market notes:
inflation...it’s all
about the vol,
not the level
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The global economy
is on the cusp of
recession, and
inflation falls in a
downturn. The theme
around inflation is its
volatility – that
narrative is just
starting. Digital is
taking its cue from
macro. Culling
fragilities makes for
a stronger
ecosystem. Negative
real rates accelerate
the next revival.

Marcel Kasumovich,
Head of Research

1.

It’s transitory. It’s permanent. It’s up. It’s down. It is volatile. The rise in volatility is inflation's most notable
feature, like the debates around it. And this is new. Inflation’s volatility is the highest since 1974, at 2.83%
measured by the rolling 2-year standard deviation of annual inflation. A surge from recent history. Inflation
volatility averaged 0.78% in the past three decades (Figure 1).

2.

Inflation falls in recession. It’s hard not to. Recessions are contractions in activity that open spare capacity,
leave companies with excess inventory, and force cutbacks aimed to increase free cash flows for deleveraging.
We parse the data back to 1914, spanning 19 recessions, and in all but two of those – 1957 and 1973 –
inflation ended the recession lower than when it started. Details matter.

3.

1973 was the sixth year of inflation unpleasantries. Containing it was a priority. Wage and price controls were
a tool. In 1973, maximum prices were set for retail gasoline, implemented on a first-come, first-served basis.
The Economic Report of the President recognized that prices just play catch up, as they did: “if controls did
hold down prices during 1973, the possibility remains that these prices will catch up in 1974 or later”. When
inflation falls, its root cause isn’t necessarily cured.

4.

Can’t happen again? A long period of volatile inflation dominates the attention of voters and demands
responses. Central bankers may not have immediate answers, which is how non-monetary interventions begin:
inflation rebates sold to the public as stimulus, price caps on Russian oil, and profit margin targets are all fiscal
tools used in the past. These policy responses added to inflation variability in the past, and they are creeping
into the present.
Let’s benchmark the historic norm as a foundation to monitor in the future. Two simple features emerge in
documenting US recessions and inflation.

5.

First, inflation falls in a recession and rises quickly in an expansion. The median inflation rate starts recessions
at 3.3% and declines to 1% by the end of the downturn. Six months into the expansion, inflation begins to rise
swiftly, by an average of 1.6%. The recent experiences of low and volatile inflation are more the exception
than the norm.

6.

Second, the duration of the downturn matters most for inflation outcomes. The higher the inflation, the larger
the decline. And the longer the recession, the slower the inflation recovery. Historical simulation using a crosssectional regression suggests that starting at the current 9% inflation rate, a two-month recession (like 2020)
would cut the average rate of inflation by half in the year after the recession. Prices move to an average
deflation rate of 2.6% in the year after a recession if the downturn is similar in length to the Great Depression.

7.

There are tidy historical norms on the direction of inflation, but only on the change. Figure 2 illustrates the
point through the average high and low inflation rates in past cycles. Inflation drops sharply in all cases. But
the rates of inflation are vastly different. We are left to judge the average inflation outcome – the objective of
Fed policy – on qualitative criteria blended to quantitative norms.

8.

Inflation expectations are the key feature to watch. Through the recent surge in inflation and rising recession
risks, market-based inflation expectations have been surprisingly stable. In the past two years, the pass-through
from current inflation to medium-term inflation expectations is less than 10%. That is, inflation expectations
rise by less than ten basis points for each one-percentage-point increase in current inflation. Fed policy is
viewed as credible, anchored to its 2% inflation target. Whether this credibility survives another cycle is a key
question.

9.

The contours of the next recession are complicated by the decoupling of China from the global economy. It is
the inverse of 2015. China’s aggressive tightening in shadow credit led to a larger decline in world GDP in
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2015 than in the 2008 period. The US avoided a downturn. Today, China’s growth policy can cushion the
global downturn in the second half. Combined with US policy easing in response to a recession, both the depth
and duration of the recession can be limited. And that’s the problem for inflation.
10. The period of low and stable inflation saw a megatrend towards the financialization of the global economy
and deindustrialization of Western supply chains. Financial market incentives directed resources towards
intellectual property and away from fixed investment. Rapid growth in fixed investment, typically seen in long
expansions, are not evident in the current cycle. This is acute in the energy sector where fixed investment is
less than half the previous cycle’s peak as a share of GDP and rig counts for oil and gas are on par with past
recessions.
11. Inflation will fall in recession. But inflation will also be faster to recover with a short, shallow global downturn.
That’s when policy choices get tougher – unemployment and inflation will both be higher than policy would
like. It is politically very difficult to target tighter policy and deepen a recession because 2% inflation means
2%. And that’s when markets may start to contemplate a more serious inflation volatility premium further out
the curve. Policy will likely lean to the trade-offs of letting inflation run hotter.
12. The digital ecosystem is being tested by macro forces. Inflation volatility will play a central role – a departure
from recent history. This coincides with increasingly unusual outcomes. For instance, a recession is likely to
occur with negative real policy rates, reinforcing the view that negative real rates will be with us for a very
long time. Digital assets are positioned to cater to those thirsting for orthodoxy. This orthodoxy was revealed
in the latest downturn – risk rules harshly executed in the interest of long-term financial stability. Orthodoxy
brings resiliency. And it is a welcomed feature for many, especially for a younger generation feeling
overwhelmed by legacy debt from past bailouts.
Figure 1: Inflation Volatility – Genie Out of the Bottle
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Source: Fred.stlouisfed.org. One River Digital Calculations. Two-year rolling standard deviation of annual inflation.
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Figure 2: Inflation in Past Recessions
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Source: Fred.stlouisfed.org. One River Digital Calculations. Two-year rolling standard deviation of annual inflation.
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Slower Trend: Implications for Crisis Alpha –
1987 Case Study
We performed the same exercise for 1987 to study a
faster risk-asset selloff event. In October 1987 the S&P
500 declined by -20.47% on “Black Monday” and
ended the month down -21.76%. Consistent with our
analysis over multiple simulated paths, longer Trend
signals are more likely to generate negative returns in
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a fast reversal. The fast nature of the selloff during
October 1987 would have generated losses of -24.8%
for the Current Trend Industry Model signals. As we
will present later, of that -24.8% gross monthly return,
-19.8% was generated on Black Monday alone.

TREND VOLATILITY COMPRESSION

October 1987 Performance:

slower to react to market reversals. This would benefit
the management company because it reduces either
the amount

The analysis above suggests that some CTAs have
made changes that ultimately make their strategies
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