positions. Given the >30% YTD rally in MA, 
we see a more balanced risk/reward proposition especially in an environment where consumers have more 
options to make payments electronically. This is especially true in the higher growth ecommerce space where 
payment platform companies like PayPal and Square continue to proliferate.  

• Microsoft - We reduced our allocation further following our July trim, as the risk / reward profile of the firm 
becomes more balanced due to the shares’ strong performance. It is roughly flat since our last trim, which 
followed a solid third quarter earnings result. Mid-teens growth accelerated in Q4, with the company delivering 
~20% growth. However, FCF growth was much lower due to rising capital expenditures partially due to some 
distortive effects from the tax change in the U.S.  

Other trades not discussed above were primarily related to loss harvesting to offset gains for taxable accounts. 



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

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

Regards, 

Dave Descalzi 
Matt Falkowski 
1/9/18 
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