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Oil tracks U.S.–Iran tensions
Crude prices are holding steady — after briefly soaring to a more than 3-month high in the aftermath
of the assassination of a top Iranian general — amid ample supply and dissipating war fears.

Calculating the impact on growth
Still, there could be a significant supply shock if the United
States and Iran enter a full-scale war that disrupts output
and shipping in the Strait of Hormuz. Most analysts think
it is unlikely Iran will provoke a war that it will certainly
lose, and the United States’ appetite for another Mideast
adventure is limited. Short of a full-scale war, two scenarios
may affect oil supplies: Iran could use its military or proxy
groups to strike oil infrastructure, and there could be
disruptions in Iraq’s oil production.

President Trump’s decision to authorize the killing of
Iranian General Qassem Soleimani has undoubtedly raised
geopolitical risks. But, more importantly, there are two
reasons why this matters for the economic outlook: oil
prices and Trump’s decision-making processes. And even
as political stresses wax and wane, oil has reached our
estimate of fair value.
When political risk rises in the Middle East, oil prices rally.
As news broke of Soleimani’s death, Brent crude rose from
$66.50 to an intra-day peak of $69.70, and as high as $71
a day later. A $10 jump matters for the global outlook, but
only if higher prices last longer than a few days. Recent
events — including the September drone attack on Saudi
Arabia’s oil facilities — suggest prices usually slip back.
The upward momentum rarely turns into sustained supply
disruptions. Oil producers outside the Middle East, and
OECD nations can, and do, release oil from their stockpiles
if global exports are threatened.
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Iraq is in the middle of the conflict between the United
States and Iran. Its Shia population is drawn to Iran, and
the United States has worked to keep Iraq out of the Iranian
orbit. The mood in Iraq is grim, and it’s easy to see a return
of instability, which would threaten crude output from its
southern oil fields. Under these scenarios, the key question
for the global outlook is how the events will affect oil prices
and for how long. We think further spikes are highly likely as
we expect periodic deterioration in Iran–U.S. relations.
But short of an all-out war, we struggle to see any
significant damage in oil export capacity that will have
a lasting impact on prices. There is tail risk that a major
military conflict between the United States and Iran
could push prices higher over the long term and hurt the
economic outlook. This is not our central scenario. Also
unlikely is the opposite outcome — that U.S. military action
destabilizes Iran and creates a new government that
would allow the United States to lift sanctions, leading to a
dramatic rise in Iranian oil exports.
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Oil’s fair value drifts lower
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Fair value edges lower
The steady upward drift in oil prices in November and
December brought them to our fair value estimates
before the spike driven by renewed tensions between
the United States and Iran. Fair value has drifted down
over the course of this year. The underlying story
remains one of OPEC+ needing to restrain output
to keep prices where the bloc wants it. The outlook
suggests there will be some difficult talks within OPEC
about another extension in the coming months.
In terms of the ongoing hostilities between the United
States and Iran, it’s hard to know, from day to day, how
the mood in Washington and Tehran will develop. It
seems clear that neither the United States nor Iran wants
a full-scale military conflict. The United States, or at least
the current administration, wants to reduce its footprint
in the region, and Iran is so weak it would lose the war. If
rational actors prevail, there seems very little chance of
the kind of military conflict that would disrupt production
and exports of oil from the Gulf.

The risk comes from the chance that rational actors will
not prevail. The United States has stumbled into military
conflicts in the region recently. As for Iran, it is not clear
how much control Tehran exerts over its regional proxies,
most of which were creatures of the slain Soleimani.
As U.S. sanctions tighten the noose on Iran’s economy,
the government may become desperate. Moreover, it’s
clear the two countries’ medium-term objectives are
fundamentally incompatible.

It seems clear that neither the U.S. nor
Iran wants a full-scale military conflict.
Iran wants a nuclear weapon, and its clerics want to stay
in power. The United States wants a nuclear-free Gulf and
a different government in Tehran. Tension is inevitable,
and it may not always be possible to manage it.
There’s every reason to expect bursts of oil market
volatility even if military conflict is avoided. But short of
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significant disruptions to Gulf oil exports, which we think
is very unlikely, this will be happening against a backdrop
of oil prices that are trending a bit lower over the course
of 2020.

“Wag the dog” theories and Trump
The second risk to global growth revolves around
decision-making and goal-setting in the Trump
administration. Trump’s approach to policy issues is
idiosyncratic. The decision to assassinate Soleimani is
entirely consistent with what we have learned about his
approach in the first three years of his Presidency. This
is relevant for the future of the trade war and for Trump’s
chances for re-election.
For the trade war, the question is what to make of the
phase-one deal signed by China and the United States on
January 15. Is the key message that a deal can be struck,
and so a more comprehensive phase-two deal can be
expected later in the year? Or is the message that Trump
and his advisers have simply misjudged their negotiating
partner and have gained little at considerable cost?
The hasty manner in which the deal was announced,
the contradictory leaks, the fuzzy math of Chinese
agricultural purchases, and the vague promises about
markets opening all suggest the deal is underwhelming.

Trade uncertainty remains high, in spite
of the phase-one deal.
Trade uncertainty remains high, in spite of the phaseone deal. We expect a few months of calm before China
trade issues return to the front burner of the election
campaign. It’s too potent an electoral issue for Trump’s
base for him to ignore it. For the re-election campaign,
the issue is not really the “wag the dog” theories that
seem to be beloved by some Democrats. Rather, the
buildup to and the execution of the attack in Baghdad
and the justification of it afterward illustrate the strategy
behind Trump’s reelection campaign. He will make no
effort to appeal to undecided voters; his strategy is
designed to bolster his base.
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The killing of Soleimani doesn’t affect Trump’s reelection chances, in our view. We won’t have a clear
view on this until we know who his opponent will be
and can assess how successful the second plank of
Trump’s reelection strategy — to suppress Democrat
turnout by denigrating his opponent — will be. But this
confirms his electoral strategy. This matters for the
economy because it’s a risky strategy for a President
with consistently low approval ratings. It also raises
the likelihood of a major change in economic policy
after the election.
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Growing pains
The global growth outlook is little changed as U.S. economic risks skew to the downside and
Europe grapples with waning voter support for center-left socialist parties.

The global Nowcast is drifting sideways. If one were
disposed to optimism, one could say that perhaps we are
moving from a phase of stabilization in growth to a phase
of slightly faster growth. But we think the global economy
is still bouncing around the current growth pace. Globally
integrated manufacturing is not doing very well, but more
domestically oriented services are doing better.

U.S. economy remains vulnerable
In the United States, overall growth has not changed much.
Activity in the services sector rose slightly in December, but
manufacturing activity shrank for a fifth month. Auto sales
are flat, and corporate investment remains weak. The labor
market report was a little disappointing, with December’s
payroll and wage growth missing expectations. Nonfarm
payrolls increased by 145,000 while the unemployment
rate held steady at 3.5%. Average hourly earnings rose by
just 2.9%.

The weakness in wages is a bit puzzling. The contribution of
trade — one of the largest sectors of the labor market — to
overall wage growth declined in November and December
2019. And another big sector — education and health —
showed a similar, if much less pronounced, development.
This may be an oddity that reverses in the near future,
or it may be a sign that we are approaching a turn in the
labor market. Wage growth hasn’t been fast enough to
put pressure on corporate profit margins. This signals a
low-investment, low-productivity growth recovery. The
data confirms steady, slow growth over the short term and
highlights vulnerabilities in the economy. To put it another
way, the risks are to the downside.

Eurozone politics remain center stage
The eurozone’s Nowcast is improving, but the growth rate
is what it was over the summer. The region’s economies
are growing at about a 1% annualized pace. Manufacturing
activity remains weak, but the services sector is doing
better. Slow growth continues to exert pressure on the
region’s politics.
Spain has a government after two national elections in
2019 that revealed a deeply divided electorate. A coalition
government — the first in the country’s recent democratic
history — will involve Prime Minister Pedro Sánchez’s
Socialist Party (PSOE) and the far-left Unidas Podemos
and Catalan separatist party, Esquerra Republicana de
Catalunya (Catalan Republican Left). It is not clear how
long this coalition will survive.
Sanchez’s policy program includes repealing the 2012
labor market reform and raising taxes on companies and
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Eurozone’s GDP looks a bit better
(%, quarter-on-quarter)
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Source: Putnam, as of December 31, 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.

higher-income Spaniards. He also plans a higher minimum
wage and changes to pension reforms. The administration
doesn’t have a majority in parliament and will have to
cut ad hoc deals with various regional parties to pass
legislation. So, it’s possible that not all the proposals will
become law. But the economic agenda amounts to a
considerable change in direction. We will monitor how the
economy performs under this set of reforms.
This type of coalition, of the center-left and the hard
left, has been in place in Portugal for a while and comes
against the backdrop of conventional center-left socialist
parties doing very badly in most of Europe. The United
Kingdom was the latest to join this trend, with the
remarkably weak performance of the Labour Party in the
December election. In Germany, regional governments
have this type of center-left and hard-left coalition.
The appetite for new approaches is also on display in
Austria, where the Greens have joined a coalition with the
conservative People’s Party. Although macro policy will
not change much, the new government will implement a
reasonably ambitious green agenda.
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Elections and Brexit
The U.K.’s electoral system produced a clear, pro-leave
Brexit result. Britain will officially leave the EU at the
end of January and begin an 11-month transition.
During this time, the government hopes to negotiate a
comprehensive deal on the terms of its future relationship
with its European neighbors. In our view, this isn’t going
to happen; the only deal that could be inked by the
end of 2020 is a very limited one. So, Boris Johnson’s
government will jump up and down and scream and
shout and extend the transition period.
It is important to note these talks will ultimately determine
the extent of economic damage Brexit does to the United
Kingdom. A close relationship would minimize the damage;
indeed, it could make it barely detectable. A distant one
would cause substantial short-term disruption and be a
drag on growth for many years. The business community
has now begun lobbying in earnest for a close relationship.
But the economic policy record of the Conservatives
is poor, especially on macro issues, and it’s hard to be
confident that good sense will prevail.
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Fine-tuning China’s economy
The economy is slowly decelerating, and the government continues to adopt various stimulus
measures to buoy growth and manage pressures in the financials sector.

economy onto a significantly stronger path. It is trying
to manage growth given the pressures from structural
reforms in the financials sector and the need to address the
large, residual state-owned enterprises in heavy industries.
Policymakers are also trying to curtail the headwinds from
trade tensions with the United States.

Our view is that China’s policy will not seek to push
growth onto a stronger path. The backdrop is slowing
growth, driven by a whole host of structural factors and
by policymakers’ concerns that fast growth could bring
problems in the financials sector. But the government
has not abandoned its desire to manage growth along
this decelerating trajectory. President Xi Jinping and his
government’s approach to policy is highly activist. While
China looks to be doing a bit better in the near term, its
growth will not bail out the rest of the world.

The number of measures taken
is almost entirely irrelevant.
The number of measures taken is almost entirely
irrelevant. China is not taking step after step as some kind
of experiment to find the one measure that will push the

Easing monetary policy
Around the turn of the year, the People’s Bank of China
(PBoC) announced two measures for the world’s secondlargest economy. The central bank has asked banks to
price outstanding loans with the new rates. Commercial
banks will be required to replace old benchmark
lending rates with the loan prime rate (LPR) in pricing
their floating-rate loans issued before January 1, 2020.
The move will effectively scrap the old benchmark
lending rates. There are a lot of bells and whistles on the
policy, and banks have some time to revise their loan
documentation. But the net effect will be to lower the cost
of credit to the private sector. There have been estimates
that this revision would lower rates by as much as 40 basis
points over 2020. Since most people expect some policy
rate cuts this year, we will end up with two effects from
this move: lower rates and tighter spreads. But the overall
move in interest rates will be quite modest and amounts
to about half of the rate cut over the 2015–16 period.
Similarly, the PBoC trimmed the portion of deposits
(cash) that commercial banks are required to set aside
as reserves. The required reserve ratio for lenders was
lowered by 50 basis points starting on January 6, a
move that essentially releases about $115 billion into the
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China GDP growth holds steady
(%, quarter-on-quarter)
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Source: Putnam, as of December 31, 2019. We base our China GDP Nowcast on a tailored methodology that captures daily data releases for the most
essential growth characteristics for the China — 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.

financial system. While this is clearly an easing action, it
is modest. The PBoC released an estimate that it would
release credit worth around 0.75% of GDP. China cut the
bank reserve ratio three times in 2019.
These measures together are consistent with the story we
have been trying to tell for a long time. Repeated policy
actions are likely until the authorities are comfortable
with the growth performance of the economy. But they
are not trying to lift China onto a significantly higher
growth path — 6% or so will be the growth rate this year.

Emerging markets tracking sideways
China remains an important trading and financial partner
for many developing economies. In these markets as a
whole, various PMIs and leading economic indicators
show that not a whole lot has changed. The overall pattern
of the data suggests a slow pace of growth. While PMIs
in emerging markets look a bit better than in advanced
countries, the difference shows that consumption goods
production globally is doing better than the production of
capital goods. That in turn indicates the weak performance
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of corporate capital expenditures and the relative strength
of household consumption spending.
There is more production of consumer goods in emerging
markets and more production of capital goods in advanced
countries. The slight outperformance of emerging markets
reflects a production system that is better geared to areas
of the global economy where demand growth is a bit
stronger.
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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 picks up in December
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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 growth moves sideways
SHORT-TERM TREND
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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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