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Economic and political uncertainty continues,
but there is medical progress on the virus.
We favor reducing risk, while favoring a slight
overweight to high yield.
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Unprecedented policy action and the reopening
of the economy accelerated the Q2 market
rebound.
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Stimulus had swift impact
When we speculated at the beginning of the second
quarter that this credit cycle could be “more compressed
than previous cycles,” we certainly did not expect the
cycle to be measured in weeks. As it turned out, the
speed and ferocity of the monetary and fiscal policy
responses around the world were unlike anything that
any living professional investor had ever experienced.
Just recall how many times the word “unprecedented”
was used in commentaries in mid-March. This is probably
why so many pros got it wrong by staying bearish as the
S&P 500 recovered more than 85% of its losses over six
weeks, beginning in late March.

U.S. government
U.S. investment-grade corporates
U.S. mortgage-backed
U.S. floating-rate bank loans
U.S. high yield
Non-U.S. developed country
Emerging markets
COMMODITIES
CASH

Currency strategy
U.S. dollar versus

€ Euro
£ Pound
¥ Yen

l

Favor
other

l

Neutral

Favor
dollar

Q3 2020 | Capital Markets Outlook

Consumer spending could fall if unemployment benefits expire
U.S. continuing claims for unemployment insurance, seasonally adjusted (thousands)
30,000

Enhanced benefit
set to expire

25,000
20,000
15,000
10,000
5,000
0
1/3/20

1/31/20

2/28/20

3/27/20

4/24/20

5/22/20

6/19/20

7/31/20

8/28/20

Sources: Putnam, U.S. Department of Labor.

Another highlight of the current environment — and a
lowlight for forecasters — was the U.S. payrolls report
by the Bureau of Labor Statistics on June 5. Before the
release, the median estimate was for job losses of 7.5
million. The most optimistic estimate submitted by 78
economists called for job losses of 800,000. The actual
number reported was a gain of more than 2.5 million!
Clearly, there was no shortage of both bad information
and bad commentary supporting outlooks for financial
markets, the economy, and the pandemic.

Perhaps the most surprising element of the pandemic
in the United States has been the extent to which both
behavior and the narrative have been politicized. On the
topic of political risk, the final days of the second quarter
were not good for the current administration. Former
Vice President Biden’s lead over President Trump in both
national polls and in key swing states gapped to almost
double digits, but have since stabilized. As we move closer
to the U.S presidential election, the equity market could
begin to price in the risk that Biden would quickly roll
back the corporate tax cuts from the Tax Cuts and Jobs
Act of 2017.

Policy and politics on the horizon
To be sure, there are plenty of risks that still need
to be navigated over the balance of 2020. Perhaps
the most pressing for the U.S. economy is the
looming “fiscal cliff” to be caused by the expiration
of enhanced unemployment benefits set to expire
on July 31. Unless Congress moves quickly on a
“CARES-2” package to extend those benefits, we
could see a collapse in consumer spending by the
20 million Americans still collecting unemployment
insurance. As we begin the third quarter, indications
are growing that we are likely to see action on that
front. If anything, the media coverage of a second
wave of COVID-19 spreading in the “red states” of
Arizona, Texas, and Florida might focus the minds of
Senate Republicans on the topic.

On the geopolitical front, while China continues to implement its commitments under the U.S.–China Phase 1
trade deal, tensions with the United States have escalated
in other areas. These include the technology cold war, the
recently passed national security law in Hong Kong, and
increasing military provocations in the South China Sea.

Medical advances show promise
Finally, as we said last quarter, a medical problem
still requires a medical solution, and the path of the
pandemic will continue to loom large over financial
markets. But since the early days of February, when
the negative headlines were just beginning to spread
across the world, there have been several advances.
Healthcare providers globally have improved treatment
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and outcomes by providing anti-virals as an early
intervention. Steroids and anti-inflammatory drugs have
improved mortality rates in advanced cases. Several
vaccine candidates will enter stage 3 human trials in
July. New treatments such as antibody cocktails are also
making strides, with more to be known by the fall. There
will be, of course, setbacks and headline risk to navigate,
but the distribution of outcomes has improved over the
past quarter.

zero-commission trading platforms has created an
army of day traders. Some estimates place their recent
activity as representing close to 40% of the volume
in many NASDAQ stocks. We suspect those numbers
are exaggerated by overall declining volumes after a
period of position squaring and the generally slower
summer period. Nevertheless, it bears watching
closely, as the trends of retail trading are generally
seen as a contrary indicator.

The market was shaky pre-pandemic
To understand the path that prices for risk assets have
taken in 2Q20, one might go so far as to consider the virus
a bit of a red herring. As we wrote at the beginning of the
year, many risk assets were priced for perfection, with
sentiment extremely optimistic and positioning overextended. It would not have taken much of an external
shock to tip markets. The shock that occurred was indeed
a large one. The 35% peak-to-trough decline in the S&P
500 over just 24 trading days, combined with the spike in
implied volatility from the mid-teens to over 80%, flushed
all of that optimism from the system. It left market positioning as light as we have seen in quite some time.

Our research indicates that positioning in risk assets
on the part of systematic institutional strategies, which
were large drivers of the moves in February and March, is
relatively light. In addition, recent surveys of institutional
discretionary investors indicate a great deal of FOMO (fear
of missing out) in the market. Many managers missed a
large portion of the rally and continue to be skeptical of
high valuations based on current fundamentals.
With this backdrop in mind, we have reduced our
dynamic asset allocation risk overall. Currently, we have
a slight preference for high-yield credit over equity and
a very slight underweight to duration. High yield looks
more attractive as the Fed has ramped up support for
corporate bonds in May and June through investments
made by the Secondary Market Corporate Credit Facility.
However, despite the Fed’s many programs, we expect
the heightened volatility environment to persist, resulting
in lower risk-adjusted returns.

A rally with questionable conviction
Much ink has been used recently in writing about
the resurgence in participation by the retail trading
community. There is speculation that the combination of stay-at-home orders with the proliferation of

The Fed launched a facility to support corporate credit in late May
Fed backstop in the corporate bond market
Federal Reserve Secondary Market Corporate Credit Facility purchases (in $ millions)
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Sources: Putnam, U.S. Federal Reserve data.
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Visit putnam.com for continuing market updates, expert
insights, and investment commentaries.
Find us

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, goodfaith 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.
Our investment techniques, analyses, and judgments may not
produce the outcome we intend. The investments we select for
the fund may not perform as well as other securities that we do
not select for the fund. We, or the fund’s other service providers,
may experience disruptions or operating errors that could have a
negative effect on the fund. 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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