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Market Results 

Accommodative central banks and a potential resolution to the U.S.- China trade situation helped lift 
risk assets across the world in the first quarter of 2019.  This was quite the reversal of market 
sentiment as we exited heightened market volatility and one of the worst periods of market 
performance in recent history.   The S&P 500 recorded one of the best quarters since 1998 with the 
quarter up 13.6% and up 21.2% since the lows from Christmas Eve.   International markets were also 
solid with Asia and European stock indices up double digits.  The MSCI World index (a proxy for global 
stocks) ended the quarter up 12.3%.  Although equity markets were up across the board in the first 
quarter, the gains still did not make up for the losses experienced in 4Q18.  See Chart 1: 
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Adjusting to the new reality of dovish central banks and potentially lethargic global growth, investors 
had a voracious appetite for bonds and income-based assets such as MLPs, Real Estate and Utilities.   
In times of extreme volatility such as the 4Q18, market participants plowed money into treasuries 
and agency mortgages (e.g.  iShares MBS ETF) for safety, but low interest rates also supported more 
buying in 1Q19.  Credit spreads tightened after widening considerably in the 4Q18.  Investment grade 
debt (LQD ETF) were up 6.2% for the quarter while high yield returned a healthy 8.1%.  Leveraged 
loans returned about 5.2% percent year-to- date, trailing both investment grade and high-yield 
bonds. Quarterly returns for income-based risk assets, such as Master Limited Partnerships (Alerian 
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MLP ETF - up 17.1%) and REITS (Vanguard Real Estate ETF - up 17.3%) were the star performers this 
quarter.  Utilities, a place of refuge in the 4Q18, continued to perform well (up 10.7%) in the 1Q19.   It 
was a very good quarter for income-based assets.  See Chart 2 for these highlights. 
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Economic Environment/Market Comments 

Global growth slowed meaningfully as we started the new year.   The European economy is weaker 
than expected as the German economy continues to contract in the 1Q19 after hitting a rough patch 
in 2H18.  The Italian economy is in a recession.  After 6.6% GDP growth in 2018, the slowest since the 
financial crisis, China’s industrial profits declined in the first quarter and retail sales continued to 
slow.  Although the U.S. economy has slowed since the third quarter of 2018, it is still a bright spot 
among the major economies, as the labor markets are resilient and consumer spending (70% of the 
economy) remains strong.  

The yield curve (the spread between 3-month and 10 -year treasury) inverted during the quarter and 
has historically been one of the more reliable indicators of a more severe slowdown (i.e. recession) 
down the road if the inversion persists.  We think the odds of a recession remain low for the United 
States, but we see the curve reflecting a late cycle slowdown in the global economy.   We think the 
U.S. inversion is a response to very poor economic data in Europe discussed above, with the yield of 
Germany's 10-year government bond recently going negative again.  Germany's 10-year bond yield 
had been negative in 2016 for more than a quarter before reversing in anticipation of improving 
growth prospects.   On the positive side, European equity markets are up healthily YTD, possibly 
pricing in improving economic data and wider spreads in the second half of the year.   
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Credit spreads have tightened considerably after widening in the fourth quarter, as discussed above, 
reflecting a more accommodative Fed and diminished economic risks.   Inflationary and growth 
expectations of 2% are currently reasonable here in the U.S.    At the same time, the yield curve puts 
a lot of pressure on the U.S. central bank, suggesting that the Fed may have implemented one rate 
increase too many.  Although the Fed has indicated that they are done raising rates this year (down 
from previous Fed forecasts of two increases in December 2018), the market seems to be pricing in a 
Fed rate cut by the end of the year.  

Absence of a trade agreement between China and the U.S., potential hard Brexit, and disappointing 
earnings reports are near-term risks.   However, the pace of earnings downgrades has eased in the 
last two months.  2019 earnings growth estimates have been cut by more than half in the last seven 
months with earnings growth now forecasted to be up only 4.3%.  Mitigating these risks are 
accommodative global central banks and China's stimulus to offset slower consumer spending.  A 
potential trade agreement should lift corporate spending.  We are also seeing green shoots in the 
U.S. housing market as the homebuyer appears to be responding to lower mortgage rates.   

Portfolio Activity 

During the quarter, we looked for securities with attractive yields in this low interest rate 
environment for our Yield Growth portfolios.  Although it seems the U.S. economy is slowing, we 
believe credit should do fine in a 2% GDP growth environment.  We initiated a small starter position 
in TPG Specialty Lending (TSLX).   Along with Ares Capital (ARCC), which is also held in the portfolios, 
TSLX is one of the higher quality Business Development Companies (BDCs) and better underwriters in 
the space.  TPG provides senior secured first lien debt (95%) to middle market companies.  They 
target primarily non-cyclical companies that are growing.    The yield is around 7.8% with an average 
loan maturity of 4.1 years.   

We added to Taiwan Semiconductor Manufacturing Company (TSM).  TSMC is the largest pure-play 
semiconductor foundry in the world, commanding approximately 55% global market share.  This 
company is the global leader in producing innovative chips for artificial intelligence, autonomous 
vehicles, manufacturing automation and digitization and the Internet of Things.   Only three major 
players compete today in the foundry space: TSMC, Intel, and Samsung.  Among them, only TSMC is a 
pure-play foundry, which often makes it the partner of choice for chip companies.  Earnings and share 
price have come down pretty hard (in line with past draw-downs), reflecting an inventory correction 
and a slowdown in the semiconductor cycle, but also providing an opportunity to add to a high 
quality (net cash balance sheet) franchise, a good dividend payer (4% yield) and a solid dividend 
grower (10-year CAGR of 10%). 

We also added to Lowe's (LOW).  New management initiatives to improve operation appear to be 
gaining traction based on the most recent quarterly conference call.  The tone on the call was more 
positive than my expectations.  In addition, an improving housing market and a stable home 
improvement environment should provide operating leverage to Lowe's bottom line.  We estimate 
that Lowe's can generate a cumulative free cash flow of about $28 billion over the next five years for 



share buybacks and capital allocation projects.  Earnings revisions have also been positive in the last 6 
months, up 2.5%, in a tough market.  Lowe's dividend yield is 1.9%.   

We added to TCW Strategic Income Fund (TSI), a low duration, no leverage, 5.5% yielding, closed-end 
fund that invests opportunistically across the credit spectrum (currently in investment grade 
corporate and non-agency MBS). 65% of the portfolio is investment grade. Discount to NAV (Net 
Asset Value) is 5%. Portfolio managers are also significant holders of the closed-end fund.   

We also initiated a position in the iShares Aaa - A Rated Corporate Bond ETF (QLTA).  QLTA yields 
3.5%, giving the portfolio exposure to high quality U.S. corporate bonds (AAA - single A paper) in a 
slower growth environment.      

Although we trimmed Alphabet, Inc /Google (GOOGL) during the quarter, we still have a sizeable 
position in the portfolios.  Demand for mobile search and YouTube engagement remain strong with 
growing cloud services.   We also think they have the cash flows for a larger dividend payout and 
stock repurchase. 

Positioning  

The objective of the Yield Growth strategy is to provide a total return over a full market cycle that 
benefits from global equity exposure but with dampened volatility, so that the risk of a major 
drawdown in value would be less than that of the equity market. Of course, we cannot guarantee 
that we will achieve this objective.   

Volatility is always unnerving, but we think our disciplined approach that relies on fundamentals will 
continue to benefit our investors. Staying globally diversified with a focus on income and high-quality 
assets should serve as a buffer in a volatile market environment.   We were pretty active this quarter 
with numerous buys to take advantage of some of the value we saw in income ideas.  The current 
yield on a YG composite portfolio is approximately 3.4%, comparable to a yield of an investment 
grade bond portfolio, but the equity allocation offers a growth dimension.    

Our income-based assets in bond-Like equities --U.S. REITs (tower stocks and commercial and 
residential mortgages), Business Development Companies, and international commercial real estate -
- and MLPs (Master Limited Partnerships) offer a solid income stream in a slow growing low interest 
rate environment.  We think that a low interest rate environment bodes well for dividend growers 
and bond-like equities.  We have exposure to the following areas of income in the markets: 
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Our goal is to remain defensive and opportunistic to investing as we navigate a more difficult macro 
and earnings environment.  Thank you for your continued confidence in SeaBridge.   

 

Howard Chin 
4/4/19 
 
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 may be 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. Some client accounts may not have as much cash reserved as 
other accounts managed in the strategy due to client withdrawals or other issues. 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. 
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We used (1) Dream Global, (2) Ascendas Real Estate, (3) BOC Aviation  and (4) Crown Castle as a proxies for yields 
in this illustration.   We also held these 4 names in our portfolios. 


