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A hawkish Fed could interrupt growth
As global growth moderates, the Fed’s policies on interest rates and quantitative tightening may
cast a shadow on risk appetite in 2018.

worries about a change in the cycle. The risk is the Fed
makes a mistake, and a hawkish mistake seems to be
far more likely. Part of what the Fed wants to achieve
involves greater asset market volatility, and there is a
chance they’ll get more of this than they would like.

Our central expectation is that 2018 will be similar
to 2017. We expect decent global growth, continued
tightening by the Fed, and a reasonable environment
for risky assets. Still, the probability we attach to this
central scenario is not very high. The biggest risk is
the Fed moving too aggressively, especially since
quantitative tightening could have a greater impact
on growth.
For the United States, the Fed is the question
While the risk of a recession remains low in the
United States, the most likely route to a slowdown
is inappropriate monetary tightening. An overly
aggressive Fed could produce a sharp downturn in the
economy. The risks of this are higher because the Fed
is raising rates and shrinking its balance sheet, which
puts upward pressure on short-term interest rates. It
is widely believed that yield curve inversion is the best
leading indicator of a recession, and the relentless
flattening of Treasury yields since September has raised
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Despite the risk of an overly aggressive Fed, the U.S.
economy’s prospects for 2018 is expected to be a
bit better than 2017, buoyed by consumption and
investment. The labor market is strengthening, and
households’ real income and corporate investment
may rise in 2018. The tax reform will also create some
upward momentum in growth for an economy that was
already reasonably strong: The economy expanded at
a 3.3% annualized rate in the third quarter, the fastest
pace in three years. Consumer spending and corporate
fixed investment grew a combined 2.5% so far in 2017,
and we see few downside risks to this growth pattern.

We see few downside risks to
this growth pattern.
Eurozone and China may take breathers
There will be modest downside risks to growth in
the eurozone and in China in 2018. China’s economy
avoided a sharp downturn in 2017. However, challenges
include the pace of reforms, the restructuring of
state-owned enterprises, and the question of whether
a centralized political system can run an economy
at the technological frontier. Given the tighter
monetary policy expected from the Fed and the

THE MACRO REPORT | DECEMBER 2017

Global growth synchrony in 2017 may begin to fade
Putnam Global GDP Nowcast correlations
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Source: Putnam. Data as of November 30, 2017. Nowcast correlations are calculated using average pairwise correlations in the United States;
eurozone; Japan; Central and Eastern Europe, Middle East, and Africa (CEEMEA); Latin America; and Asia. Putnam’s Nowcast is GDP-weighted, and
correlations are computed over 1-year and 2-year rolling periods. Please see page 9 for the Putnam Global GDP Nowcast calculation methodology.

possible appreciation of the dollar in 2018, there are
likely to be renewed outflows from China. There is
also the possibility of a range of actions by the Trump
administration targeting the trade imbalance between
China and the United States.
The euro area had better growth figures than expected
in 2017, reaching a pace of 2.6% in the third quarter,
supported by Germany’s exports, France’s business
confidence, rising corporate investment, and strong
growth in the periphery countries. However, the
eurozone will have trouble sustaining that pace of
growth. Recovery among the periphery countries is
slowing, the strength of the euro will likely impede
growth, and Germany will provide minimal fiscal boost.

Global inflation continues to surprise
The trajectory of inflation provided many surprises in
2017. Core inflation was weaker than expected by many
central banks, especially the Fed and the ECB. Fed
policymakers have dedicated a lot of time to trying to
figure out inflation’s puzzling weakness, with little to
show for their effort. In 2017, the Fed’s preferred core
personal consumption expenditures (PCE) inflation
measure dropped sharply, reaching 1.3% in August
and 1.4% in the past few months. Among eurozone
countries, core inflation fell to 0.9% over the past two
months, defying ECB and market expectations that a
new range of 1.1% to 1.2% would hold.

The Fed is going to be playing a risky
game in 2018.
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Will higher rates be the new normal?
Of course, central banks do not coordinate their policy
actions, except in extraordinary circumstances. Still,
there are some common themes at work here. Many
central banks, including the Fed, the Bank of England,
and the Bank of Canada, raised rates in 2017. We expect
the Bank of Japan’s (BoJ) monetary policy to remain
unchanged. However, there are signs the BoJ may
change its stance at some point in 2018. The ECB has
given a dovish tilt to its rate actions. Still, it will start
tapering in 2018 — reduce its bond-buying program —
and there is the likelihood the ECB will increase the
deposit rate in 2018, even as the main refinance rate
remains at zero.
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The Fed will be the focus in 2018, especially in the first
half, as it steps up the pace of tightening by shrinking
its balance sheet, and as a new Fed chairman takes
office. As this happens, we are worried about a move
back to a normal global monetary regime due to
concern about the longer-term trends in the economy,
including demographics, the global disinflationary
impulse, and high levels of corporate debt. The U.S.
economy’s capacity to deal with much higher interest
rates is limited. The Fed is going to be playing a risky
game in 2018.
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Tax cuts trickle to GDP
Corporate tax cuts are likely to have a positive effect on economic growth, and could buoy the
equity markets by raising after-tax earnings and corporate investment.

At the margin, corporate tax reforms could buoy
the equity markets by raising after-tax earnings and
corporate investment. Investment projects that are
currently not viable could become more possible with
a lower tax rate. Of course, the cost of capital is already
low, but while the effect may be small, we should see a
measurable positive impact on growth.

Republicans agreed in principal in late December on
a final tax bill that would cut taxes for businesses and
individuals. It’s worth noting that with the corporate tax
rate at 26%, lowering it to 20% or 22% in 2018 or 2019 is
not going to transform the economy. Still, an estimated
60% of companies may benefit from a tax cut.
Therefore, the tax reform could create some upward
momentum in growth.

The household tax cuts will have little impact on
consumption because they are, in net terms, very small
and geared toward high-income households. But the
rally in equity markets creates a wealth effect, and
this will boost consumption growth in 2018. The labor
market is key to household income and spending,
and it continues to improve, albeit at a slower pace.
Consumption growth in 2018 is expected to mirror 2017
and may be a little bit stronger.

At the margin, corporate tax reforms
are likely to help the equity market by
raising after-tax earnings and boosting
corporate investment.
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Recession risk remains limited
The relentless flattening of the yield curve since
September has produced some concerns that a
recession is just around the corner. If the yield curve
keeps moving the way it has, pretty soon it will be
inverted, goes the argument, and then there’ll be a
recession.
This reasoning deserves some skepticism. Recessions
are infrequent, and precisely because they’re infrequent,
they are hard to forecast. Different recession-forecasting
models take different approaches, and while none
of them is perfect, neither do any of them suggest a
recession is just around the corner.
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Recessions are infrequent, and precisely
because they’re infrequent, they are hard
to forecast.
Today, in other words, the business cycle is unlikely to
cause a recession. While an external geopolitical shock
from North Korea or the Middle East could precipitate a
downturn, the most likely route into a recession, in our
view, is inappropriate monetary tightening. An overly
aggressive Fed could produce a sharp downturn in the
economy. And it’s worth bearing in mind that the FOMC
is losing a lot of experience with Stanley Fischer gone,
and with Janet Yellen and William Dudley leaving in
early 2018.
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Brexit negotiations stumble
The government’s exit strategy from the EU faces obstacles as divisions grow within May’s party,
and as Parliament gets a final say in withdrawal.

The agreement with the EU includes provisions to
protect the post-Brexit residency of EU citizens in the
U.K., and Britons living among EU member nations.
This deal represented a full capitulation by the U.K.
government to Brussels’ original demands. Britain
also retreated on the resolution of the border between
Northern Ireland and the Republic of Ireland. It was
another classic example of what the U.K. government
got wrong. Brexiteers thought Germany would
intervene on Britain’s behalf on the border issue.

Strangely, progress on Brexit has occurred despite
missteps on the part of the U.K. government. In fact,
the missteps have had the consequence of forcing Tory
Brexiteers to work more quietly behind the scenes.
British Prime Minister Theresa May lost a key vote on
a bill to withdraw from the EU in mid-December. The
House of Commons setback on Brexit means members
of Parliament must approve any final deal with the EU
before withdrawal begins. This vote will be a key piece
of legislation that aims to transfer EU law into U.K. law
when the country leaves the bloc in March 2019.
The setback for May comes after the U.K. and the EU
secured a significant breakthrough in negotiations
earlier in December. The key problem is the hard Brexit
wing of the Tory Party, and the party remains divided
on how the U.K. will leave the EU.

The first phase of talks was the easiest, and the coming
trade negotiations will be much more difficult as the
U.K.’s position remains weak. The EU’s initial offer was
to reproduce the free trade deal with Canada. Such a
deal would not cover financial services — a key concern
for the London financial market. Negotiations will not
be completed until March 2019, and a transition will
take several years. It’s even possible that as this drags
on, the next election will return to power a government
that does not rely on votes in Parliament to take the
next steps, as May’s government currently does. That
would pave the way for a softer Brexit, which will be in
everyone’s interest.

The coming trade negotiations will be
much more difficult as the U.K.’s position
remains weak.
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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
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November remained positive amid strong growth and low inflation.
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This 10-year illustration captures the cyclicality of investors’ appetite for risk.
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Risk assets rally amid improving
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China's macro data, and expectations for
gradualist Fed policy.

Source: Putnam. Data as of November 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 growth trajectory remains stable
SHORT-TERM TREND
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Growth was stable in November.
The U.S. economy grew at a 3.3%
annualized rate in the third quarter.
The G10 economies were largely mixed:
New Zealand’s growth stumbled due
to declining monetary conditions and
business confidence, while Canada’s
economy expanded. Growth slowed in
Mexico. In Asia, the Chinese yuan held
flat, and the Singapore dollar gained.
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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.

Jan ’14–Oct ’16
Global growth settles into a more
subdued pattern of modestly
disappointing results.
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More synchronous performance
across global markets emerges to
lift the trajectory of global growth.
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Source: Putnam. Data as of November 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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