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The equity markets continued to be highly volatile this 
past week, reacting dramatically to each economic or 
political announcement. The Dow industrials fell 1.53%, 
the S&P 500 decreased 1.03% and the NASDAQ was 
down 0.79%.  Of course, that is not the relevant story.  
The interesting part is the path the indices followed to 
these ending levels.  The chart illustrates the volatility.

Economic data

The global economy is sending mixed signals to 
investors and business leaders alike.  Most are not new.  
Europe is in the economic doldrums and likely getting 
weaker, the trade war between the United States and 
China continues, the U.S. economy is showing some 
signs of slowing, and there is a marked difference 
between the consumer segment and that of the 
business community in the United States.  The 
consumer is showing confidence illustrated by both the 
Consumer Confidence Index at a 90% level and Retail 
Sales growing at a 0.7% level, which is very high 
indeed.  Consumer Prices rose 0.3% in July which 
followed a similar rise in June.  Rising prices tend to 

signal a strong economy.  As an added boost, Nonfarm 
Productivity (Labor) rose 2.3% on an annual basis.

Business executives are far less sanguine.  They remain 
primarily concerned with the trade war.  Industrial 
Production fell and Manufacturing Output is down 0.4% 
while executive confidence has been falling.

Two things that shook the market

Two things happened this past week that created 
extraordinary market volatility.  The first was a 
temporary inversion of the yield curve.1 An inversion of 
the yield curve is often a warning that a recession is 
coming.  Investors reacted to this by abandoning equites 
and buying longer Treasury bonds in anticipation of a 
recession followed by Fed easing.  More about the Fed 
later.

The second was the apparent slowing of the German 
economy.  Germany has, for a long time, been viewed 
as the industrial engine of the European Union.  What 
happens to the European economy if Germany actually 
falters?  This, of course, comes as the climax of BREXIT 
approaches.  Germany has argued long and hard for 
fiscal austerity when Italy, Spain and Greece were, and 
still remain, suffering economically.  It will be interesting 
to see if Germany feels differently about monetary policy 
if German industrial production continues to slow.

Central Banks to the rescue

We wrote last week that the U.S. Federal Reserve has 
every intention of keeping the United States out of a 
recession.  James Bullard, President of the St. Louis 
Federal Reserve and voting member of the Federal 
Open Market Committee, spoke on the importance of 
keeping Europe out of recession in a presentation this 
past week. 
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1The yield curve is a graph that has years on the horizontal axis and yields on the vertical axis. It is normally upward sloping indicating investors’ demand for more 
return in exchange for taking more risk. In other words it measures the time value of money. When the curve inverts, investors receive less interest for lending money 
for a longer period of time.

Source:  FactSet
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Also, Mario Draghi, President of the European Central 
Bank (ECB), addressed the issue this past week.  He 
assured markets that the ECB was willing and able to 
take draconian measures to revive the European 
economy.  We expect the ECB to lower interest rates to 
an even more negative position and make full use of 
Quantitative Easing (QE) in the near future.

Over these past two weeks market participants have 
been struck by an overload of announcements, which 
produced a massive amount of confusion and 
uncertainty, the two greatest enemies of investors. They 
are the greatest enemies because there is an inability to 
hedge the risk.  It is no wonder the markets were so 
volatile.  We believe the economy is not about to slide 
into a recession.  The economy and, therefore, the 
equity markets should continue to advance for our 
forecast period, which is between twelve and twenty-four 
months.  As for the signal given by the inverted yield 
curve, it only inverted for a very short time and 
recessions follow with a long lead time.

China, a normal slowdown or something more?

There is a lot of speculation about China.  Is China in a 
normal economic slowdown, has this slowdown been 
exacerbated by the tariff war or is there something 
bigger going on?  Answering this question is far more 
difficult because of the unreliable economic data that is 
released by the Chinese government.  Surely, the first 
two are correct.  But it is possible something bigger is 
happening in China?

To even begin to understand what is happening in 
China, one bit of history is in order.  We are all aware 
that China is one of the oldest, if not the oldest, country 
on earth, but few are aware of just how old.  China’s 

recorded history starts at around 2100 BC with the Xia 
Dynasty.  It continued under various emperors through 
1861, when China came under the rule of the Empress 
Dowager Cixi who ruled until her death in 1910.  Her 
rule was riddled with corruption which led to foreign 
domination.  China became a republic under the 
leadership of Sun Yat-sen in 1912.  The republic lasted 
through the Second World War, but collapsed in a 
fratricidal revolution, bringing Mao Zedong to power in 
1949.  Mao ruled until his death in 1976.  The start of 
Mao’s rule brought about great and damaging change 
for China.  Mao ruled China with an iron fist.  As far as 
discipline and economics is concerned, he tried to out-
Stalin Stalin.  He removed China from the Community of 
Nations.  China, not surprisingly, fell into a deep 
economic and social slumber.  This lasted until Deng 
Xiaoping became the ruler of China, in reality if not in 
title, in 1976.  Deng opened China to the outside world 
and encouraged limited, but expanding economic 
freedom.  China flourished, but all along suffered under 
what they referred to as “the great humiliation.”  That is 
the earlier-mentioned foreign domination.  All China’s 
leaders since then have worked for retribution.  In any 
case, China, under Deng and those who followed him, 
made great economic and social progress.  Then in 
2012, Xi Jinping came to power and appears to emulate 
Mao.  He has moved away from Deng’s economic 
reforms and brought more of China’s economy under 
government control, and the lack of incentives appears 
to be showing.  It is obvious that in a relatively short 
period, 1912-2012, China has gone through an 
enormous amount of change, much of it very 
unpleasant.  All of this affects economic growth and 
progress.  Next week we dig a little deeper and try to 
answer the question, “is China in a normal economic 
slowdown or something more serious?”
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