PELARGOS JAPAN ALPHA FUND

MAY 2018 | monthly return -0.06%

MARKET COMMENTS
The Japanese equity market refused to break higher and ended
the month of May down -1.8%. So far, year-to-date the Japanese
market declined -3.9%. Across the region, equities were weak
with several Asian markets entering bear market territory. The
rising rate environment with regards to the US dollar funding
rate, tightens liquidity globally. Because the FED fund rate is
THE most important variable to price marginal liquidity, rising
rates impact most risky assets first. Despite the risk-off
environment the fund’s performance was flat last month.
Defensive sectors continued to outperform with Japanese
Consumer Staples appreciating +3.4% and Health Care +2%.
Global economic growth is strong, but decelerating. IT spending
is strong, but bottlenecks emerged. Consumer sentiment is
solid and labor markets have tightened, whilst wage inflation
remains anemic. Capacity utilization is maxed out; all the above
provides sufficient ammunition for the US FED to withdraw
from accommodative monetary policy. The BOJ wants to be the
last central bank to adjust its policy, because its price inflation
target of 2% has not been reached. At some point, the BOJ will
change its language, but for the time being, we expect no
change with regards to BOJ policy. The long book nicely
outperformed the overall market, the 50 stocks in the long
book were flat, -0.15%. Whilst the 10 stocks in the short book
corrected -4% in May.

SINGLE STOCK OBSERVATIONS
Pola Orbis increased +17%, the stock price hit new all-time
highs and the position returned +45bps in May. With high
demand for quality defensives, the stock continued to rally,
supported by strong earnings and price momentum, despite
valuation headwinds. As mentioned in prior newsletters we
have significant exposure in listed real estate. Our real estate
exposure started to perform well and Ichigo Group contributed
+30bps last month. Besides niche-players such as Ichigo, we
own specialty REITS and real estate indirectly through FujiMedia
and Tokyu Corp. FujiMedia is a TV broadcasting company that
owns vast prime land in Tokyo and Tokyu Corp., a rail company,
owns key train station assets and currently redevelops its prime
location Shibuya. Toshiba Plant Systems appreciated yet
another +10% last month. Despite the steady grind higher,
valuation is still undemanding and we still strongly believe that
Toshiba will present its new strategy with, in our opinion, high
odds that Toshiba Plant Systems will be part of Toshiba’s core
strategy and thus needs to be 100% consolidated. Toshiba’s
competitor, Hitachi, was in a similar situation and delisted
Hitachi Plant in 2010. In any case, Toshiba Plant Systems’
business is doing well; strong order growth and healthy
margins, provide, in addition to its 1bn US$ cash balance,
sufficient valuation support.

The short position in LeoPalace added +26bps as the stock
declined -18% last month, because the company announced an
internal investigation relating to falsification of building
construction specifications.
Unfortunately, Maeda Road gave back in May all the gains from
April, and more. Maeda Road announced decent results, the
stock jumped 3% on the numbers, but a lack of further catalysts
to unlock the massive undervaluation of the company led to
profit taking. Suruga bank was another stinker last month. For
the regular read, please let me remind you that we have little
exposure to banks, except for special situation, stock specific
reasons. Suruga bank was the main lender to a small build-forlet condominium developer called Smart Days. Smart Days was
not so smart after all and overpromised the yields from rental
income to its, in general low-income, investors. Suruga’s
employees were accused of falsification of loan documents
which led to a 200bn JPY (about 1.8bn US$ write-down). We
bought the initial long position after the scandal broke and, in
our opinion, the stock already discounted a very dismal
outcome. Needless to say, we were too early and lost -28bps.

RISK ALLOCATION
Net exposure increase somewhat to +45% of which 14% is low,
or even negative, beta REIT exposure. The gross exposure
remained constant at 130%.

STYLE ASSESSMENT
Value as a style made a brief comeback and quickly returned
into its downward trend. Market participants remain in a love
with high price- and high earnings-momentum stocks. High
price momentum stocks are treated as growth proxies and as
long as earnings momentum is supportive, valuation seems to
be disregarded. Quantitatively there is a strong correlation
between steepness of the yield curve and performance of
growth/value stocks. As the US yield curve flattened investors
continue to prefer long duration ‘growthy’ business models.

OUTLOOK
In the coming weeks, annual shareholder meetings will be held
and we impatiently awaiting the outcome of the votes. We have
increasingly voted against management boards where we see
little to no progress in its attitude towards shareholder returns.
Japan is on the cusp of a capital market revolution and times
have changed, which is not recognized by most of the, still to
gradual and slow moving, management teams hiding behind
corporate culture instead of stepping up to its leadership
responsibilities.
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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.

