
 

SeaBridge Longview Strategy 
Fourth Quarter 2018 

Commentary 

Market Review & Outlook  

Despite the strengthening economy in 2018, the S&P 500 ended the year down 4.4% following the worst 
fourth quarter performance since 2011. Critics have blamed a myriad of factors for the selloff including Fed 
tightening, credit spreads, China Trade War, tax loss selling, slowing housing sector, EU political turmoil, and a 
flattening yield curve.  Given the recent contraction that has left the S&P 500 trading at 15x forward earnings, 
the question on everyone's mind is whether the market is signaling an imminent recession.  

The table below places the current period in context by comparing several data points to periods prior to the 
previous recession which officially began in Q1 2008.  We have placed a more comprehensive version of our 
review on the SeaBridge website1 and encourage you to visit the site for the complete version.   

Now vs. Then 

 

    
                                                           
1  www.SeaBridge.com under the Investment Outlook tab, Placing the Current Period in Context: 2018 vs. 2007 

http://www.seabridge.com/
http://seabridge.com/media/Current_Period_Context.pdf


Key Takeaways  

• Economy  
o GDP growth is strong while inflation remains benign and interest rates remain supportive  

• Household Sector  
o Firm employment and wage growth providing strength while leverage levels remain 

healthy as credit demand lags income growth  
• Financial Sector (Banks)  

o Banking sector is experiencing higher profitability, solid credit quality, and remains better 
capitalized than in the run up to the previous recession 

Reviewing points across sectors, it becomes clear that the current period stands in stark contrast to the period 
during the mid-2000's.  For reference, in the 5 years ended Q4 2007, per capita household debt increased 77% 
versus per capita disposable income growth of just 24%.  This is in sharp contrast to the recent 5-year period 
ended Q3 2018 which saw debt and income growth of 16% and 20%, respectively, implying a further 
deleveraging by the household sector. The financial or banking sector also appears in much better shape as 
evidenced by lower levels of loan growth and higher capital ratios.  

As it relates to equity valuations, we continue to see value.  

 
S&P 500 Earnings Yield vs. Treasury Bond Yields  

 
Source: Factset 

 
The chart above demonstrates the relative valuations of the S&P 500 earnings yield (inverse P/E ratio) 
compared to the 10 Year Treasury Bond.  The gray shaded area represents the difference between the S&P 500 
earnings yield and the bond yield on the 10 Year Treasury.  This spread is considered a proxy for the risk 
premium investors require to hold equities relative to the risk-free asset.  Note the current risk premium, or 
spread, is 4.5% which is above the average of 3.2% since 2000 indicating that equities appear attractive 
relative to current 10 Year Treasury bond yields. They also stack up favorably when compared to investment 



grade bond yields (not shown in above chart) with the current reading showing a premium of 2.3%2 versus 
long-term average spread of 1.1%.   

We maintain the view that a U.S. recession is unlikely in 2019 and view overall valuations as attractive for 
equities.   

Portfolio Results & Activity 

During the final quarter of 2018, the portfolio declined substantially, more than entirely erasing the positive 
performance recorded during the first 9 months of 2018.  We saw weakness across the portfolio with the 
majority of holdings recording negative returns in the period.  We added one new position to the portfolio, 
Celgene Corporation (CELG), and eliminated no positions.  We view our portfolio as generally reflecting 
compelling value and we remain constructively positioned with a low double-digit percentage cash allocation 
as we head into 2019. 

For the full year, our better performing positions included Advance Auto Parts (AAP), Twenty-First Century 
Fox (FOX), and Dollar General (DG).  Our weaker performing positions included Spectrum Brands (SPB), Colfax 
Corporation (CFX) and Liberty Global (LBTYK).  Unfortunately, price declines in two of our worst performing 
positions, Spectrum Brands (SPB) and Colfax Corporation (CFX), were the result of fundamental developments 
rather than macro-economic developments, leading us to reconsider the respective investment thesis in each 
holding described further below. 

Dollar General (DG) is a national discount retailer with over 12,500 stores concentrated in the eastern and 
southern parts of the U.S.  Generally, DG sells items at price points ranging from <$1.00-$10.00, similar to its 
competitor, Family Dollar, which is owned by Dollar Tree (DLTR).   DG has delivered 28 consecutive years of 
"same-store" sales growth demonstrating the resiliency of its business model. We believe the business has a 
long runway for reinvestment at attractive rates of return, compounded by their proven ability to drive 
productivity from the existing store base.  Even though DG sells to a disadvantaged customer base, we 
consider the company to be a quality business with defensive, almost subscription-like, demand 
characteristics.  DG is run by shareholder-friendly management and a skilled Board. Unsurprisingly, it held up 
fairly well during the Q4 2018 volatility as the dollar stores tend to be solid defensive holdings in times of 
shifting investor sentiment.   

Spectrum Brands (SPB) is a diversified consumer products company focused on being the low-cost producer in 
defensive categories producing everything from Rayovac batteries to Armor All auto care products.  Our thesis 
centered on owner operated leadership with a history of deploying >100% of business free cash flow into value 
accretive M&A.  We viewed positively the heavy insider ownership on the board that provides oversight on 
capital allocation from investors including Jefferies Financial Group (JEF)3, which holds ~15% of the company’ 
shares and has a history of delivering excess returns to shareholders.  The company faced a confluence of 
negative developments and distractions in 2018.  These included production bottlenecks that weighed on 
margins and cost the then CEO his job, major asset sales representing nearly 1/3 of company profits, a 
corporate restructuring that involved collapsing ownership interests from two entities into one surviving 
entity, and softening demand in end markets.  As challenges mounted, we relied on Dave Maura, Executive 
Chairman and current CEO, to provide visibility on company outlook.  Mr. Maura has always been the person 
we respected most in the leadership team as he is a successful financial investor, formerly from the hedge 
fund Harbinger Capital, who orchestrated the company’s existing portfolio going as far back as 2010.  It is yet 

                                                           
2 Investment Grade proxy is the yield on corporate bonds rated BBB. Data received from FactSet.  
3 Jefferies Financial Group (JEF) is also held in the Longview portfolio as of yearend 2018.    



to be clear whether he has the operating expertise to effectively manage through the existing business 
challenges including the restructuring resulting from the assets sales.  Therefore, we substantially reduced our 
position during Q4 as the outlook no longer warranted a full-sized position.  At the current valuation, we 
believe we are being effectively compensated to face the operating risks embedded in the strategy but 
continue to evaluate our existing position.       

Colfax Corp (CFX) is an industrial pumps and welding equipment manufacturer supplying products to 
customers mainly in power generation, oil & gas, and industrial end markets. CFX's products generally 
represent a small percentage of overall project costs but are mission critical to proper functioning (e.g. gas 
compressor to $1 billion US$ refining renovation project). Company customers tend to prioritize reliability, 
quality, and performance over price. We believe this supports pricing power and improves the overall quality 
of the business. We have always held a high degree of confidence in company leadership which includes the 
Rales brothers, Mitchell & Steven, who combined own about 20% of the company shares. They have a good 
record of creating value for shareholders as they are responsible for much of the multi-decade success at 
Danaher Corporation (DHR).  In November 2018, the company announced a transformative acquisition that 
will see them pivot away from industrials and into the medical devices industry.  The acquisition is set to be 
heavily debt-financed with a portion of the consideration being funded by a pending equity offering.  Following 
the acquisition announcement, the shares were punished as the late cycle deal has been viewed by investors 
as ill-timed and employing aggressive levels of debt financing.  We reduced our allocation following the deal 
announcement considering the reduced visibility of the pro-forma company to be a major negative.  We were 
awaiting the pending equity offering required to finance the acquisition to see what level of participation the 
leadership, including the Rales brothers, take in the offering.  On 01/07/19, CFX announced a $400M equity 
offering that will see the Rales brothers buy up to 12.5% of the offering or $50 million USD, which is a positive 
but still less than we would have favored. This participation rate implies slight dilution to their combined ~20% 
existing stake. Considering recent events, we continue to evaluate this position and expect to reach a final 
decision on its allocation in the portfolio by end of Q1.    

Celgene Corporation (CELG) is a bio-pharmaceutical company mainly 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 2/3rd of company sales and has substantial patent 
protection through 2026. Much of the 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. They have a 
promising pipeline that includes cutting-edge CAR-T therapies that could be used to treat a wide range of 
blood cancers.  This includes the CAR-T therapies acquired from Juno Therapeutics in January 2018 for $9 
billion. In clinical trials, CAR-T is showing early but promising results of being more effective and having a 
better safety profile than existing alternatives which could lead to commercialization as early as this year.  

While the hope of the pipeline producing the next “blockbuster” is always alluring, identifying successful 
pipeline drugs early in the approval process is extremely difficult. When investing in bio-technology and 
pharmaceutical drug stocks, our goal is to not overpay for an R&D drug pipeline. At the time of our purchases, 
we believed we were paying no premium for the attractive drug pipeline the company had accumulated in 
recent years. We estimated that the then market valuation of the company only reflected the cash flows tied 
to the existing drug portfolio, including the eventual decline in Revlimid revenues due to the nearing patent 
cliffs. Fortunately, Bristol Myers Squibb (BMY) appears to have agreed with us and early in 2019 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 initial purchase price in the high $60s 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.  



Conclusion  

Last year in the Q4 2017 commentary we wrote:  

“We have seen a rise in investor euphoria while fear appears to have been dispelled from 
the collective psyche of investors. We are natural skeptics and are wary of the lack of 
volatility and increasing investor accord at these prices. Perhaps Buffett said it best with the 
quote: ‘You pay a high price for a cheery consensus’.” 

Following the Q4 2018 collapse in markets, investor sentiment appears to have completely reversed to the 
other end of the spectrum and volatility has fully returned.  We continue to assess our company prospects 
against the valuation levels on offer by the market, finding increasingly attractive opportunities.  Revisiting this 
process during times of volatility gives us some assurance we are on the right path.  

Adrian Morffi 
Matt Falkowski 
01/09/19 
 

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. 

 


