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The financial markets were turbulent in the second quarter, but both equities and fixed income generated 
solid returns. The U.S markets have held up remarkably well given all the uncertainty. The S&P 500 was up 
4.3% in the quarter and 18.5% for the six months, placing the index within 1% of all‐time highs. Global markets 
have followed suit with the MSCI All Country and MSCI All Country ex U.S. Indices up 16.6% and 14.0% YTD 
respectively. Fixed income markets also delivered strong returns as long‐term interest rates have come down 
significantly since the beginning of the year. Despite economic activity and corporate earnings slowing for 
much of 2019, dovish activity from the world’s major central banks has managed to sustain the bull market in 
this headline‐driven market.  

At the beginning of the second quarter, trade talks appeared to be progressing, leading to market strength; 
however, we saw a sharp reversal as trade talks broke down. The month of May reminded us that global trade 
concerns and our President can serve up a heavy dose of volatility, but June is a good reminder that 
accommodation from central banks across the globe is still alive and well to provide support to the markets. 
The second quarter culminated with a positive face to face meeting between President Trump and President Xi 
at the G‐20 summit in Osaka where a temporary “truce” was called by the two leaders as U.S. equity markets 
sat at all‐time highs.  

Trade War 

In early May, Trump indicated that the negotiations were going well while agreements in key areas were being 
reported from both sides. This included critical areas like increasing Chinese imports of U.S. goods, intellectual 
property rights, and forced technology transfer.  This was followed by Trump’s incendiary tweet threatening to 
raise tariffs and blaming China’s abrupt exit from the negotiating table as the catalyst. Trump followed through 
on this threat by taxing an additional $200B worth of Chinese goods which caused the Chinese to respond with 
their own round of additional tariffs only sparking further threats from President Trump.   

Since April of last year, in response to the escalating trade war tensions, the RMB has devalued close to 10% 
against the dollar. This has largely offset the first rounds of tariffs as U.S. importers are still paying roughly the 
same price for Chinese goods in USD terms. On the Chinese side, the RMB’s devaluation is a double‐edged 
sword for the Chinese policymakers. Continued weakness in the RMB may help prop up the export engine, but 
it would begin to seriously hurt Chinese households, further encourage capital flight, and likely stoke inflation. 
This lowers the probability that the Chinese government would continue to allow the RMB to devalue. 
Meanwhile, U.S. corporate executives are not waiting for the final outcome and are adjusting to this new trade 
paradigm by moving parts of their supply chain to Mexico and other lower cost Asian producers.   

SeaBridge has been in the “cooler heads will prevail” camp for much of the trade war negotiating process, as 
we have thought that a deal would be beneficial in different ways to both countries. A quote from a May 13 FT 
article frames this well.  



“The two presidents’ complaints about the world system are thus mirror images of each other. Mr. Xi 
wants to change the world’s strategic order, and to do that he needs to maintain its economic order. 
Mr. Trump wants to preserve the strategic order, and to do that he needs to change the economic 
order.”  

We have believed, while the negotiating tactics have been unorthodox, that eventually a deal would be 
reached through compromise on objectives from both sides. News from over the weekend at quarter end 
appeared to offer some relief as the two leaders agreed to a temporary pause in implementing further tariffs 
while both sides return to the negotiating table. Many of the details are unclear at this point and it can all 
change with one “tweet” but for now it looks like the two nations are once again moving in the direction of an 
agreement. This should bode well for global equities.    

Economic Activity 

The trade war has likely led to the moderation we have seen in recent economic data. While still in 
expansionary territory, Manufacturing PMI in the U.S. has declined from 60.8 in August 2018 (10‐ year high) to 
51.7 June 2019. Commercial and Industrial Bank loan growth has also decelerated as companies pull back on 
investment plans. In the Chinese economy, export growth figures, while a volatile data series, have been weak 
and imports are falling at rates not seen since 2016. Manufacturing PMI has recovered from contraction 
territory but remains just above neutral while Chinese retail sales growth has stalled at roughly 8% which is the 
slowest rate of growth since 2003. 

The ebbing in global economic data is manifesting in downward revisions to earnings growth estimates which 
peaked in the third quarter of 2018. In September of last year, earnings were expected to achieve a growth 
rate of almost 10% in 2019. As of writing this letter, these estimates are now anticipating growth of less than 
4%. Global markets have experienced the same trend albeit at a faster rate. While no single factor can be 
attributed to these revisions, the uncertainties surrounding global trade continue to play a large role in 
depressing these figures.  

While it can be difficult to temper reactions to the bold headlines and softening data, we believe that much of 
the weakness is a temporary phenomenon rather than a permanent impairment, as capital expenditure plans 
and consumer demand have likely not disappeared but been pushed into a future period when there should be 
more clarity.   

 Central Banks 

The increasingly complex trade situation is difficult to match up with U.S. equity markets being at all‐time 
highs. While investors viewing the trade disruptions as transient factors could partially explain the situation, 
the likely major X‐factor driving the strength is the reversal of the Federal Reserve’s hawkish tone coming into 
2019 which now appears to be outright dovish or accommodative.   

When we wrote to you at the end of 2018, the market was anticipating zero interest rate hikes from the 
Federal Reserve in 2019 implying the prevailing 2.25%‐2.50% target rate would hold steady.  Further, the 10‐
year Treasury bond yielded ~2.7% as of year‐end 2018 and the yield curve was positively sloped.  In the 
ensuing 6‐months, we have seen a complete reversal in market expectations on Federal Reserve interest rate 
activity combined with a fall in long‐term rates. Investors are now pricing in close to a 75% chance there will be 
up to 3 rate cuts by December 2019, implying a 1.7% Fed Funds rate by year‐end, while the 10‐year treasury 
bond is yielding roughly 2%. The collapse in the “long bond” has inverted a portion of the yield curve. We are 
seeing similar patterns overseas as the global economy struggles to deliver steady growth while also 
contending with rising geopolitical risks in the Middle East. For reference, in early June, the German 10‐year 
Government bund hit a record low yield of negative 0.26% serving as a stark reminder of the threats an 
increasingly “protectionist” world poses to global aggregate demand.   

Fortunately, the Fed is along with the Chinese central bank and the European Central Bank (ECB) in signaling 
the potential for further bond buying. China’s central bank is expected to continue to cut reserve requirement 



ratios (RRRs) to release funds for its banks in a move to assist struggling companies amid an economic 
slowdown.  Equity markets in general have historically reacted positively during monetary easing cycle.   

The U.S. Consumer and Housing 

For the many uncertainties we see across the macro‐economic landscape, we see positives that could prove 
substantial for the domestic economy.  Many appear to be underestimating the positive impact a strong U.S. 
dollar and low commodity prices (e.g. oil) have on keeping inflation contained. The moderate level of inflation 
remains a tailwind to the U.S. economy and a positive factor driving the Fed’s dovish tone.  Further, robust 
wage growth combined with an already full employment level is driving near record levels of consumer 
confidence. We think this optimistic backdrop is further complemented by below average household leverage 
levels and low debt servicing costs which offers the average consumer much more flexibility in their 
discretionary spending.  When considering the highly stimulative effects the recent collapse in mortgage rates 
could have on residential housing demand, which tends to have a knock‐on effect on the broader economy, 
combined with the strength of the average U.S. household and dovish Fed, we see a possible “Goldilocks” 
scenario developing that could surprise investors with its resiliency as we head into the second half 2019.   

Risk Sentiment and Capital Markets Activity 

While global growth trends have been slowing, capital markets in the U.S. have remained fairly active, 
evidenced by the Initial Public Offerings (IPOs) in the equity markets and the strength in the non‐investment 
grade segment of the credit markets. Although YTD IPO volumes are down from 2018, substantial offerings 
have successfully been completed, including from Uber and Lyft. The IPO pipeline for the second half of the 
year looks fairly full. Further, high yield bond credit spreads relative to Treasury bonds remain below long‐term 
averages indicating continued risk appetite from investors.  This is being driven by favorable credit quality 
among even the lower quality segments of the market as default rates remain near cyclical lows.  In the key 
leveraged loan and high yield bond markets, this above average credit quality has supported new borrowing 
with net new issuance in high yield markets outpacing 2018 levels on a YTD basis through May 2019. The 
takeaway from these high‐level points is that investor sentiment remains in “risk‐on” mode which has 
generally been supportive of global asset prices. 

Conclusion 

We believe a recession is unlikely over the near‐term, but acknowledge markets are vulnerable if companies 
issue disappointing forecasts for the second half of the year and/or contagion from the current trade dispute 
infects sentiment more broadly. Companies that can generate organic growth in this tepid top line 
environment should be favored by the markets.  The upside scenario for the economy would center around 
major progress/resolution in trade policy between the U.S. and China, acceleration in residential housing 
demand, and a continued low inflationary environment. Such a scenario would boost manufacturing activity 
around the world and, combined with an accommodative Fed, should support investor confidence. Across the 
SeaBridge portfolios, we have for the most part maintained elevated cash levels to take advantage of 
opportunities from potential market dislocations during the upcoming earnings season and any disruptions 
from trade discussions. 

 

With best wishes, 

Your SeaBridge Team 

You may call Susan at 888-273-5085 extension 209 or email her at SBoyd@SeaBridge.com. The portfolio managers Dave, 
John, Howard and Adrian would also be happy to discuss your portfolio or their investment outlook with you.  You can 
email DDescalzi@SeaBridge.com, JConti@SeaBridge.com, HChin@SeaBridge.com, AMorffi@SeaBridge.com and 
MFalkowski@SeaBridge.com. 
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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 
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 the stocks mentioned in any of the material provided here. There may be other 
stocks in the portfolio that performed worse than any examples presented. 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. 

 

 


