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Investors familiar with New Providence know that we are posiƟ ve 
on Asia long-term, specifi cally India, and to a lesser degree China.  
Last year Asian market performance was very strong, Chinese 
equiƟ es were up 32% to 54%, and Indian equiƟ es rose 39% to 
46%, depending on the specifi c index. The last few months of 
this year has been a diff erent story for a variety of reasons.  

•   Due to a confl uence of a hawkish U.S. administraƟ on and 
legiƟ mate concerns about China’s intellectual property and 
trade pracƟ ces, and growing geopoliƟ cal infl uence, China has 
become a poliƟ cally acceptable target in the U.S. China’s stated 
goals of “China 2025” and “One Belt, One Road” are not verbal 
puff ery but legiƟ mate long-term threats to U.S. economic 
interests in Asia and beyond. The United States has had one 
massive economic advantage over the rest of the world as the 
U.S. dollar has been the global reserve currency.  China and other 
trading partners would like to see mulƟ ple reserve currencies, 
in eff ect loosening the global markets dependence on the U.S. 
dollar.  This is truly a long-term game but one that is of enormous 
strategic importance.  As a result, trade discussions with China 
are inherently diff erent than those regarding NAFTA and the 
EU, where the U.S. tacƟ c has been to complain loudly, seƩ le for 
some minor concessions, take a victory lap, and move on. The 
end game for China-U.S. trade relaƟ ons is opaque because the 
stakes are higher.  With that in mind, the China trade issues are 
much noisier and will drag on longer.  We suspect this will create 
a long-term opportunity for investors, but the calculus will be 
complicated, and Ɵ ming it will be challenging. If our base case 
does not play out and a resoluƟ on occurs quickly, there will likely 
be a very posiƟ ve reacƟ on for Chinese equiƟ es and its currency. 

•  India’s equity market had been fl at to slightly negaƟ ve year 
to date through August but declined roughly 10% in September. 
While one can come up with several reasons for the recent 
weakness, the September catalyst was a debt default by IL&FS, 

U.S. equiƟ es performed well in the third quarter +7.7% (see 
Table 1), signifi cantly outperforming all other geographic 
areas, parƟ cularly Asia ex-Japan, which declined 1.5% for the 
quarter, a conƟ nuaƟ on of a divergence trend that we saw 
emerge in the middle of the second quarter. Exposure to U.S. 
equiƟ es remains the largest geographic allocaƟ on in client 
porƞ olios but an area where we have been trimming exposure 
on market strength. While we did not make substanƟ al 
changes to porƞ olio allocaƟ ons in the third quarter, our 
bias today is that the next porƞ olio move is likely to be to 
further trim exposure to equiƟ es as the current cycle ages.

    
    
       Note: Total Return in U.S. Dollars. Source: Bloomberg.

U.S. Equity Market
Several posiƟ ves have driven the U.S. equity market higher this 
year, foremost has been very strong earnings growth.  However, 
markets are leading indicators, and when things are “as good 
as it can get” that is the Ɵ me to be concerned.  The consensus 
view, with which we agree, is that earnings growth in the U.S. 
will decelerate in 2019 (from +32% to +10%)П. The corporate 
tax cut of 2018 will not be repeated, nor will the windfall of 
corporate profi ts used in part to repurchase corporate stock in 
record amounts. The absence of these tailwinds, coupled with 
rising wages, increasing interest rates, a strong U.S. dollar and 
higher energy costs will markedly slow the growth of reported 
U.S. corporate earnings per share.

Infl aƟ on has not been problemaƟ c yet, and because growth 
has been generally suppressed this cycle, the Federal Reserve 
has been slow to raise rates in comparison to the last cycle 
(see Chart 1). This has allowed for a historically long cycle, one 
which can conƟ nue unƟ l Ɵ ght credit condiƟ ons and/or large 
fi nancial imbalances prove overwhelming. It is notable that 
U.S. trade policy is beginning to create some unintended side 
eff ects. Trade wars and tariff s are bad for both sale volumes 
(lower) and sale prices (higher).  We are concerned that if the 
current tariff s and on-going negoƟ aƟ ons are leŌ  in place too 
long they are likely to add to infl aƟ onary pressures. One cannot 
forget that the longer the posiƟ ve economic cycle conƟ nues 
and infl aƟ on increases the more the Fed will raise rates, and 
rising rates have always brought a bull market to an end; the 
only quesƟ on is when?  

1 Source: Bloomberg.
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an infrastructure fi nance company that had a “AAA” raƟ ng as 
recently as June.  This raised market fears that other fi nancial 
insƟ tuƟ ons had similar credit quality issues and led to a broad 
selloff . ComplicaƟ ng factors, but ones not unusual to invesƟ ng 
in India, include the fact that India’s currency has weakened 
versus the U.S. dollar. India is a large importer of oil, and rising 
energy prices in the face of an oil embargo on Iran coupled 
with a weaker currency is causing concern for investors, and an 
ouƞ low of dollars. As for IL&FS, our discussions with managers 
and contacts in India suggest there is not a systemic credit 
problem, although it will have a negaƟ ve short-term impact on 
credit availability. Concerns have bled into October and we will 
look for opportuniƟ es to take advantage of the volaƟ lity just as 
the managers we employ there are doing now. 

•  It is normal for U.S. equiƟ es to trade at a premium valuaƟ on to 
Asian equiƟ es as Chart 2 shows. However, the spread between 
valuaƟ ons is now relaƟ vely wide on both a mulƟ ple point and 
percentage basis which creates a potenƟ al opportunity. This 
valuaƟ on disparity is not just on earnings but also exists using 
metrics such as price to book, price to sales and price to cash 
fl ow.

Chart 2: Price/Earnings Ra  os

   
     Source: Bloomberg.

Recently, and including the beginning of October, we have seen 
a meaningful rise in U.S. Treasury bond yields. The quesƟ on is 
what is the driving force?  The usual culprit is acceleraƟ ng growth 
and/or rising infl aƟ on. In this case there are two addiƟ onal 
possibiliƟ es: a growing concern about rising fi scal defi cits, and 
a potenƟ al disrupƟ on to global supply chains and goods fl ow 
from a trade war.  Regardless of the cause and without knowing 
how far or how fast rates could rise, we remain focused on short 
duraƟ on fi xed income investments as the relaƟ vely fl at shape 
of the yield curve does not currently provide an appropriate 
risk/reward opportunity in longer term bonds.  As we have 
menƟ oned previously, we also are looking for diversifying 
investments that are uncorrelated to equity markets and provide 
an aƩ racƟ ve yield and/or provide a protecƟ ve role in the event 
of market turbulence. 

With regard to private equity, we are following this industry’s 
evoluƟ on carefully.  As these funds aƩ ract record amounts of 
capital on a global basis, the compeƟ Ɵ on for deals and purchase 
price mulƟ ples are increasing substanƟ ally. While we have 
commiƩ ed capital to select internaƟ onal/global private equity 
opportuniƟ es where we believe the compeƟ Ɵ ve landscape and 
manager strategies are aƩ racƟ ve, it is fair to say that the bar for 
commitments has risen in the current investment environment.  

All of this leads us to conclude that it is prudent to be more 
cauƟ ously posiƟ oned despite the “as good as it gets” high 
frequency economic data. Even with that in mind, the divergence 
in equity market relaƟ ve performance may also provide an 
opportunity to add to our highest convicƟ on long-term ideas at 
aƩ racƟ ve levels.  
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