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Commentary 

Like its global counterparts, Asian markets sharply advanced at the beginning of the year making up for some 
but not all the ground lost in a poor year for markets across asset classes in 2018.  The catalyst for the move 
was a not unexpected partial retracement of price levels which had fallen for a host of reasons not the least of 
which was year-end tax loss harvesting.  The move was turbocharged in January with an announcement by 
Chairman Powell of the Federal Reserve that the case for interest rate hikes had weakened and that the Fed’s 
neutral target rate had more-or-less been reached.   In addition, a consensus view formed that, despite 
ambiguous official communication on the subject, a trade deal between the U.S. and China would happen with 
the only uncertainties being the content of the agreement and the signing date.  These developments allowed 
markets everywhere to digest an undeniable slowing in the global economy and price financial assets using a 
lower discount rate. 

We are not surprised by the action in markets so far this year, including a bit of wobble at the end of the 
quarter. This is consistent with the new interest rate outlook and moderating, but not absent, global growth.   
Even with the run-up in the first quarter, market multiples still look reasonable. 

Still, worries abound: 

1. Global growth is slowing.  The IMF said in mid-January that it expects global growth this year of 3.5 
per cent, down from 3.7 per cent in 2018 and from the 3.7 per cent it had forecast for 2019 in 
October.  We expect further downward revisions driven primarily by poorer than expected 
economic performance from Europe. 
 

2. As we noted above, the Fed is responding to the growth scare by signaling looser monetary policy.  
In addition to the Fed, the European Central Bank announced in March that a third round of 
targeted longer-term loans will be extended to banks starting in September.  This expected new 
round of quantitative easing contributed to a sharp decline in the 10-year German Bund yield that 
now, once again, yields less than zero percent.  The yield on the Japanese 10-year bond was also 
negative as of the end of the quarter.  This is, to say the least, disturbing.  

 
3. World debt has swelled since the Great Recession.  While lower rates should help with the burden 

of debt service, which had made markets uncomfortable when the Fed was in tightening mode, 
there is now fear that the ebbing of global output may test the capacity of government and private 
debtors to service debt despite the lower rates.  The private sector may maintain some credit 
discipline under this circumstance, but governments would be hard pressed not to confront 
flagging demand with fiscal stimulus, which would worsen the bloated debt picture. This is 
certainly the case in China, where the credit spigots have been opened.   

 
4. The U.S. yield curve had flirted with inversion during the quarter.  An inversion occurs when short 

term rates are higher than longer term rates.  It is sometimes but not always a signal of a looming 
recession. The inversion became more pronounced toward the end of the quarter courtesy of 
comments made by Fed Chairman Powell at the March 20 FOMC meeting.  Powell, who had 



previously bolstered markets with his new-found dovishness, said that rate increases would be on 
hold for now.  Seeking perfect transparency, he marred the good.  This ill-advised pronouncement 
spooked markets and forced the yield on some longer dated Treasuries further below that of the 
three-month Treasury Bills and, in the process, placed recession fears, not particularly well-
founded, front and center in investor psychology.  If the Fed pulls on a string with respect to 
interest rate policy, the tug is felt world-wide.  There were some violent moves in both global fixed 
income and equity markets at the end of the quarter largely based on the Fed’s unusual 
declaration and its effect on the yield curve.  
 

5. Great Britain is a relatively small portion of world GDP.  But Brexit is an outsized reminder of the 
tenuousness of the idea of the European Union which is undergoing a massive stress test.  In 
France, the so-called yellow vest protesters demonstrated, sometimes violently, against a tax 
increase and the erosion of the middle-class standard of living.  Italy is cozying up to the Chinese 
and embracing their One Belt One Road initiative to the chagrin of Brussels.  The ECB is embarking 
on a new round of quantitative easing.  The German long bond is paying a negative interest rate.  
The France/Germany nexus on immigration tries to hold despite resistance on Europe’s periphery.  
The olive branch approach taken by France and Germany to the Soviet Union is also being strongly 
resisted in Poland and other countries on the Eastern border, and so on.  The Brexit impasse is a 
reminder that there are costs as well as benefits to being in the Union and that Europe must 
impose harsh penalties for defection lest other defections occur.  Unlike Britain, Europe is 
consequential to the global economy.  For Asia, it is a huge export market and therefore Brexit will 
be an overhang for markets there.  Europe’s big problems will not be solved by a successful Brexit, 
but an amicable divorce would help all markets including those in Asia. 

We believe that the issue with which the markets are most preoccupied is the U.S./China trade dispute.  And 
for good reason.  A lack of resolution as of the writing of this letter has introduced great uncertainty into the 
global supply chain for manufactured goods.  A first round of tariffs is in place and more punitive levies are 
threatened.  With each new round, the supply chain would be further impeded, and inflation would rise.  
Business confidence, which has taken a hit, would erode further, and this uneasiness would eventually trickle 
down to the consumer.  Perhaps the most damaging aspect of this entire trade episode is the notion that the 
dispute is about much more than just trade or even forced technology transfer.  It may just be the beginning of 
a long-lasting adversarial relationship, or worse, the start of a new cold war between the two undisputed 
world superpowers. 

It therefore stands to reason that a resolution to the trade matter would be hugely significant.  While it may 
not be a perfect arrangement addressing all grievances, it almost certainly would achieve more balance in 
trade which is currently lopsided in China’s favor. Most importantly, it may be the cornerstone in the building 
of a new world order that extends beyond trade and includes new protocols for cross border finance, military 
cooperation, diplomatic relationships, and political alliances, all of which are rapidly being rearranged, 
replacing ones in place since the end of the second world war. Some manifestations of this transition are 
almost surreal. The UK plans to leave Europe. Italy has signed on to China’s One Belt One Road.  Brazil may 
become America’s largest trading partner in the Western Hemisphere and, oddly, according to Trump, may 
join NATO, which is an organization that may be dissolved.  Europe is strengthening ties with Russia, formerly 
its arch enemy, while at the same time the relationship with its staunch ally, the U.S., is more adversarial.   The 
world does seem a bit topsy-turvy.  We need more clarity on what this post-post-war period will look like.   A 
China/U.S. trade deal would be a critical piece to the puzzle. 

So, our positive outlook is very much founded on a favorable outcome of the trade dispute. But there are other 
reasons. One large overhang not already mentioned has been dispelled with the exoneration of the Trump 



administration on collusion with Russia charges.  Based on what we know, this almost guarantees that Trump 
would not be impeached before the next election, a proceeding which the markets would find to be hugely 
distracting at best or another confidence killing sample of government dysfunction at worst.  Additionally, 
although the Powell handling of interest rate signaling left much to be desired, it should not obscure the fact 
that interest rates will likely be low for the foreseeable future. They may even trend down.  This in itself is 
stimulative.  As for the global slowdown, we have a theory -- that it is temporary.  The U.S./ China trade 
impasse probably has been more damaging to growth prospects than given credit for, so its resolution should 
have the opposite effect.   Also, we believe that we are in a fallow period for growth.  As we noted in our last 
commentary, we may see the beginning of step function rollouts of new communications technology, AI driven 
products and services, biologics and a host of new green initiatives that affect a slew of industries.   The 
immediate expensing of cap ex in the U.S. should help drive adoption of these new products.  Finally, we 
believe that the U.S. housing market is entering a more robust period of growth driven by ultra-low mortgage 
rates.  This should stimulate demand for direct industry inputs like building materials and heavy equipment, 
but also products that tie into housing, like home furnishings and pickup trucks.  Because the supply chain to 
U.S. housing extends beyond the U.S., the global economy, perhaps Asia in particular, should be helped by a 
stronger U.S. housing market.   

We are about to enter a new earnings season, from which we will learn much about the effect of macro 
conditions on quarterly results and outlook.   

Please see the attached addendum on trading activity for the quarter.     

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

Dave Descalzi 
4/2/19 
 
The views presented here represent the opinions of SeaBridge Investment Advisors based on analysis of publicly available information.  
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Transaction Summary 
 

Note: some accounts did not participate in some of the trades mentioned in this summary due to client-specific 
factors.  

 
Purchases   
 
We added to CK Hutchison. This Hong Kong based conglomerate reported a decent set of results for the last 
quarter of the year with earnings growing 11% year on year, more-or-less in line with consensus.  There were 
some weaknesses in their ports business– China and HK performed poorly and will likely continue to do so; the 
retail division performed fairly well with Asia a region of strength.  Energy and Telecommunications performed 
as expected.  We believe that sentiment has been weighed down by Brexit concerns because of the company’s 
sizeable UK presence.  However, the company trades at a significant discount to the market multiple for 
similarly structured companies and a discount to where it has historically traded.  CK yields almost 4%, which 
looks increasingly attractive in a low interest rate environment. 
 
We initiated a position in Hana Microelectronics and added to it during the quarter.  The Thai company 
produces printed circuit board assemblies and integrated circuits. Hana’s customers use these products in 
automotive electronics, test and measurement equipment, Internet of Things (IoT) and RFID devices, as well as 
medical devices and hearing aids. They have a global footprint with manufacturing facilities spanning Thailand, 
China, the United States, and Cambodia. 
  
In a difficult environment, the company has produced stable results with solid margin expansion mainly on 
careful expense management.  Expectation for the company has been for mid-single digit revenue growth, 
which, given the company’s track record of returning cash to shareholders, should provide investors a decent 
yield.   Given the capabilities of the company, we think Hana is poised to be a beneficiary of the ramp-up in 
technology hardware enabling mobile connectivity.  It should also benefit from diversification of 
manufacturing out of China.  The stock yields over 6%.  We view it as a reasonable addition to the Asia 
portfolios where we have been generating cash through sales and trims of appreciated holdings.  
 
Sales 
 
We trimmed Huazhu, our China based hotel company. The stock had run on a good earnings report and a good 
outlook.  The company is transforming from a budget hotel chain to one that caters to middle and higher 
income guests through a mid-tier hotel branding strategy.  As a result, it has produced impressive revenue per 
available room growth.  The company’s sanguine outlook is also cheering markets.  Given well-documented 
macro issues pressuring China, we think it prudent to trim, but not eliminate, the position.   
 
We sold out of Delta Thailand Electronics, a Thai based manufacturer of power systems primarily used for 
telecommunications and industrial applications.  Fourth quarter results were decent with the top line growing 
in the high single digits but the bottom line disappointed with most of the shortfall attributed to higher royalty 
payments made to its parent, Delta Electronics of Taiwan.  We see this as a form of extortion.  Delta Taiwan 



announced in the quarter that it intends to take Delta Thailand private via a tender offer from another Delta 
subsidiary, Delta Singapore.   Investors have little choice but to tender. The relationship between the 
Taiwanese and Thai companies have been increasingly troublesome.  Delta Taiwan is now able to control the 
share price of the company whether or not its conditional tender offer made by its Singapore subsidiary for 
shares outstanding is accepted.   We’re out. 
 
Fisher & Paykel Healthcare manufactures humidification products for use in respiratory care and treatment of 
sleep apnea.  Recent news flow has been positive, and the Street has been upgrading forecasts. The company 
has consistently been dominant in the intensive care units of hospitals.  The growth potential, which is huge, is 
in the non-critical areas of the hospital.  The adoption here will likely be difficult, but the market seems to like 
the company’s chances.  Additionally, the company has just settled a patent dispute with ResMed, its major 
competitor in homecare products related to sleep apnea.  This litigation had weighed on the stock.   
 
While there is probably more near-term upside to the stock in this feel-good period, we find it increasingly 
difficult to justify current valuation of about 33x March 2020 consensus earnings estimates.  The hospital 
initiative may turbo charge earnings, but this is far from a given.  We thought it prudent to trim. 
 
We are trimming L’Occitane, a skin care products company, with a view toward selling it.  L’Occitane 
announced the acquisition of 100% stake in ELEMIS, a premium British beauty and skincare brand, for a 
maximum consideration of US$900 million, implying 6.4x sales and 22.6x EBITDA, based on ELEMIS’ estimates 
for 2018.  This deal brought forward some of our concerns about the company. 
 
We had been attracted to L’Occitane because it had a relatively secure presence in the organic skin care 
product space with lots of room for growth in Asia.  Since our purchase of the company, competitors have 
entered the space. Market reception of new product offerings have been erratic.  Operating results have, 
therefore, been uneven.  The ELEMIS acquisition raises many questions over synergies and brand integration. 
There is one obvious complementarity -- distribution.  The revenue split for Elemis is as follows:  digital 24%, 
retail 14%, QVC 16%, spa 20%, and maritime 18%.  Marrying the bricks and mortar of L’Occitane with the 
online presence of ELEMIS seems to make some sense, but issues surrounding this integration including 
marketing, the maintenance of brand integrity, product pricing, store format, and cannibalization of 
L’Occitane’s in-store products in addition to its online offerings make us wonder if the large premium paid for 
Elemis can be profitable in the long-term. 
 
We trimmed Omron, our factory automation equipment company, on a sharp, one day advance during the 
quarter.   The shares popped 14% on the basis of its inclusion in the Nikkei 225, replacing Pioneer.  We still like 
the company, but it will likely be later in the year before the business ramps based on the replacement cycle 
for some of its products and a successful resolution to the U.S./China trade dispute which has slowed factory 
floor automation system installations and upgrades particularly in Asia.  The first quarter of this year will likely 
be subdued.  It is prudent to trim with a view toward increasing the position at a better price point later in the 
year. 
 
We trimmed SPX Corp., a U.S. based supplier of engineered products and technologies including HVAC systems 
and detection & measurement equipment.  The company is a turnaround story of sorts and has been 
successful in righting itself after entering a contract for work on a South African power plant in the middle of 
this decade.   With only a modest foothold in Asia and with the shares having a 12% up day on the basis of a 
good quarterly report, we decided to take some profit in a company that still looks inexpensive in a world 
where we continue to expect an expansion. 
 



We reduced our holding in Swire Properties, a Hong Kong based property developer and landlord.  The 
company is a beneficiary of ongoing office decentralization in Hong Kong. They have developed non-prime 
property in Island East on Hong Kong island where the transportation connectivity is set to improve after the 
completion of Central-Wanchai bypass. Portfolio expansion through shrewd development of non-prime 
locations in Hong Kong should widen the company’s rental earnings base and lead to better earnings quality. 
This said, the share price has advanced to a level that makes the current yield somewhat less attractive in the 
real estate space. 
 
We trimmed Techtronic Industries.  We still like the maker of hand-held power tools and accessories which 
should be a beneficiary of a U.S./China trade deal and improvement in the US housing market.  Like the Omron 
situation mentioned above, the Hang Seng Index announced that Techtronic would join the benchmark in mid-
March, so the shares were heavily bought by index investors.   We took the opportunity from this extraneous, 
positive event to reduce exposure. 
 
4/2/19 
David Descalzi  
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