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The United States changes course
Under a Trump administration, how will the government balance macroeconomic policies that
support growth against policies that restrain it?

Trump’s victory has changed all of this by ushering new
uncertainties into the global economic arena. Trump will
take office in January with a Republican Congress. While
it appears true that the President-elect’s relations with
many senior Republicans are strained, we would submit
that Trump’s convincing win will not fail to impress them.
After all, he delivered states into Republican hands that
have been out of their reach for a generation.

In the run-up to the U.S. presidential election, markets
were beginning to expect some changes in global
monetary policy. The Fed was expected to hike in
December, and there was some serious discussion that
the ECB might not extend its QE beyond March of next
year. Meanwhile, the Bank of Japan was signaling it was
prepared to stay on hold, and the Bank of England,
having acted swiftly after the Brexit vote in June, seemed
to pause before making its next move. With the world
economy modestly improving, and some commodityinduced inflation in the pipeline, markets were beginning
to prepare for a new policy regime in which interest rates
would edge higher.
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Trade to be the new fulcrum of U.S. economic
success or failure
But when we begin to consider how campaign promises
can be translated into policy, the surety of Trump’s
authority is beset by important questions. What, for
example, will happen to trade under Trump? How will
relations with China and Russia evolve? Will the “wall”
between the United States and Mexico be made of
concrete and rebar, or will it take the form of more border
control agents driving around in (U.S.-made) SUVs? Or will
it be metaphorical and take the form of a very different
immigration policy?
So much of corporate decision making over the past
30 years has been built on the idea that trade barriers
were steadily being reduced, but this trajectory may now
have changed. We would note that the situation in the
United States matters far more than Brexit, where the
uncertainty concerns trade relations between the United
Kingdom and Europe. Now, we have uncertainty over
trade relations between the world’s biggest economy and
the rest of the world.
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Generally speaking, trade is associated with productivity
growth. Erecting barriers to trade raises domestic prices
and hits growth in the short and long run. Of course, the
details of trade relationships matter a great deal, and
we know virtually nothing about the details that could
emerge under Trump. In our view, his campaign rhetoric
on trade included ideas that would be harmful to growth
in both the United States and the rest of the world.
There are serious divisions within the Republican Party
on these questions, and because Trump has neither
deep knowledge nor experience with policy making,
it is unclear just what will take shape. Throughout his
campaign, Trump resisted being co-opted by Republican
“insiders.” We have no reason to believe this will
change. In our view, the more probable scenario is that
mainstream Republicans move toward Trump, rather than
the other way round.

Policy tilt: Growth positive or growth negative?
In the short run, we think Trump’s victory means
that significant U.S. monetary policy change may be
temporarily off the table. Meanwhile, uncertainties in key
areas, such as trade, could stay with us for some time.
Pressing priorities for the incoming administration — such
as Trump’s promise to “repeal and replace” the Affordable
Care Act — will likely soak up no small amount of political
oxygen in the near term.
But there is another area where we could see more rapid
action: tax reform. One of the very few things on which
all Republicans agree is that personal tax rates should be
cut. This may well be linked to business tax reform, but
the more ambitious the reform, the longer it will take to
get through even a sympathetic Congress. After all, there
are many vested interests at stake. The tax proposals
on Trump’s campaign website have been estimated
to increase the deficit materially, even with “dynamic
scoring” — that is, allowing for the possibility that the tax
reforms could stimulate growth.
In the past, the tax reform discussion has always linked
tax reform to entitlement reform in order to contain the
fiscal impact, but Trump has opposed changing Social
Security quite strongly. While we do not know how this
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will play out, we think it is likely that the fiscal deficit will
increase in the next year or two. Proposals for increased
infrastructure spending would add to this, and increased
military spending is also highly likely.
Will all of this be growth supportive? Lower taxes and
higher infrastructure spending will boost growth. But
uncertainty over the trade regime is likely, in our view,
to harm corporate investment. As we learn more about
Trump’s transition team and its priorities, the implications
for policy should become clearer.

Trump may routinely test investors’ appetite for risk
As of mid-November 2016, the market appears to have
defied pre-election suggestions that a Trump presidency
would lead equities to sink. We believe this indicates that
the market is — for now, at least — underestimating the
potential of Trump’s agenda and policies to undermine
economic growth. What’s more, if Trump ends up
abrogating trade agreements, some real effects could be
delayed six months or longer, which could prolong bullish
Trump bets. By contrast, the effects of spending initiatives
and tax cuts could begin to be felt in the first six months
of his term, possibly buttressing the growth-positive
interpretations of Trump’s policy trajectory. But to us it
feels premature, and possibly shortsighted, to bet too
heavily that the incoming administration can accelerate
economic growth.
On balance, we think the Trump victory initially may
mean a much larger deficit and some upward pressure
on inflation. As of this writing, the risk premium in the
Treasury curve is being restored. Overall, though, it is
not clear whether asset prices in general reflect the new
uncertainties spawned under a Trump presidency. On
our risk appetite measures, October was not a strong
month, and some of the internal features of asset class
performance made us think that a Fed move in December
would cause some short-term difficulties. We think that,
in the short term, monetary uncertainty has dropped, but
uncertainty over the policy environment as a whole has
risen. This could matter a lot for risk appetite as the policy
landscape comes into clearer view.
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Hawks circle at the ECB
The risk of an ECB policy mistake could be rising, even as populist political momentum
continues to build across Europe.

This matters for the ECB because of the strength of the
persistent hawks on the ECB’s board. At a time when we
think the ECB should be looking at ways to extend its QE
program, its hawks will be emboldened by what is likely
to be quite a sharp rise in headline inflation. The German
Council of Economic Advisors recently said there was
no need for the ECB to continue with its current stance
and that it should begin to taper its asset purchases
immediately. There was an immediate response to this,
organized by the Centre of Economic Policy Research,
which found three quarters of the European economists
contacted took the opposite view.
We see an important inflation story taking shape in
Europe: Our forecast shows a decent rise in headline
CPI over coming months, which we expect will reach the
European Central Bank’s (ECB’s) target of “close to but
below 2.0%” in April 2017. However, we see core inflation
barely moving until 12 months later, and even then we
think it will stabilize at just above 1.0%. In other words,
we see no evidence of a sustained rise in inflation in the
eurozone.

There is clearly a risk that markets will begin to price in a
significantly different ECB as inflation moves higher. Our
view is that this will unwind, and that the ECB will see
through this temporary rise in headline inflation. But at
a time when the Fed may be getting ready to raise rates
and markets are uncertain about the BoJ’s next move, the
potential for an ECB tightening underscores how policy
risks may be asymmetric in the next few months.

Inflation forecast year over year %
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Headline inflation calculates the cost to
purchase a fixed group of goods, as a way of
determining how much inflation is occurring in
the broad economy.
Core inflation excludes more volatile
components of headline inflation. These include
energy and food prices, which can be heavily
influenced by factors outside the economy,
such as environmental and political changes.
Source: Putnam. Putnam’s inflation forecasts
are based on CPI inflation and take into
consideration Putnam’s view of the economy,
labor markets, and futures prices.
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Italy as preamble to weightier political events
We continue to think it is crucial for investors to keep a
close eye on European politics. We have had two major
political surprises in 2016, first with Brexit and then with
President-elect Trump, and we are fast approaching
several important elections in Europe in 2017. The most
important of these will take place in the Netherlands,
France, and Germany.
But first, all eyes in Europe will be trained on Italy’s
December 2016 referendum. The economic impact of this
event may not be earth shattering, but the outcome could
matter a great deal to opposition groups’ success in other
countries. In our view, the Italian referendum may amount
to an opportunity for opponents of Rome to make life
harder for the government. The conservative resistance
in France and the Netherlands will seek to build on the
momentum of an Italian rejection of political reform.
With Italy’s referendum on political reform fast
approaching, the opinion polls suggest that the reforms
will be rejected. However, the margin is not large, and
there are many undecided voters. Prime Minister Renzi
took advantage of the recent earthquake in central
Italy to try to boost his popularity, and he claimed that
cost would not be an issue in the rebuilding effort. This
was clearly aimed at the EU’s budgetary rules, which
Italy struggles mightily to come close to meeting even
without any extraordinary expenses linked to earthquake
reconstruction.
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A referendum victory would allow the economic reform
agenda to proceed; a referendum defeat, by contrast,
would have an uncertain aftermath. Even if Renzi were
to resign, the president could refuse Renzi’s resignation
and instruct him to form a new government; then we’d be
back more or less where we are now, with an economy
barely growing and a half-hearted approach to the reform
agenda. It is possible, though, that the referendum ends
with new elections, one way or another, at which point
the world would be forced to consider an advance of the
conservative Five Star Movement. At the moment, new
elections do not seem very likely to us.

The conservative resistance in France
and the Netherlands will seek to build on
the momentum of an Italian rejection of
political reform.
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Knee deep in debt in China
Emerging markets may be pushed to the precipice by U.S. political change, while
China’s debt problems continue to grow.

But while the data flow has edged up, China’s currency
has been edging down. With the market distracted by the
U.S. elections, Chinese authorities have guided the yuan
lower. As we write, the yuan is down about 3% versus the
U.S. dollar from its late January 2016 level, and almost
6.5% lower than a year ago. China is greatly exposed to
U.S. policy risk. During his campaign, President-elect
Trump repeatedly referred to China as a trade cheat and
as a currency manipulator. Whether this is campaign
rhetoric or a signal of a genuine change in future policy is
something we shall have to watch very carefully.
The U.S. presidential election result poses a real
challenge for emerging markets (EM) as an asset class. EM
economies have grown as globalization has progressed
and as capital and goods have flowed more freely across
borders. But if the United States becomes a more closed
economy, as has been suggested repeatedly through
Trump’s campaign, EM will suffer across the board. The
violent reaction of Mexican financial markets to the Trump
victory is an extreme example, but it is an indication
of the type of thing that could happen if Trump follows
through on his campaign promises about closing off the
United States.

China quietly deals with its U.S. policy risk exposure
Bracketing the U.S. election for the moment, we have
observed a continued gentle improvement in the EM
cycle, with economic momentum building across a
variety of countries. The improvement in some of China’s
economic data has been enough to prompt a discussion
of further policy tightening there, with some measures
aimed at the real estate sector.
Putnam Investments | putnam.com

Debt remains China’s Achilles heel
The central long-term issue in China continues to be
the buildup in debt. A recent study by the Bank for
International Settlements (BIS) produced a data set that
gives us a unique window on this problem. We created the
accompanying illustration using BIS data to look at the
growth of total credit in China’s economy and to compare
it with the growth of the economy as a whole.
When credit is steadily growing faster than GDP — when
the “actual” line rises above the “trend” line in our
chart — that implies that each incremental unit of credit
is generating a smaller and smaller payoff in terms of GDP
growth. In other words, the efficiency with which credit is
being used must be declining. This in turn suggests that
future bad loans are being created at a faster pace than
would be the case if credit were growing more slowly.
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China’s credit growth is worrying
China’s credit-to-GDP gap
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Sources: BIS, Putnam. This chart represents an estimate of a “credit-to-GDP” ratio, using BIS data, and compares this variable to its own trend.

We can also compare the current “credit-to-GDP gap” in
China with the gap in other countries. To clarify, this is not
an exercise in comparing credit levels with GDP levels;
rather, we find it revealing to compare the size of gaps
between a country’s level of credit to GDP and its own
national trend. In our analysis, it appears that the current
gap in China is at a level that, in other countries, has
historically created problems. This does not mean that
China is bound to suffer a financial crisis, and it certainly
does not tell us anything about the timing of a negative
event. But what is unsustainable usually comes to an end.

Chinese politics may amplify debt problems
Unfortunately, we also think that China’s politics interact
with these dynamics in an unhelpful way. We agree with
the widely held view that, ahead of autumn 2017, when Xi
Jinping is expected to be appointed to his second 5-year
term, there is every reason to expect policy levers to be
deployed to keep the economy on a steady growth path.
But there is a growing tension between political imperatives and the economy’s needs. Xi has centralized power,
and has resurrected Maoist ideology. The anti-corruption
purge has been intended to enhance the Communist
Party’s legitimacy, but it has also left local governments
Putnam Investments | putnam.com

nervous, and they are the ones who have to deliver on
the economic transformation agenda that the president
is pushing. The old smokestack industries that are supposed to give way to the new, service-oriented economy
are disproportionately owned by local governments, the
Red Army, and the family members of China’s elite. And
they are financed by the state-owned banks.
The allocation of losses after a financial crisis is one of
the most difficult choices that has to be made, and the
difficulty in doing this in Japan, for example, is one reason
why Japan’s post-bubble crisis dragged on for so long. In
China, we believe it will be the public, in the form of bank
depositors, who will be the most vulnerable to losses in
any debt-driven financial mess.
We think this is one reason why so much private capital is
trying to leave the country. Having said that, we continue
to think that China’s limited financial linkages to the
rest of the world minimize the risk of a problem in China
becoming a global problem. However, the consequences
for growth are another matter, as slower GDP growth in
China will likely reverberate globally.
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The Putnam Global Risk Appetite (RA) Index is a proprietary quantitative model that aims to measure investors’ willingness to invest
in risky assets, including equities, commodities, high-yield bonds, and other spread sectors. With a composite view of risk-appetite
signals across a broad mix of asset types, Putnam’s RA Index provides a framework for discussing investor preferences and can signal
trend changes in broad market sentiment.

Risk appetite dove in October
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In October 2016, risk appetite was negative overall, with a
wide dispersion across asset classes.
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I• n October, risk appetite was negative for the first time in
five months.
I• n the near term, we expect volatility may remain high,
reducing risk appetite.
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This 10-year illustration captures the cyclicality of investors’ appetite for risk.
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Source: Putnam. Data as of October 31, 2016. To create the Global Risk Appetite Index, we weigh the monthly excess returns of 30 different asset
classes over 3-month T-bills relative to the trailing 2-year volatility of each asset class. The higher the excess return and the lower the volatility, the
greater the risk appetite; conversely, the lower the excess return and the higher the volatility, the stronger the risk aversion.
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The Putnam Global GDP Nowcast index is a proprietary GDP-weighted quantitative model that tracks key growth factors across 25
economies. This index and individual country indexes are used as key signals in Putnam’s interest-rate and foreign-exchange strategies.

Growth has broken out above its recent range
SHORT-TERM TREND
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Global growth improved significantly in October due to positive
data in Europe, China, and, to a lesser degree, the UK (but not in
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This six-year illustration captures GDP gyrations since the
financial crisis and the low-growth reality of the “new normal.”
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Global growth swings dramatically,
under pressure from sovereign debt
crises and darkening global growth
prospects amid fitful recoveries.
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Global growth settles into a more subdued
pattern of modestly disappointing results.
This may signal flatter yield curves for the
foreseeable future.
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Source: Putnam. Data as of October 31, 2016. We base our Global GDP Nowcast on a tailored methodology that captures daily data releases for the
most essential growth characteristics for each of 25 countries — including purchasing managers’ index data, industrial production, retail sales data,
labor market metrics, real estate price indexes, sentiment indicators, and numerous other factors. The mix of factors used for each market may
change over time as new indicators become available from data sources or if certain factors become more, or less, predictive of economic growth.
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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.
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 authorised 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
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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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