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January 30, 2019 

 

 
Dear Clients & Friends of Grisanti Capital Management: 

 

 

   If you’re going through hell, keep going. 

 

      -- Winston Churchill (attributed) 

 

 In the fourth quarter of 2018, the High Income Equity Portfolio (the “HIEP”) defended 

your capital in a terrible market.   By doing so, it ended a mediocre year with some promise.  

That promise has continued early in 2019, with the HIEP already rising over 5%, erasing most of 

last year’s losses.   

 

 Recall that the HIEP is focused on absolute return with less volatility and more income 

than the overall market. To achieve this, we pursue a barbell strategy – balancing safety and 

income with capital appreciation. Overall, the market fell a sobering 20% from its peak on 

October 4th to its trough on December 24th.  Unlike previous declines, the darlings were hit hard.  

Amazon, Netflix, Apple and Facebook all fell more than the averages.  As you know, we were 

cautious going into the decline, a concern that we conveyed in our third quarter 2018 letter:  

 

“Such euphoria makes us believe it’s a good time to be cautious and adhere to our HIEP 

investment goals: preserving capital and providing income while seeking reasonable 

investment opportunities that allow for capital appreciation.”  

 

Towards the end of November we held around 15% cash.  Our inability to find attractive 

reinvestment opportunities protected the portfolio in the final month of the year. On December 

24th alone, the market plunged 3% (the HIEP was down less than half that), bringing the market’s 

loss just for the month of December to almost 15%.  Pessimism was running high, and at times 

like these our reliance on valuation metrics instead of market momentum helps us avoid panic 

selling.  We analyze measures of value like price-to-earnings, price-to-book-value and price-to-

cash flow, and we also weigh quality metrics like debt burden, market share, and management 

judgment.  While 2018 was not a good year for the market, or for our portfolio, for the first time 
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in five years we are seeing a surprising amount of opportunities ahead, and we have started to 

take advantage of them.    

 

Before we detail our outlook and some of our investments, we’d like to briefly discuss 

the portfolio’s roughly 35% position in non-common-equity securities. This part of the portfolio 

is currently yielding approximately 5.7%, and we believe it has performed well in December’s 

turbulent market. In the fourth quarter, these positions were down 4.6% with the market down 

14%. They remain a critical part of the safety and income side of the HIEP barbell.  We expect 

them to continue to provide income and be defensive.  The majority of these securities are 

floating rate preferred stocks, with high dividends, issued by companies with very strong balance 

sheets, such as JP Morgan, Goldman Sachs and American Express.  Floating rate preferreds (as 

opposed to fixed rate), are insulated from price declines as their dividend increases with rising 

rates.  On the other side of the spectrum, we also own a position in a General Motors bond 

maturing in 2021 with a fixed, as opposed to floating, coupon.  Since initial purchase, this 

position was up in a sharply down market, as interest rates fell and investors fled to safety.  We 

believe our mix of floating and fixed rate securities should insulate the portfolio from interest 

rate volatility. Overall, our primary focus continues to be avoidance of permanent loss of capital, 

which leads us to search for mispriced securities issued by companies with strong balance sheets.    

 

 We have written before of the market’s ability to predict “eight of the last two 

recessions.”  In other words, the market’s fear of an economic downturn that doesn’t materialize 

can lead to a buying opportunity.  This chart shows that when earnings (in light blue) fall, stocks 

(in dark blue) do too.  That’s no surprise.  But it also shows that there are occasions when stocks 

fall but earnings do not.  At those times, stocks tend to (1) not fall as far and (2) snap back rather 

quickly.  The years 1995, 1998 and 2011 all show stock declines of over 20% without a 

recession and with only slight earnings declines.  Stocks after each of those periods rebounded 

quickly and surpassed old highs within a year.   
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 As the chart shows, stocks dropped sharply in late 2018 without a concurrent decline in 

earnings – yet.  So the important question is: Are we in one of those non-recessionary, panic-

driven declines (which are buying opportunities), or are we on the cusp of an economic downturn 

(in which case stocks have further to decline)?  The honest answer is no one knows for sure, 

which is why we stick to buying high quality companies that can manage well through a 

recession.  But, on balance, we believe there will not be a recession in 2019 and that the current 

decline has presented a buying opportunity. 

 

 Let me explain our reasoning.  The economy is quite strong right now, with 

unemployment at generational lows.  But that is backwards looking, so by itself it doesn’t mean a 

recession can’t be looming ahead.  The factors that tend to cause a recession, however, are 

mostly (though not entirely) absent.  Rising interest rates are the most common cause of a 

recession, as they choke off economic growth.  The negative market sentiment is partly due to 

the Federal Reserve driving rates higher over the last 18 months.  However, rates remain 

historically low.  Moreover, the rally in stocks in early 2019 was prompted by the Fed Chairman 

saying that he is not on autopilot and would only raise rates further if economic growth 

continued.  With inflation still subdued, he will have that luxury of waiting, and we think most 

companies will not see their earnings inhibited. 

 

 Of course, rising rates aren’t the only cause recessions.  A significant geopolitical shock, 

like the terror attacks of 9/11 or the oil embargo of the 1970s, can disrupt a growing economy.  

In this category, we would worry about a trade war with China that worsens instead of being 

resolved relatively quickly.  This is a real threat, but at the moment we still view it as the less 

likely outcome. 

 

 So, if there is no recession, this is a pretty good time to buy stocks.  While not dirt cheap, 

the market is now selling at 15 times this year’s expected earnings, the least expensive P/E ratio 

in five years.  Always more important, the stocks we are buying are particularly attractive right 

now.  It’s worth spending a moment on a couple of our favorite holdings to explain why. 

 

 We added to shares of Google (now “Alphabet”) in the fourth quarter, and it is now one 

of our largest positions.  We believe that the true value of the business is not appreciated by the 

market, with the stock trading at just 15 times 2020 earnings, just slightly higher than the market 

average.  The company’s outsized revenue growth (more than 20% growth in 2018) is driven 

primarily by its core search business, which earns revenues through targeted advertising on both 

desktop and mobile applications.  Its advertising revenues (85% of total revenues) are also driven 

by YouTube, which now has over 1.8 billion users world-wide.  In fact, Google now has 8 

platforms with over 1 billion users. (Drive, Gmail, Android, Chrome, Maps, Search, YouTube, 

and Google Play.)  These businesses generate strong free cash flow and enable the company to 

reinvest in future growth opportunities, including the one we are most excited about, Waymo, 

Google’s self-driving car technology.  Waymo has a significant lead over competitors, with over 

10 million miles tested on public roads.  The overall company should be an even better 

investment if Waymo can go from large losses to profitability.  Google also has a fantastic 

balance sheet, with $106 billion in cash (about 15% of its market cap) and essentially no 

debt.  Although the company currently doesn’t pay a dividend and quickly growing technology 
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companies are not typical investments for the HIEP, we believe the valuation allows for a margin 

of safety and an opportunity for meaningful capital appreciation, making it an attractive 

investment opportunity in an otherwise conservative portfolio. 

 

 Synchrony is a credit card company that was spun out from General Electric in 2014, 

when that troubled firm was divesting an assortment of top-rate financial businesses.  We had 

made a successful investment in the company right after the spin-out, and sold it in 2016.  The 

stock peaked at $40 early in 2018 and we bought it in the fourth quarter at $25.  The company 

should earn about $4.35 per share this year, so it is selling for a record low 6 times earnings.  Its 

average P/E ratio since the spin-out is 10.8, 80% higher than current levels.  Synchrony’s fall 

from grace occurred after losing its biggest account, Walmart.  When the contract came up for 

renegotiation, Synchrony refused to meet the terms offered by competitor Capital One.  While 

that’s obviously a negative, it also shows the financial discipline that has made Synchrony an 

attractive company.  Walmart was 10% of Synchrony’s business, but Synchrony’s stock has 

declined 45%.  Further, Synchrony can sell the remaining Walmart credit card portfolio and use 

the proceeds to buy back stock.  There is no quick fix here – Synchrony has to manage its 

business and show its profitability after Walmart goes away.  We are confident it will do that, 

and we will be amply rewarded over a three year period. 

 

 So, in conclusion, if there is no recession, the portfolio is positioned in securities of high 

quality companies, at really attractive prices.  If there is a recession, the portfolio is positioned in 

securities of high quality companies whose value may decline in the short term, but whose 

balance sheets are strong and business models first rate.  You will come out the other side with 

good investments that will perform well over time.  We have managed through two recessions, 

one financial crisis and several “mini-slumps.”  Each time our investments have rebounded to 

new highs.  These experiences give us patience and confidence in the future.  We look forward to 

reporting back to you at the end of the first quarter. 

 

     Very truly yours, 

 

 

 

     Christopher C. Grisanti 


