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Our conclusions in brief:

• Economic growth slowed in 2019 as trade uncertainty and tariffs took a toll on the industrial economy; relief
from this dynamic should help drive growth in 2020

• Monetary policy spurred the consumer economy in 2019 and is expected to continue to provide economic
stimulus in 2020 as inflation remains low by historical standards

• Overall economic growth in 2020 is likely to be slower than 2019, but still positive

• Under the surface, we expect significant investment opportunities to appear in 2020 as the political cycle drives
greater volatility and market rotation on the way to modest but positive returns

For most of 2019, we cautioned that the economy appeared
to be slowing as heightened trade disputes took center stage.
Weakness in the industrial economy was fortunately
counterbalanced by strength in the consumer economy, which
is more than twice the size of the industrial economy in the
US. Driven by low interest rates, low unemployment, low
inflation and gradually rising wages, the consumer economy
has been winning the economic tug of war with the industrial
economy so far. In the final quarter of 2019, some of the
industrial data (most notably the Markit Manufacturing
Purchasing Managers’ Index or PMI) rebounded into positive
territory while the labor market that has been the lynchpin of
consumer-led economic growth posted surprisingly strong
numbers including the lowest unemployment rate in 50 years.
While it remains possible that the industrial sector could lead
the rest of the economy into recession, there is not much
evidence of this yet.

Recession risk seemed to decline in the second half of 2019,
and recession now seems unlikely in the first half of 2020.
The three basic warning signs of recession are signaling slow
but positive growth:

1. the leading economic indicators have declined, but remain
positive

2. the “yield curve” or difference between long-term and
short-term interest rates, briefly fell into negative
territory before rebounding to positive levels as the
Federal Reserve (the “Fed”) reduced short term interest
rates

3. the labor market remains robust by any measure

We worry about recessions because they tend to coincide
with the more protracted downturns in financial markets that
take years rather than months to recover from. While the risk
of recession has declined, we still believe we are in the later
stages of the business cycle, which is consistent with the flat

yield curve and unusually low unemployment rate.

The late stages of the business cycle could stretch on for years
in a slow-motion, elongated fashion similar to the rest of this
business cycle. Fiscal and monetary stimulus are likely to
continue and increase the probability of this outcome. On a
short-term basis, continued growth on the back of low
interest rates, rising debt levels and associated high asset
valuations is positive. From a longer-term perspective, these
trends may sow the seeds for the next downturn while
compromising the ability for monetary and fiscal authorities to
respond to a downturn with additional stimulus.

One of the key questions for 2020 is the inflation outlook.
Historically, when the unemployment rate approaches current
levels, competition for labor begins to create wage inflation
and eventually a broader inflation trend that drives interest
rates higher and eventually ends the business cycle. This
tradeoff between unemployment and inflation is known as the
Phillips Curve, and it has been largely absent for the past 20
years. Technological progress is the likely cause for limited
inflation since the turn of the century, but it seems likely that
there is some level of unemployment at which it will reassert
itself. It’s an odd feeling to root for the devaluation of your
local currency, but inflation would be a welcome development
for a brief period at the end of the business cycle in allowing
fiscal and monetary policy to better prepare for a future
downturn.

Our 2020 outlook is not clear cut enough to claim
consistency with 20/20 visual acuity. We remain cautiously
optimistic on the prospects for the economy in 2020 for the
moment, but with significantly less optimism for historically
average returns across financial markets as detailed in the
pages that follow. We expect politics to take center stage
over the course of the year, both here in the US and overseas,
and significant volatility along the way to modest but positive
results in the coming year.
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A S S E T A L L O C A T I O N

It was a great quarter and year for
financial assets. Investors who stayed
fully invested during the quarter were
handsomely rewarded as stocks
produced close to double-digit returns
(9.06% for the S&P 500). Fixed income
investors who were exposed to credit
risk (corporate bonds) rather than
playing it safe in treasuries were also
rewarded. As we closed out the year,
stocks provided returns of around 30%,
while an intermediate bond portfolio
returned well over 6%. In historical
context, 2019 was a very prosperous
year for investors.

Our strategy of remaining fully invested
in stocks benefited clients as the equity
market moved sharply higher during the
fourth quarter. The Fed became more
accommodative in its monetary policy
(reducing interest rates three times
during the back half of the year) and the
White House provided a more
constructive dialogue on trade, which
energized investors. Unemployment has
remained near 50-year lows and
consumers remain confident enough to
keep spending. The housing sector also
is showing signs of life, which may
prolong the economic cycle further.

We also maintained our over-weighted
exposure to US companies over
international firms and within the US,
toward larger companies over smaller
ones. Both tactical tilts worked for
investors as the S&P 500 Index
outperformed the international EAFE
Index by 9.06% versus 8.23%. Large
firms also performed better than their
smaller counterparts as mid- and small-
capitalization companies produced
returns of 6.99% and 8.26%
respectively. We did not have exposure
to the emerging markets area, which
produced returns of 12.11% for the
three-month period after lagging behind
US stocks significantly during most of

the year. We are monitoring our
tactical weightings closely and are
watching for signs of improved
international fund flows, which we track
through changing levels of the US
dollar.

Our fixed income strategy of being
short duration and overweight credit
exposure also produced positive results
for clients this quarter. The short
duration (or maturities of cash flows)
provided additive performance in the
quarter as interest rates moved slightly
higher on improved economic data and
optimism. Exposure to the intermediate
end of the yield curve felt more pain
than the short end, so remaining short
provided a buffer. Our heavy over-
weight toward corporate bonds versus
treasury exposure added to
performance in the quarter as short-
and intermediate-term corporate bonds
produced returns of .94% and 1.45%
respectively, versus the overall fixed
income return for intermediate
government/credit bonds of .26%. The
spread on interest rates between
corporate and treasury bonds tightened
significantly and we are closely watching
this

significantly and we are closely
watching this relationship to guide our
strategy into next year.

As we look forward to 2020, we see a
global economy starting to show signs
of improvement, which could extend
the bull market in equities well into the
year. While we acknowledge that the
market has largely discounted this
pickup and earnings improvement is
expected to be modest, it still
represents a constructive environment
for equity exposure, and we remain
fully invested. We do not expect a
significant increase in interest rates but
recognize that inflation changes will be
watched closely by the Fed and rates
are more likely to move higher than
lower. As such, we remain short
duration in fixed income.

Finally, as 2020 is an election year, we
recognize that there is a potential risk
of market disruption from unexpected
outcomes. We expect a more volatile
market in the second half of the year as
voters and investors try to sort out
where we go next in Washington.

S&P 500 Forward 4-Quarter P/E Multiple: Elevated but not Worrisome

1980 1990 2000 2010 2020

25

Source: REFINITIV IBES.  Note 1: Solid horizontal line reflects series mean, dashed lines reflect +/- 1 standard deviation.
Note 2: Any references to outside content are listed for informational purposes only and have not been verified for accuracy 
by the Adviser
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U S  E Q U I T I E S

US stocks finished 2019 near all-time
highs. Markets largely shrugged off
evidence of macro weakness in the
industrial economy, complex and
uncertain trade and tariff impacts, and
ominous signs of recession ahead such
as the yield curve inversion, to post
banner returns. The S&P 500 returned
31.5% for 2019 despite these factors,
with the technology sector leading the
index with a staggering 50% return. The
energy sector pulled up the rear with a
comparatively paltry 12%, which would
be a solid result in most years. Overall,
growth stocks led value stocks again in
2019, in this case by a spread of over 10
percentage points. Diving down to the
stock level, we saw index leaders
coming from microchip and technology
hardware producers such as Apple and
Advanced Micro Devices. However,
brick and mortar retail dominated the
bottom ranks of returns, even though
the energy sector was weakest overall.
Names such as Macy’s, Kohl’s, Gap, and
L Brands were down more than 20%
for the year as online retail continues to
transform the way consumers shop and
disrupt traditional retail business
models.

Continuing the decade-long trend
pictured at right, foreign equity markets
lagged the US through 2019, with the
MSCI EAFE returning 23%. Europe was
dominated by Brexit drama for most of
the year. The UK’s FTSE Index
returned just 18% while the German
DAX was up 25%. Ironically, the British
pound was largely flat against the euro
for the first part of the year, but as a
hard Brexit became increasingly more
likely beginning in August, the pound
actually began to rally against the euro
and gained 12% against it for the year.
Asian markets provided similar returns,
with the Shanghai Composite returning
25% and the Japanese Nikkei 21%.

Although the consumer economy has

been firing on all cylinders, supported
by one of the most robust job markets
in history, the industrial economy has
been sputtering. The ISM US Factory
gauge fell again in December to just
47.2, its 5th straight month of
contraction (below 50), and the worst
reading since June of 2009.
Unfortunately, this worrisome industrial
drag is likely to persist. It may even
worsen somewhat through the first half
of the year as Boeing takes its massive
supply chain offline for the embattled
737 Max. Some economists have
estimated that this act alone could
shave as much as 0.5% off US GDP,
which is considerable, given that the
average growth estimate for 2020 GDP
is around 2.3%. Additionally, the energy
sector is expected to continue its
extended contraction, as
overproduction in the shales and an
overextension of credit comes home to
roost. We also note one chink in the
consumer economy that showed itself
in December: both Honda and Toyota
posted surprise declines in US
automotive sales. This is often a first
sign that consumer spending has begun
to recede.

www.flputnam.com

Continued

With US Price to Earnings (PE)
multiples currently hovering near the
high end of the post tech boom range
at 21.6, as shown in the chart on page
2, there is little room for negative
surprises at this point. Earnings have
held up nicely, which has been the main
support for current valuations,
however, given the headwinds that
persist in the industrial economy and
hints of inflation bubbling beneath the
surface thanks to the strong job
market, we feel that current forecasts
are somewhat on the high side. Street
forecasts are projecting another 15%
gain for earnings in 2020 (see chart on
page 4), but we are expecting more
modest mid-single-digit growth, with
GDP coming in somewhat lower than
current consensus.

One significant difference for 2020
forecasting is the election-year wild
card. Historically, markets have
returned 10% on average in years
where an incumbent president is
running for re-election, vs. -2% in
election years where the ballot is an
open field. This is largely due to the
less
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Continued

Treasury note),

consensus that equity markets prefer less uncertainty, and
incumbents are statistically more likely to gain a 2nd
term. The impeachment throws a small wrench in the
data, as no incumbent president has ever run for re-
election while impeached.

However, given the market’s ho-hum reaction to the
impeachment vote, and Trump’s overall stock market
performance record, it is possible that current PE
multiples are also reflecting a potential 2nd term for Mr.
Trump.

Overall, and all things being equal, we remain bullish on
equities for 2020, albeit more reserved in our projections
than the average consensus, and expect growth to
continue to lead value, with US markets outperforming
international, and large-cap stocks continuing to drive
earnings and returns within equities. Problems in the
energy and retail sectors will persist, and industrial
weakness will likely
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weakness will likely deepen before it troughs. but with a strong job market supporting consumer demand, these headwinds should
not be strong enough to turn the tide. In addition, we anticipate that yield proxies in the equity market (REITs and utilities) should
hold up well given an accommodative Fed. That being said, with markets already priced to perfection, something will inevitably
disappoint and could provide investors with a buying opportunity in the coming months. As always, trade disputes and global as
well as domestic political developments could throw a wrench into the mix for this election year.

The big story in bond markets during 2019 was the Fed’s strategy-shift from one of raising interest rates to lowering them (a.k.a.
the Fed pivot). The Fed pursued said pivot as they recognized they had little choice but to reverse some of the tightening they had
engineered between 2015 and 2018, in order to offset the impact of an escalating trade war and mounting tariffs. Throughout the
second-half of 2019, as tariffs climbed and trade tensions intensified, the Fed cut interest rates three times after raising them nine
times between late-2015 and late-2018. Importantly, it wasn’t just the US Fed embarking on a strategy shift. According to
J.P.Morgan, forty other central banks around the world cut interest rates a combined sixty-three times for a cumulative total of
3,000 basis points of easing; literally flooding global markets and economies with liquidity. Combine that overwhelming central
bank easing with ravenous demand for fixed income securities from households, banks and foreign investors – $450 billion in 2019
alone – and you have all the makings of a strong year for bond markets. Investment-grade corporate bonds (our favorite portion
of the bond market) led the total-return chase with double-digit gains, followed by long-dated US Treasuries, Emerging Market
Bonds and High-Yield (junk) bonds. Even the broad, high-quality Bloomberg Barclays Intermediate Government/Credit Index
produced an almost 7% total return for the year, which is well above its long-term average of about 5%.

2020 isn’t likely to be so rewarding, as in 2019 the steep drop in Treasury yields engineered by the Fed was joined by declining
credit spreads (the yield difference between corporate and “risk-free” Treasuries of the same maturity) to turbocharge returns on
a wide range of fixed income asset classes. That dynamic isn’t likely to recur from current levels, as yields are more likely to move
higher from here while there isn’t much room for credit spreads to fall further based on historical experience. As a result, our
base case expectation is for a low-to-mid single-digit total return for the broad bond market in 2020 – essentially the periodic
interest income payments plus or minus a nominal price change for the bonds themselves. If we had to make a directional bet
we’d say yields are likely to move slightly higher in 2020 (2%-2.25% on the US 10-year Treasury note) as global economic growth
rebounds and inflation experiences a modest uptick. The major risk to that outlook is the potential for trade conflicts to heat back
up, weighing on growth, confidence and business investment.
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That outcome would likely send the yield on the 10-year US Treasury note back down to the lows it plumbed in 2019, around
1.4%-1.5%. That’s a key level to keep in mind going forward, given the 0% or negative interest rates spreading throughout global
bond markets. The US 10-year yield (chart below) has bottomed at or around 1.4% three times since mid-2012. If it should break
that level – the result of an exogenous shock or the next recession – it will strongly suggest the US is gravitating towards the
miniscule bond yields long seen in Japan (and more recently, Europe).
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Importantly, the bar is high for further policy
changes from the Fed. They have made it clear
that after cutting the federal funds rate three
times in 2019 – to a range of 1.50% to 1.75% –
monetary policy is on hold for the foreseeable
future. Recession fears should now fully abate
given the yield curve has “un-inverted” and the
real fed funds rate (i.e., adjusted for inflation) is
negative, which is expansionary. Given a Fed on
hold through 2020, it’s likely cash will return
about 1.5% in 2020 – not terrible but
marginally below the 2%-2.5% available in high-
grade, intermediate-term bonds. Therefore,
again in 2020, we’ll favor bonds over cash.

In terms of strategy within bond portfolios:

 We plan to maintain slightly below-benchmark duration (given our forecast that interest rates will rise modestly in 2020),
although we’ve increased duration slightly on the most recent rise in yields.

 Investment-grade corporate bonds remain our favorite portion of the bond market and we plan to remain overweight in 2020,
given credit quality remains strong and spreads are likely to remain tight.

 Our corporate bond overweight is likely to be trimmed over time for risk-reduction purposes, given we’re late in the
economic cycle.

 Mortgage-backed securities (MBS) are likely
to be added with corporate bond proceeds,
thereby upgrading credit quality and
extending duration while still earning a
spread over Treasuries.

 Treasury Inflation-Protected Securities
(TIPS) look attractive given low breakeven
inflation rates and the potential for rising
headline inflation in 2020.

 Higher-rated municipal bonds look attractive
for high-tax-rate individuals, given solid
fundamentals and tight supply.

 High-yield (junk) bonds are not of interest
to us now, given it’s late in the economic
cycle and credit spreads are tight.
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A S S E T A L L O C A T I O N F O R E C A S T

US LARGE CAP
Economic uncertainty and the late stage of the business cycle argue for continued relative
momentum in this higher quality asset class. Relative to international and more cyclical mid-
and small-cap companies, large cap stocks appear attractive.

US MID CAP

We have moved to a neutral weight in mid-cap stocks based on the late stage of the economic 
cycle where, relative to large companies, mid size firms tend to be more sensitive to interest
rate changes and less exposed to technology and healthcare. Management expertise and 
flexibility still present opportunity relative to small firms.

US SMALL CAP
A decelerating US economy and big company tech names favors larger growth-oriented firms. 
The prospects of competitive labor markets limit upside in this asset class, while downside 
risk remains in a volatile market.

INTERNATIONAL 
DEVELOPED
LARGE CAP

A strong dollar and a weak economic environment relative to the US have continued to drag 
down international equity returns. Equity valuations have diverged significantly from those of 
US counterparts. The disparity now stands at historically high levels arguing for longer-term 
allocations, but it still appears too early to capitalize on this opportunity.  

INTERNATIONAL 
DEVELOPED
SMALL CAP

Anemic growth rates have proven a challenge for small-cap companies leading us to limit
exposure to this asset class. Should economic activities pick up in developed economies, this 
asset class could provide substantial upside potential.

EMERGING 
MARKETS

Emerging markets and China in particular have suffered from the escalation of trade 
skirmishes with the US and ongoing rhetoric regarding new and additional tariffs that could be 
imposed on Chinese goods. Until some formal progress is made on these trade issues, 
emerging market equities are likely to experience significant volatility and potentially lower 
returns than other equity asset classes.

REITS
Our REIT exposure resides within our US large-cap weighting as REITs are included in the 
large cap index and are included in investment strategies. No additional tilt toward REITs has 
been assigned at this time.

US TREASURIES
Low interest rates in the US make treasuries a tough asset class for anything other than
investors seeking to protect capital in the event of a recession by investing in short-term
treasuries.

US TIPS Tight labor markets and prospects for higher levels of inflation make Treasury Inflation-
Protected Securities an attractive area of investment relative to other fixed income assets.

US AGENCIES
US Agencies offer marginally better yields than US treasuries when interest rates are relatively 
stable, which we foresee in the coming months. We recently increased our weighting to this
asset class.

US CORPORATES Despite recent volatility, strong profit levels and a stable economic backdrop so far make 
good conditions for outperformance of corporate bonds relative to government securities.

HIGH YIELD

High-yield spreads over investment grade securities have been volatile due to increasing 
economic uncertainty despite record profit levels for US companies. Any sign of a recession 
would be expected to lead to under-performance of this lower-quality asset class, which leads
us to limit exposure as economic growth is expected to slow. 

FOREIGN
DEVELOPED

With extremely low yields available outside of the US, we prefer to remain within the US with 
our fixed income allocations.

EMERGING 
MARKETS

For similar reasons as foreign developed fixed income, we continue to limit exposure to 
emerging market debt at this time.

MUNICIPAL  
BONDS

Investors with high marginal tax brackets should benefit from investment in municipal bonds 
relative to taxable bonds.
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Disclosures
1. Registration with the SEC should not be construed as an endorsement or an indicator of investment skill, acumen or experience.
2. Investments in securities are not insured, protected or guaranteed and may result in loss of income and/or principal.
3. This communication may include opinions and forward-looking statements. All statements other than statements of historical fact are

opinions and/or forward-looking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and
“expect”). Although we believe that the beliefs and expectations reflected in such forward-looking statements are reasonable, we can give
no assurance that such beliefs and expectations will prove to be correct. Various factors could cause actual results or performance to
differ materially from those discussed in such forward-looking statements.

4. Investment process, strategies, philosophies, allocations and other parameters are current as of the date indicated and are subject to
change without prior notice.

5. Nothing in this communication is intended to be or should be construed as individualized investment advice. All content is of a general
nature and solely for educational, informational and illustrative purposes.

6. Any references to outside content are listed for informational purposes only and have not been verified for accuracy by the Adviser.
7. Adviser is not licensed to provide and does not provide legal or accounting advice to clients. Advice of qualified counsel or accountant

should be sought to address any specific situation requiring assistance from such licensed individuals.
8. Industry registrations, designations, recognitions or awards should not be construed as an endorsement or a recommendation to retain

the Adviser by the granting entity or any regulatory authority.

* Includes dividends for equity indices
** Annualized
*** CPI data for time periods is date ended 11/30/19

Source: Bloomberg Capital Markets

Last 3 
Months

Last 12 
Months*

20-Year
Annual 

Return**

US Equities

S&P 500 (Large US Companies) 9.07% 31.49% 6.05%

S&P 400 (Mid-size US Companies) 7.05% 26.17% 9.47%

S&P 600 (Small US Companies) 8.20% 22.74% 9.77%

Russell 3000 (All US Companies) 9.09% 31.01% 6.39%

Dow Jones US Real Estate Index 0.79% 28.92% 10.83%

International 
Equities

MSCI World Index ex-US (Developed Markets) 7.91% 23.16% 3.92%

MSCI Emerging Markets (Emerging Markets) 11.92% 18.88% 7.03%

MSCI World ex US Small Cap (Developed Markets Small Companies) 11.45% 25.94% 7.86%

Fixed 
Income

Bloomberg Barclays Intermediate US Govt/Credit TR 0.37% 6.80% 4.48%

Bloomberg Barclays US Corporate High Yield Total Return 2.61% 14.32% 7.14%

Bloomberg Barclays Intermediate Corporate Total Return 1.10% 10.14% 5.44%

Bloomberg Barclays US Intermediate Treasury TR 0.01% 5.22% 3.96%

Bloomberg Barclays US Treasury Inflation Notes TR 0.79% 8.43% 5.50%

Bloomberg Barclays US MBS Index Total Return Value Unhedged 0.71% 6.35% 4.79%

Bloomberg Barclays Global Aggregate ex USD 10% Issuer Capped (Hedged) -1.23% 8.31% 4.75%

J.P. Morgan Emerging Bond Market Index Global Core 2.09% 16.09% 9.52%

Barclays Capital 5-Year Municipal Bond 1.03% 5.45% 4.08%

Inflation US CPI Urban Consumers Less Food and Energy NSA*** 0.36% 2.32% 2.37%

Treasury Bill US 3-Month Treasury Bill Index 0.46% 2.28% 1.78%
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Management Team

F.L.Putnam Investment Management Company
provides a comprehensive range of investment advisory,
investment management, and financial planning services to a
nationally diversified clientele that includes endowments and
foundations, as well as individuals and families. We are
registered with the Securities and Exchange Commission
under the Investment Advisers Act of 1940. We serve clients out
of our Wellesley, MA, Portland, ME, Wolfeboro, NH, and
Providence, RI locations. The company was incorporated in
1983.

For more information, please call 800.344.3435
or visit us on the web: flputnam.com 
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