
THIS MONTH

A bit surprising amid widespread stability in current 

economic readings, our outlook switched to a 

risk-off environment in June. The month generally 

brought confirmation that the United States 

continues to exhibit late-cycle characteristics 

while Europe, which often lags the global cycle, 

remained more upbeat. We nonetheless see 

some significance in the dip in the risk appetite, 

in part because of the outperformance of risky 

assets relative to bonds. This divergence appears 

unsustainable, and a trigger could cause a 

reversion in risky assets.

Two risks are especially worth keeping in mind 

as we move into high summer: the advances 

in weapons development by North Korea and 

changes in thinking expressed by a number of 

central banks. Of somewhat less concern but still 

worthy of comment this month is Washington’s  

lack of progress on fiscal policy and a shake-up  

in Saudi Arabia’s leadership.  
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North Korea has resumed missile testing, and on July 4 
test-fired what it claimed and the United States separately 
confirmed was an ICBM — a missile with a very long range 
of possibly 6,700 kilometers. As we’ve written before, 
the U.S. national security establishment is increasingly 
concerned about the threat posed by North Korea’s 
missile and nuclear programs, and while this threat is 
not imminent, it is seen to be serious and escalating. 
The latest test does not provide any evidence that North 
Korea has a miniaturized warhead that can be mounted 
on a missile, nor does it establish that the missile can 
be guided accurately, but the extension of range that its 
rocket engines can now provide, putting Alaska within 
reach, is yet another significant advance.

To Pyongyang through Beijing
To confront these matters, the United States is turning its 
attention to China. Several months ago, President Trump 
explicitly linked China’s co-operation with North Korea 
with the trade issues he stressed during his campaign. He 
has also tweeted his disappointment that China has not 
been more effective in restraining the regime led by Kim 
Jong-Un. Trump may also be aware that just a few months 
ago he tweeted that North Korea would not be “allowed” 
to conduct an ICBM test, putting him now at risk of further 
embarrassment. 

Signals of impatience
To make the U.S. stance more credible short of a military 
confrontation, the United States seems to be preparing to 
increase the pressure on China. A Chinese bank has been 
sanctioned by the U.S. Treasury for its role in providing 
hard currency to North Korea, and there have been a 
couple of other straws in the wind: The United States 
agreed on an arms sale to Taiwan, and the U.S. Navy sent 
a destroyer into open waters near one of the islands in 
the South China Sea that is claimed by both China and 
Vietnam but has been occupied by China since 1974.

Missiles can lead to mistakes

North Korea’s missile and nuclear programs are an increasing concern, but their greatest impact 
may be on the U.S.-China relationship.
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North Korea’s value to China
China’s longer-term interest remains to keep North Korea 
as a minimally viable buffer state, to prevent the disruptive 
effects of a regime collapse, and to avoid delivering the 
North’s nuclear technology into the hands of the South 
Korean military. China would rather not get into a trade 
war with the United States, but our guess is they’d rather 
have a trade war than a unified Korea. On the U.S. side, 
there are clearly loud voices within the administration 
that would love to use this Korean problem as a lever to 
change the pattern of economic relations with China. With 
the State Department still understaffed, the combined 
influence of the economic nationalists and the Pentagon 
may well result in an escalation of tensions. Given the 
attitude of the North Korean leadership, it may well be 
that an escalation of tensions is inevitable.

Military action is not likely. But it does seem entirely 
possible now that we’ll have to start thinking about the 
economic consequences of an escalation of tensions 
between the United States and China as the United States 
may be poised to raise the stakes.

China would rather not get into  
a trade war with the United States,  
but our guess is they’d rather have  
a trade war than a unified Korea.
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Policymakers for the Bank of Canada, the Bank of 
England, the European Central Bank (ECB), and the Fed 
have provided a variety of hints that reasoning for a 
more aggressive stance may be influencing central bank 
thinking. This is far from uniform; the Bank of Japan 
remains determinedly dovish, and there have been some 
important dovish messages from individual central 
bank members, including regional Federal Reserve 
Bank Presidents James Bullard and Neel Kashkari. 
Nevertheless, central banks, along with the Bank for 
International Settlements, have made some common 
points in these communications. Following the more 
hawkish commentary, global rates have risen, led by 
European rates: 10-year bunds rose more than 30 basis 
points in about a week. Many fixed-income assets in the 
Risk Appetite Index were clustered near zero, and the 
worst performing were inflation-linked bonds because 
real rates rose more than nominal rates.

Unwillingness to underestimate inflation 
One point to note is that central bankers have pointedly 
dismissed recent weakness in inflation as temporary.  
The ECB has also drawn comfort from a slight upward 
move in a variety of measures of underlying inflation, even 
though headline measures remain subject to the vagaries 
of global energy prices. Rather than repeat our recent 
observations about inflation, it’s important to stress that 
there is no automatic link between an inflation forecast 
and an interest-rate decision. What matters for policy 
rates is what central bankers want to matter for rates.  
The Fed, in particular, seems wedded to the notion that 
the ever-tightening labor market must push up wages and 
inflation. With this model in mind, the Fed is bound to 
dismiss as irrelevant any period when inflation falls and 
the labor market tightens. For the Fed, then, it’s almost as 
if the desire to tighten is driven by the state of the labor 
market, rather than the outlook for inflation.

Central banks make waves

Against a backdrop of a broadly unchanged economy and outlook, a hawkish tone from several 
central banks is pushing real rates higher, at the wrong time. 

It’s important to stress that there is no 
automatic link between an inflation 
forecast and an interest-rate decision. 
What matters for policy rates is what 
central bankers want to matter for rates.

https://www.putnam.com/?ref=TL004_IN.pdf
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New thinking on asset price configurations 
A second interesting point is the argument that, since 
financial conditions remain accommodative (because 
equity markets remain strong and credit is easily 
available via banks and bond markets), the interest-rate 
path associated with a given desired monetary policy 
stance needs to be higher. The Bank for International 
Settlements recently published a paper on this idea, 
and its lead author, Claudio Borio, was one of the few 
heavyweight central banking officials who expressed 
serious concern about monetary policy and financial 
market imbalances before the 2008 financial crisis. We 
can be sure that his ideas are being at least thoroughly 
discussed across the G10 central banks. 

Not quite normal, yet 
While there is no consensus on the relative importance 
of the various channels through which monetary policy 
operates, it does not seem unreasonable to believe that, 
in a world that has been dominated by quantitative 
easing, central banks should be placing more weight on 
overall financial conditions than they do in more “normal” 
times. Perhaps a better way of saying this is that if asset 
prices currently are more important than “normal” in 
transmitting monetary policy to the nominal economy, 
then policymakers need to keep adjusting their policy 
variables (short-term rates and the term structure of rates 
through forward policy guidance) until they get the overall 
configuration of asset prices that they believe will bring 
about the desired state of the economy. Further evidence 
of this perspective is that the Fed has said it is puzzled by 
the current configuration of asset prices.

Agreeing to disagree 
The chief concern is that key central banks seem to have 
articulated more hawkish views recently, even though 
they do not have an outlook that differs from ours in 
any important or dramatic way — an outlook that we 
believe does not call for such hawkishness. The Fed’s 
commentary has already produced an upward move 
in rates, especially real rates, and the more aggressive 
reasoning behind it suggests that the risks of a policy 
mistake are rising. In addition, it’s worth remembering the 
uncertainty surrounding the composition of the Federal 
Open Market Committee (FOMC) in 2018. The indications 
are that the White House won’t begin to think about  
Janet Yellen’s position as chair until the autumn and the 
names being floated as replacements are a bit hawkish. 
The weight of the opinion on the FOMC could well change 
next year, depending on these personnel decisions.The chief concern is that key central 

banks seem to have articulated more 
hawkish views recently, even though they 
do not have an outlook that differs from 
ours in any important or dramatic way.
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It has been six months since the start of the new 
administration, and it’s worth bearing in mind how 
delayed the Trump agenda is. With the U.S. Senate 
consumed by the health-care debate, attention in the 
House of Representatives has shifted to budget issues. 
There are several components: raising the debt ceiling;  
a budget resolution for the next fiscal year; and the 
debate about tax reform. These issues are closely related, 
and tax reform is directly connected to the health-care 
debate because of the role of the Affordable Care Act 
taxes. Also, the Republicans are working to pass reforms 
under the Senate’s “reconciliation” rules, which require 
only 51 votes to pass a measure rather than 60, and  
would avoid the challenge of attracting support from 
Senate Democrats. 

Avoiding debt drama 
Two matters seem most important in these issues. The 
first is the debt ceiling, and how much drama there will 
be around raising it. The latest Congressional Budget 
Office estimates put the deadline in early October. All the 
key players have taken default off the table, and it seems 
reasonable to take them at their word. The second matter 
is whether there will be any growth-enhancing tax reform, 
and whether that growth enhancement comes from a 
genuine redesign of the tax code that improves economic 
efficiency or whether it takes the form of tax cuts and their 
impact on corporate and household spending. 

The U.S. tax code is clearly inefficient, and there’s no 
lack of good reform proposals that have been floated by 
various think tanks in Washington. The benefits of reform 
seem large and obvious, but the problem is that the 
beneficiaries of the current distortions in the tax code are 
very effective at lobbying for protection and many of them 
have very deep roots in the political system. Even the 
current administration, which campaigned to “drain the 
swamp,” has promised to maintain some of the largest 
distortions. Because the revenue costs of protecting 
these special deals are so large, they are difficult to 
overcome.

There are now indications that any tax measures adopted 
will be revenue neutral, and arguably will have no growth 
impact worth talking about. Washington has achieved 
precious little of economic significance in half a year 
under the new administration, and the latest noises 
suggest we need to lower our expectations for reform  
still further. 

Reflation expectations lose lift

The ambitious policy agenda of the Republicans appears to be narrowing to two issues of 
importance to investors: the debt ceiling and tax reform.

https://www.putnam.com/?ref=TL004_IN.pdf
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Bin Salman was the leader of the Saudi military action in 
Yemen and seems to have been a key mover in the recent 
Gulf Cooperation Council (GCC) actions against Qatar.  
We see the change in succession as largely being about 
the ongoing geopolitical rivalry between Saudi Arabia and 
Iran. The new Saudi regime seems anxious to exploit the 
shift in U.S. policy away from the approach of the previous 
administration, which the Saudis saw as too friendly to 
Iran. The Saudis were certainly successful in getting 
Trump to side with them regarding Qatar, despite the 
objections of the State Department and its beleaguered 
head, Secretary of State Rex Tillerson, and despite the 
presence of a major U.S. military facility in Qatar. 

The Middle East’s evolving significance
At the same time, it seems that markets have become 
inured to Mid-East tension, despite an increase in 
terrorism and instability. The recent evidence is that even 
quite large terrorist incidents have only passing effects on 
markets. Political instability in the region has important 
political effects, especially via Europe’s migrant crisis, but 
similarly has had little lasting impact on markets.

The oil market has also changed
The Mid-East region is traditionally important because 
of its role in energy production. The Organization of 
Petroleum Exporting Companies (OPEC) has recently 
managed to regain just a little credibility, despite the 
political differences among its key members. However, 
it’s also true that as oil becomes more and more like a 
normal commodity, OPEC matters less and less. The 
United States itself has become a key marginal supplier 
of oil. So the prospect of increased political tension in the 
Persian Gulf seems likely to matter less for oil now than 
it might have some years ago. On a fundamental level, 
our fair value model has pushed up its estimate of oil 
prices, and we see some supply factors that could also 
contribute to oil price increases.

Reason for discomfort
We would be uncomfortable dismissing the prospect of 
further political tension in the Middle East as essentially 
irrelevant to our economic and market outlook. With key 
questions being posed about the U.S. role around the 
world, and genuine uncertainty about the answers to those 
questions, we are nervous about the possible implications 
of the shift in Saudi leadership for asset markets.

Prince and the evolution

The appointment of Mohamed Bin Salman as Crown Prince of Saudi Arabia is likely to result in 
more geopolitical tension in the Middle East. 

https://www.putnam.com/?ref=TL004_IN.pdf
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1-month (fast) risk appetite
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6-month (slow) risk appetite

Source: Putnam. Data as of June 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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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 in June experienced its first negative month of 2017.

Risk ON OFF  
•The dip in the one-month risk appetite resulted mostly from  
a decline in energy and gold prices

•Losses were also concentrated in fixed-income assets tied to 
central bank hawkishness

•Markets appear to be moving from the global reflation theme 
toward a central bank tightening theme 

PUTNAM GLOBAL RISK APPETITE INDEX | JULY 2017

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 turns down in June
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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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3.72%

Source: Putnam. Data as of June 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 dipped in June, but overall showed little change. 

s 3.72%
In a largely stable month, the  
United States and United Kingdom  
were relatively weak. Mexico, Korea,  
and Singapore contributed strongly, 
while Malaysia and Taiwan contracted.

LONG-TERM CYCLE

This six-year illustration captures GDP gyrations since the financial crisis.

PUTNAM GLOBAL GDP NOWCAST | JULY 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 dipped in June
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This material is for use with institutional investors and investment 
professionals only. This material is a general communication being 
provided for informational and educational purposes only. It is 
not designed to be investment advice or a recommendation of 
any specific investment product, strategy, or decision, and is not 
intended to suggest taking or refraining from any course of action. 
The opinions expressed in this material 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 material. Predictions, 
opinions, and other information contained in this material 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 
is not directed at, or intended for distribution to or use by, any 
person or entity that is a citizen or resident of or located in any 
jurisdiction where such distribution, publication, availability, or use 
would be contrary to applicable law or regulation or would subject 
any Putnam company to any registration or licensing requirement 
within such jurisdiction. The information is descriptive of Putnam 
Investments as a whole, and certain services, securities and 
financial instruments described may not be suitable for you or 
available in the jurisdiction in which you are located. 

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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