
The second half of 2019 begins with the S&P 500 
having recently made all-time highs in a turbulent 
second quarter, which included an almost 7% sell-off 
in May before a swift rebound in June. Both moves 
were triggered by global macro developments. The 
drop was a consequence of President Trump’s threat 
to “weaponize” tariffs on Mexico to advance his 
immigration agenda. The rally followed signals from the 
world’s major central banks that they stand ready to 
embark on a new easing cycle to fend off an apparent 
slowdown in global growth.

While we had been relatively bullish for most of the 
first half of the year, we find ourselves with a much 
more conservative tactical asset allocation posture 
at the start of the third quarter. Our current view on 
equity, credit, and commodities is for average risk-
adjusted returns at best. Also, we are actively evaluating 
incoming data for evidence of a skew toward more 
negative outcomes, which may cause us to adopt a 
more defensive posture. While an “earnings recession” 
similar to that experienced in 2015–2016 is not currently 
our base case, the odds of that outcome have certainly 
risen.  We will devote the remainder of this note to 
describe why our view has changed and the specific 
clues we are looking for to tilt us toward an outright 
bearish stance.
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Fading confidence and diminished globalization 
A year ago, we described how the second-order effects 
of a prolonged trade war were much more dangerous 
than the simple dollar value of the overall tariffs them-
selves. This year, trade talks with China collapsed in 
early May, when it appeared a deal was imminent, 
making those dangers a reality. The consequences are 
beginning to show up in the data via the transmission 
mechanism of corporate animal spirits. CEO and CFO 
confidence is the fuel that drives hiring decisions and 
plans for capital expenditures (CapEx). For example, after 
the 2015–2016 profit recession (which had resulted from 
the retrenchment in energy and commodity-related 

sectors caused by a 75% collapse in oil prices, as well as 
fears of capital flight in China’s capital account after an 
unexpected currency revaluation), a surge in CapEx lifted 
the U.S. manufacturing sector, starting in the second 
half of 2016 and lasting into early 2018. As can be seen in 
the various measures of corporate confidence in Figure 
1, it is clear that after Trump’s election, the combination 
of expected deregulation and corporate tax reform was 
a potent elixir for stimulating CapEx. The opportunity 
to deduct the full expense of capital equipment and a 
repatriation tax holiday on profits held overseas also 
pulled activity forward, driving 20% growth in CapEx by 
S&P 500 companies in 2017.

Corporate confidence rose in 2017 and has since fallen
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We can clearly see in Figure 2 both the loss of corpo-
rate confidence and the effect on global manufacturing 
activity over the past eight months.

The effect on the real economy is compounded by the 
fact that year-on-year comparisons were already going 
to be difficult because the 2017 Tax Cuts & Jobs Act 
(TCJA), as mentioned, had pulled forward industrial 
demand. In addition, technology export restrictions 
imposed by the U.S. Department of Commerce have 

also caused companies to question the practicality of 
their global supply chains. These supply chains and 
systems of just-in-time inventory have taken the better 
part of two decades to implement and are not easily 
disentangled overnight. Further, Figure 3 shows that 
increased scrutiny of foreign buyers through the lens 
of the Committee on Foreign Investment in the United 
States (CFIUS) has had a chilling effect on cross-border 
M&A activity. 

Figure 1: 
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Global manufacturing has entered a slump 
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Economic damage translates directly to equity market 
damage. The technology sector contributes about a 
quarter of the total profits of the S&P 500, and sources 
more than half of its revenue from outside the United 
States. As such, thinking through the economic  
ramifications of these political actions is not merely  
an academic exercise.

Watching for lower earnings expectations
With the major global central banks now in full retreat 
after dovish turns by both the ECB (European Central 
Bank) and the Fed in late June, there was certainly a 
sign of a risk-on rally at the close of the second quarter. 
While we would not describe current equity markets as 
excessively frothy, consensus earnings estimates for the 
S&P 500 over the next year expect 12% EPS (earnings 
per share) growth and almost 5% revenue growth. These 
growth numbers seem to us to be lofty in the face of the 
deterioration of our global growth indicators. 

We think that, with less than 40% of the world’s devel-
oped market headline PMI (Purchasing Manager) indices 
in expansion mode and the JPMorgan Global Manu-
facturing PMI Index in contraction mode, it might be 
too late to avoid a mild earnings recession even with a 
U.S.–China trade truce. We will be carefully monitoring 
second-quarter earnings season reports for evidence 
that companies are cutting back on their CapEx plans. We 
would take that as a signal that enough damage has been 
done to confidence to reverse the benefits of corporate 
tax reform, and we would then expect to see substantial 
cuts to earnings estimates. This would likely be enough 
of a catalyst to tilt us into a more bearish tactical posture 
with respect to risky assets.

Cross-border M&A activity is 
down since 2017

Cross-border M&A YTD–May ($B)

0

50

100

150

200

250

300

2019201820172016201520142013201220112010

Source: Putnam.

Figure 2: 

Figure 3: 
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Visit putnam.com for continuing market updates, expert 
insights, and investment commentaries. 
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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.

Diversification does not guarantee a profit or ensure against loss. 
It is possible to lose money in a diversified portfolio. 

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. 
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