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A closer look at labor
Although the U.S. labor market has moved closer to full employment, real income growth is
near zero. What will this mean for economic growth?

Real income growth is near zero
The rise in interest rates, for example, is a headwind
for the housing market. But more importantly, headline
inflation is rising at a time when nominal wages are
growing at a stubbornly modest pace despite a tightening
labor market. This means that real income growth has
slowed sharply — indeed, it is now barely above zero.
When higher inflation eats into stagnant wages, that takes
a toll on consumption.

The economy continues to grow at roughly a 2% pace.
While there have been sharp rises in business and
household confidence, some of the hard data have not
looked quite so good. Of course, to the extent higher
confidence pushes up asset prices, it has real effects.
It causes household wealth to rise, which pushes up
consumption. Also, the cost of equity capital goes down,
which helps the corporate sector. But these effects are
relatively small, and they are currently being offset by
other developments.
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How much slack is left in the labor market?
The February labor market report showed another
decent gain in total jobs, although warm weather in
February probably boosted the numbers. Our guess
would be that 20,000 jobs were effectively “created”
by the weather last month.

When higher inflation eats into
stagnant wages, that takes a toll
on consumption.

2

THE MACRO REPORT | MARCH 2017

U.S. labor markets still have room for gains
U.S. civilian employment/population ratio by age group
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Source: Bureau of Labor Statistics, February 2017.

Although the labor market is getting tighter, we believe
there is some slack left in it, as illustrated by our
employment ratio chart, which breaks down employment
by age group. We think it’s clear that there is scope for
employment to rise further, especially among young
people. Our second chart shows the number of people
who hold multiple jobs. We think that most people
who hold more than one job do so because they can’t
get a single job with a high enough wage, but it’s also
the case that, when the job market abounds with
opportunities, people will work multiple jobs as a way
to make extra income.
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The other important dynamic in the labor market is
the interaction of the quit rate and wages. In a nonunionized labor force, the quit rate is the key transmission
mechanism for wages. People receive higher wages
by leaving their current employer for higher-paid work
elsewhere. Historically, there has been a relationship
between household confidence and the quit rate, but the
recent rise in confidence has not pulled up the quit rate.
Maybe people are not really as confident as they say?
Or maybe the rise in confidence is heavily concentrated
in employers, rather than among employees? Although it
has not disappeared, the relationship between the quit
rate and wages has been much weaker in the recent past.
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Burning the candle at both ends is relatively common
U.S. workers with more than one job
Multiple-job holders as a % of total employed
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Source: Bureau of Labor Statistics, February 2017.

Overall, this suggests that wages are not rising quickly
enough to change the dynamics of the economy in an
important way. Again, we think the data indicate that
there is still some slack in the labor market, and that is
why we think the Fed is still looking at two additional (or
potentially three) hikes this year, but not more than that.
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Oil in a time of shale
The days of $100 oil are not likely to come again soon. Given what we know about supply and
demand, we view the $40–$50 range for a barrel of Brent crude to represent fair value.

However, in early March, oil prices suddenly tumbled, and
there are many possible explanations for that decline. One
is doubts about OPEC compliance. OPEC made about 1.5
million of its promised 1.8 million barrel-per-day cut in
January, but informed observers think OPEC’s compliance
with the agreement slipped in February. While we cannot
rule out another round of OPEC-led talks and resolutions
to cut production, we think OPEC has lost some of its
ability to control oil prices. When it comes to promised oil
production cuts, the incentives to comply are few, while
the incentives to cheat are many.
When OPEC announced output cuts in late 2016 as part of
an effort to reduce record stockpiles and push oil prices
into a higher range, we were initially skeptical about the
credibility of the cuts. But the market seemed happy
to hear about the agreement, and Brent rose to hover
around $55 through January and February. Some market
participants might take this temporary price change to
indicate OPEC’s good-faith participation in the effort to
reduce global supply.
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Shale may dull the edge of energy inflation
Another factor driving the price of oil — one that we think
may ultimately represent a much stronger factor going
forward — is U.S. shale output. Shale output has risen
much faster so far in the first quarter of 2017 than was
widely expected just three months ago, and it is on track
to make significant gains the rest of this year.

U.S. shale oil production costs have
continued to fall, and the Trump
administration’s relaxation of permitting
and environmental rules for domestic
production will push extraction costs
down even further.
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The reason for this is that U.S. shale oil production costs
have continued to fall, and the Trump administration’s
relaxation of permitting and environmental rules for
domestic production will push extraction costs down
even further. Generally speaking, commodity prices have
to fall to the level that regulates the output of the marginal
producer; in global oil markets, the marginal producer
is currently U.S. shale. For this reason, we think there is
some modest downside risk to oil prices, unless global
demand starts to grow significantly in the near term.
This is not something we expect to see.
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At the margin, $5 off the current (~$50) price of oil is
supportive of global growth. And at this lower level,
it could produce a one-off drop in prices that affects
measured inflation. At a time when much of the global
reflation story is pinned to commodity prices, a drop
in oil could thus have an important impact on how
inflation affects financial markets. To be clear, a lower oil
price would not threaten a return of deflation worries,
but it would take the edge off fears of inflation moving
significantly higher.
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The liquidity shock of 2018
As the era of easy money gives way to more aggressive monetary policy, the real risk to markets
may not be in rate hikes but in balance-sheet adjustments at the world’s major central banks.

We think that the potential unwinding of the Fed’s
$4+ trillion balance sheet represents a bigger deal for
asset markets than a couple of rate hikes. Trump will
have an enormous opportunity to reshape the Fed as
vacancies on the Fed’s board of governors open up
between April 2017 and February 2018. There is clearly a
risk that the people Trump may appoint to the Fed could
view the Fed’s balance sheet as evidence of undesirable
government “interference” in markets. This is something
we will be watching very carefully in the coming months.

The Fed hiked the federal funds rate by a quarter point
on March 15, and it has projected that two more hikes are
likely this year. For the time being, we should keep in mind
that this outlook does not really depend on anything
the Trump administration may or may not do in terms of
policy. And in any case, we are more concerned about
what kind of leadership the Fed may have next year, when
the growth effects of Trumponomics may be clearer.
What we find most difficult to forecast is the likely mix of
rate hikes and balance sheet contraction if the tightening
cycle continues.
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Goodbye Haruhiko Kuroda?
At the moment, the Bank of Japan is playing a crucial role
in the global interest-rate equilibrium. Its determination
to hold the 10-year Japanese government bond (JGB)
yield close to zero is a key factor driving capital outflows
from Japan. These outflows are helping to keep U.S.
rates lower than they would otherwise be. But cyclical
dynamics in Japan are improving, and the BoJ is firm in
its belief that core inflation is edging higher.
Like the U.S. Fed, the BoJ will have a leadership change
next year. BoJ Governor Haruhiko Kuroda has fallen out of
favor with Prime Minister Abe, who seems likely not to
re-appoint Kuroda to a second term. If Kuroda departs,
that could mean the end to experimental quantitative
easing at the BoJ, including the near-zero JGB yield
constraint. In relatively short order, we will have to start
thinking about what new leadership in the BoJ may mean
for global rate markets in 2018.
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Operation Twist, European style
At the European Central Bank (ECB), President Draghi
continues to hold the line against the ECB governing
council members who advocate a hawkish stance in
the face of a cyclical improvement and a big jump in
headline inflation driven by energy and food prices. It
is increasingly clear, however, that the ECB’s doves are
losing ground, in part at least because Europe’s cyclical
economic improvement looks stronger and more
balanced. So the debate within the ECB is no longer about
battling weakness “as much as it takes for as long as it
takes,” but more about when and how to begin the next
phase of monetary policy.

in countries like Italy. It would be the European version
of Operation Twist, where the U.S. Fed simultaneously
pursued policies of buying and selling short- and
long-term debt. But a move on the European deposit
rate, even if accompanied by a renewed commitment
to purchase assets, would clearly signal a shift in the
ECB’s approach.

The new twist in this debate is the possibility that the
ECB might hike its deposit rate before it ends its version
of quantitative easing (QE). On first view, this might
seem like it would send a contradictory message, but
we have to acknowledge that the deposit rate matters
for the German banks, whereas QE matters most for
the periphery. Moving away from negative rates would
mollify some of the hawks, while keeping peripheral yields
down would help prevent the emergence of a debt crisis

We think that the potential unwinding
of the Fed’s $4+ trillion balance sheet
represents a bigger deal for asset markets
than a couple of rate hikes.
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In conclusion, we could enter 2018 facing major changes
in the big three central banks. This will be especially
important if U.S. tax reforms create the possibility of
faster growth.
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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 February
SHORT-TERM TREND

1-month (fast) risk appetite

Risk appetite was strong in February, with most riskier
asset classes experiencing positive returns.
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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 February 28, 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.

PUTNAM GLOBAL GDP NOWCAST | MARCH 2017
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 gathers additional momentum
SHORT-TERM TREND
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This six-year illustration captures GDP gyrations since the financial crisis.
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Sept ’10–Dec ’13
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.
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Source: Putnam. Data as of February 28, 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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