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VIEW FROM THE TOP
In January, the Japanese equity market measured in
terms of the MSCI Japan benchmark appreciated +1.3%.
The Pelargos Japan B class returned -0.26%. The new
year 2018 started with a bang and the market soared
+5.8%, peaked on Jan 23rd and plunged -4.2% in a few
days. Especially high price momentum stocks and stocks
related to themes such as robots, artificial intelligence
and crypto currencies sky rocketed. This type of investor
behavior is a typical characteristic of overly buoyant
investor sentiment and indicative of the final leg of a bull
run. Retail investors finally joined the party and
sentiment indicators hit levels not seen for decades. The
exuberance is a global phenomenon with US margin
debt-to-GPD at all time high’s, consumer confidence is
booming supported by decent economic data. The labor
market is very tight, wages are growing albeit at a meager
pace and corporates started to invest cautiously on
machinery and capital stock. In typical late cycle fashion,
fundamentals are rather good and bottlenecks start
appearing. Nevertheless, inflation is not showing up yet
and the Bank of Japan (BOJ) remains very aggressive in its
policy stand. The biggest surprise of all is the Yen
strenght despite the Bank of Japan’s (BOJ) effort to inflate
by means of a weaker currency.

SINGLE STOCK OPPORTUNITIES
At the end of January Toshiba Plant System (TPS) was
our largest long position. This core position was initiated
in June 2013 and prior to that we held a long position
for 14 months starting in June 2009. This company was,
has been and still is grossly undervalued. An asset light,
engineering business with domestic as well as overseas
growth opportunities. TPS has a fortress like balance
sheet with abundance of cash that unfortunately
suppresses its Return-On-Equity (RoE). Adjusting for its
cash pile the RoE would be 30+%. Sooner rather than
later either Toshiba will buy out TPS and make
‘decommissioning’ part of the Toshiba core strategy or
TPS will buy itself out. In both cases these scenario’s will
act as catalysts to unleash significant undervaluation.
The best contributor last month came from being long
Fanuc. The growth outlook is stellar and with plenty of
money chasing the robot theme the stock appreciated
+8.6% last month. Having rallied more than +60% from

September price low into January price high we decided
enough is enough and sold the stock. The growth and
margin assumptions implied in the current stock
valuation are too difficult to justify. Of course, we are
happy to own Fanuc again at a much more reasonable
price and patiently await a better risk-reward for reentry. The biggest negative contributor was Maeda
Road Construction. The stock was a stellar performer in
the 4th quarter of 2017 and dropped in by -6% in
January. With the benefit of hindsight the January drop
must be seen in light of the earnings miss which was
announced February 8th. This is a long duration
investment as it is infrastructure related but the short
term earnings were messy as it included an anti-trust
provision for allegations related to bid rigging for public
contracts.

RISK ALLOCATION
Volatility was still abnormally low and only increased
towards the end of the month. For several months we
wrote that our risk models were underestimating what
we subjectively considered ‘true’ capital at risk. With the
FED on a tightening cycle and the ECB in tapering mode
we expect ‘genuine’ price discovery to return and with
that a normalization of volatility. Therefore the risk
budget remains low (implied by current market volatility)
and over the next few months we will take advantage of
volatility once it returns.

STYLE ANALYSIS
Value stocks had another disastrous month. High price
momentum stocks, especially theme related stocks,
performed extremely well. The long book outperformed
the market by 0.2%, thus appreciating +1.5%. However,
with expensive momentum stock going vertical the short
book appreciated by+2.6%.

OUTLOOK
Sentiment indicators were flashing red, ‘danger ahead’ in
January and, as is often the case, Japanese equities are
most sensitive to marginal changes in global liquidity and
sentiment. Each year, at some point, the Japanese market
drops 20%, and in our opinion this process just started.
The value opportunities for the long book are heavily
tilted towards lower beta, higher dividend yield business
models and thereby lower growth, which investors
clearly choose to neglect at this point in the cycle.
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DISCLAIMER
Pelargos Capital B.V. has compiled this publication. Pelargos Capital B.V. is a management company and in that capacity
avails of a license pursuant to section 2:65 of the Act on Financial Supervision of the Netherlands (Wft) as that section
reads following the incorporation of the AIFM Directive in the Wft.
Although the information contained in this publication is composed with great care and although we always strive to
ensure the accuracy, completeness and correctness of the information, imperfections due to human errors may occur, as
a result of which presented data and calculations may vary. Therefore, no rights may be derived from the provided data
and calculations. All information is provided "as is" and is subject to change without prior notice.
Pelargos Capital B.V. does not warrant the adequacy, accuracy or completeness of any information and expressly disclaims
any liability for errors or omissions therein. The recipients of this publication are responsible for evaluating the accuracy,
completeness or usefulness of this information.
The information contained in this publication does not constitute any recommendation, investment proposal, offer to
provide a service, nor a solicitation to buy or sell any security or other investment product.
The publication of this information may be subject to restrictions imposed by law in some jurisdictions. Pelargos Capital
B.V. requests any recipient of this publication to become acquainted with, and to observe, all restrictions. Pelargos Capital
B.V. accepts no liability for infringement of such restrictions.
The recipient shall not distribute, forward or publish this information. No rights may be derived from the provided
information, data and calculations. Also by risks inherent to this investment fund, the value of the investments may
fluctuate. Past performance is no guarantee or guide to future performance.

