Market Notes:
That 70’s
Show...Only
Harder

The 1970s was the
last inflationary
recession. Are we
about to repeat
history? The
similarities are
striking, but the
differences make
today’s imbalances
far more challenging.
Despite the macroeconomic and
market challenges,
digital innovations
won’t stop.
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1.

Historical analogs are comforting. It is grounding to find a period from the past that rhymes with the present
as a window to the future. We rely more on recent history as those memories are tangible and more relevant
to our current economic structure. Put today’s macro data into an analog algorithm and it will tell you we are
reliving the 1970s – steeply negative real interest rates, supply chain bottlenecks, and macro policies calibrated
to encourage inflation. The Federal Reserve’s “misery index,” the distance of inflation and unemployment from
their policy objectives, captures it even better, having risen to its highest in forty years (Figure 1).

2.

Expansions were short and recessions deep in the 1970s and the early 1980s. There were four recessions over
a short twelve-year period. The unemployment rate and inflation both averaged around 7% over that period.
There were only four recessions in the next forty years, one of which did not even see a contraction in consumer
spending (2001), and another was engineered for health and safety reasons (2020). In those long expansions
over the past four decades, Fed policy never wandered too far from home. Inflation and unemployment
averaged less than a 2% deviation away from their targets during ‘hot phases’ of the cycle. Today, inflation is
approaching the 6% seen in the 1970s.

3.

It is entirely fair to expect shorter, faster-burning cycles today. The setup to the next economic downturn,
quickly approaching, is unusual. Demand isn’t being constrained by credit conditions. It is being rationed by
rising prices. Take the housing market as an example. Applications for new home purchases have fallen
sharply, by more than 20%, since February. The decline in homebuilder equity values indicates lasting
weakness. Yet, the tipping point in housing activity occurred in February at an effective mortgage rate of only
4%, on par with the 2019 average. The problem is the level of asset prices. Median home prices are up 32%
since 2019, whereas family income has grown less than 10%. Housing affordability is at levels consistent with
8% mortgage rates in the 1990s. New homebuyers are easily squeezed out of the market.

4.

Is it that simple, just to repeat the 1970s playbook? Never. The differences to historic analogs are just as
revealing as the similarities. It is important to remember that the rolling recessions in the 1970s reflected
incomplete cycles. Excesses built in an expansion are purged in a downturn and austerity follows. Macro policy
was unwilling or unable to impose the austerity required to end the inflationary imbalances. The financial
sector coming out of the 2008 financial crisis is a good counter frame of reference. Banks have been publicly
scrutinized by stress tests to ensure adequate capitalization since 2009, a requirement by law since 2013. The
average bank capital requirement is 8.7% on the latest stress test and as high as 13.4%; the cohort averaged
5% in 2009. There are no longer banking imbalances to purge – the imposition of austerity ensures a banking
crisis won’t be a feature of the next downturn.

5.

What about today’s imbalances? The answer reveals that today’s cycle isn’t the 1970s after all. The long
duration of recent cycles and gentle recessions were made possible by a debt transfer from the private to the
public sector. From rebate checks in the 2001 downturn to bailouts in the 2008 financial crisis and
unprecedented subsidies during the pandemic, the starting point of government debt looks nothing like the
1970s. Cyclical volatility in the 1970s came after an unprecedented deleveraging with government debt,
reduced from 119% of GDP in 1946 to 31% in 1974. This multi-decade financial repression kept government
interest expenses low, with revenues and spending at roughly stable shares of GDP. It was all about nominal
growth. Today, we have wartime debt levels at more than 100% of GDP without a post-war economic
euphoria.

6.

Asset prices of the 1970s were also not uniformly high as today. The median price of a home was only 2.5x
income compared to 4.1x today. It would take 6 months of income to save for a 20% down payment compared
to 10 months now. Demographics were a tailwind, not a headwind, as rightly projected long ago. In 1970, for
every 100 people in the workforce, 140 were not. This dependency ratio was dominated by children, a tailwind
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to future growth. The dependency ratio declined 22% through 1980 as those children matured, whereas it will
be rising today and, for the foreseeable future, as the population ages. These demographic headwinds put
government debt on a vastly different course than the 1970s.
7.

The Congressional Budget Office provides great clarity to these issues in long-term budget projections. With
fiscal policy unchanged and real policy rates gradually normalizing to 1.75%, government debt is projected
to rise to 202% of GDP in the next 30 years (Figure 2). At that time, the deficit would be 13% of GDP, twothirds of which is interest expense (Figure 3). It is not a plausible outcome. It is a projection to demonstrate
the need for a policy adjustment. Will a recession cure these imbalances? It would require governments to win
over an ageing electorate on austerity today to help the younger generation tomorrow. It is unlikely, for now
at least. Such political courage is borne from an immediate crisis, not a future one of unknown timing. Steeply
negative real interest rates are needed to keep debt affordable; policy will not proactively lean against it that
need. The 1970s were a walk in the park compared to the policy choices ahead.

8.

What does this have to do with digital assets? Everything and nothing. The recent rise in the US dollar is a
deflationary impulse to the global economy and to the digital ecosystem. Yet, commodity markets remain
elevated and bitcoin hovers around $40,000. This is revealing. Bottlenecks are structural. The internal and
external debt dynamics warn of a rapid US dollar devaluation. After all, currency devaluation is an effective
default to foreign creditors holding local currency debt, though it comes at the expense of making the local
population poorer. This currency devaluation can be rapid and sudden. A true test of digital safe-haven assets
such as bitcoin would occur in that environment. It also happens to be the mechanism that is most widely
discussed.

9.

Currency devaluation is certainly not the only thing at work in such a macro scenario. The pattern growth
stocks take in fast-burning, inflationary cycles is a useful benchmark. Interestingly, growth stocks were also
the rage through the early 1970s. At the peak in 1972, the “Nifty Fifty” traded at a price-earnings ratio of 42times, more than double that of the S&P 500. Growth stocks subsequently went through an eight-year
underperformance, erasing their premium to value stocks. And it took eighteen years, through 1998, to recover
those valuations. Some, like Polaroid Corp., never made it, trading at a 95-multiple in 1972 and trading at a
lower share price in 1998. But the strongest performing – Philip Morris, Gillette, Coca-Cola – solidified their
market positions. The theme was more important than picking winners and losers.

10. It is not as depressing as it seems. Enduring the destructive part of creative innovation is the practical reality.
The challenging macro starting points reflect past misallocations of capital that need to be cleansed. Bitcoin
has a “halving” function for its monetary policy, and a macro inflation halving is the inverse concept – at a
7% inflation rate, purchasing power is halved in a decade. That is a lot of capital destruction – and yet, it
creates space for innovation. The 1970s teaches us that the growth behind the “Nifty Fifty” was durable and
withstood a harsh macro environment, even if valuations were not. So, too, will the digital ecosystem.

11. It is a generational divide. The divide is not that older people fail to embrace technology. It is deeper. Financial
assets are under the control of an older generation, who are bequeathing the government debt incurred by
their stabilization policies to the younger generation. The digital ecosystem is the opportunity for the younger
generation to respond, to innovate, to create governance that prevents a repeat of today’s generational sins.
The younger generation are being forced into austere conditions by the macro environment they have inherited
and will build a better future through the digital ecosystem. Digital innovation will be the “creative” in the
necessary macro destruction to come.
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Figure 1: Fed’s Misery Index, Welcome to the 1970s Club

Source: Deutsche Bank. The chart shows the sum of core PCE inflation minus 2% and NAIRU minus the unemployment rate. The latest
data point is estimates for Q1 by Deutsche Bank.

Figure 2: US Federal Debt Held by Public as % of GDP – Not the 1970s
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Figure 3: US Federal Deficits as % of GDP – Really Not the 1970s
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Disclaimer
This communication, including any attachments, is
intended only for the use of the addressee and may
contain information that is confidential or otherwise
protected from disclosure. Any unauthorized use,
distribution, modification, forwarding, copying or
disclosure is strictly prohibited. If you have received this
communication in error, please delete this message,
including any attachments, and notify the sender
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immediately. The information and any disclosures
provided herein do not constitute a solicitation or offer to
purchase any security or other financial product or
investment and is not intended as investment, tax, or legal
advice. Unless otherwise noted, all information is
estimated, unaudited and may be subject to revision
without notice. Past results are not indicative of future
results.
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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

Pre 2008
Signals

Current Trend Indu

Moving Average Plans

10x30

10x40

10x50

20x60

20x80 20x100 50x150 50x200 50x2

October 1987 Return

5.7%

9.7%

6.6%

6.8%

2.8%

Combined Signals
October 1987 Return

-8.4

9.6%

-24.8

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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