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Global divergences
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Headwinds to U.S. consumption
The U.S. economy continues to look fine, but there are signs of weakness in consumption data.
Meanwhile, labor markets continue to improve, though not without some wage-related mysteries.

a little from a strong third quarter, much of its strength
was in the consumption of durables, in which auto
purchases play a very large role.

Recent strength may have run out of gas
Auto purchases were strong in Q4, especially in December,
but there aren’t many people who think this pace can be
maintained. Indeed, January sales were 17.45 million (saar),
down from 18.29 in December. Aggressive discounting by
automakers has been important in keeping sales high, but
most people seem to expect this will ease. We think sales in
2017 as a whole are unlikely to match the 2016 total.
Consumption spending on services, on the other hand,
was quite weak. Health care is a large part of spending on
services in the United States. But with all the uncertainties
over health care, we think it is hard to see how this will
help boost the economy while the various health-care
proposals to “repeal and replace” the Affordable Care Act
work their way through Washington.

In the fourth quarter of 2016, U.S. GDP growth was
1.9% (quarter over quarter [qoq], seasonally adjusted
annualized rate [saar]). This was a bit weaker than we
anticipated. However, we are less concerned about the
headline number than we are about the details in the
underlying consumption data. While overall personal
consumption growth, at 2.5% (qoq, saar), was down only

U.S. auto sales may have trouble maintaining momentum
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As unemployment falls, wages typically rise — but not post-2008

Wages (annual % increase in average hourly earnings)
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The other big component of spending on services
is housing, and part of the volatility here is linked to
utilities, which are heavily influenced by the weather.
More importantly, there are some signs that U.S. housing
markets are beginning to cool. In part, this may be driven
by mortgage rates, which have backed up a bit. And it
may also be because the share of first-time buyers of
housing has dropped, which may reflect some weakness
in household formation.

A labor conundrum
Recent labor market data have been good in parts.
Headline job creation in January was strong, but wage
growth was weak. A recurring oddity is that when the
survey week is early in the month, wage growth looks
poor; when it’s late in the month, it looks stronger.
Hours worked went up, but so did the unemployment
rate. From a medium-term perspective, not much is
new here. The U.S. labor market is improving steadily,
and we don’t think it is inflected up or down.

Putnam Investments | putnam.com

However, when we look more closely at the interplay of
unemployment data and wage growth, we see nothing
so much as the abnormality of our current cycle. The
accompanying chart illustrates this well. In past cycles,
when unemployment fell, wages generally went up.
In the current cycle, unemployment has fallen, but wages
have remained stubbornly low.
There are many factors that might help explain this,
including low labor participation rates, the impact of
globalization, and the speed of technological change.
But none of these factors is a smoking gun, in our view.
In the meantime, we would point out that if wages
should suddenly spike, that could push the Fed toward
a more aggressive policy path.
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The timing of fiscal change
Corporate tax cuts may provide a boost to the U.S. economy, but not as big a boost as
other types of stimulus.

or above potential, that same magnitude of stimulus
raises GDP by only about 0.1%. Moreover, the multiplier is
greater when fiscal stimulus takes the form of tax cuts to
low- and middle-income households, and of government
spending on employment and infrastructure. The
multiplier is lower for corporate tax cuts and high-income
household tax cuts.

Since the election, markets have eagerly anticipated
business- and consumer-friendly fiscal policies from the
Trump administration. But, from the perspective of
an economist, this eagerness is generally tempered by
two things: the controversy over the fiscal multipliers on
household spending cuts and infrastructure spending,
and the differential impact of stimulus based on
when it is delivered.

Late-cycle stimulus is weak
Of course, we know very little about the size and
composition of Trump’s stimulus package, and we are
still in the dark on its timing. But cross-country studies
suggest that stimulus on the order of 1% of GDP raises
GDP by about 0.45 percentage points when output is
below potential. And yet, when output is running at
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How much greater or lower? According to a 2009
Congressional Budget Office study, tax cuts for low-income
households, for example, could be four or five times
more effective than corporate tax cuts. What’s more, the
impact of stimulus on interest rates is far greater when the
economy is running above potential. Given the cyclical
position of the United States today, it seems likely that the
direct real growth effects of fiscal stimulus will be small.

It matters whose taxes are cut
Fiscal multipliers
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Corporate tax reform: Modest potential
Will lower corporate taxes be likely to ignite a corporate
capital spending boom, pushing up both demand in the
short run and productive capacity in the medium term?
In our estimation, it is surprisingly difficult to be confident
about an answer.

Given the cyclical position of the
United States today, it seems likely
that the direct real growth effects
of fiscal stimulus will be small.

The dominant academic model of corporate investments
strongly suggests that corporate sales matter much more
for investment than the costs of capital. In other words,
firms respond to demand prospects much more than to
changes in the cost of making investments. The evidence
from the Reagan-era corporate tax cuts is that they had
no independent, longer-term impact on the investmentto-GDP ratio.

However, the impact of a large corporate tax cut may
appear to dwindle when we also consider the cost of
dropping tax rates by 20 percentage points. Also, we
note that the 0.14%–0.34% impact range does not also
contemplate loopholes in the U.S. tax code, which serve to
lower the effective tax rate. If lower corporate taxes come
with border adjustability and the closing of loopholes,
then the growth benefits of lower taxes may take longer to
materialize. Some firms, disadvantaged by the changes,
would probably cut their investment faster than the firms
that benefit could increase theirs. Nonetheless, we should
not rule out the idea that corporate tax cuts will produce
some beneficial growth effects.

The corporate-tax kick start
On the other hand, a detailed OECD study of corporate tax
changes across a range of OECD countries over more than
30 years suggests the effects are bigger than we may have
thought.* Using the results of this study as a guide, we
think that a U.S. corporate tax cut from 35% to 15% would
have an impact on the investment/GDP ratio over five years
that would be enough to raise annual GDP growth by
between 0.14% and 0.34% per year over this period.

* Laura Vartia, “How do Taxes Affect Investment and Productivity?” OECD Economics Department Working Papers No. 656, 2008.
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The political brake on EU growth
Europe’s economy looks modestly stronger, but the continuing wave of populist politics
threatens to slow things down.

If you only looked at the headlines in early February, you’d
think the eurozone was about to break up. Greece has
returned to the stage, locked in difficult negotiations with
its creditors. Marine Le Pen is polling ahead of everyone
else for the first round of French presidential elections.
Advisors to President Trump have labeled euro weakness
as a German plot to cheapen the currency for German
exporters. But are things in Europe really so bad?
While we think a political shock in Europe would generate
significant market instability, and while we agree the
tail risk of a eurozone breakup is real, we also think the
risk of a political earthquake is small. The real risk is that
populist opposition movements, while not powerful
enough to take control, act as a long-term brake on the
reforms needed to energize growth in key countries and
make European institutions more robust.
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Economic improvements have spread
Our view is that things in Europe look a little bit better
now, despite the headlines. There is not much that is
new in the Greek drama. Germany is a little bit stronger,
and the French recovery is further advanced than we
had thought. In France, the terrorist attacks of the past
13 months took a toll on the economy of perhaps 0.1%
of GDP (via lower exports of tourism services), but this is
now passing out of the data. Measures undertaken early
in 2016 to lower the corporate tax burden appear to have
been successful in boosting profitability, and investment
is now rising a little as a result. What’s more, fiscal
tightening is coming to an end.
Taken together, these factors should allow France’s
2017 GDP growth to be about 0.2 points higher than in
2016, with perhaps some upside risk if Le Pen loses the
presidential election, as we expect. This upward revision
in France and mild positive surprises in Germany, Italy,
and Spain could add about 0.1% to 0.2% to the European
growth rate. This is not enough to change the outlook
decisively, but it does mean the output gap is a bit smaller
than we had thought. Our European Nowcast illustrates
these broad economic improvements.

While we think a political shock in
Europe would generate significant
market instability, we also think the
risk of a political earthquake is small.
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Growth in Europe takes a positive trajectory
European GDP Nowcast
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Source: Putnam. Data as of January 31, 2017. We base our proprietary European GDP Nowcast on a tailored methodology that captures quarterly
data releases for Europe’s most essential growth characteristics. The mix of factors used may change over time as new indicators become available
from data sources or if certain factors become more, or less, predictive of economic growth.

The conversation around inflation has also changed.
Actual inflation has been moving in line with our
forecasts, which for a while now have shown two peaks
of headline inflation above 2% in 2017, before it drops to
1.5% at the end of the forecast horizon. The European
Central Bank (ECB), acknowledging the upward move in
headline inflation, has been trying to shift the terms of
the discussion away from what it sees (correctly, in our
view) to be a temporary rise. Nevertheless, the bank is
constrained by its headline inflation target and its history
as a bank that attaches little value to core inflation.
The ECB calculates a large number of measures of what it
calls “underlying” inflation, some of which simply exclude
certain components (as in the traditional U.S. concept
of “core”). Others take a more statistical approach to the
problem. Yet all of them show annual rates of inflation
between 0.9% and 1.1%, and all of them are moving
sideways. Within the economics department at the ECB
in Frankfurt, and among Mario Draghi and his closest
allies on the Governing Council, there is a strongly held
view that inflation pressures remain very weak and that
monetary policy needs to remain accommodative.
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On the other hand, the discussion among many market
participants and the more hawkish members of the
ECB board is increasingly resisting this view. In Germany,
for example, headline inflation is at the ECB’s target,
and there is rising confidence in the resilience of the
cyclical upturn.

Sensitivities to political risk
Beyond these macro data, politics have been in focus
recently because of the approach of major elections and
because, after Trump and Brexit, markets have become
more sensitive to political risk.
At the margin, we are slightly more optimistic on this front
now, reflecting developments in France, Germany, and
Italy. Briefly, in France the election seems highly likely
to put a reformer in the Élysée, and the popular mood
is edging to greater support for a range of economic
reforms. A victory by Le Pen seems highly unlikely. In
Germany, the election campaign has not officially begun,
but it will be a closer contest than what seemed likely
a short while ago, and this raises the chance of a modest
change in German policy. In Italy, the risk from the
Five Star Movement remains contained.
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On polls and Le Pen
By way of closing, we acknowledge that Trump and Brexit
votes have made people skeptical of opinion polls. But
in both of those cases, the issue/candidate was new,
and the election margins suggested by the opinion polls
were small and within polling margins of error. Moreover,
Trump’s performance in the popular vote was exactly in
line with opinion polls. For Le Pen, there are actual votes
in the recent past to consider, and the margin by which
she trails in opinion polls is far outside the margin of error.
Le Pen is likely to advance to the second round of the
presidential contest in France. But can Le Pen win a
second-round contest? It’s the overwhelming opinion of
French experts that she cannot. They believe her support
is capped at just below 30%. For Le Pen to win a secondround election against François Fillon — or whomever
replaces him as the candidate of the conservatives if his
current scandal obliterates his candidacy — she would
need to appeal to left-wing voters, but all the detailed
polling data we have suggest this is highly unlikely.
The demographics (age, income, wealth, education,
geographical location, occupation, and religion) of the
remaining leftist voters are highly unfavorable for Le Pen.
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It’s worth adding, however, that many analysts who think
her vote will be capped below 30% this year also think
that the work Marine Le Pen has done, softening the
image of the Front National (FN) and distancing herself
from her father, may well make her a plausible enough
candidate to be elected in 2022 as younger voters, with
less experience of the FN’s history, enter the electorate.

The Trump and Brexit votes have made
people skeptical of opinion polls, but
for Marine Le Pen there are actual votes
in the recent past to consider.
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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 remained positive in January
SHORT-TERM TREND
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January was another positive month for risky assets as bond
markets stabilized somewhat and the U.S. dollar sold off.
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LONG-TERM CYCLE
This 10-year illustration captures the cyclicality of investors’ appetite for risk.
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Source: Putnam. Data as of January 31, 2017. 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 began 2017 on a strong note
SHORT-TERM TREND
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This six-year illustration captures GDP gyrations since the
financial crisis.
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Source: Putnam. Data as of January 31, 2017. 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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The Macro Report is written by members of
Putnam’s Fixed Income team. With backgrounds
in applied economics, currency and interest-rate
analysis, and sovereign and local bond market
dynamics, this group conducts macroeconomic
research in support of Putnam’s global fixedincome strategies.
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