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Seeking opportunity in uncertainty
The potential for inflation to rise faster
than expected is a key risk for global
equity markets.

While most world markets advanced in the third quarter, U.S. stocks saw
their biggest quarterly gain in nearly five years, boosted by rising wages,
low unemployment, continued economic growth, and positive investor
sentiment despite an escalating U.S.–China trade conflict. Outside the
United States, emerging markets struggled with weaker currencies,
rising interest rates, and worries over a slowing Chinese economy.

In Europe, we see the potential for
a rebound in economic growth and
would expect European stocks,
especially value stocks, to follow.

For equities in the months ahead, we believe rising inflation is a
key potential risk, fueled by tightening labor markets and elevated
energy prices. The escalating tariff conflict also threatens to disrupt
market momentum, although we are seeking opportunities among
stocks that we believe are being unfairly punished. We are monitoring
developments in a number of markets, with a focus on their vulnerability
in a rising-rate environment and political uncertainties that could lead to
increased volatility.

The escalating U.S.–China trade
conflict is a risk, but also an
opportunity as select stocks are being
unfairly punished.

U.S. stocks lead global equity markets in 2018
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Market overview

As a result, the Federal Reserve could tighten faster than
anticipated, which would likely have a negative impact
on equity markets even outside the United States. Rising
rates can be beneficial for stocks early on, but there is
an inflection point after which it becomes problematic.
Another issue to consider is that we remain in uncharted
territory with the reversal of quantitative easing. As central
banks take on the unprecedented challenge of shrinking
their bloated balance sheets, it is difficult to determine
how that will play out in the markets.

A look at key risks and opportunities as we enter
the final quarter of 2018.
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SHEP: Bond proxy stocks, many of which we believe are
overvalued, could come under pressure should we see
an unexpectedly sharp spike in interest rates. Growth
stocks could also struggle, and in general, price/earnings
multiples tend to contract in a higher rate environment.
From a corporate earnings standpoint, inflation could
lead to higher costs and a squeeze on profit margins,
elevating the potential for an earnings recession.

Risk: Inflation shock
SHEP: While many market observers expect inflation
to remain muted, the potential for it to rise faster than
expected is a key risk for today’s equity markets. We are
seeing much tighter labor market conditions as
unemployment has declined globally, especially in
the United States. In mid-September, the number of
Americans filing for unemployment benefits dropped to
a 49-year low. And while we have not seen meaningful
wage growth yet, it has picked up in recent months.
This labor market backdrop — combined with a solid
U.S. economy, corporate tax cuts, strong consumer
confidence, and government stimulus — could trigger
a significant uptick in inflation.

“

Opportunity: Equity recovery in Europe
SAM: Europe is an area of potential opportunity for
equity investors. In recent months, we have seen
growing confidence in the durability and sustainability
of the region’s macroeconomic recovery. Economic
indicators have stabilized and corporate profitability
has improved, while weakened currencies provide a
further growth tailwind. If economic data begins to
strengthen and interest rates rise in a measured way,
European equities should outperform. European value
assets represent the greatest opportunity, in our view.
The European equity market has a strong value bias,
represented by businesses in traditional sectors such
as financials, energy, and materials — all of which tend
to outperform in an improving macro environment that
includes rising rates. European bank stocks have sold
off fairly aggressively in 2018, and investors have largely
ignored the potential boost they would receive from
higher rates. Also, European bank valuations appear
even more attractive when considering improvements
in the banks’ financial condition as they have cut costs,
built up capital, and maintained solid asset quality.

A
 n escalating tariff conflict
could put ‘sand in the gears’
of global trade.

”

SAM: The job market is tightening across developed
markets, driving up labor costs, particularly in the areas
of transportation and logistics. At the same time, oil
prices have risen meaningfully. Although energy is not
factored into the core inflation rate, higher oil prices
do have a secondary impact on prices of goods and
services. In combination with a tight labor market, it
could cause inflation to surprise on the upside.

For use with institutional investors and investment professionals.

Risk: Global trade conflict
SAM: Any discussion of today’s equity market risks must
include the escalating tariff conflict between the U.S.
and China. There is potential for this issue to put “sand
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SAM: In a number of regions, improving corporate
governance should be a significant driver of equity
performance. This is most notable in Japan, where
valuations remain attractive, in my view, and many
companies are still working to implement change.
Examples include improving the efficiency of their balance
sheets, returning cash to shareholders in the form of share
buybacks or dividends, and focusing on profit generation
and cost cutting. Since Prime Minister Shinzo Abe took
office in 2012, the Japanese government has made great
progress in encouraging businesses to improve their
profitability and capital efficiency, but we are likely to see
more advances in the months and years ahead.

in the gears” of global trade and have a more chilling
effect than is currently priced into global equity markets.
Investors initially had a fairly benign view of the friction.
However, it has moved from being viewed as a shortterm negotiating tactic by the Trump administration
to a more serious ideological dispute. In September,
Trump announced tariffs on $200 billion worth of goods
imported from China, and is prepared to place tariffs on
the remaining $267 billion worth of imports. The tariffs
will start at 10% and climb to 25% by January 2019.

Opportunity: Trade friction mispricings
SAM: While a trade war is a significant risk, it is also quite
possible that the damaging effects of the U.S.–China
trade friction have been overestimated. In our research
team’s work, we are seeing evidence in the case of specific
assets, such as domestically focused Chinese companies
that have been sold off irrationally and are completely
immune to trade issues. There are stocks elsewhere
that have been overly punished by trade conflict fears.
Japanese industrial companies, for example, have
declined sharply due to their perceived exposure to
global supply chains, and these mispricings represent
an opportunity for long-term investors.

“

”

Opportunity: Innovation
SHEP: The outperformance of growth stocks over
value stocks, which has been most prominent in the
United States, is due in large part to innovation. Growth
companies are taking market share from more traditional
value-oriented businesses thanks to impressive advances
in technology, especially software solutions. Innovative
products and services typically have global appeal,
giving growth companies a huge addressable market
and a meaningful advantage over companies with legacy
products that are more expensive and have less appealing
long-term growth prospects. Even in the face of market
fluctuations and macroeconomic headwinds, innovation
from companies across the global equity universe
continues to boost the return potential for investors.

While we do not expect trade headwinds to be positive
for the Chinese economy, the negative impact may not be
as massive as some fear. By loosening credit, allowing the
currency to weaken, and taking other measures to stabilize
the economy, the Chinese government is working to soften
the blow of a trade-related slowdown. While it could take
some time before we see the results of these stimulus
measures, we are monitoring the situation for ongoing risks
and opportunities.

Opportunity: Non-U.S. markets
SHEP: We have seen a considerable bifurcation this year
in terms of performance between U.S. and international
equities. U.S. equities, especially growth stocks, had
outperformed all other regions, and the underperforming
international markets represent a potential opportunity.
Some of the issues that have weighed on the international
markets could emerge in the United States, giving
non-U.S. equities an opportunity to take the lead. If the
dollar starts to weaken, emerging markets could find their
footing, and we could see improved performance from
Europe and Japan as well.
For use with institutional investors and investment professionals.

Innovation from companies
across the global equity
universe continues to boost
return potential for investors.
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Italy’s policy standoff

would have far-reaching effects — greater than the impact
of the crisis in Turkey today or in Greece during 2012.
The parties are proposing policies that imply fiscal
expansion through a flat tax reform, pension reforms, and
minimum income guarantees. We find it difficult to see
how the government, in the face of dwindling economic
growth and budget surpluses, can manage this without
expanding the nation’s debt-to-GDP position.
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Early in the fourth quarter, pressure on Italian assets
intensified after the government announced a budget
deficit target that EU authorities believe would break the
EU rules on fiscal discipline.

Italy continues to generate political risks for equities. The
Italian governing coalition consists of two major populist
parties that have combined to form a relatively fragile
alliance. The coalition is working to enact a budget that
risks pushing debt to an unsustainable level and that
would conflict with the rules of the European Commission
and fiscally conservative nations of the European Union
(EU). It raises fears of sovereign risk within the eurozone
and a potential “Italexit” — a play on the term “Brexit” —
in reference to a departure of Italy from the EU.

The proposed budget-deficit target of 2.4% of gross
domestic product would contravene both the Italian
constitution and European Commission requirements.
Given these factors, the populist coalition will have to
decide whether to fight for the policy that got them elected
or accept a diluted policy. Recent rhetoric from the populist
coalition has not been supportive of a compromise, with
the finance minister going so far as to suggest a change
to the constitution. However, a constitutional change
is unlikely, as it is more in keeping with Italian political
precedent to find a muddle-through compromise.

We believe these issues pose a threat to Italian assets
and potentially to the integrity of the EU. The populist
government’s combative stance toward EU policies has
triggered a sell-off in Italian sovereign bonds and pressured
Italy’s bank stocks. Italy is a large economy with a debt of
more than $2.5 trillion, and if a crisis were to unfold there, it

Although Italian and European equity markets have already
begun to price in some of these risks, we have concerns
about the continued pressure on Italian assets and the
impact to global markets if the situation were to deteriorate.

Market scorecard
Select equity index performance as of 9/30/18
Index name

Q3 2018

1 year

3 years

5 years

10 years

Russell 1000 Growth Index

9.17%

26.30%

20.55%

16.58%

14.31%

S&P 500 Index

7.71

17.91

17.31

13.95

11.97

Russell 1000 Value Index

5.70

9.45

13.55

10.72

9.79

MSCI World Index (ND)

4.98

11.24

13.54

9.28

8.56

Russell 2000 Index

3.58

15.24

17.12

11.07

11.11

MSCI EAFE Index (ND)

1.35

2.74

9.23

4.42

5.38

MSCI Europe Index (ND)

0.80

-0.30

7.71

3.70

4.85

MSCI EM Index (ND)

-1.09

-0.81

12.36

3.61

5.40

Sources: S&P Dow Jones Indices, MSCI, Russell. Indexes are unmanaged and do not incur expenses. You cannot invest directly in an index.
Past performance is not a guarantee of future results. Returns for periods greater than one year are annualized. See page 6 for index definitions.
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U.S. consumer stocks have
been strong, but will it last?

with comparable-store sales growth of 4.5% for the
latest quarter.
The question for investors is whether this strength is
sustainable, and we believe there are reasons for both
optimism and caution. Our caution is most applicable
to retail stocks, where valuations may be stretched. We
believe many recent performance drivers for retail stocks
are temporary. Tax reform, for example, boosted income
for many individuals in the form of one-time bonuses.
Comparable store sales benefited from extremely
cooperative weather after difficult weather in the prior
quarter. Also, the U.S.–China trade dispute could cause
headwinds given the likelihood that tariffs will result in
higher prices that would discourage consumers.

Walter D. Scully, CPA
Portfolio Manager of Putnam Global Consumer
Strategy and Putnam Research Strategy

Megan M. Craigen
Analyst, Equity Research
U.S. consumer sector

In a year marked by slowing growth across many industries
and regions, the U.S. consumer sector has been a notable
exception. Businesses in the sector have delivered financial
performance at levels we haven’t seen since before the 2008
global financial crisis. In September, consumer confidence
reached an 18-year high, while unemployment has been
declining and wages are rising. As U.S. equities continued to
rally in their ninth year of a bull market, stock market wealth
has contributed to consumer spending and sentiment.
Another boost for consumers comes from housing wealth.
New home construction has grown and inventory remains
tight, which has helped to drive up home prices.

On the other hand, some longer-term trends could extend
outperformance in the U.S. consumer sector. Tax reform
benefits for corporations may take longer to play out, as
businesses plan to reinvest tax savings to support longterm growth — in the form of new facilities, equipment, or
expanded workforces, for example. Also, the trade conflict
could be supportive for businesses as price inflation can
improve profitability. Housing wealth should continue to
benefit stocks in several industries. While interest rates
may be rising for home buyers, they are doing so from
historically low levels.

U.S. retailers have been remarkably strong, with top-line
growth for many businesses exceeding expectations.
Walmart announced its best results in over a decade

What is fueling U.S. consumer stocks?
Declining unemployment and rising confidence
Consumer Confidence Index

U.S. national unemployment rate
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The views and opinions expressed are those of the authors
Simon Davis; Shep Perkins, CFA; Megan M. Craigen; and Walter D.
Scully, CPA, as of September 30, 2018, are subject to change with
market conditions, and are not meant as investment advice.
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P
 utnam is built with the scale
to research global markets
while giving analysts the scope
to dig deep enough to achieve
real conviction in their
recommendations.

AARON COOPER

6

”

Putnam Investments | putnam.com

FRANKFURT
LONDON
BOSTON

TOKYO

SINGAPORE

SYDNEY

Serving clients around the globe
At Putnam, we have built a global market
presence that offers local market expertise.
Our dedicated institutional specialists focus
on building relationships and providing
solutions aligned with client objectives.
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Visit putnam.com for continuing market updates,
expert insights, and investment commentaries.
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This material is a general communication being provided for
informational and educational purposes only. It is not designed
to be investment advice or a recommendation of any specific
investment product, strategy, or decision, and is not intended
to suggest taking or refraining from any course of action. The
opinions expressed in this material 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 material. Predictions,
opinions, and other information contained in this material 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.
This material or any portion hereof may not be reprinted, sold,
or redistributed in whole or in part without the express written
consent of Putnam Investments. The information provided
relates to Putnam Investments and its affiliates, which include
The Putnam Advisory Company, LLC and Putnam Investments
Limited®.

Issued in the United Kingdom by Putnam Investments Limited®.
Putnam Investments Limited is authorized and regulated by
the Financial Conduct Authority (FCA). For the activities carried
out in Germany, the German branch of Putnam Investments
Limited is also subject to the limited regulatory supervision of the
German Federal Financial Supervisory Authority (Bundesanstalt
für Finanzdienstleistungsaufsicht - BaFin). Putnam Investments
Limited is also permitted to provide cross-border investment
services to certain EEA member states. In Europe, this material
is directed exclusively at professional clients and eligible
counterparties (as defined under the FCA Rules, or the German
Securities Trading Act (Wertpapierhandelsgesetz) or other
applicable law) who are knowledgeable and experienced in
investment matters. Any investments to which this material relates
are available only to, or will be engaged in only with, such persons,
and any other persons (including retail clients) should not act or
rely on this material.
Prepared for use with wholesale investors in Australia by Putnam
Investments Australia Pty Limited, ABN, 50 105 178 916, AFSL
No. 247032. This material has been prepared without taking
account of an investor’s objectives, financial situation, and needs.
Before deciding to invest, investors should consider whether the
investment is appropriate for them.
Prepared for use in Canada by Putnam Investments Canada ULC
(o/a Putnam Management in Manitoba). Where permitted, advisory
services are provided in Canada by Putnam Investments Canada
ULC (o/a Putnam Management in Manitoba) and its affiliate, The
Putnam Advisory Company, LLC.
This material is prepared by Putnam Investments for use in Japan
by Putnam Investments Securities Co., Ltd. (“PISCO”). PISCO is
registered with Kanto Local Finance Bureau in Japan as a financial
instruments business operator conducting the type 1 financial
instruments business, and is a member of Japan Securities
Dealers Association. This material is prepared for informational
purposes only, and is not meant as investment advice and does
not constitute any offer or solicitation in Japan for the execution
of an investment advisory contract or a discretionary investment
management contract.
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