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The 1970s All Over Again?

Check out the accompanying chart collection.

Executive Summary: The current alignment of economic forces—resulting in a growing economy
with low unemployment, falling inflation, and stimulative fiscal policy balancing out restrictive monetary
policy—seems too good to be sustainable. Is stagflation what comes next? ... We doubt it. We don’t
see inflation turning back up and economic growth slowing down as the decade progresses. We
continue to place greater odds on “The Roaring 2020s” scenario (65% odds), a reboot of productivity
driven growth a la the 1920s, than we do on “The Great Inflation 2.0” scenario (35%), a replay of the
1970s/early 1980s stagflation story.

Weekly Webcast. If you missed Monday’s live webcast, you can view a replay here.

Inflation: Twin Peaks? One of our many thought-provoking accounts sent us the following
thought-provoking email message on Sunday: “Is it even possible to have an environment
where the Fed is raising rates, fiscal policy is pedal to the metal, employment is totally full,
and we get non-inflationary growth? Has it ever happened before? Isn'’t it always at best
stagflation?”

Here was my short response: “It hasn’t happened before, but it is what we have right now.”
The following is my long answer.

Since March 2022, monetary policy has been restrictive, while fiscal policy has been
stimulative. As a result, the rapid increase in interest rates since early last year hasn’t
caused a recession so far. Indeed, the unemployment rate was 3.5% in July. Yet inflation
has been moderating since last summer. The headline CPI peaked at 9.1% yl/y last year
during June (Fig. 1). The headline CPI with and without shelter were down to 3.2% and
2.0% last month. The core CPI with and without shelter peaked at 6.6% and 7.6% last year,
falling to only 4.7% and 2.5% in July (Fig. 2). Meanwhile, the Atlanta Fed’'s GDPNow
tracking model is currently estimating that real GDP is rising by 4.1% (saar during Q3).

My friend responded that this happy outcome can’t be sustainable and inquired: “What’s
next?”
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He might be right: This remarkably bright picture could still turn dark, resulting in stagflation.
The analogy often proffered is the twin peaks in the inflation rate during the Great Inflation
of the 1970s and the resulting stagflation during the decade. | first discussed this analogy in
the September 27, 2021 Morning Briefing:

“In recent months, we’ve been discussing two alternative scenarios: The Roaring 2020s
(TR-20) and The Great Inflation 2.0 (TGI-2.0). In the first scenario, the relevant paradigm is
the decade of the 1920s; in the second, it's the 1970s. In recent Zoom calls, I've been
asked by some of our accounts to assign subjective probabilities to these alternative
scenarios. | am going with 65% odds for TR-20 versus 35% for TGI-2.0. | may be spending
much of the rest of this decade tweaking these probabilities.”

For now, | am sticking with those odds.

Today, reflationists undoubtedly would give higher odds to a rerun of the 1970s—probably
well over 50%. After all, the price of oil is rising again. Labor unions are pushing for big pay
increases and getting them. Some are even aiming to bring back cost-of-living-adjustment
(COLA) clauses in their contracts. The federal deficit is ballooning as the federal
government spends on infrastructure, green projects, and incentives to onshore
manufacturing, particularly of semiconductors. The government is crowding out other
borrowers in the capital markets and competing for workers in the labor market.

The reflationists have a point: It may be only a matter of time before these cost pressures
show up as a second wave of inflation. That would force the Fed to keep raising interest
rates until something breaks in the financial system, triggering an economy-wide credit
crunch and a recession. It could all happen during the first half of the 2020s—like the 1970s
on steroids.

But even in that case, | believe that the second half of the 2020s still could follow the 1920s
script. In any event, Debbie and | remain disinflationists. We think that inflation peaked last
summer and likely will fall to the Fed’s 2.0% target by 2025.

Let’'s compare the 1970s to the 2020s so far:

(1) Overview. During the 1970s, two OPEC oil supply shocks triggered an inflationary wage-
price spiral (Fig. 3). They also caused a couple of nasty recessions. The US budget deficit
swelled as the government pursued a policy of both “guns and butter.” Defense spending
rose as the nation competed in the nuclear arms race with the Soviet Union and waged a
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war in Vietnam. At the same time, spending on social welfare programs increased in
response to widespread riots in the inner cities. The US trade deficit ballooned when Japan
emerged as a significant threat to many American industries, especially the auto industry.
There were growing concerns about “de-industrialization.” Productivity growth collapsed
during the decade.

Inflation trended higher despite a couple of severe recessions. That led to a widely held
view that inflation had become a structural problem, raising the question of whether
recessions could ever bring it down again. The oil shocks of 1973 and 1979 were
transmitted to the wages of union workers by automatic COLAs in many of their contracts.
As labor and fuel costs soared, companies raised prices. It was a classic wage—price
spiral—which economists called “cost-push inflation—caused by an exogenous inflation

shock (Fig. 4).

In addition to a wage-price spiral during the 1970s, there was a rent-wage spiral. The CPI
tenant rent inflation rate rose from 4.0% y/y at the beginning of the decade to peak at a
record 11.0% during August 1981 (Fig. 5). That put lots of upward pressure on wage
inflation (Fig. 6).

(2) Commodities. At the start of the 1970s, commodity prices soared when President
Richard Nixon allowed the dollar to depreciate significantly (Fig. 7). Oil is priced in dollars,
so OPEC cartel members, to offset the effects on their profits of the dollar’s depreciation,
succeeded in raising the price of oil by lowering their output. Both energy and food prices
soared during the early 1970s and near the end of the decade, when oil prices jumped
again, raising the cost of producing food (Fig. 8).

This time, the dollar remains relatively strong. Commodity prices remain weak. The price of
oil has rebounded in recent weeks. However, global economic activity and demand for
commodities remain lackluster as both China and Europe grapple with rapidly aging
demographic profiles, depressing consumer spending. In addition, China is struggling with
the deflationary consequences of the depression in its property market. In the US, the
housing market remains in a recession.

(3) Wages & rent. In the US, union membership has dropped significantly since the 1970s.
The available data show that 16.8% of private wage and salary employment was unionized
in 1983 (Fig. 9). This percentage dropped to a record low of 6.0% during 2022. So we don’t
expect that the headline-grabbing news about recent union settlements will be as likely to
boost overall wage inflation as it did in the 1970s.
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Also, as noted above, there was a wage-rent spiral that spiraled out of control during the
1970s. We don’t see that happening this time. Average hourly earnings for all workers
peaked last year at 5.9% y/y during March. It was down to 4.4% this July. According to
Zillow, rent inflation for new leases has dropped from last year’s peak of 16.4% during
March to 3.5% this July (Fig. 10). That augurs well for the CPl and PCED rent components
in coming months since the Zillow rate leads them by about 10 months. It also augurs well
for lower wage inflation.

(4) Labor & productivity. The Baby Boomers first entered the labor force during the 1970s,
thus boosting its growth rate (Fig. 17). They were well educated but inexperienced. They
contributed to the collapse in productivity growth mentioned above, as did rigid and costly
work rules imposed on employers by their contracts with unions (Fig. 12). Meanwhile, hourly
compensation soared during the 1970s, and so did unit labor costs (ULC) in the nonfarm
business sector (Fig. 13).

This time, ULC peaked last year at 7.0% y/y during Q2, well below the double-digit twin
peaks of the 1970s. ULC inflation tends to drive the CPI inflation rate. The former fell to
2.4% during Q2, confirming the drop in the CPI inflation rate to 3.2% y/y during July.

This time, the economy is experiencing structural shortages of labor. That could lead to
higher wage inflation, we suppose. However, we are expecting a productivity boom over the
remainder of the Roaring 2020s, which will keep a lid on price inflation while boosting real
wages and profitability.

(5) Inflation expectations. By the end of the 1970s and the start of the 1980s, expected
inflation over the next five years was in the high single digits. That's according to the same
survey that is used to compile the Consumer Sentiment Index (CSl). In early August of this
year, expected inflation was 2.9% yly (Fig. 14). Fed officials have been saying that
inflationary expectations are “well contained,” and they’ve been right about that. Since mid-
2021, when inflation started to take off, this measure of long-term inflationary expectations
has remained close to 3.0%, up slightly from around 2.5% before the pandemic during 2018
and 2019.

Yesterday, the Federal Reserve Bank of New York released its monthly survey of one-year-
ahead and three-year-ahead expected inflation rates. The former was down to 3.6% from a
peak of 6.8% last year during June (Fig. 15). That’s the lowest reading since April 2021.
The latter was up 2.9%, confirming the low number in the CSI survey.



https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VV_Qbm5ZzCfRW7Jmc7t2bfP7TV5XFwB52cfS6M3ZwR23qn9gW7lCdLW6lZ3mQW5Sn-l98HRYjpVNrm2q8s_lVtW18m92q3RB9sDW2RbN_t1qFq3zW1N6WQV5fpc7gW35zRxQ2QbKBFW2dPXDk4Rx9t4W5bRD528VHcnTVV-Lbk6bf31KW5p_WQs666SkpW8Rj47g6Y6lDsW6_FSkx2xXQJ8W3J0Ywz3lSNN5W8qJ23B2dXckXW1RnFLb8_Bx0_W3F1dQ15DzQ5KW26x-rZ3bRgGcVB88d2369BqDW52H2tC39TRN1W6BXD1017x6MSW67b_qg5rDqw6N5jcFVj6B29rW2vrZ6Y4hpwL2W4n3wK34fX-mtf64J5-x04
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VV_Qbm5ZzCfRW7Jmc7t2bfP7TV5XFwB52cfS6M3ZwR23qn9gW7lCdLW6lZ3p8W8ct1VQ3jKrpVW91j1Lj2dj8GDVqZqJh2Ymtn7N8wJNg7w2vmhW1rRyTj4t-45QW5Bnb_w74PSlLW9fj1my7NqK1BW98p9LB8dv66ZW39w-by7yDrSTW4vnC4y17WRphW7J0-Hv8yWP8zW3MvDXR2QXcJCW8ZmJ388ZYwcfW7RKlSc7K7JJrV4mlVZ2l1dVYW602Py45rXWpDV36cP02gC9nLW6V3zYN75Sz-QW8x4wTx8znVz4W5LMW6n5kSWJLW8Rk0YK5rVL2XW5cnKXT7M2mw8W2b6gzt4nwNCfW7jL87W6N07qBf5nR5Cd04
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VV_Qbm5ZzCfRW7Jmc7t2bfP7TV5XFwB52cfS6M3ZwR23qn9gW7lCdLW6lZ3nlV22dRj6K_wF4W8HM90n1_jbHlMLLmQCgml6zW3kd3B-8CWj8sN2SLqDsNJzbfW5nP7Ys68D2CLW14Zt5870-Z4RW20DJ638PPjxYW6SkNpf3tM6-wW1ykhNx2fS4S4W8RQQW01YxtCFW3jjtPM7Gf_pCW6TqvFB2rwdwgW7xghw51KRzGNW5B36rh97dWzxW51pHBP4Krmv1W8Z801J1P40pBW2f2Rc77nl7B_W6qDGx23WQ1X7W3XDTs97wgWtBW3jT-729g3kHyW6JP7d65sw1dBW5T9G9t1Prh5SW9f_0MC98krg-f3vDP8j04
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VV_Qbm5ZzCfRW7Jmc7t2bfP7TV5XFwB52cfS6M3ZwR23qn9gW7lCdLW6lZ3nSW6KPJnK210wXrW9bHhxP3Z-4hdW1wZr315wHbw-W92jL5M2WFSTrN3llGdNwbNPXN1c1LHbXdTPHW6BFcxh8-03BLW2LlNgN3QQ_rsW4m_Wfb1gPHP-W1-xTmZ2FLJBMW6K-FwS6pq32VVqhZgH5J2XNKW5kmFr66fjldwW6JSLC24XkyjVW3PTZzT1DKvJRW4tpYcl2ZpbPcW6ft7vW4vvYh3W7PvSr24kP49CW30_SFH6XJ5cnN1hrxCnSrklxW8Gg6qq78xNb-W6RCzxS5XwYwfV9J70R3yMzN_W1vlY1r7zwxZXf4Kyn2R04
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VV_Qbm5ZzCfRW7Jmc7t2bfP7TV5XFwB52cfS6M3ZwR23qn9gW7lCdLW6lZ3lSW49B5xK1QSw9cW91Nt_B4HwXH-W2kjlMR5cM40DW2Ztk9j3dxxKSW3tg9GF2hr6CzW859_5f2xMHSsW6DSYjs62SCwFMgrk7SKTRjBN5fN8HJkMMznW4c9bQs5gKmwXMr9HLFdqT8KN1x2HSVhYTx2Vrsb5J5czj7QW7C3yvx18Gt3CW651Flx4JyTvkW38Q2pC89kG8GW6vLj0c5Ns0wPW20NghG5bFJWpW2mjBpc7tFhWjW74qg1C1b_VpZW1wg5-M5cjtDLMZwFkb2zLRDW3Gf4h-5SWbKkW5gqTnx7Zm2b3f5K7L4404
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VV_Qbm5ZzCfRW7Jmc7t2bfP7TV5XFwB52cfS6M3ZwR23qn9gW7lCdLW6lZ3mWVPNVQ-22L5NKW6t_JCv60V6fzV_q8ZH3jwMF6VHX2Y97k8rYcW1ZttHZ4vm_2PW6y3TNC4cX869W76vfky28w0-CW1Jqdgw6LctQ7W6xzhSb30KFldW8QWhMC19bY-lW2KGLmZ10p42QW1V4hSC6zhR_3W6F8m886fd5ZQW1-vc6C9cx38SW6XFbbv8QW9CwW6spJns6Mcl1mVyB_5l48gNtnW5M87Pt5SQLbXW3bxgkP9c3HfvW53Xr0Q1SZgMtW8yh2Ss6xfhbmW9cSDnq3VCrR1MdnZtNK7Fd1W8xDKN37JP6gRf7hS89Y04

Calendars

US: Tues: Retail Sales 0.4%m/m/1.5%yl/y; Business Inventories 0.1%; Import & Export
Prices 0.1%m/m/-6.5%yly & 0.2%m/m/-14.1%yly; NY Empire State Manufacturing Index;
NAHB Housing Market Index; APl Weekly Crude Oil Inventories; Kashkari. Wed: Housing
Starts & Building Permits 1.44mu/1.46mu; MBA Mortgage Applications; Headline &
Manufacturing Industrial Production 0.3%& -0.1%; Crude Oil Inventories & Gasoline
Production; FOMC Meeting Minutes. (Bloomberg estimates)

Global: Tues: Germany ZEW Economic Sentiment -16.0; UK Employment Change 3m/3m
50k; UK Claimant Count Change -7.3k; UK Unemployment Rate 4.0%; Japan Industrial
Production & Capacity Utilization 2.0%m/m/-1.6%y/y; Canada CPI 2.7%yly; European
Economic Forecasts. Wed: Eurozone GDP 0.3%q/q/0.6%yY/y; Eurozone Industrial
Production -0.6%m/m/-4.2%yly; Eurozone Employment Change 0.3%q/q/1.6%y/y; Spain
Consumer Confidence 85.7; UK Headline & Core CPI -0.5%m/m/6.8%yly &
0.3%m/m/7.4%yly; UK PPI Input & Output -0.7%m/m/-51.%yly & -0.4%m/m/1.2%yly; Japan
Core Machinery Orders -5.5%; Australia Employment Change 21.5k; Australia
Unemployment & Participation Rates 3.5%/66.8%. (Bloomberg estimates)

Strategy Indicators

S&P 500/400/600 Forward Earnings (/ink): Forward earnings rose last week for LargeCap
and fell for MidCap and SmallCap. While it's been 59 weeks since any of these indexes has
hit a record high, all three are up from their lows during February and March. Through the
week ending August 11, LargeCap’s forward earnings is 4.2% above its 54-week low during
the week of February 10; MidCap’s is 2.8% above its 55-week low during the week of March
10; and SmallCap’s is 0.8% above its 72-week low during the March 17 week. The forward
earnings downtrend since mid-2022 for these three indexes has been relatively modest this
time around compared to their deep double-digit percentage declines during the Great Virus
Crisis and the Great Financial Crisis. LargeCap’s is now 1.8% below its record high at the
end of June 2022; MidCap’s is 5.9% below its record high in early June 2022; and
SmallCap’s is 12.8% below its mid-June 2022 record. Forward earnings momentum
remains near two-year lows. The yearly rate of change in LargeCap’s forward earnings was
negative for a 28th straight week, and up to -0.5% y/y from a 29-month low of -3.2% yly
during the June 23 week; that compares to a record-high 42.2% at the end of July 2021 and
is up from -19.3% in May 2020, which was the lowest since October 2009. MidCap’s rate of


https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VV_Qbm5ZzCfRW7Jmc7t2bfP7TV5XFwB52cfS6M3ZwR23qn9gW7lCdLW6lZ3lHW40BMgY399HqkW64wxXm8jFjNqW90s5wj7bf_zXW1CZqFy32SDrXW3f9p6x94Y35FW2vLmjN6m4bdbW7kqfBq7TlhWQW1dm4kN4PQrksW7Yh91F8-Kc_cW97XGQm9j26SLW54z9S69hXf0dW6qy7h24H9ZhJW7b0Yj92qGY1FW14LzCr51WkMqW8ycF0c4nnpL7W1YMSjz7Q-bqsW8bBhJN5--PN8W7hTVKQ7M22rFN7cxn9tbXXF-W1KfBlH1q7RS_W8KFgVN2S8xzKW7ZNMYz4FL83vW24Gzy_8ZbkfkW6tl8Sg3LVrFJf7vt81l04

-5.0% yly is up from a 31-month low of -5.9% in early June, which compares to a record
high of 78.8% in May 2021 and a record low of -32.7% in May 2020. SmallCap’s -11.4% yly
rate is up from a 32-month low of -12.9% in mid-June and down from a record high of
124.2% in June 2021; it compares to a record low of -41.5% in June 2020. Analysts’
consensus earnings forecasts for 2023 and 2024 had been heading steadily lower since last
June, but 2023’s estimates ticked higher during the Q1 and Q2 reporting seasons as
analysts incorporated the strong earnings beats into their forecasts. Here are the latest
consensus earnings growth rates for 2023 and 2024: LargeCap (0.6% and 11.9%), MidCap
(-11.9, 13.5), and SmallCap (-12.1, 14.3).

S&P 500/400/600 Valuation (/ink): Valuations mostly ticked lower for these three indexes
through the August 11 week. LargeCap’s forward P/E fell 0.1pt w/w to 19.0, and is

down from an 18-month high of 19.6 during the July 28 week. It's up 3.9pts from its 30-
month low of 15.1 at the end of September, which compares to an 11-year low of 11.1
during March 2020. MidCap’s forward P/E was steady w/w at 14.1, down from a 21-week
high of 14.4 the week before that and is just 0.6pt below its recent 10-month high of 14.7 in
early February. It's now up 3.0pts from its 30-month low of 11.1 at the end of September,
which compares to a record high of 22.9 in June 2020 and an 11-year low of 10.7 in March
2020. SmallCap’s forward P/E fell 0.1pt to 13.9, which compares to a 19-week low of 12.5
during the May 12 week and is now just 0.4pt below its recent 12-month high of 14.3 in
early February. It's 3.3 pts above its 14-year low of 10.6 at the end of September and
compares to a record low of 10.2 in November 2009 during the Great Financial Crisis. That
also compares to its record high of 26.7 in early June 2020 when forward earnings was
depressed. The forward P/Es for the SMidCaps have been mostly below LargeCap’s since
August 2018. MidCap’s 26% discount to LargeCap’s P/E remains near its 24-year-low 30%
discount during the June 23 week. It had been at a 21% discount during the March 17
week, which was near its best reading since November 2021. SmallCap’s 27% discount to
LargeCap’s P/E last week is not much above its 21-year low of 32% in April 2022. That
compares to a 22% discount during the March 10 week, which was near its lowest discount
since August 2021. SmallCap’s P/E had been mostly above LargeCap’s since 2003.
Looking at SmallCap’s P/E relative to MidCap’s, it was at a discount for a 113th straight
week; the current 1% discount is near its lowest since July 2021 and an improvement from
its 20-year-low 9% discount in December 2021.

S&P 500 Sectors Quarterly Earnings Outlook (/ink): Following the Q3-2020 earnings
season, when the US economy emerged from the Covid shutdown, analysts began raising
their consensus forecasts for future quarters instead of lowering them as is the historical
norm. That six-quarter streak of positive revisions throughout the quarter ended during Q1-
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2022, and the estimate declines accelerated considerably for the three quarters ending
through Q4-2022 before easing for Q1-2023. Looking ahead to Q2-2023, analysts are
forecasting that the S&P 500’s y/y earnings growth rate will mark its cyclical bottom with an
6.7% decline, down from -2.8% y/y in Q1-2023. On a pro forma basis, they expect the y/y
earnings decline to bottom at -3.8% in Q2, down from a 0.1% gain in Q1-2023. However,
S&P 500 ex-Energy earnings are forecasted to be up 2.5% y/y in Q2-2023, an improvement
from the 1.6% decline in Q1-2023 and the 7.4% drop in Q4-2022. Seven sectors are
expected to record positive y/y percentage earnings growth in Q2-2023, up from five sectors
that did so in Q1-2023 and up from only two in Q4-2022. Here are the S&P 500 sectors’
expected earnings growth rates for Q2-2023 versus their final earnings growth rates for Q1-
2023: Consumer Discretionary (52.3% in Q2-2023 versus 56.2% in Q1-2023),
Communication Services (16.0, -8.9), Industrials (14.2, 27.1), Financials (9.9, 7.7),
Consumer Staples (7.2, 0.4), S&P 500 ex-Energy (2.5, -1.6), Information Technology (1.9, -
8.3), Utilities (0.6, -21.8), Real Estate (-2.2, -6.2), S&P 500 (-3.8, 0.1), Materials (-26.5, -
22.2), Health Care (-26.7, -14.8), and Energy (-47.7, 21.0).
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