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Asia stabilizes, mostly
President Xi and Prime Minister Abe renew their authority, the Korean standoff subsides,
but Saudi Arabia takes a turn.

Politics took center stage in China in October. President
Xi Jinping secured his second term in office at the
culmination of the 19th Congress of the Communist
Party. Xi’s status as a leader was elevated, and he
was given the rare distinction of having Xi “thought”
enshrined in the Party’s constitution. Also, the congress
ended with the Politburo Standing Committee — the
Party’s decision-making body — having no obvious
successor, which has led to some commentary that Xi
might be thinking of an unprecedented third term in
office. Despite the speculation, we think this is unlikely.
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Xi is an old Maoist, who believes in tighter
political control
Tighter political control has one very immediate
consequence: China is losing the small amount of
policy experimentation that was possible while
individual provinces had some freedom to maneuver.
The centralization of decision-making will lead to a
very managed process of deleveraging and reform in
heavy industry. While this may reduce the tail risk of a
sharp downturn in the economy, it also increases the
likelihood that growth will be slower for longer. We
expect economic growth will slip as official growth
targets edge down.
Since the process will be managed by Beijing, it will
inevitably take longer. Still, China remains important
for the evolution of global supply and demand. The
world’s second-largest economy is well integrated into
the global economy. We expect to see greater conflict
between China’s aspirations to greater technological
sophistication and its insistence on maintaining party
control over all aspects of political life.

China is losing the small amount of policy
experimentation that was possible while
individual provinces had some freedom
to maneuver.
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Abe snaps up votes
In Japan, Prime Minister Shinzō Abe’s party won a
majority in snap parliamentary elections on October 22.
This signaled likely continuity of the Abenomics policy
of fiscal spending, monetary easing, and structural
reforms. Abe’s victory also reduces the risk of a
monetary policy change. There is no need for him to
offer up a change in leadership at the Bank of Japan
(BoJ) as a bargaining chip with other politicians, inside
or outside the Liberal Democratic Party. It is not certain
whether BoJ Governor Haruhiko Kuroda will be offered,
or will accept, a second term, but it seems likely that
he will.

Abe’s victory also reduces the risk of
a monetary policy change.
We expect the BoJ’s monetary policy to remain
unchanged, and this is significant for the global
interest-rate outlook. Economic data from Japan
continues to be fine, and the central bank is forecasting
growth to continue through 2018. Our nowcast for
quarter-on-quarter GDP growth slipped a little over
the summer and now looks to be edging a little higher.
We think it can continue above trend given decent
global expansion and Japan’s beta to the global
cycle. Inflation, however, continues to be low. The BoJ
described this as being “mainly against the background
that firms’ wage-and price-setting stance has remained
cautious,” and expects that, as the output gap shrinks,
inflation will drift up to 2%.

Meanwhile, President Trump and North Korean leader
Kim Jong-un have taken to Twitter in an exchange of
creative insults.
The markets continue to anticipate that the conflict
will remain a war of words and not escalate further. We
agree with this view, but the risks of military conflict
remain higher than one would like.
Game of thrones in Saudi Arabia
In far western Asia — aka, the Middle East — the
geopolitical development of note is the corruption
crackdown in Saudi Arabia. Crown Prince Mohammed
bin Salman ordered a sweeping roundup in early
November, and many members of the business elite
and royal family, including billionaire Saudi Prince
Alwaleed bin Talal, were arrested. This is business
as usual in much of the world; a new guy takes over,
and he shows he’s in charge by throwing some of
the old guard in jail. What is different in this case is
that the arrests took in a lot of people we thought
were untouchable. We are monitoring the situation
to determine whether serious change is underway in
Saudi Arabia, in which case we’ll have to rethink the
geopolitics of the Middle East.

Tweets for the time being
While political stability prevailed in China and Japan,
the prospects of a nuclear confrontation between the
United States and Pyongyang have loomed large in
recent months. In September, a tunnel at a nuclear
test site in North Korea collapsed and reportedly killed
about 200 people, according to various media reports.
While this may delay plans for the next round of testing,
the incident is not likely to derail the program.
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Europe tangos toward tapering
The European Central Bank plans to scale back its bond-buying program starting in January,
but policy divisions persist between the doves and the hawks.

The European Central Bank (ECB) announced in
October that it will reduce its bond-buying program to
30 billion euros a month from 60 billion euros starting
in January. The gradual withdrawal of so-called
quantitative easing (QE) was designed to placate both
hawks and doves at the bank, and reduce volatility in
financial markets. The fact that an end to the bondbuying program is in sight matters to the hawks, while
the commentary that stressed rates were likely to
remain very low was designed to placate the doves.
The next policy move, or the next battle line between
hawks and doves, will be the negative deposit rate.
This is deeply unpopular in Germany, and it doesn’t
seem to help much when the ECB really wants banks to
be profitable and expand credit. ECB President Mario
Draghi will need to find a way to move deposit rates
higher without signaling a move in the overall structure
of interest rates.
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ECB to wind down stimulus program
The ECB had flooded the economies in the region
with easy money to promote growth, lower interest
rates, and push inflation higher. The winding down
of the massive stimulus program comes as growth
in the eurozone gathers pace. Real activity data have
continued to provide small positive surprises: Italy’s
manufacturing Purchasing Managers Index (PMI), and
Belgium’s business confidence indicator rose, while
Germany’s Ifo Business Climate Index showed a strong
reading in October. However, recent inflation data
was a disappointment to the market, with shortfalls in
the euroland core rate and headline inflation rates in
Germany and Italy. The data is enough to matter for the
ongoing struggle between the hawks and the doves on
the ECB Governing Council. According to our eurozone
forecast, inflation looks a bit higher at the end of the
forecast horizon. Our guess is that ECB staff forecasts
are beginning to show the same upward drift.

ECB President Mario Draghi will need to
find a way to move deposit rates higher
without signaling a move in the overall
structure of interest rates.
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Eurozone inflation is showing some upward drift
Forecast of eurozone inflation, year over year
Headline inflation
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Source: Putnam Investments.
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Wage inflation remains sluggish
Although the unemployment rate ticked lower, wage growth remained sluggish due to temporary
effects of the hurricane season as well as long-term factors.

Weakness in wages
However, what’s going on with wages is another story.
The weakness in wage growth in October’s report is
partly unwinding the hurricane effects from September;
low-paid service sector workers disappeared from
payrolls in the immediate aftermath of the hurricanes,
pushing average wages up, and when they returned
to work, average wages declined. But the hurricane
effect isn’t all that large and isn’t big enough to be a full
explanation. As measured by the Atlanta Fed, wages are
rising in the way one would expect from looking at the
quit rate.
The U.S. economy expanded at an annualized rate
of 3% in the third quarter — a bit of a surprise and
higher than consensus expectations. However, this
first estimate of GDP is subject to large revisions. The
overall data flow continues to look good even as the
impact of the hurricanes, mainly in Texas and Florida,
complicates the interpretation of the data. The PMIs
look consistent with solid growth, and auto sales had
a second strong month after falling steadily earlier in
the year. The labor market is also holding up well. While
total job creation was a bit below expectations, and
there was a disappointment in the earning numbers,
the unemployment rate dropped. It’s clear from the
details that overall demand for labor remains good.
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A lot of the jobs being created are
low-wage jobs.
This wage tracker measures the nominal wage growth
of individuals. It is constructed using microdata from
the Current Population Survey, and is the median
percent change in the hourly wage of individuals
observed 12 months apart. It measures wages for
established workers in their jobs for at least a year.
The average hourly earnings measure, on the other
hand, is the total wage bill divided by the total number
of hours worked. It’s weaker because a lot of the
jobs being created are low-wage jobs, or at least are
paying lower wages than those earned by retiring
baby boomers. In other words, while demand for labor
remains strong, upward pressure on wages is lagging.
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National earnings growth is moving higher with the quit rate
12-month average of demeaned quit rates versus wage growth
Atlanta Fed wage growth tracker
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However, hourly wages are sluggish relative to the numbers of workers
quitting their jobs
12-month average of demeaned quit rates versus average hourly earnings
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Sources: Bureau of Labor Statistics, Federal Reserve Bank of Atlanta. Data as of 9/15/17.
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Trump decides not to surprise
Jerome Powell’s nomination to lead the world’s most influential central bank
signals continuity.

This means that Powell’s leadership in the event of a
recession is a concern. While a recession isn’t imminent,
the policy interest rate is likely to be quite low when
the next downturn occurs. It may not be possible for
the Fed to reduce rates aggressively, and instead it
may have to look for unconventional tools. We are
concerned that Powell would not be the best leader
for the Fed in those circumstances. Ben Bernanke
and Janet Yellen had strong enough professional
reputations to be able to influence the debate over
the approach to monetary policy in a crisis and its
aftermath. It’s hard to see Powell playing this role.
The choice of Jerome Powell to be the next Fed Chair
is a clear sign of continuity with the recent regime.
Powell represents a break with longstanding tradition
only in that he is not a trained economist. However,
the Fed does not lack economic expertise, and Powell
clearly understands the institution and how it debates
policy questions. He is well respected by the staff and
members of the Federal Open Market Committee.
Still, there is one concern about his background. Powell
was not an enthusiastic supporter of quantitative
easing (QE), and although he supported the Fed Chair,
minutes of meetings from previous years show he was
skeptical of the benefits of QE. It’s also true the political
winds are not supportive of imaginative approaches to
monetary policy anymore.
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For 2018, the Fed is likely to continue its current
course. We expect the Fed to raise rates twice, and
perhaps a third time if the economy responds once the
Republican tax plan passes into law. The central bank
will also continue to gradually shrink its balance sheet
very gradually.

The choice of Jerome Powell to be the
next Fed Chair is a clear sign of continuity
with the recent regime.
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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 be strong
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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 October 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.

The growth trajectory remains strong
SHORT-TERM TREND
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LONG-TERM CYCLE
This six-year illustration captures GDP gyrations since the financial crisis.
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Global growth swings dramatically, under pressure
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growth prospects amid fitful recoveries.
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Source: Putnam. Data as of October 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 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 fixedincome strategies.
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