Q2 2018 | Capital Markets Outlook

Robert J. Schoen
Chief Investment Officer,
Global Asset Allocation

James A. Fetch
Co-Head of
Global Asset Allocation

Jason R. Vaillancourt, CFA
Co-Head of
Global Asset Allocation

The popular narrative of the recent correction
focuses on an inflation scare touched off by
a large spike in U.S. wage growth seen in the
January payrolls data. Our examination leads
to a more nuanced explanation with portfolio
strategy implications.
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At last, the first quarter delivered a 10% equity
market correction — which commentators had
feverishly awaited during 2017, as the market
settled into a historic level of calm.
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Analyzing the correction
At the end of January, Amazon announced a plan
to enter the healthcare business, and stocks in
the healthcare sector, such as Anthem, Cigna,
and United Health, sold off hard on the news. At
the end of the same week came the payrolls data
showing the feared wage inflation. Then, to start
the following week, the S&P 500 Index closed
below its 50-day moving average and the VIX
volatility index climbed to its highest levels since
China’s surprise renminbi revaluation in the fall of
2015. This turmoil triggered a wave of selling by
leveraged short-volatility products, momentumdriven managed futures strategies, and CTAs
(commodity trading advisor strategies).
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0.89% annualized reading in August 2017 was the slowest
increase since the index was created in 1967. That
disinflation came in spite of strong global growth,
a steadily improving labor market, and a weakening
U.S. dollar.

When we analyze the impact of these three contributors
to the volatility, we estimate that inflation fears and their
potential impact on Fed policy account for only about
3%–4% of the 10% move.

Inflation skepticism
We have generally been skeptical that inflation is set
to overshoot the Fed’s target meaningfully in the near
term. Some investors simplistically draw a straight line
between the two most recent data points that support
their view and extrapolate that into a linear trend to
“prove” their thesis (an example of “confirmation bias”).
But inflation dynamics are extremely slow moving and
take years to develop.

Analyzing inflation
Inflation is made up of many different moving parts,
including actual prices, price volatility, expected
future inflation, and the velocity of money, just to
name a few of the larger drivers. Inflation expectations
are unobservable, making this important component
even more difficult to understand. One common way
to interpret it is to look at the breakeven inflation rate
implied by the yield on Treasury inflation-protected
securities (TIPS) relative to other Treasuries, but TIPS
are technically linked to headline CPI, which generally
moves with oil prices. The Fed, on the other hand,
mostly cares about core inflation, which strips out the
volatile energy component.

Long-term inflation dynamics show that the real story
is the disinflation in place for the 18 months leading
up to the January payrolls data. For example, the
Federal Reserve Bank of Atlanta’s Index of Core Sticky
CPI Excluding Shelter actually fell from just over 2%
(annualized) in mid-2016 to around 1% earlier this year.
This index is designed to measure inflation in consumer
prices that tend to be relatively stable through time. The

Inflation has been low and steady compared with the economy
and unemployment rate
Comparison of the unemployment rate and inflation (or price index, year-on-year)
U.S. headline unemployment rate

U.S. Personal Consumption Expenditure Core Price Index
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Source: Putnam, based on U.S. government data.
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Trade risk looms
A much larger challenge for markets in coming months
will be the Trump administration’s return to their
campaign promises of “America First” trade policies.
The administration in February announced tariffs on
steel and aluminum, which were subsequently watered
down to provide waivers for many companies and
countries. Of even greater concern is the more Chinatargeted Section 301 findings on the cumulative costs
of intellectual property theft and forced technology
transfer; the preliminary estimates dwarf the expected
impact of the initial metals tariffs.

We believe a better read on expected future inflation
might come from the University of Michigan Surveys of
Consumers. One of the survey questions asks individuals
about their expectations for price changes over the next
5–10 years. This measure has been hovering around
2.5% for the past 18 months — again the lowest readings
in the survey’s history, which stretches back to 1979.

Inflation expectations of
consumers have remained
near historic lows

With a stalled legislative agenda, upcoming midterm
elections, and the Mueller investigation in the
background, President Trump will be eager to keep
attention focused on fulfilling his critical campaign
message of “fair and reciprocal trade.” The Ross/
Navarro/Lighthizer faction of Trump’s inner circle is
hyper-focused on reducing the goods trade deficit with
China. The opening shots in this new front were fired on
March 22, as Trump declared ominously “That’s really
just a fraction of what we’re talking about.”

Expected change in inflation rates, 3-month moving
average
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In addition to the possibility of trade war, the Trump
administration’s decision to block Broadcom’s acquisition of Qualcomm based on national security concerns
highlights an aggressive stance on cross-border M&A
deals. The attempted takeover of Qualcomm, while by
far the largest, is the latest of a series of cases in which
the administration has killed deals initiated by non-U.S.
acquirers.

3
2
1
0

9/80 12/86

12/93

12/98

12/03

12/08

12/13 2/28/18

Source: University of Michigan Surveys of Consumers.

Importantly, core inflation in the United States is
heavily weighted in the cost of housing and medical
care, which makes up about half of the Fed’s preferred
inflation metric. Shelter-related inflation has bounced
back from the depths of the 2008 global financial
crisis, but has been well behaved. The same is true of
healthcare-related prices, which are heavily influenced
by government policy. Both of these could certainly turn
up in the future, but again, that is likely to be a slowmoving development and would buck existing trends.
The vast majority of the evidence points to more of the
same — simply an end to recent and somewhat puzzling
disinflation. We would downplay any inflation scare at
this point.

Caution signs
These signs of protectionism come at a time when
economic momentum is slowing from the breathless pace of global PMI (purchasing managers index)
advances seen over the past year, and as global macroeconomic data has been surprising to the downside.
These are the global macro developments we are most
closely watching. In the meantime, positioning in our
multi-asset portfolios continues to look decidedly latecycle, as we prefer equity over both rates and credit, and
have a positive view on commodities.
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This material is for informational and educational purposes
only. It is not a recommendation of any specific investment
product, strategy, or decision, and is not intended to suggest
taking or refraining from any course of action. It is not intended
to address the needs, circumstances, and objectives of any
specific investor. Putnam, which earns fees when clients select
its products and services, is not offering impartial advice in a
fiduciary capacity in providing this sales and marketing material.
This information is not meant as tax or legal advice. Investors
should consult a professional advisor before making investment
and financial decisions and for more information on tax rules and
other laws, which are complex and subject to change.
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.
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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