
“Prove it.” We expect to be repeating that phrase often in 
the early days of this new decade, the Twenties. After two 
years of repeated spikes in volatility, markets can finally, 
it seems, take a breather with two key sources of risk off 
the table: trade war and Brexit. Or at least, that’s how the 
media story goes.  

But are these risks off the table? We certainly expect  
the U.S./China “Phase 1” trade deal to be signed on 
January 15, as announced. But even after the agreement 
was confirmed by both sides, signs of a strategic 
geopolitical struggle have continued, manifested by 
fights over sensitive technology exports and continued 
jabs about Hong Kong and Xinjiang. As for Brexit, 
Boris Johnson’s Withdrawal Agreement is set to be 
implemented by January 31, 2020, giving the U.K. and 
the EU only 11 months to draft the rules of their future 
relationship. We believe the “crashing out” storyline will 
continue throughout the year.

Pushing optimism to the edge
We are willing to concede at this point, however, that 
the risks are reduced enough for markets to look 
through, if only due to the behavior of risk assets in Q4 
of 2019. The S&P 500 Index rose at a 60% annualized 
rate since October 2 and at a greater than 100% 
annualized rate from December 3 to year-end. 

Risks have eased,  
but so has growth 
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What is not quite so clear-cut to us is the idea that the 
global economy is set to return to a growth trajectory that 
will make equity valuations less demanding. After failing 
to produce positive earnings growth in the third quarter, 
large-cap U.S. companies may see similarly lackluster 
results again in the fourth quarter. This would push both 
the forward price-earnings multiple and the price-to-sales 
multiple of the S&P 500 back to levels only exceeded at 
year-end 2017 in the post-global-financial-crisis era — 
which is to say, really expensive. Equities are not alone 
here: High-yield valuations, as measured by credit spreads 
per unit of leverage on corporate sector balance sheets, 
are also in the lowest decile of their historical range. This 
means investors are being paid next to nothing to own 
default risk.

Previous slowdowns ended with stimulus
It is important to remember that this current global 
growth slowdown was driven by a retrenchment in 
capital expenditures in response to policy uncertainty 
and low capacity utilization that had led to a buildup 
in inventory levels. While some of that inventory has 
now been worked off, capacity utilization is still well 
off the highs seen in 2014 and 2018. The current global 
macroeconomic environment critically lacks a catalyst 
for recovery that was present in the past two mid-cycle 

slowdowns in 2011/2012 and 2014/2015. Following the 
first of these — the European sovereign credit crisis — 
the world’s major central banks engaged in coordinated 
and large-scale quantitative easing culminating in 
Mario Draghi’s famous “whatever it takes” speech in 
July 2012. And in the second case, following a collapse 
in commodity prices in 2016, China responded aggres-
sively with a stimulus package aimed at property  
and infrastructure spending at a time when China  
was consuming close to half of all the world’s major 
industrial commodities. 

Stocks are hot, the economy is not
S&P 500 Index 12-month change vs. Purchasing Managers Index
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Figure 1: 

Risk assets appear overvalued  
entering 2020

•Stocks and high-yield bonds rallied in Q4,  
but without the hoped-for earnings recovery.

•Stimulus efforts like those that solved slowdowns 
in 2011 and 2015 are not on the horizon.

•We favor reducing risk as we look for proof that 
earnings can support asset valuations.
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Figure 2: 

One and done — China  
won’t repeat 2016
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No rescue this time
At this juncture, we find it hard to believe that 
incremental purchases of U.S. agricultural goods by 
China in exchange for some partial tariff relief and a very 
timid round of incremental central bank balance sheet 
expansion will be enough to jump-start a third growth 
spurt in this decade-plus expansion. We are reminded 
of comments made in March 2000 by Rick Pitino, who 
at the time was head coach of the NBA’s Boston Celtics. 
After the team started the season 23–34 (and after a 

19–31 record in the previous lockout-shortened season), 
he famously said to the media, “Larry Bird is not walking 
through that door, fans.” The obvious implication was 
that no magical panacea was ready to come to the 
rescue and fix everything. Similarly, while we cannot 
completely rule out the possibility that the reduction of 
risk in Q4 will, in and of itself, unleash a wave of corpo-
rate animal spirits, it strikes us as unlikely. 

Without proof of profits, reduce portfolio risk
If the 4Q19 “melt-up” continues without the corroborating 
proof of a bounce in the global economy, we’ll be tempted 
to increase the size of our underweight to risk assets. At 
the same time, we have a healthy amount of respect for 
the combination of risk asset momentum combined with 
a friendly, or at least neutral, Fed. We remember what 
that combination was like in 1999 and 2006, experiences 
which taught us a lesson that such environments can last 
for longer than you would think.  

As the final days of 2019 drew to a close, the sentiment 
indicators that we follow were pointing to signs of froth. 
So with implied and realized volatility as low as they are 
across the landscape of risk assets, markets appear to be 
priced for perfection to start this new decade. We think 
a prudent amount of caution is warranted while we keep 
a close eye on the incoming high-frequency macro data 
over the next month or two.

Capital spending is too low to ignite growth 
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Figure 3: 
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For informational purposes only. Not an investment 
recommendation.

This material is provided for limited purposes. It is not intended 
as an offer or solicitation for the purchase or sale of any financial 
instrument, or any Putnam product or strategy. References to 
specific asset classes and financial markets are for illustrative 
purposes only and are not intended to be, and should not be 
interpreted as, recommendations or investment advice. The 
opinions expressed in this article represent the current, good-
faith views of the author(s) at the time of publication. The views 
are provided for informational purposes only and are subject to 
change. This material does not take into account any investor’s 
particular investment objectives, strategies, tax status, or 
investment horizon. Investors should consult a financial advisor 
for advice suited to their individual financial needs. Putnam 
Investments cannot guarantee the accuracy or completeness 
of any statements or data contained in the article. Predictions, 
opinions, and other information contained in this article are 

subject to change. Any forward-looking statements speak only 
as of the date they are made, and Putnam assumes no duty 
to update them. Forward-looking statements are subject to 
numerous assumptions, risks, and uncertainties. Actual results 
could differ materially from those anticipated. Past performance 
is not a guarantee of future results. As with any investment, there 
is a potential for profit as well as the possibility of loss.

Consider these risks before investing: International investing 
involves certain risks, such as currency fluctuations, economic 
instability, and political developments. Investments in small 
and/or midsize companies increase the risk of greater price 
fluctuations. Bond investments are subject to interest-rate risk, 
which means the prices of the fund’s bond investments are likely 
to fall if interest rates rise. Bond investments also are subject to 
credit risk, which is the risk that the issuer of the bond may default 
on payment of interest or principal. Interest-rate risk is generally 
greater for longer-term bonds, and credit risk is generally greater 
for below-investment-grade bonds, which may be considered 
speculative. Unlike bonds, funds that invest in bonds have 
ongoing fees and expenses. Lower-rated bonds may offer higher 
yields in return for more risk. Funds that invest in government 
securities are not guaranteed. Mortgage-backed securities are 
subject to prepayment risk. Commodities involve the risks of 
changes in market, political, regulatory, and natural conditions. 
You can lose money by investing in a mutual fund.

In the United States, mutual funds are distributed by Putnam 
Retail Management.

Investors should carefully consider the investment objectives, risks, charges, and expenses of a fund before 
investing. For a prospectus, or a summary prospectus if available, containing this and other information for any 
Putnam fund or product, call your financial representative or call Putnam at 1-800-225-1581. Please read the 
prospectus carefully before investing. 

Putnam Retail Management
Putnam Investments | 100 Federal Street | Boston, MA 02110 | putnam.com TL001_RE 319691 1/20

https://www.putnam.com/?ref=TL001_RE.pdf
https://www.putnam.com/?ref=TL001_RE.pdf
https://www.putnam.com/?ref=TL001_RE.pdf
http://www.youtube.com/putnaminvestments
http://www.facebook.com/PutnamInvestments
http://www.instagram.com/putnaminvestments
http://www.linkedin.com/company/putnam-investments
http://twitter.com/PutnamToday
http://www.youtube.com/putnaminvestments

