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Real rates and risky assets in tug-of-war
The health of the global economy and swings in risky asset prices are intricately linked,
and it is unlikely higher real rates will bode well for risky assets.

has increased between 6% and 8% during the same
period, representing a tightening of dollar liquidity for
economies dependent on global funding.

The relationship between real interest rates and risky
asset prices is complicated. When an economy is doing
well, like that of the United States, the return on capital
rises, allowing real interest rates to rise and risky assets
to perform well at the same time. But if the real rate rises
because of global developments or an overeager central
bank, then the rise in the real interest rate harms risky
asset prices. A strong U.S. economy has allowed equity
markets to do well and rates to rise. But to the rest of
the world, especially emerging markets, the rise in the
domestic cost of dollar liquidity is an exogenous shock
that has harmed risky assets.
Some of the weakness in emerging markets can be
explained by a few idiosyncratic developments, especially
in Turkey, Argentina, and South Africa. These countries
were vulnerable to a stronger dollar, the shift in global
financing, and higher U.S. rates in the first half of 2018.
The yield on the benchmark 10-year Treasury rose above
3.0% in May 2018 from 2.4% in early January. The dollar
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Can the current trends continue?
The question is whether this configuration of economic
developments and risky asset performance can continue.
We think it is highly unlikely, frankly. Still, the more difficult
question is how convergence is likely to occur. Will
emerging markets recover, or will the better-performing
risky assets weaken? We discuss several channels in this
context, and we will be following these issues over the
coming weeks.
The most obvious channel of contagion is the financials
sector. As Turkey’s difficulties mounted, there were
questions about European banks’ exposures to local
assets, including Turkish banks. When the European
Central Bank (ECB) expressed some concern about
European banks, the macro markets responded. None of
this lasted very long.

The rise in the domestic cost of
dollar liquidity is an exogenous
shock that has harmed risky assets.
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Global trade and tariffs
A second channel is through trade. Emerging markets
as whole are weakening, but their weight in world
GDP is small. China is the elephant in the room here; it
matters for global growth, and a large number of global
corporations derive a lot of their revenue from China.
China is slowing, but only a little, and policymakers have
responded. We don’t expect stresses in emerging markets
to cause a material global slowdown.
Within trade, we have the trade conflicts, which keep
moving backward and forward. The theory that Trump on
trade is all sound and fury and that the headlines are all
that matter to him gained some credibility when the U.S.
and Mexico announced their NAFTA breakthrough. We are
also monitoring negotiations with Canada. There is clearly
a risk that the whole thing will fall apart, but the plain fact
is that the “new NAFTA” is pretty much the old NAFTA.

The role of central banks
Global central banks, including the Federal Reserve and
ECB, also play a role in this configuration of rates and
risky assets. Fed Chairman Jerome Powell defended the
bank’s policy of gradually raising the policy rate. He was
a little dovish relative to his earlier comments about the
“great” state of the U.S. economy. Meanwhile, the leading
doves on the Federal Open Market Committee, James
Bullard and Neel Kashkari, called for caution in tightening
monetary policy. Overall, the Fed is looking to increases
rates and seems to attach little, if any, importance to the
stresses in emerging markets. The market expects rates
to rise gradually.

As we discussed previously, there is risk the Fed will
tighten more than warranted. The Fed’s June increase —
the second this year — pushed the funds rate target to a
range of 1.75% to 2.00%, and policymakers signaled they
are on track to raise short-term rates at least twice more
in 2018. The ECB also plays a part. Core eurozone inflation
is expected to accelerate quite materially in the near
future, and it’s quite likely that the markets will price in an
earlier move by the ECB. Finally, there is the channel of the
U.S. economy itself. The economy had a good first half,
supported by fiscal expansion and a modest recovery in
private investment. We continue to monitor recession risk,
which remains low.

Risks seem asymmetric
Our central scenario remains broadly unchanged.
Decent growth may continue, but the degree of U.S.
outperformance is likely to drop. We could manage to
avoid a dramatic worsening in trade tensions. And even
though the conflict between China and the United States
could possibly get somewhat worse, it is unlikely to erupt
into something deeply damaging. Under this scenario,
global bonds yields will edge a little higher and emerging
markets should be able to recover.

Decent growth may continue, but the
degree of U.S. outperformance is likely
to drop.
But the risks still seem asymmetric. There is a good
possibility the trade conflict will worsen more than we
expect. And there is a chance that markets, or the ECB,
will overreact to the increase in inflation that we forecast
in the eurozone. The upside risk of the U.S. gathering
strength and pulling up returns globally is certainly not
impossible, but it does not seem very likely to us.
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Clues on U.S. spending, confidence
The economy continues to look stable, but the gap between two consumer confidence measures
points to weaker wage gains and spending.

President Trump recently noted the strength in consumer
confidence. While confidence levels among households
are high, there is a substantial gap between two widely
recognized measures: The Conference Board and the
University of Michigan’s indices. The Conference Board’s
measure is heavily weighted toward the labor market and
the measure of hard-to-find jobs and easy-to-find jobs.
The Michigan measure has more variables and has more
weight on prices, price expectations, and, by implication,
real income perceptions. This gap between the two
provides insight into the labor market: Job creation is
strong, but wage gains are weaker than normal given the
unemployment level. Headline inflation suggests that real
incomes are doing worse than the pace of job creation
may suggest.
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The difference between these two confidence measures
shows how households perceive the flatness of the Philips
curve — the relationship between the rate of inflation
and the unemployment rate. The Michigan survey tracks
how households feel about possible purchases, including
vehicles, homes, and durables. The homes measure has
declined as house prices and interest rates increased. As
a result, the housing market remains sluggish. The auto
measure also declined and, not surprisingly, auto sales
have weakened. And more recently, the durables measure
fell. Consumers are pleased with the availability of jobs,
but they are not so happy about trends in their real
incomes.

Manufacturing sheds workers
The Labor Department reported in early September
that worker payrolls expanded by 201,000 in August and
private-sector hourly wages grew 2.9% from a year earlier.
The unemployment rate held at 3.9% for a second straight
month. While the labor market report was broadly in line
with expectations, there were two small variances.
First, not all sectors enjoyed job growth. The
manufacturing sector’s employment dipped for the first
time in a while. While the August decline was small, we
wonder if this is an effect of the ongoing trade and tariff
disputes. Secondly, wages rose more than expected. The
increase caused an immediate uptick in interest rates.
This reflects the concerns we mentioned earlier; markets
will be ready to price in a more aggressive path for the
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U.S. light vehicle sales trend lower
(U.S. auto sales total annualized, SAAR)

Seasonally adjusted annual rate (SAAR), Millions
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Source: Ward Automotive Group, Bloomberg, as of August 2018.

Fed amid signs that wages are rising. Still, the wage gains
were concentrated in one sector: trade. To start worrying
about wage pressure, we would have to see evidence
that wages are rising across the board, or at least in more
sectors, especially since this sector — trade — has shown
a lot of volatility in wages and employment levels in
recent months.

State of the economy
Residential construction spending in the United States
shows that the housing market is ceasing to make an
important contribution to economic growth. Only
spending on home renovations is still growing, reflecting
the fact that households are no longer supporting an
expansion in home construction. Because housing
affordability is weak and incomes are not rising, people
are spending more on renovating their existing homes.

The buoyancy of spending on renovation helps to
explain retail employment, where home improvement
stores are the sub-sector showing the fastest growth.
Officially, it’s building materials and garden supply
stores; think Home Depot and Lowe’s. It’s also one sector
where competition from internet retailing is not quite
so intense. This reinforces the point that we are not yet
seeing widespread pressure on wages.
We see risks as asymmetric. It is possible that we are
at the early stages of a capex and productivity growth
phase, which would allow economic growth and
wage growth to be strong without inflation rising and
without the Fed needing to shift to a more aggressive
path. That is possible, but unlikely. It’s more likely
the economy is benefiting from fiscal stimulus, and
that 2019 will bring either a slower pace of growth, as
the stimulus disappears, or a more aggressive Fed, if
growth stays strong.
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ECB and the inflation game
Core inflation is forecast to increase over the coming months, and wage growth is picking up pace
in Europe, prodding the ECB to keep a closer eye on monetary policy.

Unemployment in the eurozone continues to fall, and in
the second quarter of 2018, negotiated pay rose 2.2% year
on year, 0.7 points higher than a year ago. National data
on compensation for employees showed wages rising
about 2.4% in the second quarter from 2.0% in the first
quarter. While we don’t have the official eurozone figures,
they are likely to be near the average for the national
data. It’s possible the rise in core inflation will generate
some volatility in the interest-rate markets and could
push global rates higher. This is not because it’s a major
inflection point in global inflation trends, but because
expectations are so low.
The summer heatwave in Europe could lead to higher
inflation since food prices will rise because of crop
damage. Core inflation, which strips out changes in
energy and food prices, showed surprising weakness in
August. The inflation measure fell to 1.0% in August from
1.1% in July. On closer inspection, however, the August
data is a bit misleading; it may well have been an artifact
of seasonality and the different ways in which national
authorities and the European Union make adjustments.
The latest inflation forecast is important. While headline
inflation will show the effects of global energy market
developments and is beginning to show the effects of the
hot summer on food prices, core inflation is forecast to
rise later this year and in early 2019. We do not view this
as a particularly controversial forecast because it largely
reflects base effects and not a sustained rise in inflationary
pressure. Still, it is a large increase. Core inflation is
expected to increase as eurozone wage growth improves.
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The narrative that the eurozone is
stuck in a Japanese-style low inflation
equilibrium has too many adherents.
The narrative that the eurozone is stuck in a Japanesestyle low inflation equilibrium has too many adherents.
If the forecast is correct, it will force a lot of people to
rethink their positions, pushing rates higher. The ECB is on
the lookout for signals that inflation pressures are building
as it prepares to end its bond-buying plan later this year.
Restless hawks at the ECB will pounce on signs of rising
inflation and wages.
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Eurozone inflation picks up
Eurozone inflation forecast (% year-on-year)
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Source: Putnam, as of August 2018.

New auto emissions standards
There is also a major change underway affecting the auto
market in the eurozone. Beginning in September, new
vehicles will need a new emissions certification. Vehicle
sales surged in August as older models were discounted
to clear dealers’ showrooms. The new standards will
boost estimates of retail sales and capex if the vehicles
are purchased by corporations. The data for the summer
months is likely to show a fall in auto production and a
surge in auto demand. Since this is a large sector, the
data will give a misleading picture of the economy. The
underlying story is that the eurozone economy is growing
at a steady pace, after the volatility of the first half, with
decent growth in domestic demand.

Trade conflicts do matter
The ongoing trade conflicts between the United States
and its major trading partners will have a negative impact,
especially for Germany. Over the past couple of months,
business confidence measures in Germany have moved
up and down as concerns over tariffs and an escalation
in the trade wars waxed and waned. Beyond confidence,
we are starting to see evidence of real effects. The latest
German factory orders showed an increase in domestic
orders and a decline in foreign orders.
Germany, Europe’s biggest economy, is a major global
supplier of capital goods. The decline in external
orders is an indication that global investment plans
are being reconsidered in the light of the tariffs the
Trump Administration are pursuing. German industrial
production dropped 1.1% month on month in July 2018,
missing consensus estimates while reflecting the auto
issues and the trade tensions.
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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 remains steady
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This 10-year illustration captures the cyclicality of investors’ appetite for risk.
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Source: Putnam. Data as of August 31, 2018.. 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.

Global economic growth trends lower
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This six-year illustration captures GDP gyrations since the financial crisis.
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Source: Putnam. Data as of September 30, 2018. 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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