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We characterize the first half of 2020 as a “tale of two quarters” for the equity markets. The coronavirus 
pandemic brought economies around the world to a virtual standstill in the 1st quarter leading to one of 
history’s most vicious market selloffs.  As economies reopened faster than expected and global central banks 
pumped liquidity into the system while backstopping parts of the credit markets, equity markets reversed 
course and transitioned into a record-setting rally in the 2nd quarter.  The areas (Small and Mid-Cap U.S. 
companies) of the stock markets that are more leveraged to the reopening of the U.S. economy rebounded 
vigorously in the 2Q, but these sectors are still posting big losses YTD.  Meanwhile, the S&P 500 ETF lagged its 
small and mid-cap counterparts in the 2Q, but its weighting in large cap technology stocks and growth sectors 
protected the broader index, only down -3.3% YTD.  

Chart 1: Equity Markets Bouncing Back in the 2nd qtr., but down YTD (Source:  FactSet) 

 

Despite the strong rebound in risk assets in the quarter, portfolio hedges such as government bonds have held 
up well. Central bank support has helped investment grade credit rally by 9.7% in the 2nd quarter and 6.4% 
YTD, one of the best performing asset classes in credit.   U.S. high yield was up 8.3% this quarter but is negative 
YTD and lagging the S&P 500 index.   Corporate bond spreads have tightened significantly since the 1st quarter 
end, leading to record issuance of debt from companies looking to fortify their balance sheets. Dividend stocks 
have struggled YTD, facing headwinds such as dividend suspension and cuts as cash flows have been slashed by 
the impact of the pandemic.  Real Estate securities were big winners in 2019 and had been an attractive source 
of income in a low interest rate environment but rent collection uncertainties and downside risks to 
commercial property prices are weighing on the sector and its dividend payout in 2020.  However, real estate 
that is connected to cloud computing centers and e-commerce, such as cell tower companies and data centers, 
and industrial REITs, is outperforming in the current environment.   



Chart 2:  Treasuries and Investment Grade Debt are Outperforming (Source:  FactSet) 

 

 

 

We are encouraged to see a better than expected bounce back in economic activity, consumer/business 
demand, and the housing sector.  Specifically, retail sales and housing/home improvement activity have 
surprised to the upside.  The speed and magnitude of the recovery so far has been very impressive.  We expect 
continued fiscal stimulus and central banks' ongoing focus on low borrowing costs and asset purchases to 
support an ongoing recovery.   However, the recovery in GDP and business sales will likely be partially offset by 
actions from states to prevent Covid-19 from getting out of control.  States such as Arizona, Florida and Texas 
that reopened prematurely are now seeing a surge in Covid-19 cases and related hospitalizations and have 
implemented countermeasures, or at least slower openings than initially projected.  Although the U.S. is facing 
a resurgence of cases, some of the Asian countries (Hong Kong, Taiwan, and China) and European countries 
have experienced a relatively successful reopening of their economies. The future path of the Covid-19 is a 
wildcard and will likely continue to lead to both economic and stock market volatility.   

We think the volatility in overall economic recovery will reduce the ability of corporate earnings to recover 
quickly. In addition, a lack of sales visibility, higher operating Covid-19 related costs, and the reduction in share 
repurchases suggest that it will take time for companies to recover earnings per share to pre-pandemic levels. 
The upcoming U.S. elections and the uncertain future of tax policies in a potential Biden presidency pose a risk 
to corporate profitability.   Despite some of these potential headwinds, the combination of extraordinary 
support from both monetary and fiscal policy along with potential virus treatments and vaccine approvals 
coming within the next year, should provide a base for risk assets to continue to grind higher. 

After a plunge in earnings in 1H2020, the equity market recovery in the U.S markets has reflected a “V” shape 
recovery in earnings and leaves little room for disappointment, especially if infections continue to increase and 
businesses need to scale down their re-openings.  The 12-month forward P/E ratio for the S&P 500 has climbed 
from a low of 13.3x on March 23 to 21.9x at quarter end.   Looking beyond the index level, certain secular 
growth areas (tech and communication services) and defensive sectors of the markets are trading at elevated 
valuations while those geared toward economic and cyclical recovery are trading at lower valuation levels.   



Our equities barbell positioning in the portfolios reflect our view that we are finding opportunities in both 
secular growth/defensive and economic recovery stocks.        

Portfolio Summary (Major Highlights) 

We initiated a position in Becton Dickinson (BDX). Becton Dickinson is one of the world’s largest medical 
supply, device, lab equipment, and diagnostic products manufacturers. Becton has earnings growth potential 
that are supported by synergies from two major acquisitions (Carefusion in 2015 and CR Bard in 2018) in the 
past 5 years.  The CareFusion acquisition provided BDX medication management and patient safety solutions, 
reflecting the trend by medical device companies to provide value-added services to complement their 
products.  CR Bard, considered one of the more innovative companies in the medical device space, provided 
BDX a new platform of higher growth and profit areas in peripheral vascular disease, urology, cancer, and 
hernia. The Bard acquisition also expanded BD’s leadership in infection prevention.   BD generates about 80% 
of its revenue from consumables, but more importantly, management is putting a greater emphasis on 
innovation and scale as the industry faces constant pricing pressure from hospitals.  Since BD has dominant 
market shares (>50%) in their categories and have a deep portfolio of products, they compete less on price and 
have been less sensitive to pricing pressures compared to its peers.   

We also initiated a position in Masco (MAS). Masco went through a major portfolio transformation over the 
last few years to reduce the cyclicality of the business. The installation business was spun off in 2015. The 
company recently sold its windows and cabinetry businesses for attractive prices at $1.75 billion combined. 
They have used the cash to pay down debt (Debt/EBITDA of 2.2x) and repurchase shares (around 7% in the last 
year).  MAS has two core segments, Plumbing and Decorative Architectural.  In Plumbing, Masco is anchored 
by its core Delta and Hansgrohe brands.   In Decorative Architectural, Masco is known by Behr Paint, the 
exclusive brand of Home Depot, and Kilz (Primer) brand. Approximately 90% of sales is generated by repair and 
remodeling (R&R) products. Masco has shifted into a simpler and more focused portfolio of low-ticket, repair 
and remodel businesses that are market leaders. In addition, Masco provides quality and resilient housing 
exposure to the portfolio backed by a solid management team.   

We purchased Amgen (AMGN).  Recent relative underperformance in the stock provided us with a good entry 
point.  Amgen has an attractive valuation profile with emerging new products focused on psoriasis, non-small 
cell lung cancer, asthma, and multiple myeloma.  Meanwhile, Amgen has been getting good traction on 
recently released products focusing on osteoporosis, migraine, and cholesterol.  We view Amgen as a durable 
dividend payer and grower in this environment with a dividend yield of 2.8%   The company generates a FCF 
(Free Cash Flow) yield of 7.5% and has a solid balance sheet to be able to acquire innovative drug candidates.     

We eliminated Starwood Property Trust (STWD) as we continue to cut our exposure to commercial real 
estate.  Although STWD has high quality properties and an attractive yield, we want to move away from 
companies that are leveraged and may be vulnerable to cash flow impairment from a prolonged wave of 
Covid-19 cases.   

We also trimmed our exposure to Bank of America (BAC) at an attractive valuation relative to the falling 
visibility into its credit quality related to the COVID fallout.  We saw increasing risks around BAC’s reinvestment 
runway and its ability to deliver the growth in an increasingly unfavorable lending environment that saw 
margins come under pressure due lower lending spreads.    



Conclusion 

Since the arrival of Covid-19, we have been adjusting the composition of the Cautious Core portfolio.  Although 
the dividend yields of real estate are attractive, we have moved away from this area given the uncertainty in 
cash flow prospects and have shifted into more high-quality cash flow resilient businesses. The yield in the 
portfolio may be lower, but we think the growth rate and resilience of the portfolio have improved.  At nearly 
2% for the S&P 500 index, the dividend yield on stocks remains attractive compared to the 10-year Treasury, at 
0.63% in a yield scarce environment.   We have a healthy allocation to investment grade credit, an asset class 
that the Fed is supporting through its purchases of both individual bonds and ETFs. Record low interest rates 
and the amount of cash sitting on the sidelines means equities in general could be a major beneficiary.  We are 
encouraged to note that some of our companies (Masco and Thermo Fisher) have provided 2Q sales updates, 
and they are coming in much better than expectations.   The U.S. remains our preferred equity region relative 
to the rest of the world because it offers a healthy balance of high-quality income and secular growth 
opportunities.  Our equity composition in the strategy offers the potential for long-term capital appreciation 
because of our focus on companies generating growing cash flows with dividends compounding over time.   

Please reach out to us if you like to discuss your portfolio.  We run customized portfolios and can make 
adjustments to reflect your specific risk tolerance and portfolio objectives.  Thank you for your support.  We 
would like to wish you and your family a safe and healthy summer. 

Howard Chin 
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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 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. 

 

 


