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Commentary 
Market Results 

Accommodative central banks and easing of trade tensions between U.S. and China during the 
quarter outweighed fears about growth, currency wars, recession signals, and political headwinds in 
the 3rd quarter.    The U.S. Federal Reserve cut interest rates for the first time in more than a decade 
in July and trimmed them again in September.  They also signaled more cuts to come to counteract 
the effects of an economic slowdown in the business and manufacturing sectors.  Central banks 
around the world also lowered rates to support their economies.   

The S&P 500 once again recorded one of the stronger results among the developed markets for the 
third quarter, returning 1.7% for the quarter and 20.6% YTD.  Although the S&P YTD return is 
impressive, it comes off a peak-to-trough decline of 20% in the fourth quarter of 2018.   Indices (in 
USD$) outside the U.S did not fare so well in the quarter as Europe continued to face deteriorating 
economic data in the manufacturing area. Emerging markets were also dragged down by the spill-
over effects of a slowing Chinese economy.  The U.S. dollar also benefited as fears about declining 
economic growth around the world have grown.   (See blue bars in the Chart 1 below for 3Q 19 
returns for various markets).  

Chart 1:  U.S. Equity Market Outperforms in 2019 
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Income based assets were the big winners in the 3rd quarter and outperformed equity indices as the 
Halloween ghost came early and frightened investors into safety and yield.   Investor anxiety rippled 
through the bond market in August, with the 10-year Treasury yield bottoming out to 1.47% before 
recovering in September to end the quarter at 1.68%.  Long treasury bonds, investment grade debt, 
utilities and real estate, both perceived as bond-like and defensive, performed remarkably well 
among income-based assets in the quarter.   See Chart 2 for these highlights. 

Chart 2:  Solid Returns for Income Based Assets – The dash for Yield 
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Economic Environment/Market Comments 

The U.S./China trade war is stalling investment decisions around the world.  Manufacturing indices 
around the world are clearly showing that weakness in global growth and the escalation of the trade 
war has pushed manufacturing into a deep slump.  Germany’s PMI (Purchasing Manufacturing Index) 
fell to its lowest reading since the financial crisis of 2009 to 41.7 (below 50 signals contraction), down 
from 43.5 in August.  The U.S. ISM manufacturing index registered 47.8 in September, down from 
49.1 in August.   China’s manufacturing indices are hovering around 50.    Only a resolution of 
U.S./China trade relations would awaken the capital expenditures (capex) revival that the world 
economies need to drive productivity.    



So far, the consumer, who drives 70% of the economy, is still spending robustly with a healthier 
balance sheet.  Unlike the consumer of the 2008 financial crisis, where home equity was used as an 
ATM, today’s consumer’s income is growing while consumer debt has not been utilized to maintain 
spending.  Housing also looks to be picking up after we got better-than-expected data in new home 
sales and housing starts.  The concern is that the severe decline in manufacturing will lead to layoffs 
and eventually erode consumer confidence in the U.S. 

Since 2018, the global economy has been going through a growth scare fueled by trade uncertainty 
and a pullback in global liquidity.  The global economy went through a similar growth slump in 2015 
and 2016, fueled by a commodity bust in oil that led to a global industrial recession.  At that time, 
global growth rebounded nicely after aggressive fiscal stimulus from the Chinese government and 
Fed’s decision to postpone raising interest rates.   We see a similar playbook being applied to the 
current global growth slump.   

The Fed is now in the process of lowering interest rates and has stopped quantitative tightening of 
the balance sheet.  In fact, central banks around the world are lowering interest and some (outside of 
the European and Japanese Central Banks) have the capacity to do more.  China will always be major 
contributor to global liquidity.  Given the slowdown in China’s economy and trade war, the Chinese 
government is expected to pump liquidity into the Chinese economy to prevent a further slowdown.   
Recent measures have supported the Chinese consumer.   The policy pivots are going in the right 
direction as the equity markets appear to be signaling that the global economy is expected to come 
out of this growth slump.  However, we would like to see some stabilization in the manufacturing 
indices and some positive trade progress before getting more constructive in risk assets.  We do think 
a clear and material resolution to trade would still be needed to lift corporate spending and reignite 
global growth.   

Although recent moves into more value-oriented names are still early to be able to call it a persistent 
trend, we are encouraged to see that investors seem to favor  reasonably priced stocks versus some 
of the high valuation stocks that have gotten clobbered recently.  The recent failures of some initial 
public offerings support a more discriminating investor base when it comes to valuations. 

 

Notable Portfolio Activity 

In the third quarter, we shifted into a more conservative posture by reducing our exposure to equities 
and moving into more cash alternatives and a real estate investment trust (Annaly).  We reduced our 
equities weighting by selling out our positions in Charles Schwab (SCHW) and the SPDR S&P Regional 
Banking ETF (KRE).  We still have a healthy weighting to the financials through our exposure to some 
of the large cap money center banks and Berkshire Hathaway.  We also decided to start to sell out of 
Dream Global REIT, a Canadian REIT that owns commercial real estate in Germany and Netherlands, 
after the company received an attractive buyout offer from Blackstone.  We started buying Dream 
Global in 1Q16 when it was yielding 9.2%. At the time of the buyout offer, the stock was yielding 
4.8%, reflecting an attractive takeout offer and successful years of repositioning and growing the 
European portfolio.    



We shifted the portfolio to a more conservative direction by increasing our position in iShares Aaa - A 
Rated Corporate Bond ETF (QLTA).  QLTA yields 3.0%, giving us target exposure to higher quality U.S 
corporate bonds ( AAA - single A paper) in a favorable environment for high quality credit.  We also 
purchased a short term (1-3 yr) treasury bond fund to serve as a diversifier and hedge to our equity 
holdings.   

We purchased a starter position in Annaly (NLY).    In recent years, Annaly has diversified into other 
credit products, but 75%-80% of the business is still Agency mortgage backed securities 
(MBS).  Historically, Agency MBS have responded well during periods of interest rate cuts and 
recessionary times.  Annaly has a very strong track record of managing through various interest rate 
cycles since inception.  The yield is around 11% with the stock trading at less than book value. 

Positioning  

A lower-for-longer interest rate environment and a slow growth economic environment bodes well, 
in our opinion, for the Cautious Core (CC) strategy that emphasizes income-based vehicles such as 
fixed income, bond-like equities, and high-quality dividend growers.  We use diversification and 
income dampening assets (i.e. fixed income, closed-end funds, master limited partnerships, and other 
bond-like surrogates) to try to achieve lower volatility (historically, an annualized volatility of 6.2%) 
and higher income in the Cautious Core Strategy.  Our more defensive assets such as Bond-like 
equities (e.g. REITs), fixed income, and cash currently make up about 67% of the portfolio.  Overall, 
fixed income currently makes up 55% of the total Cautious Core composite portfolio.     

Although we are more defensive, we have not lost sight of our objective to grow the principal of the 
portfolio. We have also tilted toward what we believe to be higher quality growth names in the 
portfolios and selling those that are not meeting the Cautious Core pillars of income, sustainable 
growth, and quality.  We believe that the companies that we currently hold will continue to grow 
their earnings and free cash flows (and dividends).   Adding the average share buyback yield of 
around 4.0% for companies that are repurchasing shares, we think we are getting a very attractive 
shareholder yield (dividend yield + buyback yield).    Despite the macro gyrations and uncertainty, we 
continue to think the U.S. market offers the best balance of growth, defense, corporate governance 
and innovation among the developed countries.   

The current yield on a CC composite portfolio is approximately 3.3%, greater than the yield of an 
investment grade bond portfolio of 3%.  Staying diversified with a focus on income and high-quality 
assets should serve as a buffer in a volatile market environment.    

Thank you for your continued confidence in SeaBridge and the Cautious Core Strategy.   

Howard Chin 
10/3/19 
 
 
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. 

 

 


