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Currencies part as growth synchronizes
As central bank policies diverge, watch for greater movement in currencies than interest rates.

Synchronous global expansions can feed on themselves and produce periods of stronger growth — and
indications of this have increased since last month.
Evidence is mounting that the cycle is both quite robust
across countries. Indeed, trade is now starting to grow
more quickly.
Is growth about to reach the tipping point where wages
accelerate and central banks risk falling behind the
curve, leading to a decisive move upward in rates?
The answer is no.
Exchange rates are the pressure valves
Certainly, some central banks are beginning to feel
a little more confident about the outlook for their
economies and their inflation targets. This is most clear
in the case of the Bank of Canada, the Bank of England,
and the Fed. But it’s not a uniform view, and this is
important.
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With the Bank of Japan (BoJ) holding its fire, and the
European Central Bank (ECB) signaling it will be very
slow to follow the Fed, it seems likely that any move
by a central bank to tighten will result in a bigger move
in currency exchange rates than in interest rates.
Evidence includes the 12% move in the Canadian dollar
from late April to early September, the 6% move in
the euro versus the U.S. dollar from January to August
as people began to price in the end of the European
Central Bank’s (ECB) quantitative easing (QE), and the
3% move in the U.S. dollar in September as the Fed
communicated plans for its balance sheet and the
possibility of a further hike in December.

It seems likely that any move by
a central bank to tighten will result
in a bigger move in currency exchange
rates than in interest rates.
Therefore, in the absence of an increase in global
inflationary pressures, we think it likely that exchangerate movements will be redistributing demand and
supply, making it difficult for the more aggressive
central banks to do very much at all. But with growth
continuing at a reasonable pace, the environment
seems likely to remain favorable for risky assets if the
North Korean crisis does not worsen significantly.
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Penciling in a tax cut
The latest set of Republican tax proposals faces significant opposition, but just enough of them
should survive to lift growth a bit in 2018.

Spending is extremely hard to cut; indeed, many
Republicans even want to increase spending on defense.
However, allowing the deficit to grow is a hard sell to
many key players in the debate. Admittedly, some of
them have signaled a willingness to allow the deficit to
rise in the short run as long as they can claim, with some
degree of plausibility, that economic growth will rise and
allow the deficit to close later.

To great fanfare, the Republican Party released its
latest set of tax proposals. Once again, the proposals
lacked all sorts of details, making it hard to assess. If
you’re optimistic, you can draw some comfort from the
different groups and caucuses of Republicans who seem
to be on board. If you’re pessimistic, you can point to the
lack of details, which gives the whole document the air of
“fuzzy math.”
The numbers game
The key issues we have written about before remain
unaddressed. If you want to cut taxation on some or all
taxpayers, you either have to cut spending to match the
lower revenue, allow the deficit to grow, or raise taxes
on some taxpayers (or some combination of the three).
That’s not difficult economics. It’s just arithmetic.

The political calculation
Rather than cut spending, increasing some taxes in
order to reduce others is a more popular idea for two
reasons. The first is raw politics: If you can raise taxes
on your political opponents in order to cut them on
your supporters, why wouldn’t you? The second reason
is because it might permit a more efficient, growthfriendly tax system. The latter reason inspired the initial
run at tax reform by House Republicans, when they
proposed the border adjustment tax (BAT) as a way
to tilt incentives away from consumption and toward
production. It has since been abandoned, but the saga of
the BAT illustrates two points. The first point is that there
is desire and willingness on the part of at least some
senior Republicans to improve the efficiency of the tax
code and raise revenue on some sectors to finance cuts
elsewhere.
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The second point is that, in a Madisonian political
system like the United States (one that reflects the ideas
of James Madison, a framer of the U.S. constitution),
holders of privileges have many opportunities to
defend their privileges. The BAT ran into a buzz saw
of opposition, and Republican leadership seemed
surprised. The latest set of proposals includes lower
tax rates on the corporate sector and wealthier
households that would be paid for in part by allowing
the deficit to rise and in part by raising taxes on lessthan-very-wealthy households. This will happen through
a rationalization of tax allowances and deductions.
Already it’s clear that Madison is working his magic as the
beneficiaries of the existing set of deductions mobilize
and as opposition builds to large increases in the deficit.

The latest set of proposals includes lower
tax rates on the corporate sector and
wealthier households that would be paid
for in part by allowing the deficit to rise
and in part by raising taxes on less-thanvery-wealthy households.
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Modest ends
My guess is that this opposition to change is too strong
to overcome, and Republicans will end up having to live
with modest tax cuts and precious little in the way of
reform. My assessment of the Washington mood is that
this — a smaller plan — will be able to pass. It will have a
modest, positive impact on growth that may be visible
as soon as the second half of next year, primarily through
the incentives to corporate investment that are likely to
survive political pressure, in our view. Indeed, a handful
of conservative Democrats have signaled they are willing
to support some rationalization of business taxation.
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Treading lightly toward reform
German voters and Catalan separatists show that the risk of a fracturing Europe,
though small, is not trivial.

The data on real activity and confidence out of Europe
continue to be strong, with a number of business and
household confidence numbers at multi-year highs.
The surprises are positive, but only by a little.
Political developments are less positive. The outcomes
of two important recent political events in Europe —
the German parliamentary election and an attempt
by the region of Catalonia to hold a referendum
on independence from Spain — were not entirely
unexpected, and serve to underline an important
lesson about Europe’s future.

European economic performance has risen along
with business confidence
Components of core inflation, percent change, year over year
Eurozone, DG-ECFIN Industrial Confidence Indicator (left scale)

Eurocoin (right scale)

20%

1.2
0.8

10%

0.4

0%

0.0

-10%

-0.4
-0.8

-20%

-1.2

-30%

-1.6

-40%
-50%

-2.0

’00

’01

’02

’03

’04

’05

’06

’07

’08

’09

’10

’11

’12

’13

’14

’15

’16

9/15/17

-2.4

Source: Putnam.
Putnam Investments | putnam.com | 5

THE MACRO REPORT | OCTOBER 2017

The AfD becomes a factor
The German election unsurprisingly returned Angela
Merkel of the CDU (Christian Democrats) as Chancellor.
Germany’s second-largest party, the SPD (Social
Democrats), had seemed poised earlier this year to
mount a serious challenge, but that challenge faded
very quickly, and the SPD ended up getting its smallest
share of the national vote since the Weimar Republic.
Just as in the Netherlands and France earlier in the year,
the traditional, moderate left party lost, and lost badly.
Chancellor Merkel’s own vote share was at the low end of
expectations ahead of the election.

Just as in the Netherlands and France
earlier in the year, the traditional,
moderate left party lost, and lost badly.
The big gainer was a new party, the AfD, or Alternative
für Deutschland. It began life founded by a couple of
academics upset by Germany’s approach to the eurozone
crisis, and its strongest initial supporters were people
upset by the loss of monetary independence when the
eurozone was created. The movement was subsequently
hijacked by anti-immigration, pro-Russian rightists.
AfD gained 12.6% of the vote in September and enters
Germany’s parliament, the Bundestag, as the thirdlargest party.

Heading to Jamaica
The election results created several mathematical
possibilities for a governing coalition, but only one
politically feasible option, which is for the CDU to join with
two smaller parties, the environmentalist Greens and
the FDP (Free Democrats), a centrist partly traditionally
known as pro-business and pro-deregulation (which
are not always the same thing, especially in Europe).
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This loose federation, known as the “Jamaica coalition”
because the black, green, and yellow colors used to
represent the three parties also happen to be the colors
of the Jamaican flag, brings together uneasy political
partners. Although the parties have entered coalitions
at the state level, this is not a grouping accustomed to
working together. Negotiations over the formation of a
federal coalition are going to be lengthy and difficult.

Separatism in Spain
Political developments in Spain also have consequences
that will play out in the coming months. In the wake of
Spain’s impressive economic performance in the past
few years, the country’s politics have now come back into
focus because of an independence “referendum” held in
Catalonia during early October. The central government in
Madrid, or at least the Prime Minister, Mariano Rajoy, has
handled this situation quite badly. Spain’s Constitutional
Court ruled that the referendum was illegal, but rather
than ignoring it, Madrid attempted to enforce this
judgement by sending in riot police from the rest of
Spain. The resulting pictures of old ladies being beaten by
uniformed thugs for the offence of voting hardly helped
to give a good impression of the central government,
especially when the justice minister praised the police for
their “exemplary” action.
The eventual outcome is likely to be a reform that gives
more regional autonomy and lowers somewhat the fiscal
transfers from Catalonia to the rest of Spain. Getting to
the eventual outcome is going to be hard, and events on
the ground could get ugly.

The central government in Madrid, or at
least the Prime Minister, Mariano Rajoy,
has handled this situation quite badly.
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The Catalonia situation is going to be an issue for the
economy. The central government had to delay the
budget for 2018 when the Basque regional party refused
to support it, alarmed by the government’s stance on the
referendum. This illustrates one possible way in which the
issue will become bigger: If Rajoy continues to mishandle
the situation, he is likely to lose further support in Spain’s
parliament, the Cortes. At some point, his government
could collapse. Certainly, gradual erosion in the central
government’s ability to advance its agenda seems likely.
Maybe this shaves a bit off the economic growth rate in
2018 and 2019.

Fissures in the foundation
Viewed optimistically, political developments throughout
Europe this year have kept populist nationalist
movements from gaining power in the heart of Europe.
However, the weakness of the traditional moderate left
in recent elections combined with the stresses created
by local issues, such as regional autonomy in Spain and
migration in Germany, create real constraints on any
reformist agenda. Given the structural weaknesses in
Europe’s financial architecture, this is a key problem.
You can see this dynamic quite clearly in the recent
back and forth between France and Germany. President
Macron’s victory in France energized that country’s reform
agenda, and Macron has already made some noteworthy
progress. He also has a European reform agenda, built on
a clear understanding of the deficiencies of the current
eurozone framework. His proposals, however, were met
with a swift rebuke from Berlin.

The view from Brussels has been that
all this unpleasant nationalism will just
go away if the EU starts growing more
strongly, but the evidence from Germany
and Spain is that this is simply wrong.
Reform is on hold
The stalled reform agenda reminds us of the important
lessons from the recent political developments. The
first is that this set of political difficulties is not about
economies and economic growth. Both Germany and
Spain have been doing very well in growth terms. The
view from Brussels has been that all this unpleasant
nationalism will just go away if the EU starts growing more
strongly, but the evidence from Germany and Spain is that
this is simply wrong.
The second lesson to recall is that even small minorities
can generate problems for government policy in this
environment. Roughly two million people voted for
Catalan independence, and they are driving the Spanish
political agenda right now. AfD got 13% of the German
vote and is looming over the coalition talks like Banquo’s
ghost. Reform efforts are put on the back burner by
governments when the political oxygen is being used
by extremists. For these reasons, we continue to expect
no significant progress on the key issues of European
integration. This will not harm the current favorable
cyclical dynamics playing out in the economy, but it’s
important for shaping one’s longer-term view of Europe.
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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 provides a framework for discussing investor preferences and can signal trend
changes in broad market sentiment.

Risk appetite continues to indicate optimism
SHORT-TERM TREND

1-month (fast) risk appetite

September remained positive as North Korea worries faded.

6-month (slow) risk appetite
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Source: Putnam. Data as of September 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 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.

The robust trajectory remains in force
SHORT-TERM TREND
Slightly slowing in September, growth stayed in its recent range.

s 3.69%

The G10 economies were largely stable,
although Canada’s trade performance
and Europe’s service sector weakened.
Mexico’s growth helped lift Latin
America. In Asia, Malaysia weakened
but Taiwan and Singapore improved.
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Source: Putnam. Data as of September 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.
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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®.
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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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