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What to make of Asia?   After a tumultuous year notable for the twists and turns of a trade war between the 
U.S. and China and violent protests on the streets of Hong Kong, we are quite certain that this basic question is 
on the minds of our investors in the region.  As the year comes to an end, we take the opportunity in this letter 
to review the events of the past year, assess current conditions and forecast, however imperfectly, what we 
see ahead. 

We begin by contrasting the dreary developments of 2019 with the rampant optimism about China and the 
rest of the region in place at the turn of the last century, really beginning with China’s controversial admission 
into the World Trade Organization in 2001.   WTO membership seemed to validate China’s decades long 
economic experiment of government managed capitalism and facilitated the country’s higher profile role in 
the global world order.  The Chinese manufacturing-dominant, export-led juggernaut was turbocharged by 
China’s inclusion in the WTO.  Exports soared.  Growth powered ahead, averaging more than 10% per year for 
the ten years ending 2010.   The world was quite in awe of the country’s prodigious ascent up the country GDP 
leader board, currently to the number two position behind the U.S.  China was well on its way to developed 
status.    In 2008, when the world was on the verge of financial collapse, it looked to China as a kind of savior.  
China’s massive, debt-enabled, fiscal stimulus program ensured a measure of global growth at a time when the 
winds of depression were blowing just about everywhere else in the world. 

The cracks began to show post financial crisis. Disappointing growth suggested that there was a waning 
efficacy on the economy of every dollar of new debt put on the books.  Consequently, China’s financial 
management and commercial behavior were much more scrutinized.   Investors became increasingly disturbed 
by China’s burgeoning indebtedness, much of it off balance sheet. There were periods when China was 
compelled to defend its currency in the face of capital flight where previously such interventions were 
occasionally needed only to mitigate currency strength.   More recently, concerns with China have been more 
qualitative in nature.  Countries are now less likely to turn a blind eye toward China’s flagrant violations of 
international commercial protocols and egregious authoritarian ways. Along with the U.S., India and Germany 
are two recent examples of countries refusing to accept China’s terms of trade, broadly defined.  This 
pushback jeopardizes China’s One Belt One Road (OBOR) initiative designed to facilitate trade and promote 
cooperation on projects of mutual interest among a host of countries across Asia, Africa, even reaching into 
Western Europe.   OBOR was conceived as China’s blueprint to eventual global dominance, but now looks less 
like a carefully thought-out plan and more like a stretch goal.   China’s problems are not limited to its foreign 
relations.  We have all been shocked by the images of violent clashes between police and demonstrators 
protesting China’s disregard of the “One Country, Two Systems” agreement which had been designed to 
guarantee Hong Kong’s (semi) autonomy for fifty years after the 1997 hand-over to the British.  

There is occurring a seismic realignment of perception about China, coinciding with the initiation of the trade 
war and the Hong Kong protests.  All the resentment, all the subliminal discomfort with China has bubbled to 
the surface.  The gloves are coming off.  This resistance to China also coincides with a vigorous assertion of 
national interests we are seeing in other countries.  Developments such as Brexit and populist/conservative 
victories in the UK, Australia, Brazil and a number of European countries suggest there is a generational change 



in attitudes toward the way countries should deal with each other. With all the talk of taxes and tariffs, it 
appears to us that the siren song of the comparative advantage of low wages in distant lands will no longer be 
quite so alluring to developed country manufacturers. There will be increased focus on domestic operations 
and the local workforce, where wages have been stagnant post-recession and discontent has been building.  
To the extent deals are made, they will more likely be bilateral or small group in nature rather than all 
encompassing.   A way to address the inequalities that are rising on home fronts would be rising wages.  Wages 
and benefits in the lower quintiles will rise as populist policies are implemented.   Consequently, there is 
something inherently inflationary in the new world order.  Private industry will need to raise prices or, better, 
accelerate productivity enhancing initiatives in order to preserve margins.   

With the transition of the global order, the investment landscape will likely change but not disappear. There 
are varied opportunities out there, but they are necessarily different from those offered in a more globalist 
world.  As a side matter, the change discussed here may be a turning point in the investment business toward 
active management.  Algorithmic index investing magnifies the performance of large incumbents and devalues 
the stock performance of other companies as a function of arithmetic.  The FAANG companies whose shares 
are so dominant in so many indices, for example, are going to get much more scrutiny by governments looking 
for threats to national security or violations of their citizens’ privacy rights or are just plain targets for host 
country taxation.   They have undoubtedly been a force in passive investing but may lag going forward. 

Asia may be the region most affected by the changing dynamic discussed above.  Here are our predictions for 
China and the region (which may or may not come to fruition): 

1. China will maintain its position as a prodigious exporter, but its current account balance will shrink as a 
percentage of GDP.  China still boasts the relatively cheap, skilled, productive workforce and necessary 
infrastructure that make it stand out among its counterparts globally and in the region.  As the world 
puts in place new paradigms for trade, China can still thrive, but it will need to reform its restrictive 
practices on domestic market access and get serious about intellectual property protection to satisfy 
the demands of its trading partners.  

2. With Phase 1 of the new trade deal between the U.S. and China, completed but as of yet unsigned, the 
pressure for manufacturers to diversify out of China may lessen but not be eliminated.  The shock of 
the trade war will linger with manufacturers despite this recently announced truce.  They will continue 
to think it prudent to install some production capacity outside the home base of China. 

3. Multinational companies are vulnerable in that many will be no less reliant on the Chinese domestic 
market for their growth than they have been to this point.  The success or failure of future trade 
negotiations will be a window on the capacity for foreign to do business inside China.  They will either 
be welcoming or not. 

4. The revolutionary spirit of Hong Kong may go dormant at times but will not go away.  We can expect 
the occasional eruption of negative sentiment toward Beijing until such time as the demands of the 
protesters are met.  They include the removal of the current chief executive, an impartial investigation 
into police actions taken against protesters and, most problematically, true universal suffrage.  We do 
not see Beijing acceding to all demands. This does not bode well for the economy of Hong Kong.   

5. The political will to reduce income inequality will translate into rising wages and increased 
consumption power in China and the region generally. Thus, the domestic consumption story will 
continue to be the dominant investment theme in China and Asia for years to come. 

6. Because the great pivot discussed above comes with unknown risks as does any momentous change, 
central banks will continue to be dovish even if inflation rises beyond their target levels.  This should 
provide a tailwind for investment but in this reluctance to raise rates, there is a risk of inflation running 
hotter than what should be tolerable in light of a containment objective. 



7. China remains a force, but the rest of Asia may be the net winner in the realignment discussed above.  
The ASEAN (Association of Southeast Asian Nations) region, may be especially favored.  Manufacturers 
may turn to Thailand, Vietnam and Malaysia to diversify their production out of China.  Additionally, 
Hong Kong’s loss of tourism and the waning propensity for large companies to headquarter their Asia 
operations in Hong Kong may translate into gains for Singapore, Bangkok and perhaps Kuala Lumpur.  
Taiwan, as the anti-China, China option, should reprise its good year this year next year. 

 
In the above list are some of our investment themes for next year.  They include domestic consumption in 
China, a theme we will seek to exploit increasingly through foreign companies seeking new markets for their 
products in China.  We have particular interest in Japanese, European and U.S. companies whose brands are 
prized as higher quality relative to that of home-grown Chinese products.   We will seek to invest in secular 
growth stories like the buildout of 5G, AI, and factory automation, technologies where arguably Asia has the 
global lead, and aging demographics.  We will give Taiwanese property a look as Hong Kong folks may seek 
relocation should the domestic scene in HK deteriorate further. 

Hong Kong intrigues us because the news flow has been so negative.  Despite the risks, Hong Kong market, 
which underperformed this year for obvious reasons, could surprise on the upside next year.  Certainly, there 
are value stocks in Hong Kong that deserve consideration because they trade at deep discounts to net asset 
value even taking into account further erosion of those values. 

As always, we must be wary of the black swans but not invest according to a high likelihood of their 
appearance.  They include a failure of diplomacy on the Korean peninsula, a China debt crisis precipitated by 
some high-profile defaults, a real kick up in inflation or a trade truce gone bad.   We view the items on this list 
as the typical bricks in a wall of worry. 

As we expect earnings to rebound in 2020 from a disappointing earnings year in 2019, with interest rates low 
and relative valuations at a discount to the historical averages, we look forward to a good year next year. 

We have included an addendum detailing our trading activity for the quarter. 
 
David C. Descalzi 
January 7, 2020 
 
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 are 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. 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. 
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Trade Summary 
 

Note: Some accounts may not have participated in some of the trades mentioned in this summary due to client-specific factors. 

Trading in the fourth quarter was dominated by three themes:  profit taking, tax loss generation, and risk reduction in 
certain names that have fallen out of our favor.  We only sold shares in the quarter.  There were no buys. 

We trimmed Taiwan Semiconductor Manufacturing Company. The stock has been strong, riding the notion that chip 
inventory overhang, a vestige from 2018, was finally dissipating. While the stock is as close to a core holding as any we 
have in the portfolio, it is expensive on any metric.  Given position size, we thought it prudent to reduce exposure. 
 
Boral Ltd, an Australia based buildings products company:  we had been patient with the firm as we believed that both 
Australia infrastructure and U.S. housing would be catalysts for earnings growth over the next few years.  We have 
been disappointed by the slow pace of recovery in the construction sector, in Australia and in the U.S.  We decided to 
sell out of our position when it was reported in December that there were certain accounting “irregularities’ related to 
the reporting periods between Sept. 2018 and Oct. 2019, concerning inventory levels, raw material balance and labor 
costs.  These accounting anomalies are often a sign of broader mismanagement issues.  Therefore, our decision to sell. 
 
We reduced our position in Advantech Co. Ltd.,   The stock has been a big winner for us.  In our view, it is close to being 
fully valued.  Position size has grown beyond our comfort level. Advantech is a factory automation company specializing 
in embedded computers designed to maximize factory floor and industrial supply chain network efficiencies. 
 
We trimmed and then sold out of Huazhu, a China-based hotel firm.  In the quarter, the company announced the 
purchase of Deutsche Hospitality, a German-based hotel chain which operates and develops hotels in Europe, the 
Middle East and Africa.  Huazhu has always seemed keen on growth and acquired hotel chains in the past.  But its 
acquisitions were small relative to their market cap and cash flow and always China-centric.  Given the firm’s market 
cap of US$11 billion, this acquisition is large at 700 million Euros and takes them outside of Asia.  A few years ago, this 
company was net cash.  Now it is much more indebted.  We no longer understand the company’s objectives; hence, our 
decision to eliminate the position.    
 
We trimmed SPX Corp on a strong run-up in the shares, which appreciated by more than 70% in 2019.  The shares 
appear to be fully valued. 
 
Wharf Real Estate Investment Trust is our company most exposed to a deterioration in the local outlook in Hong 
Kong.  It owns prime real retail real estate on Hong Kong Island and Kowloon, the rent from which accounts for 20% of 
its top line. We believed it best to eliminate the name during the quarter and perhaps re-enter if and when protests in 
Hong Kong subside.  
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