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Confluence Investment Management offers various asset allocation products which are managed using
“top down,” or macro, analysis. \We publish asset allocation thoughts on a weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.
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One of the important unknown factors for 2019 is whether slowing global growth will have a
negative impact on the U.S. economy. Or, put another way, can the world lead the U.S. into
recession? For the most part, history suggests the answer is no—the U.S. can bring down the
world but the world can’t bring down the U.S.
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The upper two lines show the yearly change in U.S. GDP and World ex-U.S. GDP. The lower
line shows the difference. World and U.S. GDP are positively correlated at the 70% level,
suggesting they are sensitive to each other. Since the U.S. provides the reserve currency it would
make sense that a stronger U.S. economy would also support imports from abroad which would
foster foreign economic growth. However, the U.S. doesn’t export as much relative to its Size as
other nations do, so it follows that stronger U.S. growth would support higher world growth but
better growth in the rest of the world wouldn’t necessarily lead to better American growth.

A couple of examples show this pattern. In the late 1990s, world GDP growth fell sharply while
the U.S. was unaffected. The Asian Economic Crisis and the Russian debt default did not derail
the U.S. economy. In 2005, the U.S. economy began to slump due to the deflating housing
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bubble. World growth did hold up into 2008 but eventually succumbed to follow the U.S. into
recession.

At the same time, this analysis doesn’t mean policymakers should ignore the world. In theory,
the Federal Reserve’s mandate is full employment and low inflation. Since these goals can be
mutually exclusive at times, the Fed has tended to leave both specifically undefined. That has
changed; the Fed now has a semiformal* 2% core PCE goal, which means the full employment
goal is even more amorphous. When asked about the world, Fed officials are usually
circumspect but do say they will address the issue if overseas events affect the U.S. economy.
The above research suggests this comment is something of a “fudge”; the world rarely affects the
U.S. directly. But, there are times when the Fed does appear to move policy in light of world
events.

WORLD VS. U.S. GDP AND FED FUNDS
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A couple of events are notable, where the Fed appeared to have adjusted policy due to global
events. In the early 1980s, the Fed was still managing interest rates by focusing on the money
supply. However, the high level of interest rates led Mexico to default and caused cascading
debt crises throughout the region. The Volcker and Greenspan Feds reacted by cutting interest
rates from 11% to 6% and the spread between U.S. and global growth narrowed. The Greenspan
Fed eventually cut rates during the Asian Economic Crisis and the Russian debt default in the
late 1990s, although the Long-Term Capital Management debacle contributed to that move. We
also note that the Fed continued to reduce rates into 2004 even though the recession had ended,;
while weak global growth may have contributed, as we discussed two weeks ago, high equity
market volatility probably contributed as well.

If the FOMC is looking for an excuse to ease policy, it could certainly use concerns about global
growth affecting the U.S. economy as a reason. Although we doubt that the weak global

1 1t’s semiformal because Congress hasn’t given the Fed an exact mandate.
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economy will bring down American growth, concerns about it could allow the Fed to lower rates
and maintain credibility. So far, we have not seen any indication that this factor is affecting
policy, but it would not be a stretch to see the reason pop up in comments and statements from
the U.S. central bank to at least justify a sustained pause in rate hikes.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.

WWW.CONFLUENCEINVESTMENT.COM
3



