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Market Results 

For the first nine months of 2018, U.S. equity markets were up across the board (Large Cap, Small Cap, Growth 
and Value), but that reversed quickly in the 4Q18.  A perfect storm of worries, from weakening corporate 
profit growth, an aggressive Federal Reserve on higher interest rates, negative impacts from tariffs and a 
potential escalating trade war with China, weighed heavily on the U.S. markets.  December was one of the 
ugliest months in recent history with the S&P returning a negative 9%. The S&P ended the year down 4.4%.  
International markets were running in the red the whole year as Asia and European economic conditions 
continued to decelerate into year-end.    The MSCI World index ended the year down 8.9%.   

Volatility returned with a vengeance as the S&P 500 gained or lost 1% or more in a single day 28 times in the 
fourth quarter versus only 8 times in all of 2017. In times of extreme volatility, market participants plowed 
money into treasuries and agency mortgages (e.g.  iShares MBS ETF) for safety.  Short to intermediate 
treasures along with agency mortgages were one of the very few asset classes that eked out positive returns 
for the year.  Investment grade debt (LQD ETF) declined 3.8% for the year while bank loans (BKLN ETF) with 
their shorter duration, floating rate nature, and higher correlation to economic growth were down 1.2%.  

Income-based risk assets, such as dividend equities, REITs, and Telecoms, outperformed the S&P 500 in the 4th 
quarter, but still ended the year in the red.   MLPs (Master Limited Partnerships) were a disappointment as the 
price declines in oil affected the asset class again.  However, they are trading at very cheap valuation levels 
from a historical basis.  Utilities was a place of refuge in which investors could hide during the quarter.  
Although emerging market stocks were down considerably in 2018, the Emerging Markets index (EEM) has 
been showing positive relative performance, a sign that the worst of the selloff may be in sight. 
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Economic Environment/Market Comments 

As we entered 2019, financial conditions have tightened considerably, thanks to the Federal Reserve raising 
rates and reducing its balance sheet. The rise in mortgage rates from a low base have weighed heavily on 
housing sales and home construction.  Spreads in investment grade (IG) and high yield (HY) debt relative to the 
benchmark Treasury have widened moderately in the 4th quarter.  As another sign of declining risk appetite, 
some of Wall Street’s largest banks were stuck holding $1.6 billion leveraged buyout private equity debt after 
struggling to syndicate the loans to investors on concerns about the global economic outlook. Tightening 
financial conditions over time will likely lead to lower growth prospects while contributing to market volatility.   

Earnings expectations are coming down rapidly as the S&P 500 earnings growth for 2019 has dropped from 
10% at the end of the third quarter to 7.3%.  Earnings shortfall from Apple, Delta, Accenture, and Costco 
suggests that the 7.3% will mostly likely trend lower as we go through the fourth quarter earnings season (set 
to start in the third week of January).   The positive is that valuations may have already adjusted to this slower 
growth environment.  Valuation on P/E NTM (Next 12 months) has crashed from a peak of 18.5x to a current 
P/E NTM of 14.2x, a decline of 23% (i.e. a bear market in valuations).  This level is not expensive unless we 
endure an earnings contraction or head into a recession.  Another way to look at valuation is the yield spread 
between the S&P 500 NTM earnings yield (Earnings/Price) and the 10-year treasury yield.  With a S&P 500 
earnings yield of 7.1% versus a 10-year yield of 2.6%, the valuation spread (7.1% - 2.6%) is 4.5%, which is 
attractive from a historical level of 3.2% and back to levels of early 2016.  

At a market trading at 14.1x earnings with growth of around 5-7% (my best guess) and a Federal Reserve 
willing to be flexible with interest rates and the balance sheet should economic conditions continue to 
deteriorate, we think the market is pricing in a fair amount of negative news.  To avoid a repeat of 2018, we 
would need to see positive progress in the trade relations between the U.S. and China, corporate earnings to 
stabilize over the course of the year, more stimulus from China to offset slower consumer spending, and some 
confidence in the market's ability to absorb the Fed’s continued shrinking of the balance sheet and European 
Central Bank's plan to stop new bond purchases.   
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Portfolio Activity 

Sales 

We trimmed Thermo Fisher (TMO).  Thermo Fisher is a high-quality company that we have held since 
2012.   TMO has benefited nicely from its exposure to China's growth in the life sciences industry, but a slowing 
economy in China is a potential headwind to TMO’s business.  TMO is still a core Yield Growth holding, but at a 
reduced position size.     

We trimmed Ares Capital (ARCC).  Ares Capital is one of the more conservative and successful underwriters of 
middle market loans.  They are the largest player in the public BDC (Business Development Company) 
space.   Year to date through our sale date, the stock significantly outperformed its BDCs peers and the 
market.  The floating rate nature of its loans has been a tail wind to the business, but at some point, a 
deterioration in the economy is expected to lead to some loan impairments.  So far, their loans have held up 
well, but the loan market has been complacent in terms of underwriting and loan structure (i.e. light 
covenants).          

We also eliminated Liberty Global (LBTYK) on analysis and reports citing increasing competitive pressure 
across markets with an impact on future returns and profitability.   

We also sold DoubleLine Income Solutions Fund, (DSL), a closed-end fund that we bought in early 2016 when 
spreads in closed-end bond funds widened significantly after a credit scare.   We exited on concerns on how 
this levered closed-end bond fund will perform in a rising rate environment. 

We also exited/trimmed some positions for tax loss purposes in taxable accounts and will likely be looking to 
add back those names into the portfolio.   

Buys 

We added to Blackrock Limited Duration Fund, (BLW).  During the month of December, the discounts to Net 
Asset Value (NAV) in closed end funds have widened significantly at levels comparable to 2008 and early 2016, 
providing an opportunity in this space.  The discount to NAV in BLW widened to 16% in the recent sell-off. 
BLW, yielding 7.3%, is a short duration fund that invest in bonds and loans.   

We initiated a position in Air Products (APD) in YG.  APD is an industrial gas company.  We have a favorable 
outlook on the industry because of its defensive growth profile and oligopoly structure.   The industry is now 
more concentrated with the merger of Praxair and Linde.  Three major players control 85% of the market:  Air 
Products, Air Liquide, and PX/Linde.  This should be supportive of pricing going forward.   

In this environment of picking stocks, we want companies that are paving their own path to generate value for 
shareholders.   APD has also committed roughly half of its targeted $15 billion capital deployment program 
remaining.  It has invested in large gasification projects in emerging markets.  APD's carve-out of its electronic 
chemicals division (Versum) and sale of its Performance Materials business to Evonik has provided its earnings 
stream a less cyclical profile.   Recent insider buying is encouraging as the CEO made a $3.2 million stock 
repurchase in November of 2018.   

The stock is yielding a dividend of 2.9% with a historical 5-year dividend growth CAGR of 9%.  APD is trading at 
17x 2019 earnings, not cheap, but more indicative of a high quality fairly defensive earnings profile.   Cyclical 
stocks, in general, have also been out of favor recently, providing a nice entry point into APD.   

We added to Dream Global Real Estate (DUNDF).  A recent drawdown in income assets in December offered 
us the opportunity to add to our European commercial real estate vehicle.  With European yields such as the 
10-year German government paper yielding only 0.22%, Dream Global, sporting a dividend yield of 7%, looks 



relatively like a reasonable bet.   Dream's 3-4% growth and Price/FFO of 11x also provide some valuation 
support.  

Positioning  

The objective of the Yield Growth strategy is to provide a total return over a full market cycle that benefits 
from global equity exposure but with dampened volatility, so that the risk of a major drawdown in value is less 
than that of the equity market. Of course, we cannot guarantee that we will achieve this objective.   

Volatility is always unnerving, but we think our disciplined approach that relies on fundamentals will continue 
to benefit our investors. Staying globally diversified with a focus on income and high-quality assets should 
serve as a buffer in a volatile market environment.   We were pretty active this quarter with numerous buys 
and sells with a focus on upgrading the quality of the portfolio.  We ended the quarter with higher cash levels 
than in the third quarter reflecting market uncertainty.   The current yield on a YG composite portfolio is 
approximately 3.6%, comparable to a yield of an investment grade bond portfolio, but the equity allocation 
offers a growth dimension.   Our goal is to remain defensive and opportunistic to investing as we navigate a 
more difficult macro and earnings environment.   

Thank you for your continued confidence in SeaBridge.  We wish you and your family a happy and a healthy 
2019.   

Howard Chin 
1/8/19 
 
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. 

 

 


