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We began the quarter in the throes of the Covid-19 pandemic. Although, for most of Asia, spread had peaked in 
the first quarter, many countries outside the region would not see a plateau in infection until May or June. And 
still others, particularly in the southern hemisphere, are in a much earlier phase of amplification. Covid-19 has 
upended economies and required truly extraordinary fiscal and monetary intervention to stabilize things. 
Government action and the slow, halting reopening of economies were enough reason, however, for equity 
markets to perform well during the quarter. After a disastrous first quarter, markets are clearly discounting better 
days ahead.  
 
It seems a while since issues like the U.S.- China trade war and Brexit, two vexing issues put on the path of 
resolution late last year, dominated the news that moved markets. Now, all market preoccupations seem 
subordinate to news on the virus front. Particular attention has been paid to Asia. Covid-19 originated in China 
and then quickly spread to the rest of the region. As such, Asia has been in focus as a kind of “first in first out” 
example for countries expecting to be hit hard by the virus. Generally, Asia should be given high marks for its 
aggressive containment measures. China effectively shut down all economic activity in the province of Hubei 
Province, region of 60 million people, for a period of about 10 weeks beginning in late January. In Korea, the 
authorities almost immediately implemented comprehensive testing and tracking, which enabled the early 
isolation of cases and facilitated treatment while minimizing spread. In Singapore, safe distancing measures 
successfully ramped up in April, allowing for a re-opening of the economy in May. Thailand declared a state of 
emergency on March 26 and then extended it to end-July. Curfews were instituted; high risk venues were 
closed; and foreigners were banned from entering the country. It has now been more than a month since the 
country recorded a new local case of COVID-19. This sets the stage for a successful reopening of the Thai 
economy. Other countries in the region adopted similarly strict measures. The sum total of the aggressive social 
measures imposed in Asia coupled with government financial support has meant a less destructive trajectory of 
the virus and a surer footing for the region’s economies.  
 
The European experience with Covid is similar to that of Asia. The infection rate has substantially subsided 
although, toward the end of the quarter, there were local spikes associated with the increased opening of the 
region’s economies. As a sign of its relative success in fighting the virus, the European Union is maintaining a 
travel ban of visitors from the U.S. where increased infections have appeared as a result of a more aggressive 
reopening. In the UK, infection rates have been brought down and a milestone of sorts was reached on July 4 
when the pubs were reopened to the public. Japan may have had the most puzzling coronavirus experience. It 
never really locked down yet its infection and mortality statistics rival those of its Asian counterparts. This is all 
the more curious insofar as Japan has two attributes that would seem to favor virus spread – a large, older 
population and a disproportionate reliance on a mass transit system for much of the population. There will be 
much post hoc analysis of the different factors and divergent policy initiatives that are behind the disparate virus 
outcomes. 

Based on its success in slowing virus spread and reopening of economies, Asia may suffer the least economic 
damage among all world regions for the full year from the pandemic. According to the International Monetary 
Fund, Developing and Emerging Asia, which includes China and ASEAN, may see a contraction of less than 
1% for the full year 2020. China, ironically, is forecast to grow at about 1% for the year. In contrast, advanced 



economies may contract 8% in 2020 and world output may decline by about 5%. These forecasts are a very 
encouraging outlook for the region. 

The pandemic has not allowed for a fair assessment of the U.S.- China deal, phase 1 of which was signed in 
December of last year. Modest in scope, it amounted to a truce between the two world superpowers whose 
relationship notably deteriorated while the deal was being negotiated. Other factors have further soured the U.S.- 
China relationship, including China’s ill treatment of Hong Kong and a growing suspicion that China 
deliberately withheld information on the virus upon its discovery, which many believed occurred in the Fall of 
last year. Additionally, there was evidence that China had hoarded personal protection equipment, mostly made 
in China but desperately needed by a severely strained U.S. health care system. Thus far, terms of the deal are 
being honored. These obligations amount to substantial Chinese purchases of U.S. agricultural products and a 
relaxation of U.S. tariffs on certain Chinese imports. But the deal has not achieved any real stability in the U.S. / 
China relationship. It is our hope that the mutual benefits of a workable arrangement between the two countries 
remain in focus.  
 
We recognize that Hong Kong’s relationship with China has been under ever increasing strain over the past 
year. The strategy has roughly 20% invested in companies that are listed in Hong Kong. There is legitimate 
concern that China’s hard line approach to reining in Hong Kong’s democratic aspirations may threaten Hong 
Kong’s status as an international city valued as a gateway to China’s vast domestic market, a huge transit hub of 
goods. and, generally, for its laissez faire approach to business conduct. You can make the argument that 
China’s recent maneuvering with respect to Hong Kong has diminished the value of these attributes. The most 
recent example of China’s intrusion into Hong Kong’s domestic affairs, if we can term it that way, is the 
passage in Hong Kong of a national security law that was crafted in China, voted on by the Chinese Communist 
Party (CCP) operatives and passed by Hong Kong’s legislature without the benefit, according to some, of Hong 
Kong lawmakers having full access to the bill’s contents. The legislation criminalizes secession, subversion, 
terrorism, and collusion with foreign powers and is widely viewed in Hong Kong as an overreach by China into 
Hong Kong’s independent judicial system. 
 
The story of Hong Kong’s future as part of China is still being written. And we can only hope that China acts 
judiciously as it exerts its sovereignty over the city while allowing for some amount of self-governance as 
mandated by the Basic Law. Clearly, though, the investment risk attached to Hong Kong, and to China, has risen 
give the recent events. While trades on both the buy and sell side kept our exposure to the region roughly flat for 
the quarter, we shifted exposure away from companies that could be more impacted by a no longer independent 
Hong Kong. Notably, we sold a company which owns high-end office buildings and retail properties reliant on 
multinationals and tourists as their revenue source. Among companies we added to are ones tied to everyday 
consumption in Hong Kong such as casual dining as well as other HK domiciled companies that mainly do a 
small portion of their business in HK and are just simply listed there.  
 
We also point out, however, that though more challenging, the investment opportunity in Hong Kong has not 
been eliminated. The situation there is very fluid. We may be in a period of a gradual grudging acceptance by 
Hong Kong’s citizens of the simple notion that China will not let their province dictate the terms of its 
association with China. A number of tycoons have recently supported the new security law. There has been 
some reaction to these initiatives on the streets of Hong Kong but, frankly, I think the response so far has been 
fairly muted. If calm is restored, Hong Kong can still be a sensible way for investors to play the Chinese market 
should they so desire. Only time will tell how the currently unsettled situation evolves.  
 
We are not averse to buying HK companies. Many of them are very cheap because of the turmoil. That said, we 
have increased our search outside of Hong Kong for companies less affected by the HK/China uncertainties. We 



have long said and continue to believe that Asia remains an international market for us that represents some of 
the best option for investors seeking geographic diversification outside the U.S.  
 
We have included an addendum detailing our trading activity for the quarter. 
 
David C. Descalzi 
Matt Falkowski 
July 10, 2020 
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Note: Some accounts may not have participated in some of the trades mentioned in this summary due to client-specific factors. 

Taking advantage of the swift Covid-19 related selloff, we were more active on the buy side than in sales during 
the period, as was also the case in the first quarter. Consequently, cash positions were gradually reduced.  

We initiated positions in: 

• Fairwood – We started a position during the month of April and added to it during May. The company 
operates a chain of fast food restaurants in Hong Kong. It has been a trying period for the company. The 
unpredictable, pop up nature of Hong Kong Street protests made the outside dining experience difficult 
for restaurant goers. At about the same time that the protest movement seemed to be ebbing, the Covid 
pandemic arrived further damaging the restaurant business. We think Fairwood offers a good value for 
money dining experience. We anticipate that near term numbers will be poor, but it is reflected in the 
current valuation. There is an opportunity to reduce rent expense as landlords will be keen to procure 
retail tenants in a depressed environment. Rent reversions for the company should be favorable for at 
least a year or two. Staffing cost, which had been an issue, should ameliorate. Low cost workers should 
be plentiful as the economy reopens. On a P/E basis, it trades at a discount to the market leader, Café de 
Coral. The company has no debt and plenty of cash on the balance sheet to help cushion the impact as it 
climbs its way toward normalcy. 

• National Australia Bank – It is the smallest of the four big banks in Australia and widely considered to 
be the best rated bank among the majors. The bank reported in early May, and given conditions caused 
by Covid-19, the results were decent with interest margins holding and costs contained. However, the 
bank did a capital raise and cut the dividend, spooking investors. Additionally, the bank’s outlook was 
grim. Shares reacted negatively giving us the opportunity to initiate a position. The bet on the bank to a 
large extent is a bet on Australia. Pre Covid-19, Australia had a very good economic track record 
including not having been in recession for 28 years prior to this year. Australia is a commodity-based 
economy whose fortunes are tied to China. With China recovering from Covid-19, Australia, which has 
not been one of the harder hit virus countries, may surprise on the upside. 

We added to existing positions in: 

• Mohawk – Due to the fact that we added to the global ceramics and flooring company on the first day 
of Q2, the rationale behind the transaction made it into the Q1 commentary. The rapid sell off in March 
had the stock trading at a mid-teens FCF yield. This figure has since moved back into the high-single 
digits as the price has rebounded. Cash flow was depressed in 2017 and 2018 due to investment cycle 
(new manufacturing plants), but these investments began to bear fruit in 2019. Just as utilization rate 
were steadily improving at these factories, the company had to decrease/stop production to match the 
falling demand amid the COVID-19 crisis. Lower oil prices are a positive for the company due to lower 
transportation cost and lower input cost as many inputs are petrol based. We are continuing to see 
strength in the residential housing market which should bode well for demand. Filip Balcaen, board 
member, purchased a combined $30M in company stock during the month of March. Having an insider 
make such a large commitment during the downturn adds an extra layer of confidence. On June 29th, 
the Public Employees’ Retirement System of Mississippi (PERS) filed a class action suit against 



Mohawk claiming the company engaged in channel stuffing and over-production to improve margins. 
Although these issues were raised in a lawsuit filed by PERS in January of this year, this refiling has 
attracted more attention because of the level of detail on the alleged improper activity not contained in 
the January filing and not typically found in a class action suit of this nature. Alarms went off at a 
number of sell-side research firms. The stock price responded poorly. We have looked at the financial 
statements and have failed to identify the tell-tale signs of systemic fraud. For example, receivable days 
have grown but not in a manner that is unexplainable by normal business conditions. We have chosen a 
watchful waiting approach on the shares and will continue to reassess our stance as more information is 
made available.   

• Citigroup – Aside from energy, financials have been the hardest hit sector YTD. During good times, 
the balance sheets of banks are complex to analyze. During the current unprecedented times with 
monetary and fiscal stimulus helping prop up the market and forbearance measures being enacted, 
financials become increasingly difficult to assess as asset quality comes increasingly into question. 
Facing this uncertainty, we believe investors have pushed some of these institutions to overly depressed 
valuations. We added to the bank on the basis of its absolute and relative value proposition. The bank 
has a strong capital base and offers a solid dividend. We believe that it has ample capacity to weather 
the Covid storm. The stock traded at 0.6x book value at the time of the addition. We view the 
international exposure as a positive in a post Covid-19 era. 

• Liberty Latin America - The Latin America cable and broadband company reported at the beginning 
of May and the quarter was fairly good. They had the highest level of net customer adds in CWC 
segment since the merger 3 years ago. However, they have small and mid-sized exposure, like hotels, so 
we are still not fully clear on how that will impact the business. But depressed valuation should 
compensate for the uncertainties. With no meaningful debt maturities until 2024 and most of the debt 
due beyond 2026, the balance sheet should have some cushion to near-term disruptions.  

• Pacific Textiles - The company manufactures knitted textiles at factories in Vietnam and China. We 
have emphasized in past commentaries that we view it as more than a fabric manufacturer. One of its 
flagship products is a highly engineered fabric called Heattech which has a very favorable weight to 
warmth ratio. Uniqlo is the major customer for Heattech. Anta and Nike are also major customers. At 
the time of our purchase, the stock was down ~33% YTD, trading at 6-7 times earnings, and yielding 
15%. While a portion of this yield is certainly at risk, we feel that even in a scenario of a 25-30% 
profitability hit they would be able to maintain a +8% dividend. 

• Standard Chartered – The bank has been undergoing a turnaround after some disastrous risk control 
missteps really reaching back a decade or so. The bank is now in a much better position with sufficient 
capital buffers for the additional loan impairments that may result from the Covid-19 lockdowns. The 
shares were down on the basis of a request made by the Prudential Regulation Authority of the UK that 
the seven major UK banks suspend dividends and buybacks because of the uncertainties surrounding 
Covid-19. Standard Chartered has complied. We view this as a temporary condition. We think that at 
0.4 price to book, the shares are too cheap to ignore. 

• Singapore Technologies Engineering - The firm operates across four verticals: Aerospace, Electronics, 
Land Systems, and Marine. The bulk of revenue is derived from the first two segments where they 
provide Maintenance, Repair, and Overhaul (MRO) to both commercial and military aviation as well as 
communication technologies for rail systems, satellites, cyber security, and more. The core aviation and 
MRO business has the Singaporean defense force as a reliable anchor client which justifies a higher 
multiple than some comparable companies. The stock is trading at ~20x earnings with a 4+% dividend 
yield. Given management’s commitment to cutting cost and reprioritizing capex spend as well as recent 
government stimulus providing over a S$100M in wage support to the company’s Aerospace and 
Electronics segments, the dividend should be stable. Passenger aircraft groundings, lower hanger 
utilization, and reduced demand from the OEM’s for parts will hurt STE, but the diversity of the clients 
and the defense work for the government should help offset some of this decline. 



We exited positions in: 

• HollySys Automation Technologies – We eliminated our position in the China based, U.S. listed 
engineering firm involved in factory automation and remote-control systems for industrial plants and 
transport systems. The company never met our expectations and shares have languished. The 
uncertainties surrounding the U.S. threat to force a delisting of China shares listed in the U.S. prompted 
the trade. 

• Swire Properties – The grade A office and high-end retail segments in which the company operates 
will likely be strained because of the turmoil resulting from Hong Kong’s unsettled relationship with 
China. We believe rents will fall and tourism will continue to disappoint. 

We trimmed positions in: 

• Daifuku and Omron - These Japanese firms are both plays on the secular trend of factory automation. 
Coming off the mid-March lows, both stocks significantly outperformed the broader market. While we 
still like Daifuku and Omron, we want to take this opportunity to raise some funds in names that are 
getting more expensive on both an absolute and relative basis in order to recycle into some of the more 
beaten down names in the portfolio. 

• TenCent – A similar thesis to the two stocks above. It was a relative value trim to give us some dry 
powder to deploy into the names in the portfolio that have been under more pressure.  

• Alphabet – We still regard it as one of the better businesses in world. However, at 30 times earnings, a 
more than 30% premium to the market multiple, and with the DoJ likely to file an antitrust lawsuit 
against the company as early as this summer, there are factors that give us pause. In Europe, there are 
already antitrust cases against the company on record along with $10B paid in fines. Combining this 
with a poor quarter for advertising demand, which puts more pressure on cost cutting as a means to 
boost profits, we felt it was a good time to trim given the fact that it has held up well relative to the 
market during this volatile period. 
  

Dave Descalzi 
Matt Falkowski 
7/10/20 
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