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Central banks keep economy afloat 

THIS MONTH

For use with institutional investors and investment professionals only. 

Reading the Fed’s “dot plot” Game of currencies ECB sets the stage for stimulus

Global growth is cooling as the trade war continues 

to erode business investment, manufacturing 

activity, and investor confidence. In July, the Federal 

Reserve cut interest rates for the first time since 

2008; the preemptive move came in response to 

weaker global expansion and muted inflation. In the 

midst of the trade battle between China and the 

United States, there has been market speculation 

that the U.S. government could intervene to weaken 

the dollar. The dollar has risen against a broad, 

trade-weighted basket of other currencies over the 

past year. 

So, when China allowed the yuan to weaken past 

a key level, it didn’t take long for the United States 

to designate China a currency manipulator, turning 

the duel between the two economic superpowers 

into a currency war. The fallout from the trade war 

and weakness in China has spread to the eurozone, 

including Germany, the region’s largest economy. 

The European Central Bank (ECB) signaled that it will 

consider injecting more stimulus into the wobbling 

eurozone economy by cutting interest rates or 

restarting a bond-buying program. 
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The U.S. Federal Reserve delivered on its widely expected 
quarter-percentage-point interest-rate cut at the July 
meeting. It was the first reduction since 2008 and came in 
response to slowing global economic growth and muted 
inflation. The central bank also ended its balance sheet 
reduction two months ahead of schedule.

Eight of 10 Federal Open Market Committee (FOMC) officials 
voted to lower rates. Two FOMC members dissented 
in favor of holding rates steady. At a press conference 
following the rate-setting meeting, Powell struggled to 
give a consistent message, reflecting some of the tensions 
within the FOMC, the different viewpoints on Wall Street, 
and President Trump’s opinion about where rates should 
be headed.

No recession in the cards
On one hand, the economy is not doing badly at all; 
unemployment remains low, job creation is strong, and 
it’s hard to panic about the pace of GDP growth. Although 
inflation remains low, there’s no sign of deflation risk 
returning. Recession does not seem to be around the 

corner. Financial markets don’t appear to be under  
stress. Therefore, it was not surprising that there were 
people on the FOMC prepared to argue there was no need 
to change policy. 

On the other hand, the state of the economy today reflects 
past policy decisions. We have never really understood why 
the current state of the economy gets so much attention 
from Fed watchers. What matters is the likely evolution 
of the economy, the forecast, and the risks. Today’s 
policy influences the trajectory of the economy, not its 
current health. With global growth set to ease further and 
with continuing trade policy uncertainty, the risks seem 
asymmetric to us. 

Mixed messages from Powell 
There was little doubt that the Fed would cut rates 
at the July meeting. The uncertainty was over the 
messaging around the move and the likely direction of 
policy for the rest of the year. In this area, Powell was 
slightly more hawkish than many expected. He strongly 
discouraged the idea that a new easing cycle had 
begun. While this was coupled with the usual language 
about being ready to change, the decline in equity 
markets and the rise in the dollar were clear indications 
the message was taken as a bit hawkish.

This gets us back to the fragility of the current 
conjuncture. It’s not so much that the economy 
looks to be in a particularly difficult place; growth 
is fine, and the downside risks — while certainly 
present — are far from life-threatening. A 25-basis-
point move up or down at the front end of the 
Treasury yield curve is not going to have a large 
impact on the economy.

Reading the Fed’s “dot plot”

Fed Chairman Jerome Powell described the July interest-rate cut as a mid-cycle adjustment  
to policy, or a so-called “insurance” cut. 

https://www.putnam.com/?ref=TL004_IN.pdf


THE MACRO REPORT | AUGUST 2019

 Putnam Investments | putnam.com | 3

U.S. GDP growth decelerates slightly
% annualized, quarter-on-quarter
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U.S. Nowcast

Source: Putnam, as of July 2019.  We 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. 

The bigger issue is whether current asset market valuations 
are consistent with the likely trajectory of the global 
outlook or whether they rest on optimistic assumptions 
about economic policy. Put another way, is Fed policy 
likely to be enough to end the inversion of the yield curve? 
Are corporate securities priced to reflect the most likely 
trajectory of the global economy, or do current prices 
assume a much lower path of policy rates and a more 
benign trade policy outcome than are likely? Is this cut “one 
and done,” or will more be required?

Powell described the rate cut as a mid-cycle adjustment in 
policy, a so-called “insurance” cut. Note that this labeling 
is done with the benefit of hindsight; the first interest-rate 
reduction almost never looks like a recession cut. Whether 
this cut will be the start of a full easing cycle or ends up 
being an insurance cut will depend on how the global 
economy evolves.

Goldilocks scenario gets harder
The Fed is trying to keep the current version of Goldilocks 
going, but it’s getting harder and harder. A Goldilocks 
scenario typically refers to a combination of low inflation, 
steady interest rates, rising corporate profits, and strong 
economic growth. 

The Fed has indicated that it is worried about weaker 
global growth, trade tensions, financial market volatility, 
and domestic business spending. While markets were 
trying to make sense of the Fed’s rate move, the Trump 
Administration — apparently frustrated by the lack of 
concessions from China in the trade talks — threatened 
to impose 10% tariffs on $300 billion of Chinese imports. 
President Trump  backtracked in mid-August and delayed 
tariffs on electronics and other consumer products made 
in China to December. He also excluded other imports 
from the tariff list entirely. The duties were set to go into 
effect in September. 

Still, we are nervous that the current configuration of rates, 
the economy, and risky asset prices is not sustainable. 

Whether this reduction will be the start 
of a full easing cycle or ends up being  
an insurance cut will depend on how 
the global economy evolves.

https://www.putnam.com/?ref=TL004_IN.pdf
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The European Central Bank (ECB) sent its strongest 
signal yet at the July meeting that monetary support for 
the euro-area economy will be stepped up. President 
Mario Draghi and fellow policy makers said they expect 
borrowing costs to stay at present levels “or lower” 
through at least the first half of 2020, opening room for a 
September reduction in the deposit rate from a record 
low. The ECB also signaled it may restart the bond-
buying program. The central bank is clearly concerned 
about the drift in economic data. 

The global downturn — a reflection of the trade war 
and China’s slowing economy — is affecting Germany 
and the European supply chains that feed into 
Germany. In Germany, the eurozone’s largest economy, 
manufacturing indicators look remarkably weak, and 
the labor market is beginning to feel the effects of the 
slump in manufacturing. In France, consumer spending 
has stagnated, raising the risk that domestic demand 
will start to weaken in the eurozone. Across the region, 
the gap between services and manufacturing is large, 

and there is the risk a further escalation in the trade war 
could be enough to tip the eurozone over. A hard Brexit 
could be the straw that breaks the camel’s back. Still, we 
don’t forecast a recession. Instead, we expect steady, 
sluggish growth. 

Eyeing inflation and the Fed
Draghi, the outgoing ECB president, has said the outlook 
for eurozone growth was worsening and inflation remained 
well below the bank’s target. The previous objective for 
inflation was “below, but close to, 2%.” In July, the central 
bank talked about a symmetrical target in which inflation 
above or below the 2% target would be given equal weight. 
The ECB also indicated that the pass-through from a 
relatively tight labor market to inflation is operating more 
slowly and with a longer lag than they had expected. 

In addition, the ECB is probably concerned about the Fed 
easing and the risk that the relative monetary stances of 
the two banks will shift. The Fed’s rate move is expected 
to boost global demand and spill over to benefit the 
eurozone. The ECB is worried that a more dovish Fed 
will weaken the dollar and strengthen the euro. And the 
ECB’s dovish tilt came hot on the heels of the Fed’s. The 
big difference between the two banks is that the Fed has 
quite a bit of room to cut rates, and its balance sheet has 
fallen from its peak. 

ECB sets the stage for stimulus 

The central bank has set the stage for more monetary stimulus in a bid to improve  
the eurozone’s cooling economy.

The ECB is worried that a more  
dovish Fed will weaken the dollar  
and strengthen the euro.

https://www.putnam.com/?ref=TL004_IN.pdf
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Limited policy options
What can the ECB do? The policy rates are already 
negative. Many analysts have expressed concern 
that, in a bank-dominated financial system, there is a 
negative interest rate at which the adverse effects on 
banks outweigh the benefits to the broader economy 
of lower rates. This is the “reversal rate.” The ECB 
stopped expanding its balance sheet only a few months 
ago, and further expansion would quickly run into the 
constraints imposed by the capital key and by the bank’s 
unwillingness to own more than 50% of a country’s debt. 
And negative policy rates in the eurozone, a large capital 
exporter, are keeping global rates low. 

The various constraints are not binding on the ECB 
because they are self-imposed and not bound by law. 
There are several options available. The central bank 
could cut interest rates and introduce some kind of 
deposit-rate tiering to reduce the cost to banks with large 
deposits at the ECB, thereby pushing the reversal rate 
down. The ECB could also suspend the capital key, and 
it could recuse itself from voting on bond restructuring 
to free up some space for more quantitative easing. All 
these measures would help. There is a clear benefit when 

a central bank signals that it is prepared to take new 
measures. But there seems little doubt that diminishing 
marginal returns are setting in for the ECB.

Using fiscal policy to boost the economy 
Draghi said at the July press conference that the ECB 
cannot solve all of the eurozone’s problems. Growth is 
slow in the region, and some of the factors contributing to 
the slowdown are hard to address. But the labor markets 
can be reformed, particularly in Italy. Draghi also said 
there are countries in the region that have the scope to 
provide fiscal stimulus. He meant Germany. 

In Europe, fiscal issues are particularly sensitive, and 
Brussels has tried to interpret its rules with some 
flexibility. Fiscal policy is a tool for macroeconomic 
management, especially when monetary policy loses 
effectiveness. It is interesting to see that it is now being 
talked about more openly in many countries. 

Eurozone growth continues to slip
%, quarter-on-quarter
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European Nowcast

Source: Putnam, as of July 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.
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There have been intriguing hints recently of a potential 
change in the U.S. exchange-rate policy. President Trump 
has made no secret of his frustration that the dollar has 
appreciated against other currencies. He has indicated that 
other countries are manipulating their currencies to the 
detriment of the United States and that other central banks 
are weakening their currencies. Investors and financial 
markets are wondering if some kind of intervention might 
be on the table or about to be put on the table. After all, 
over the past couple of years, we have seen today’s tweet 
become tomorrow’s policy.

In early August, the U.S. Treasury labeled China a 
currency manipulator after the Chinese central bank let 
the yuan depreciate, escalating ongoing trade tensions. 
The back and forth between the world’s two largest 
economies have sent global financial markets reeling.
However, it’s really hard to imagine the United States 
intervening in the currency markets. The likely impact 
of a policy doesn’t seem to be part of the White House’s 
approach for implementing it. Larry Kudlow, director 

of the National Economic Council, has tried to temper 
market chatter that the U.S. government could intervene 
to weaken the dollar (by selling dollars and buying other 
currencies). In doing so, Kudlow, all but confirmed that 
there was a high-level meeting to discuss currency policy. 

From formal pegs to managed floats
Many other countries take exchange-rate policy seriously. 
There are nations with formal pegs (Hong Kong), with 
managed floats (China), and with one-sided limits (the 
Swiss franc ceiling against the euro). There are also 
countries where the links between inflation and the 
exchange rate are so close that the central bank, even 
when formally committed to an inflation target, ends up 
being most concerned about the exchange rate. There is 
at least one central bank (Singapore) that explicitly uses 
the exchange rate as its monetary policy instrument. 
There aren’t that many countries whose currencies float 
as freely as the dollar.

It is also the case that intervention designed to weaken a 
currency is limited only by the inflationary consequences 
of the action. The current inflation outlook does not 
suggest that this is a serious constraint. The academic 
literature explores the very limited circumstances under 
which intervention succeeds in raising a currency’s 
value. But no one really doubts that a country can sell its 
currency to weaken its value. 

Game of currencies 

The dollar has strengthened against other currencies, raising speculation that the 
administration could actively intervene in the financial markets. 

There aren’t that many countries whose 
currencies float as freely as the dollar.

https://www.putnam.com/?ref=TL004_IN.pdf
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The Group of Seven (G7) countries have a clear agreement 
not to engage in unilateral intervention to weaken a 
currency — a kind of self-denying ordinance — to prevent 
tit-for-tat action. The G7 includes Canada, France, 
Germany, Italy, Japan, the United Kingdom, and the United 
States. But we know what Trump thinks of international 
agreements. Moreover, there is not much difference 
between monetary policy that just happens to weaken the 
exchange rate and policy that is designed to weaken the 
exchange rate.

Changing policy milieu
Two senators — one Democrat and the other 
Republican — plan to introduce a bill that would 
require the Fed to add “balancing the nation’s current 
account” to the existing Fed mandate. This would 
impose a “market access charge” on all foreign 

purchases of stocks, bonds, and real assets. We hope 
this bill will not move forward. We know that every 
once in a while, a politician starts talking about the 
gold standard or some other misplaced fantasy. What 
is interesting, however, is that discussion around this 
bill has emphasized the exchange rate. 

One of the bill’s sponsors blamed foreign investors for 
driving up the value of the dollar, helping Wall Street 
prosper while claiming that this prevented stronger 
economic growth. This argument is riddled with bad 
economics. Still, what matters is that these ideas are edging 
their way into the mainstream.

The point is that the policy environment is clearly changing 
as politicians and their constituents remain unhappy 
about sluggish economic performance. The policy milieu 
is currently different than what it was under previous 
administrations; the list includes central banks that won’t 
give up quantitative easing, the imposition of tariffs after 
decades of ever-freer trade, and shifting ideas about public 
debt and exchange-rate intervention. Many of these “new” 
policy ideas are not at all new, and most of them are bad, 
but that means very little. Bad ideas can win. 

The G7 has a clear agreement not 
to engage in unilateral intervention 
to weaken a currency.
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1-month (fast) risk appetite
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6-month (slow) risk appetite

Source: Putnam. Data as of July 31, 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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7/192018201720162015201420132012201120102009

Sept–Nov ’11 
Eruption and subsequent clearing of 
concerns over EU sovereign debt crisis, 
U.S. debt ceiling, and fear of China hard 
landing drive major risk sell-off and rally.

March ’16–Jan ’18
Risk assets rally amid improving 

commodity prices, perceived stability 
in China’s macro data, and 

expectations for gradualist Fed policy.

RISK SEEKING

RISK AVERSE

LONG-TERM CYCLE

This 10-year illustration captures the cyclicality of investors’ appetite for risk.

SHORT-TERM TREND

July was a positive risk-appetite month

Risk ON OFF  
•U.S. assets and the dollar led the global rally. 
•U.S. equities advanced, and international equities performed poorly.
•Fixed-income assets denominated in dollars outperformed.
•Precious metals gained, buoyed by gold, and non-energy 
commodities weakened.

PUTNAM GLOBAL RISK APPETITE INDEX | AUGUST 2019

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 slightly 
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Jan ’14–Oct ’16
Global growth settles into a more 
subdued pattern of modestly 
disappointing results.

Nov ’16–Dec ’17
More synchronous performance 
across global markets emerges to 
lift the trajectory of global growth.
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Source: Putnam. Data as of July 31, 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.

SHORT-TERM TREND

The erosion in growth is due to a slowdown in manufacturing  
and trade risks

s 2.19%

In the United States, growth held relatively 
steady amid faltering manufacturing, as 
well as disappointing regional surveys 
and housing market indicators. In the 
eurozone, there was a modest drop in the 
growth forecast. But the United Kingdom 
slowed significantly as manufacturing 
PMIs, retail sales, and business sentiment 
declined. Economic indicators weakened 
in China, Russia, and Latin America.

LONG-TERM CYCLE

This six-year illustration captures GDP gyrations since the financial crisis.

PUTNAM GLOBAL GDP NOWCAST | AUGUST 2019

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 economy continues to weaken 
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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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