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Global economic conditions have remained 

favorable, even if they deteriorated slightly in 

April — as our Global GDP Nowcast shows. 

Meanwhile, geopolitical tensions appear to have 

grown, particularly on the Korean peninsula, 

offering an early and fraught test to the young and 

embattled White House administration. In terms of 

monetary policy, we suspect the Fed is closer than 

we thought just a few weeks ago to agreeing on 

important balance sheet changes that could begin 

as early as this year.

In this context, Europe has been a standout — 

both for its positive economic surprises and the 

resilience of its political institutions. In addition, 

China’s interests in North Korea have gained a more 

public articulation thanks to President Trump’s 

unpredictability. And as the Fed contemplates 

different forms of tightening, we continue to expect 

some White House-led stimulus will eventually 

emerge, all of which should set up some interesting 

dynamics for policy and global risks in 2018.
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We take an optimistic view of the latest political 
developments in Europe. With Marine Le Pen vanquished 
by Emmanuel Macron, the risk of accelerated EU 
disintegration has decreased significantly and attention 
may turn to the National Assembly elections in June. As 
we write, the key questions are relatively obvious but hard 
to answer: What kind of parliamentary configuration will 
President Macron have to manage? How will the French 
economy progress under Macron’s untested leadership? 

The Franco-German relationship is crucial for the 
continued development of the European Union, and the 
diverging economic performances of the two economies 
have in recent years put this relationship under strain. 
However, with a significant political uncertainty now gone 
in France, it is possible to entertain the idea of reforms 
pushing France onto a stronger economic path, allowing 
the growth gap with Germany to shrink. In turn, this would 
permit some key features of European policy to be opened 
for debate. This will not happen quickly, but it is important 
to acknowledge that there is upside potential for Europe.

Positive surprises across the eurozone
As we noted last month, the composition of European 
growth is encouraging. From a higher-than-expected 
core inflation reading to better industrial production 
and higher economic confidence, both the “hard” and 
“soft” data signals have been numerous and substantially 
positive across Europe. Indeed, Europe has pulled up our 
surprise measures for developed markets as a whole, as 
well as our global measure of economic surprises. While 
surprise indexes measure gaps between expectations 
and actual data releases, it is important to analyze the 
expectations as well. It may be that expectations remain 
low because analysts show a persistently gloomy bias 
about Europe. Many market observers dismissed the early 
signs of Europe’s cyclical recovery, and they continue, 
in our view, to put too much weight on everything that 
is structurally weak about Europe. While we agree that 
structure matters, we observe that even basket-case 
economies have cycles.

Onward and upward in Europe

As political risks diminish in Europe, economic strength continues to grow — which raises the 
pressure on ECB President Mario Draghi to bring an end to quantitative easing.

With a significant political uncertainty 
now gone in France, it is possible to 
entertain the idea of reforms pushing 
France onto a stronger economic path.

https://www.putnam.com/?ref=TL004_IN.pdf


Putnam Investments | putnam.com 3

THE MACRO REPORT | MAY 2017

We believe there is a good chance that Europe’s economy 
is shifting into a higher gear; indeed, it may already have 
shifted up and is maintaining a new pace. Manufacturing 
data are consistent with strong growth, confidence  
has risen in most sectors across the region, and we are 
finally seeing signs of a recovery in bank lending. Credit  
to households and non-financial corporations rose by  
€34 billion in March — its biggest increase in the current 
cycle — and the ECB’s bank-lending survey saw banks 
reporting unchanged credit standards amid rising 
demand for credit.

Economic strength through a hawkish policy lens
At the European Central Bank (ECB), of course, stronger 
growth lends support to the hawks’ argument that the 
emergency policy settings of quantitative easing (QE) 
are no longer appropriate. In this argument, the pace of 
growth matters, and the ECB should place less emphasis 
on the output gap. By the time inflation emerges, there  
is a risk that monetary policy will overreact, given the  
lags involved in implementation, and this will add to 
economic volatility. 

The second point the hawks like to make is that inflation 
dispersion across the eurozone has declined. In Spain, 
for example, headline inflation was negative for almost 
all of 2014, 2015, and 2016, but the latest data put it at 
2.6%. Italy shows a similar story. Of course, this is headline 
inflation, and commodity price shocks are common 
across the zone. But core inflation has moved higher in 
the periphery, even in Greece, where it’s now hovering 
around zero.

A third argument the hawks like to make is harder to 
support, but is arguably the most important. German 
inflation is already at 2.0%, and the average German 
inflation rate in the first four months of the year has been 
1.9%. This is causing widespread nervousness as the  
last interest-rate increases the ECB made — two hikes in 
2011 — took place when German inflation was running 
over 2.0%. It is true that, in an unusually frank admission 
by a central bank, senior ECB officials have said those 
hikes were a mistake. It is also true that the ECB targets 
inflation for euroland as a whole. But political realities do 
not always respect reasonableness.

This does not mean the ECB is about to hike rates. In our 
view, it underscores how serious the conflict within the 
ECB must be and how it is increasingly difficult for Mario 
Draghi to manage. The easiest way to placate the hawks 
is to begin to plan for the end of QE and to introduce 
ambiguity into the ECB’s outlook, and we expect this to 
dominate the ECB meeting cycle in the next few months. 
Again, the risk is that the hawks push the ECB too quickly 
into tightening mode.
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It may be true that the saga of North Korea’s hereditary 
communist dictatorship is a tiresome topic, and one 
could be forgiven for thinking there’s nothing new to see 
in the rising tension on the Korean peninsula. However, 
we think there are two developments that should give 
everyone pause. The first is that North Korea seems to 
have made some important military advances recently. 
The second is that President Trump has forced the 
Chinese to pay more attention to the rising risk of North 
Korean aggression.

A distant threat no longer
We know North Korea has a handful of nuclear weapons 
and both short- and medium-range rockets. It has also 
recently tested a solid-fuel rocket, which gives it new 
flexibility and speed in deployment. We know very little 
about North Korea’s ability to miniaturize its nuclear 
technology. They do not yet have what the U.S. defense 
establishment views as a critical threat: a miniaturized 
warhead on a long-range rocket — an ICBM — but the 
progress they have made has brought this possibility into 
clearer view. North Korea’s nuclear aspirations are no 
longer a distant or dismissible threat.

Coincident with this development, it appears that 
President Trump’s intervention has opened up some new 
and frightening — but also potentially benign — scenarios. 
After all, anytime a U.S. president says that there could 
be a “major, major conflict,” countries and markets will 
take notice. Of course, what politicians (including Trump) 
and markets have learned more acutely is that China’s 
role in the Korean peninsula is critical. China provides 
the economic oxygen that keeps North Korea running — 
including oil through its own exports, and dollars through 
its purchases of North Korean coal. One prominent 
academic Korea expert describes China as having its 
hands around the North’s throat. 

Containing North Korea 

With tensions rising between the United States and North Korea, China may play a critical role in 
defusing any potential conflict. 
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North Korea as China’s strategic buffer
Geopolitically, China has always viewed North Korea as 
troublesome but worth it — a valuable strategic buffer. 
In addition, China fears the consequences of regime 
collapse because of the threat of a massive refugee flow 
across the border and because a collapse would likely 
lead to Korean reunification, which would hand the 
North’s nuclear arsenal to South Korea. Consequently, we 
can surmise that China would like to keep North Korea 
more or less as it was until recently: a barely viable state 
that is strong enough to irritate and distract the United 
States, but not a big enough threat to attract too much 
American attention. Again, President Trump’s intervention 
appears to be forcing Beijing’s hand. 

Interestingly, Chinese banks that provide dollar liquidity  
to North Korea’s government have escaped U.S.  
sanctions because the United States historically has  
been reluctant to inject this issue into the bilateral  
Sino-American relationship. Notably, though, it was  
U.S. financial sanctions against Iran that brought the 
Iranians to the negotiating table and produced the 
nuclear deal with Tehran. We do not doubt that the  
United States could dramatically increase pressure on  
the North Korean government, but we think it would 
probably require placing sanctions on Chinese banks. 
Beijing is likely contemplating this possibility. 

In this face-off, we expect China will ultimately get 
what it wants. The North Korean elite wants its nuclear 
weapons, but it also wants to survive, and that survival 
is in China’s power. For that reason, we believe we will 
see a benign outcome for the North Korean situation. 
On the other hand, one reason we find ourselves in our 
current circumstances is that the Chinese authorities, like 
everyone else, do not know what to make of President 
Trump. Is he really considering a preemptive strike against 
North Korea? If Trump were more predictable, he would 
have to do more to make his threat credible, but his lack 
of predictability puts Chinese authorities on their heels. 
Sometimes, achieving a benign outcome requires some 
volatility.

China provides the economic oxygen  
that keeps North Korea running — 
including oil through its own exports, 
and dollars through its purchases of 
North Korean coal.
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Our sense is that the Fed is becoming more confident 
in the growth outlook and that discussions about the 
relative roles of rate hikes and balance sheet contraction 
are a bit more advanced than we had thought. At its 
early May meeting, the Fed dismissed the weakness of 
Q1 data (“The Committee views the slowing in growth in 
the first quarter as likely to be transitory”) and is optimistic 
about consumption growth in the coming months (“The 
fundamentals underpinning the continued growth of 
consumption remained solid”). Thus, most Federal Open 
Market Committee (FOMC) members seem to expect a 
rate hike in June. Or, to put it another way, it would take 
something unexpected to forestall a June hike. 

It’s also looking quite likely that we’ll see some (small) 
moves on the Fed’s balance sheet before the end of  
year. But if there is to be balance-sheet reduction in 
December, the policy has to be communicated to markets 
beforehand — probably by October at the latest. That 
means the Fed must be close to agreement now. A more 
confident Fed engaged in balance-sheet reduction, 
combined with an executive branch that is fixated on 
setting various forms of stimulus in motion, may establish 
some interesting dynamics for 2018. We could have  
fiscal stimulus in an economy that is at full employment 
even as the Fed is tightening and is likely to be in transition 
to new membership and new leadership.

The end of the expansion?
The current expansion in the United States is already 
one of the longest on record. While we are not fans of 
the numerological approach to the business cycle (the 
average cycle, peak to peak, is x months; the average 
peak to trough is y months; the next recession is some 
imaginative function of x and y), it is true that expansions 
do not go on forever. That doesn’t mean they always 
die of old age, of course. Recessions can be sparked by 
shocks and by policy mistakes, and can be triggered  
by imbalances that emerge in periods of exuberance.  
And while there is always a risk of a policy mistake, that 
risk is greater at some points in a cycle; or rather, there are 
times when setting the right policy is much harder to do.

A confident Fed

U.S. economic strength may help the Fed make the case for taking two steps forward on the 
policy-tightening path. 
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It is becoming clearer to us that 2018 is likely to be one 
of those times. It is a plausible story that the economy is 
growing at an above-trend pace and is at, or is close to, 
full employment. These are the conditions under which 
imbalances can grow. It is also an environment in which 
corporate margins could come under pressure as wages 
and employment costs rise. Unsurprisingly, companies 
would probably react to wage inflation by raising prices 
to protect their margins. Consequently, policy ought to be 
looking to slow the economy to prevent the emergence 
of imbalances. But if 2018 brings a fiscal expansion and 
untested Fed leadership, the potential imbalances could be 
worse, and recession risks could begin to rise materially.

A more confident Fed engaged in 
balance-sheet reduction, combined 
with an executive branch that is fixated 
on setting various forms of stimulus in 
motion, may establish some interesting 
dynamics for 2018.
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Source: Putnam. Data as of April 30, 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 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 grew in April
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2017201520142013201220112010200920082007

Sept ’08 
With Lehman Brothers’ 

bankruptcy and the onset of the 
global financial crisis, appetite 

for risk all but disappears.

Sept–Nov ’11 
Eruption and subsequent clearing of 

concerns over EU sovereign debt crisis, 
U.S. debt ceiling, and fear of China hard 

landing drive major risk selloff and rally.

March–Sept ’16 
Risk assets rally amid improving 

commodity prices, perceived stability in 
China's macro data, and expectations for 

gradualist Fed policy.

RISK SEEKING

RISK AVERSE

LONG-TERM CYCLE

This 10-year illustration captures the cyclicality of investors’ appetite for risk.

SHORT-TERM TREND

Risk appetite recovered from the flat reading in March.

Risk ON OFF  
•Most financial assets, excluding commodities, generated 
positive returns in April. 

•Non-U.S. assets continued to outperform U.S. assets.
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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.

Jan ’14–Oct ’16
Global growth settles into a 
more subdued pattern of modestly 
disappointing results.
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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 adjusts lower in April

Source: Putnam. Data as of April 30, 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.

SHORT-TERM TREND

Global growth slowed modestly in April, although Europe 
continued to improve. 

s 3.83%

In the U.S., a variety of confidence 
measures fell. In Japan, a reduction 
of the trade balance detracted. In the 
EU, improved manufacturing and retail 
sales data helped, as did readings of 
economic sentiment and manufacturing 
confidence.

LONG-TERM CYCLE

This six-year illustration captures GDP gyrations since the financial crisis.
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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, good-
faith views of the author(s) at the time of publication. The views 
are provided for informational purposes only and are subject to 
change. This material does not take into account any investor’s 
particular investment objectives, strategies, tax status, or 
investment horizon. Investors should consult a financial advisor 
for advice suited to their individual financial needs. Putnam 
Investments cannot guarantee the accuracy or completeness 
of any statements or data contained in the 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 

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 fixed-
income strategies. 
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