THE MACRO REPORT | MAY 2019

Central banks walk growth tightrope
Global economic growth in 2019 is showing signs

The Federal Reserve’s policy switch, meanwhile,

of picking up amid recovery in the eurozone and

continues front and center in the markets. Many

China, the world’s second-largest economy. The

global central banks have turned more dovish on

prospect of a deeper slowdown in China has

interest rates, and Wall Street has hung on to every

been one of the biggest concerns for the global

word Fed chair Jerome Powell uttered this year.

economy this year. The U.S. economy, while

Powell faces a tricky task as some of his comments

outperforming other developed countries, will

have fueled the idea that there is a Powell “put” —

sputter along as the fiscal stimulus fueled by tax

that the Fed under his leadership will act like an

cuts wanes and investments slow. Despite some

option contract to prevent stocks from falling too

improvement in the data flow, we expect to see

much. Over in Japan, the central bank continues

headwinds from trade, interest rates, market

to struggle with low inflation and limited monetary

volatility, and fiscal policies.

policy options.

THIS MONTH

The growth cycles

The Powell “put”

For use with institutional investors and investment professionals only.

Chasing inflation in Japan

THE MACRO REPORT | MAY 2019

The growth cycles
Global economic growth is showing some tentative signs of recovery as the eurozone
and China post GDP numbers that beat market expectations.

April macro report, we wrote that global manufacturing
is still struggling with all the consequences of the Trump
administration’s trade policies.

Putnam’s Global GDP Nowcast indicates economic growth
has picked up quite sharply over the past month (see
page 9). The eurozone’s economy grew a seasonally
adjusted 0.4% in the first quarter of 2019 from 0.2% in the
fourth quarter of 2018. China’s economy expanded 6.4% in
the first quarter from a year earlier, beating expectations.
The U.S. economy also grew at a faster pace than expected
in the first quarter. Still, we are hesitant to put too much
emphasis on the improvements in the data.

Eurozone may be turning a corner
There were a few genuinely good signs in the eurozone.
In France, domestic demand picked up regardless of
the ongoing disruptions caused by the protests. In
Germany, household consumption increased despite the
struggles of the export-oriented manufacturing sector.
While the overall potential growth rate remains low,
domestic services are doing well. The globally integrated
manufacturing sectors, however, face challenges. In the
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The region’s growth rate is typically not very volatile. It has
a large public sector and powerful automatic stabilizers in a
downturn. We expect manufacturing will pick up as political
tensions ebb. China’s recovery will also benefit Europe’s
large exporters this year. But there are headwinds. The latest
round of U.S.-China trade talks ended on May 10 without
a deal. China imposed tit-for-tat tariffs on U.S. exports. So,
there will be a limit to the upside in eurozone exports from
growth in China, while the confusion surrounding Brexit is
unlikely to dissipate over the next few months. We expect
the eurozone’s economy to expand at a slow pace.

China shows renewed signs of life
The world’s second-biggest economy grew slightly more
than expected in the first quarter of 2019. Industrial
production and retail sales also rose in the first quarter.
The People’s Bank of China (PBoC) has dialed back some
of its monetary stimulus as the economy strengthens.
It tightened liquidity via its medium-term lending
facility, pushing 3-month rates higher. The PBoC plans
to maintain the growth of money supply and not step
up counter-cyclical measures, according to an April
statement. It plans to focus on supporting small and
medium-sized enterprise (SMEs) financing, limiting
leverage, and ensuring financial stability.
Still, we are cautious about the near-term outlook. As we
have said before, the timing of the Lunar New Year makes it
difficult to interpret the data, and the manufacturing sector
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Eurozone GDP growth improves slightly
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Source: Putnam, as of April 2019. We base our proprietary European GDP Nowcast on a tailored methodology that captures quarterly data releases for
Europe’s most essential growth characteristics. The mix of factors used may change over time as new indicators become available from data sources or
if certain factors become more, or less, predictive of economic growth.

grew slower than expected in April. The markets may be
pricing in a stronger and earlier recovery in China than what
is actually underway. The PBoC’s statements also make us
cautious. A focus on structural reform signals that China
is pleased with growth. But growth will not be buoyed by
new measures. And if growth strengthens, it may be met by
some tightening. China’s ability to sustain global demand
is unclear because that depends on trade patterns and
financial flows.

U.S. economy faces headwinds
Our U.S. GDP Nowcast* has not been very volatile. It
has been hard to tease a coherent story out of recent
data given the distortions created by the government
shutdown, the winter months, and businesses trying
to deal with trade policies. The economy grew at a
3.2% annual rate in the first quarter of 2019, a far better
outcome than expected. But the headline growth
mainly reflected inventory rebuilding and net trade.
Real final sales to domestic purchasers, which is simply
GDP minus inventories and trade, rose at only a 1.4%
annualized pace. We believe the “true” pace of U.S.
growth will be between 1.4% and 3.2% and will be a bit
weaker in the second half.

The manufacturing sector still reflects global risks,
including trade policies. Corporate investment remains
lackluster. The labor market is strong, but there are hints
that it may be turning. While hiring rose in April and
unemployment fell to a 50-year low, wage gains eased. The
key issue is the economy’s ability to generate jobs without
wage pressures. There are also policy headwinds. The
fiscal stimulus from the 2017 tax cuts is waning. Last year’s
rate hikes are still working their way through the economy.
While yields on long-term Treasury bonds have declined,
rates on short-term notes are holding steady. Short-term
rates influence household spending, consumer debt, auto
purchases, and credit cards. As debt service burdens rise,
so do economic stresses. A stronger dollar, rising stock
markets and a relatively high policy rate are creating
headwinds for the economy.
W
1 e base our U.S. GDP Nowcast on a tailored methodology that captures
daily data releases for the most essential growth characteristics for the
United States, 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 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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The Powell “put”
The Fed’s dovish stance on interest rates has some on Wall Street betting that
the central bank will rescue the economy from a possible recession.

the year or at the beginning of next year.” In the United
Kingdom, there’s not a lot that monetary policy can do
while Brexit uncertainty remains high. This has impeded
the Bank of England from joining this global swing.

One of the most important stories of the past five months,
perhaps the key story, has been the Federal Open
Market Committee (FOMC) — the 12-member monetary
policymaking body of the Federal Reserve. The Fed’s
interest-rate hike in December 2018, and signals that
it would continue to tighten policy in 2019, caused a
meltdown in global financial markets. This hawkish tone
was quickly followed by a pivot to a more dovish stance,
which then rippled around the world. The European
Central Bank (ECB) extended its stimulative rate policy
to at least the end of 2019, and many central banks in
smaller, advanced countries have indicated lower rates.
The central banks of New Zealand and Australia have
put rate cuts on their agendas as economic data flow
continues to disappoint. The Bank of Canada has turned
more dovish. We expect all three central banks to lower
interest rates at their next policy meetings. Sweden’s
Riksbank in April backed off from plans to raise interest
rates and postponed an expected hike to the “end of
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Markets reel over Fed’s “transitory’’ comment
It has been hard to interpret exactly how dovish the Fed is
right now. In part, this is because there remain a range of
voices within the Fed and, because serious Fed watchers
are still struggling to understand Chairman Jerome
Powell. As a result, there is more attention on comments
from other Fed officials. Vice Chair Richard Clarida is often
seen as a voice at the Fed. And the dovish regional Fed
presidents are getting more attention because they often
seem more interesting than the regional hawks. After all,
the hawks don’t really say much other than complaining
that rates are too low. The Fed is also evaluating the tools
and targets of monetary policy. The idea of targeting
“average inflation” is under discussion.
The fed funds futures were pricing 25 basis points of
easing by December 2019. Traders have been speculating
that weaker economic data — such as inflation — or a
particularly dovish speech would translate into a rate cut.
But at the Fed meeting in May, Powell said the central
bank still sees low inflation as the result of “transitory”
factors, such as portfolio management services and lower
airfares. The word “transitory” was sufficient for markets
to reverse course on rate-cut expectations. Treasury
yields fell, the U.S. dollar strengthened, and stocks sold
off after Powell’s comment.
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Key components of core inflation
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Source: U.S. Bureau of Labor Statistics, as of April 2019.

We expect the Fed will hold interest rates steady until
something changes. The Fed lowered the interest on excess
reserves (IOER) — the interest paid on balances above the
level of reserves that depository institutions are required
to hold — by five basis points. One can argue that this
was a dovish move; it was designed to get more liquidity
into a key part of the market where there obviously wasn’t
enough. But it does not have the same force as a change
in the key policy rate target. The most likely economic
trajectory would not call for a move either way.

Risks on the downside
The Fed, like other central banks, remains rather
constrained. Growth prospects are neither so good nor
so bad that a decisive shift is warranted. We also project
inflation to hold steady. Risky assets are another constraint;
they will decline if the Fed takes a hawkish turn. But if
markets keep soaring, we will hear a lot more about risks to
financial stability.

If the markets’ downward spiral gets
bad, it will bring the Fed into play.

We believe the risks of weaker economic performance
are greater than the risks of stronger performance. As a
result, a rate cut is more likely than a rate hike. But the
more likely way to get to a policy change would involve
the asset markets. If risky assets price in a stronger global
outlook than the actual outcome, they may have to adjust
downward. If the markets’ downward spiral gets bad, it will
bring the Fed into play. Conversely, we remain convinced
that any Fed rate hike would have to be quickly reversed
because of the effects of higher real rates on risky assets
and the clear evidence of a Fed put. The Fed put refers to
the notion that the central bank will respond to market
turmoil by loosening policy and providing liquidity.

Nominations up in the air
Separately, there are two vacancies on the Fed’s sevenmember board. Trump’s preferred choices for the central
bank — Stephen Moore and Herman Cain — took their
names out of consideration after opposition from
Republicans in the Senate. It is fair to say that Republican
lawmakers finally found the moral fiber to object to these
absurd nominations. We are spared the spectacle of the
Senate that found Nobel-prize winning MIT professor Peter
Diamond unsuitable for the Fed, approving Moore or Cain.
Putnam Investments | putnam.com | 5
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Chasing inflation in Japan
The central bank is struggling with stubbornly low price gains, leaving it with little
flexibility in pursuing monetary policy options.

The persistence of below-target inflation
and concerns about the adverse
consequences of existing policy pose a
problem for the BoJ.

Japan has been on a long holiday. The annual Golden Week
was extended because Emperor Akihito abdicated in favor
of his son, Naruhito. With a new emperor comes a new era:
Reiwa, the era of “beautiful harmony,” according to the
official translation. The timing of the holiday has affected
data flow. Japanese demand for vacation packages surged
ahead of the unprecedented 10-day holiday, pushing up
the prices and core inflation. While the jump in inflation was
striking, we do not believe it has any lasting implications.
Core inflation is likely to fall quite sharply over the summer
months because mobile telephone charges are set to drop
in the near future.
The Bank of Japan (BoJ) held its April meeting just before
the long holiday began. The meeting came against
a backdrop of weaker economic data and increasing
commentary in the markets about the adverse effect on
the financial system from holding interest rates at low levels
for so long. This meeting also saw the publication of the
BoJ’s forecasts for 2021.
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The central bank said that core consumer price gains
will average no better than 1.6% until at least the fiscal
year ending in March 2022. That is well below the 2%
target and is hardly consistent with the BoJ’s pledge to
overshoot the target to rebuild confidence in its ability to
achieve that target. But the persistence of below-target
inflation and concerns about the adverse consequences
of existing policy pose a problem for the BoJ.

Policy doubts increase
In the past, BoJ Governor Haruhiko Kuroda stressed the
importance of expectations in determining inflation. His
initial policy measures were designed to shock inflation
expectations higher. But these measures clearly did not
succeed. The longer the BoJ persists with an unchanged
policy stance despite projecting below-target inflation,
the less likely it seems that expectations will move higher.
Reluctant to admit it is stuck, the BoJ did at least make
a couple of tweaks to its policy stance. It adjusted
the terms and conditions on which it lends to banks.
Collateral requirements were eased across a range of the
BoJ’s lending programs, measures designed to help the
profitability of lending by commercial banks despite the
BoJ policy of controlling the yield curve. It also created an
ETF lending facility. The facility allows the BoJ to offset,
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Japan’s inflation trends
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Source: Statistics Bureau of Japan, as of April 2019.

at least in part, the impact on market liquidity of its very
high levels of ownership of a range of ETFs. All of these
measures can be interpreted as attempts by the central
bank to minimize the adverse effects on the financial
sector of current policy.

Sowing seeds of confusion
The BoJ also introduced new guidance on its rate
policy. The central bank left its key monetary settings
unchanged in April, but changed the wording of its
“forward guidance.” It had previously pledged to hold
rates at the current level for an “extended period” that
was vaguely linked to a sales-tax hike set for October.
It now says interest rates will be on hold until at least
the spring of 2020. This new policy does not differ much
from the previous pledges to keep rates unchanged for
an “extended period of time” and until after the effects
of the scheduled October 2019 tax hike had passed. We
interpreted this to mean at least six months after October,
which brings us to the spring of 2020.

The reality is that the BoJ is out of
substantive options.
We can interpret the change in the forward guidance
several ways. The calendar guidance tool can be
extended, and it is possible this could be used to loosen
the central bank’s monetary policy stance. And it would
allow the BoJ to reduce its Japanese government bonds
(JGBs) without creating expectations for a hike in the
policy rate. These are very fine points. The reality is that
the BoJ is out of substantive options. The BoJ wanted to
keep pace with the dovish stance of other global central
banks. Many policy makers from Europe to Asia have
paused interest-rate hikes or turned dovish again. As
mentioned earlier, the Fed signaled it won’t hike interest
rates for a while, while the ECB offered fresh stimulus.
But there is not a lot the BoJ can do. It will be in a difficult
position when the next global downturn hits.
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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 continues to improve
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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 April 30, 2019. 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 bounces back
SHORT-TERM TREND
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The economy looks a little stronger, but downside risks remain

s 2.57%

Growth among G10 nations improved,
led by the United Kingdom, the eurozone,
and the United States. In the eurozone,
industrial production gained. In the United
States, consumer confidence, retail sales,
and trade were positive contributors. In
China, rising industrial output and housing
stats contributed to growth. However,
growth slowed in New Zealand, Malaysia,
and Singapore.

3

2.57%

2

1

4/18

6/18

8/18

10/18

12/19

2/19

4/19

LONG-TERM CYCLE
This six-year illustration captures GDP gyrations since the financial crisis.
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Source: Putnam. Data as of April 30, 2019. 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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