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The Really Big Picture; Not Just a Normal Recession 
 

The first chart below shows total debt as a percent of GDP going back to 1918.  As shown, the U.S. 
economy is now more leveraged than ever before, even more so than in the depths of the Great 
Depression.  The second chart shows net interest as a percent of GDP.  It reflects that interest rate 
payments on debt have declined since 1980, even though debts have increased.  That’s because 
interest rates have fallen since 1981 (see the 3rd, 4th and 5th charts).  Said differently, declining 
interest rates allowed more debt to be accumulated, which allowed the spending to be higher than it 
would have been had interest rates not declined.  Since it’s impossible for interest rates to decline 
and debt relative to GDP to increase forever, the sustainable growth rate is that which would exist if 
interest rates did not decline and debts did not rise relative to income.  For this reason, we have 
known for some time that the sustainable economic growth rate is certainly lower than we have 
experienced over the last three decades – we estimate it to be about 2% per year real.  While that 
doesn’t sound bad, to put it in perspective, the last decade to have real GDP growth that low was the 
1930’s.  The problem with low growth and high debt ratios is that the cash flows thrown off by assets 
that are required to service the debt might be inadequate, which could cause a downward spiral.   
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USA Fed Funds Rate (Using T­bill Rate pre­1971)
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The Post­1960 Period 
 
The next chart shows the debt to GDP ratios by sector since 1960.  Note that the debt ratios have 
increased materially for both the household sector and for the financial sector. 
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The Household Sector 
 
The household sector is the most important sector for the economy because it is the largest sector 
and its demand is what businesses do their activities for – i.e., a contracting household sector will 
cause a contracting business sector. 
 
The household sector is very leveraged and has used increases in its leverage to increase its 
demand faster than is sustainable.  When looking at the household sector and including principle 
payments, debt service as a percentage of incomes has increased steadily.  The chart below shows 
what we estimate this ratio was going back to 1960 along with the Fed’s index of debt service 
obligations back to 1980.  As shown, debt service obligations are at record post­1960 highs.  As 
explained, this obviously cannot rise forever and, to the extent that it has risen, growth has been 
above that which is sustainable. 
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While the last chart shows the household sector’s debt/income ratio, the next chart shows the 
household sector’s debt/equity ratio going back to 1960.  The equity piece primarily consists of the 
household sector’s equity in their homes and the equity in the stocks they own.  So, as shown, the 
household sector’s debt/equity ratios are at record highs.  The decline in that ratio from 1995 to 2000 
was due to rising prices of stocks and homes during that period, while the surge in the ratio since 
2000 was due to both rapidly increased debt and, more recently, falling equities and home prices.   
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So, we know that the household sector is very leveraged in relation to both incomes and net worth’s.  
Hence, should incomes and/or net worth’s decline, there is a significant risk of large and rapidly 
increasing credit problems.   
 
Recently the household sector’s net worth’s have fallen at a near record pace.  The next chart shows 
past changes in the household sector’s equity going back to 1960.  We show it in relation to the 
household sector’s personal consumption expenditures to convey the wealth effect.  Note that the 
most recent decline in the household sector’s equity has been comparable to the post­1960 record 
decline in 2000­2002. 
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As mentioned, over the last quarter century interest rate declines stimulated increased debt and 
economic growth, and they contributed to the appreciation of assets through the present value effect, 
thus sustaining the trends previously shown.  The table below shows all of the past cycles in the Fed 
Funds rate (denoting the cyclical low in the rate, the date of that low, the nominal change in the rate 
to the cyclical high, the amount of time that increase took, the percentage change in the rate, the 
cyclical high in the rate, when that occurred, and then the same for the declines).   Note that every 
cyclical peak and every cyclical low in rates was higher than the one before it until 1980/81 (up until 
inflation peaked), and since then every cyclical peak and every cyclical low was lower than the one 
before it until now.  Also note that the average past cyclical decline was 4.72% with the smallest 
cyclical decline being 2.3%.  The last recession cycle required a 5.5% decline.  Since we are starting 
with a Fed funds rate of 5.25%, it is not a foregone conclusion that the Fed will have enough 
stimulation left in the bottle to keep the previously described dynamic going.  In fact, it seems an 
inevitability that the Fed will run out of this source of stimulation, if not in this downturn, in the next 
one – that is, unless inflation is pushed higher, as it was in the 1960­1980 upswing.    
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Low Date Nominal Change Move % Change High Date

0.65% Jun­54 2.94% 40 452% 3.59% Oct­57
­2.71% 8 ­75%

0.88% Jun­58 3.69% 18 419% 4.57% Dec­59
­2.30% 19 ­50%

2.27% Jul­61 3.32% 62 146% 5.59% Sep­66
­2.26% 9 ­40%

3.33% Jun­67 4.75% 30 143% 8.08% Dec­69
­4.08% 26 ­50%

4.00% Feb­72 7.00% 28 175% 11.00% Jun­74
­6.25% 30 ­57%

4.75% Dec­76 11.75% 39 247% 16.50% Mar­80
­5.50% 5 ­33%

11.00% Aug­80 8.00% 9 73% 19.00% May­81
­11.00% 18 ­58%

8.00% Nov­82 3.44% 21 43% 11.44% Aug­84
­5.56% 26 ­49%

5.88% Oct­86 3.87% 31 66% 9.75% May­89
­6.75% 40 ­69%

3.00% Sep­92 3.50% 99 117% 6.50% Dec­00
­5.50% 30 ­85%

1.00% Jun­03 4.25% 50 425% 5.25% Aug­07
­2.25% 5 ­43%

3.00% Jan­08 (Current)

Avg Increases 5.14% 38.8
2.9% to 11.8% 9 to 99

Avg Decreases ­4.72% 19.64
­11.0% to ­2.3% 5 to 40

Fed Funds Rates1

Range of Increases

Range of Decreases

(1) Prior to 1975, T-Bill used as proxy for Fed Funds target rate

 
 
The next table shows the same pattern for T­bond yields. 
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Low Date Nominal Change Move % Change High Date

2.52% Sep­54 1.21% 37 48% 3.73% Oct­57
­0.61% 6 ­16%

3.12% Apr­58 1.25% 21 40% 4.37% Jan­60
­0.58% 7 ­13%

3.79% Aug­60 1.39% 73 37% 5.18% Sep­66
­0.59% 7 ­11%

4.59% Apr­67 3.32% 37 72% 7.91% May­70
­2.21% 10 ­28%

5.70% Mar­71 2.73% 54 48% 8.43% Sep­75
­1.56% 15 ­19%

6.87% Dec­76 6.25% 38 91% 13.12% Feb­80
­2.78% 4 ­21%

10.34% Jun­80 6.12% 15 59% 16.47% Sep­81
­5.93% 17 ­36%

10.53% Feb­83 3.79% 16 36% 14.32% Jun­84
­7.25% 26 ­51%

7.07% Aug­86 2.79% 13 39% 9.86% Sep­87
­4.36% 73 ­44%

5.50% Oct­93 2.56% 13 47% 8.07% Nov­94
­3.60% 46 ­45%

4.46% Sep­98 2.32% 16 52% 6.78% Jan­00
­3.66% 41 ­54%

3.12% Jun­03 2.24% 48 72% 5.36% Jun­07
­1.61% ­30%

3.75% Current (cyclical low earlier in the month: 3.35%)

Avg Increases 3.00% 32
1.2% to 6.3% 13 to 73

Avg Decreases ­3.01% 23
­7.2% to ­0.6% 4 to 73Range of Decreases

10yr Bond Yield

Range of Increases

 
 
 
For the previously stated reasons, we believe that we are approaching the end of an era – i.e. the end 
of the post­1981 period that was characterized by falling interest rates, falling inflation rates and 
strong growth.   
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If the Economy Goes Down, It Will Not Be a Typical Recession 
 
The “R” word has been used a lot to describe the possible contraction in economic activity because 
all contractions are now called recessions.  However, to use that term to describe what’s happening 
would be misleading in that it connotes an economic contraction like those that occurred in the U.S. 
many times before, as distinct from those that occurred in Japan in the 1990’s and in the U.S. in the 
1930’s, which are better characterized by the “D” word (e.g. deleveraging).   
 
Contrary to popular belief, a “D” is not simply a more severe version of an “R” – it is an entirely 
different process.  More specifically:   
 
An “R” is a contraction in real GDP, brought on by a tight central bank policy (usually to fight inflation) 
that ends when the central bank eases.  It is relatively well managed via interest rate changes.  Lower 
interest rates stimulate demand by lowering the costs of items bought on credit (e.g. cutting interest 
rates in half has nearly the same effect on the cost of buying a home as cutting the purchase price in 
half).  They also reduce debt service costs.  Further, declining interest rates raise the values of 
income earning assets through the present value effect, thus producing a wealth effect.   
 
A “D” is an economic contraction that results from a financial deleveraging that leads assets (e.g. 
stocks and real estate) to be sold, causing asset prices to decline, causing equity levels to decline, 
causing more forced selling of assets, causing a contraction in credit and a contraction in economic 
activity, which worsens cash flows and increases asset sales in a self­reinforcing cycle.  In other 
words, the financial deleveraging causes a financial crisis that causes an economic crisis.  In a “D,” 
equity levels fall relative to debt levels despite interest rates declining while credit spreads widen until 
risk free interest rates fall to 0%, and monetary policy ceases to work.  As a result, the asset sales 
and cost cuts that occur take place via deflation leading to real interest rate increases.  Rising real 
interest rates raise debt service burdens and lower income producing asset values.  This continues 
until there is a reflation, a currency devaluation and government guarantees of the efficacy of key 
financial intermediaries. 
 
This has been basically true for the U.S. in the Great Depression, Japan in the 1990’s and all other 
countries that have entered this “D” dynamic.  What follows is a brief explanation of what transpired in 
the U.S. in the Great Depression. 

 
Lessons From the Great Depression 
 
In the late 1920’s, there was a debt­financed, investment/consumption bubble (which was very similar 
to the late 1980’s bubble in Japan and the bubble that was created in the U.S. over the last several 
years) that burst as a result of tight money policies.  This tightness was reflected in the one of the 
most inverted yield curves ever, and led to a bust (i.e. the self­reinforcing depression process that we 
have described so many times before).  In other words, when wealth, economic activity and prices all 
fell together, debt burdens increased in relation to them.  To service these debts with reduced wealth 
and incomes, assets were liquidated and spending was cut, which caused more contractions in 
wealth, economic activity and prices, in a vicious cycle.  Because interest rates couldn’t be cut, the 
traditional path to debt relief and increased spending didn’t exist.  This depression process occurred 
globally from 1929 until 1931.   
 
The most fundamental problem of all depressions is too much debt relative to liquidity, so the only 
way to end them is to rectify this imbalance by either reducing the debts through massive defaults 
and/or increasing liquidity.  In the 1930­32 period, the monetary system (i.e. the tie to gold) formed a 
constraint against increasing liquidity.  The demand for gold was strong for various reasons – bank 
deposits were considered risky, fears of reflation existed, etc.  (i.e.  quite similar to the strong private 
sector demand for gold that we are now seeing from Japan).  In any case, the need to increase 
liquidity and a deteriorating balance of payments forced Britain to end the sterling’s tie to gold and 
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devalue in September 1931 and Japan to do the same in December of 1931.  The increases in 
liquidity that then occurred in Britain and Japan caused their depressions to be much milder than in 
the U.S.  However, their devaluations caused a balance of payments problem (i.e. major gold 
outflows) for the U.S., which caused the Fed to tighten monetary policy in the depths of the 
depression (i.e., to defend the dollar’s link to gold) in 1931­32.  So, in 1931­32, the U.S. economy 
contracted, unemployment rose to over 25%, prices of everything plunged, bank failures soared – 
and the Fed tightened!   
 
Up until this point, both the Fed and the administration believed the problems in the economy were 
matters of the free market – (i.e. that their responsibility was to keep the monetary system the same) 
– and to alter liquidity would be akin to taking a side in the battle between those with liquidity and 
those seeking it.  So the currency link was maintained and interest rates were raised to defend it, 
resulting in significant pain (like the pain of trying to maintain the Bretton Woods monetary system in 
1968­71, or the pain of trying to maintain the ERM in 1991­92, or the pain of emerging countries 
trying to maintain pegged exchange rates in 1997­98 or the pain of Argentina trying to maintain its 
currency board in 2001­02).  In March 1933, the pain became intolerable and the system was 
abandoned:  a “bank holiday” was announced, the U.S. refused to exchange gold for dollars, and 
everything changed.  When the banks reopened, people could get their money because the 
government was free to print whatever was demanded.  But people were not allowed to own gold; in 
fact, gold ownership was made illegal.  As the supply of dollar liquidity increased, the value of the 
dollar plunged against most currencies and against gold.  In the charts that I will show you, you will 
see how the directions of everything (e.g. economic activity, deflation, stock prices, commodity prices, 
unemployment, etc.) changed on a dime in March 1933.  The subsequent expansion went from 
March 1933 until mid­1937 (when another “re”depression, that led to the term “recession”, occurred). 
 
The first batch of charts shows various measures of economic activity and prices.  They all convey 
the ‘V’ bottom that occurred at the moment when the Fed substantially increased liquidity (which 
necessitated the dollar’s devaluations against gold and other currencies). 
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Before showing you the dollar’s devaluation and the increase in liquidity that was behind this reversal, 
we want to point out a few other things.  The next two charts show the British and Japanese 
devaluations (against both gold and the USD).   
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As mentioned before, largely as a result of the dollar becoming overvalued and the credit crisis in the 
U.S., capital started to run out of the U.S. and the dollar, forcing the U.S. to choose between 
tightening and devaluing.  The next couple of charts shows the Fed’s tightenings and associated 
interest rate changes that occurred in 1928­29 and in 1931­33 (until the devaluation). 
 

0%

1%

2%

3%

4%

5%

6%

Jan­25

Jan­26

Jan­27

Jan­28

Jan­29

Jan­30

Jan­31

Jan­32

Jan­33

Jan­34

Jan­35

Jan­36

Jan­37

Jan­38

Jan­39

Jan­40

Jan­41

USA Discount Rate (NY) 

Sept. 1931

 
 

 

0%

1%

2%

3%

4%

5%

6%

7%

Jan­25

Jan­26

Jan­27

Jan­28

Jan­29

Jan­30

Jan­31

Jan­32

Jan­33

Jan­34

Jan­35

Jan­36

Jan­37

Jan­38

Jan­39

Jan­40

Jan­41

USA 3­Month Commercial Paper Rate Index

Sept. 1931

 



 
Bridgewater® Daily Observations 01/30/08 

 
 
As shown in the first batch of charts, 1932 was a disaster.  The next chart shows how this was 
reflected in bank failures.  
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The next batch of charts focuses in on 1932­34 – i.e., to squint at this period, we zoomed in on it 
(showing monthly numbers).  The first chart shows the dollar, gold, and the government short rate.  
Note in the first chart how the government short rate shot up going into the devaluation (because of 
the currency defense), as money was being withdrawn from banks and from the U.S., and then how 
a) the bank “holiday”, b) gold exports being disallowed and c) the devaluation occurred together.  
When the banks opened their doors, everyone could get their money because it was provided freely.  
In other words, liquidity was increased to help alleviate the debt crisis.  Interest rates continued to fall 
while stocks, the economy, commodity prices, and inflation all rose from 1933 to 1937, which was the 
same as during other post­liquidity squeeze periods (e.g. post ERM break­up and post 1980).   
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The next chart is the same as the previous one, except that it inserts a stock price index (S&P 500 
estimate) instead of the interest rate.  
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The next chart is the same except that it shows the budget balance and drops stock prices.  As 
shown, the fiscal stimulation didn’t occur until after the liquidity increase and economic recovery were 
well under way. 
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There were, of course, many, many more events that occurred during the depression, ranging from 
the default of the Austrian bank Credit Anstalt (in May 1931) through many secretive moves by 
central bankers to hide their actions in foreign exchange markets, to confiscatory moves by 
governments to trap and devalue money.  All of these are fascinating and valuable to understand, but 
they’re beyond the scope of these comments.  The important thing to know is that the Great 
Depression ended as a result of a major devaluation, a huge increase in liquidity and government 
guarantees of key financial intermediaries so that the credit creation process could begin all over 
again.   
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