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We sent you commentaries on our investment strategies immediately after the end of the 1st quarter 
to highlight our activity in the portfolios as the impact of the Covid‐19 began to be felt.  We wanted to learn 
more before writing our general overview letter.  Now we’d like to discuss what we’ve all learned and how 
we’re proceeding in the face of massive upheaval and continued uncertainty. 

The virus has had devastating impact on people’s lives over the past two months.  This first wave of 
the virus may be past its peak, although there are still significant areas of concern.  However, Covid‐19 will 
likely affect consumer and business behavior for the foreseeable future.  

While prior to the quarantine the economy seemed to be gaining strength and corporate earnings 
were growing, we would not be surprised to see the U.S. economy show a contraction of up to 40% from the 
first quarter.  While earnings for the first quarter are looking better than we expected, second quarter 
earnings are likely to be worse as the full impact of the quarantine and consumer fear hits.  

Equity markets are being buoyed by a wall of money fostered by the Federal Reserve and Congress 
acting quickly to support the economy. There are indicators of future strong market appreciation (such as M2 
growth).  However, given people’s concern about the outlook for the virus going into the upcoming Fall 
season, a third quarter economic rebound may be less than what the stock market is anticipating.   

We recognize the risk in the stock market but also see this time as an opportunity for long‐term 
investors.  We are watching and evaluating the statistics on the pandemic, the earnings of the companies we 
follow and the reaction of the market.  We are using the cash reserves in your portfolios to invest in stocks 
we believe will successfully weather this crisis and appreciate going forward. 

And now, for more details: 

Since the end of the first quarter, equity markets have recovered some of their losses as the number 
of new Covid‐19 cases hopefully appear to have peaked in Europe, the United States, and the United 
Kingdom. The markets are also responding to signs that the global economy is incrementally reopening as the 
virus spreads at a slower rate.    

Aside from encouraging news on the health front, including promising reports from research into 
antiviral drugs and vaccines, we think the massive moves by the U.S. government and the Federal Reserve to 
support the economy should provide a cushion once economic activity resumes. The response from the Jay 



Powell’s U.S. Fed has been forceful, unprecedented, and encouraging. Subsequent to the $2 trillion 
stimulus/relief bill (CARES Act) to support households, the unemployed, and businesses, the U.S. Federal 
Reserve on April 9th unleashed a plethora of programs amounting to $2.3 trillion, to further support small and 
medium sized businesses, state and local governments, and the corporate bond markets.  We are 
encouraged that Powell is channeling a “whatever it takes” mentality to restore market liquidity and stability 
and to make sure that the recession scenario does not turn into a depression. 

 In the last two big market declines, 2000‐2002 and the 2007‐2009 financial crisis, the S&P dropped 
49% and 57%, respectively.  In the current crisis, the S&P 500 dropped 34% from its high in February.  The 
speed of the continued massive fiscal and monetary responses is a differentiator in the current crisis.  It has 
helped support risk assets in the near‐term.  Although liquidity has been feeding into the equity markets, 
certain areas of the equity markets are responding more positively than other areas.  Since the markets 
bottomed on March 23, large‐capitalization growers (e.g. the QQQ ETF, which is technology heavy) and large‐
caps in general (S&P 500) have been able to recover more of their losses than smaller capitalization (e.g. the 
Russell 2000) companies.  Small Caps vs Large Caps in general suffer from an inferior access to capital 
markets and trading liquidity, but we expect that Small Caps should recover as the U.S. economy begins to 
normalize. 

Writing this letter in late‐April has provided us with glimpses of 1Q earnings for companies. Investors 
already know that profits will be down dramatically in the 1st half of 2020. Most companies have suspended 
forward guidance or issued guidance with a wide range of outcomes. Earnings for our holdings have been 
coming in better than expected.  Companies have highlighted solid favorable trends for most of the first 
quarter before lockdown measures went into effect in mid‐March and paralyzed most areas of the economy. 
The bigger questions are whether share prices properly reflect the downturn and how well balance sheets 
will hold up. While we expect that earnings for the second quarter 2020 will be down sharply, the impact of 
Covid‐19 will likely vary widely across businesses.  The duration and magnitude of the negative impact will 
ultimately be based on companies’ value propositions, market positions, financial liquidity, balance sheet 
strength, supply chain positioning, and cash flows to invest throughout the recession.  Cash flows for the 
most impacted areas such as airlines, lodging, financials, restaurants, retail, and many cyclicals have dropped 
severely, but we believe most of these challenges are already reflected in stock prices. 

 In the 1Q20, the major U.S. banks saw balance sheets expand by 10% quarter over quarter as credit 
demand spiked from corporate borrowers looking to build cash reserves.  Growth in the balance sheets was 
also driven by the lending programs, launched by the U.S. Treasury and Federal Reserve, as the banks are 
serving as intermediaries between the government and the private sector. In anticipation of losses related to 
the global pandemic, the banks increased loan loss reserves by the highest level since the financial crisis in 
2008. With reserves now representing more than two times the current level of non‐performing loans and 
capital ratios remaining above 10%, the banks appear well capitalized to weather a short‐term economic 
downturn. Finally, with the sector’s relative underperformance during the quarter, financials have returned 
to more attractive valuation levels, which may prove accretive in the event the U.S. economy avoids a 
prolonged shutdown while also benefiting from a steepening yield curve.   

As we look forward, the timing of an economic recovery will depend largely on the speed at which 
local and state governments begin to remove containment measures. This should coincide with efforts to 



implement wide scale testing along with contact tracing.  Beyond the initial bounce we expect from the 
reopening of economies, the shape of the recovery for both individuals and corporations remains uncertain. 
We expect some resumption to normalcy as we get closer to the third quarter, but the prospect of recurring 
waves of COVID‐19 infections will likely cause both consumers and businesses to be cautious in their 
spending decisions. The monetary and fiscal policy response has been massive and timely with more likely to 
come but, ultimately, economic fundamentals matter. The historic surge in unemployment suggests weaker 
trend growth going forward. Consumer spending comprises 70% of GDP of which the retail 
and service industries are critical sectors. Widespread job losses and income uncertainties may require more 
fiscal stimulus and a prolonged period in which individuals and companies rebuild their savings and balance 
sheets.  

Although there are concerns that the possible need for future reinstatement of restrictions, cautious 
consumer behavior, bankruptcies/defaults, and elevated unemployment will prolong a downturn, risk assets 
have responded robustly in April. The volatility index has come down by more than 50% from its recent peak, 
credit spreads are tighter, and correlations among asset classes have also declined. These are all good signs. 
Another indicator we have been tracking is money supply (M2) growth as a leading indicator of equity 
performance. The recent intervention has expanded the size of the Fed's balance sheet to unprecedented 
levels as the Fed is determined to flood the financial system with liquidity. M2 has increased around 15% year 
over year. There are only two other occasions in modern history in which M2 growth has been above 12%: 
1982 at the beginning of the great bull market and after 9/11 before the bull market of 2002‐2007.   
Historically such a large spike in money supply often reflects a very good time to purchase risk assets such as 
equities.  

We certainly hope the worst of capital destruction is behind us, but we also recognize that the range 
of economic scenarios is still wide. We cannot be sure yet, but we think the signs are more hopeful than they 
were a few weeks ago.  Should the crisis linger absent “game changing” success on the therapeutics front, we 
think that lessons learned on containment and treatment since the onset of the pandemic will help us meet 
the continuing economic and social challenges the virus presents.    

We expect market volatility to continue but, for investors with a longer time horizon, history would 
suggest stock market dislocations like this serve as promising entry points for future returns.  Across our 
strategies, we have a healthy level of cash and are looking to buy stocks that meet our valuation, quality and 
growth criteria.   Please take the time to review your risk tolerance and investment objectives. If you would 
like to discuss those with us, please call or email us. We appreciate your continued support and patience 
through good and challenging times. 

 
Stay safe, 
Your SeaBridge Team 
5/4/20 
 

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. 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 activity 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 any stocks mentioned. There may be other stocks in 
the portfolio that performed worse than any 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. 

 

 

 


