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The current system and the global imbalancing act is going to change.  The nature of that change is unclear.  Comparing similar pasts to the present and extrapolating future effects is one approach.  However, such mean reversion doesn’t work along an established time frame.  What can be counted on is that unsustainable phenomenon like current account imbalances, negative savings rates, seeming infinite asset price appreciation will change.  One way or another, falling savings rates and rising deficits become rising savings and falling deficits.  

Those in authority at the Fed and other central banks are conditioned to think they are all-powerful.  They are not.  Nor are they able to influence all key economic drivers.  Their power rests in their ability to transfer financial system risk into a category of sovereign risk.  Nothing more magical than that.  This transfer ability is finite and ultimately self-defeating when taxpayer wealth erodes past a threshold level. 

Sovereign bond yields exceeding same maturity corporate paper is a historical signal of sovereign power limits.  By this measure, most countries are not at the limit point yet.  Newer measures, like CDS, have information content, but have limitations:  counterparty risk, cross-hedging, and market maker behavior jointly determine CDS spreads.  But I suspect the widening in selected sovereign CDS is also the result of government guarantees on domestic financial liabilities and guarantees of other sovereign liabilities.  The risk of widening contagion is high.  Policies that attempt to distort pricing of credit-sensitive assets only transfer risk—and can ultimately amplify asset liquidation.

Take-Aways

· The crowding out effect only goes so far and sovereigns shouldn’t depend on it.  Sovereign irresponsibility makes high-grade corporate debt more attractive than government paper.
· Government policy normalization is inevitable and restores sovereign credit spread norms.  The “commitment to irresponsibility” is a farce.
· In an age of multi-scale austerity budgets one should get used to seeing inverted yield curves.

· You don’t need negative inflation to invert the yield curve.  Decelerating price expectations appear sufficient.

· A democracy can and does endure inverted yield curves for extended periods of time.  Stresses cannot be avoided.
Issue:  Yield Curve Inversion
When talking about the term structure of anything, an inverted curve is a real bitch, right? Maybe the real problem with curve inversions is that we aren’t used to them anymore.  It was the rule, not the exception for a chunk of the 18th century.  That chunk in many ways resembles our own difficult present… and maybe our future.  Perhaps shades of the “new” normal is in the past.  Mean reversion may sound pretty banal, but when the pendulum swings back it brings eye-opening experience.  
So what does an inverted curve mean?  By definition, it means that there is a lower interest rate on longer term loans than shorter term loans.  Inside our plastic-fantastic world we are conditioned to think that inversion simply implies an expectation of persistent deflation.  Looking outside conventional wisdom, an inverted yield curve is a bigger issue.  Inflation expectations are a part of the matter, but significant change to any factor that affects an economy’s capacity to profitably absorb capital drives interest rates just as much.  Among these factors are:
· Government role in allocating resources

· Capital and labor mobility

· Change in demography

· Technological innovation and its diffusion  
· Policy rates, liquidity conditions, and monetary standard
When these factors are working together behind the scenes, they create positive feedback and invariably generate bubble valuations.  Also invariably bubbles burst and negative feedback takes over.  The 19th century United States saw frequent boom and bust cycles:  1866, 1873, 1878, and 1890.  The last century had a bust that everyone knows from grandpa’s stories:  the great depression.   

Context

The turbulent time to which I refer is 1862-1879: the greenback era.  This was an interesting time.  The United States was recovering from a destructive civil war. Post civil war reconstruction and economic expansion to the West created massive capital investments in railroads.  Overinvestment and overleverage resulted in multiple panics and crashes.  Banks suspended gold redemption in 1861-2 and only resumed gold redemption by federal mandate in 1879.  
Aside from massive government budget deficits and quantitative easing, there were a number of similarities to our own time.  The monetary regime differed little from our own post-Bretton Woods system.  The greenback era was a time of decelerating inflation,  diminishing profits, wholesale prices, and massive sovereign risk. 

When reviewing the published records of the mid- to late-1800s, you get sense of the entrepreneurship of the data collectors, even at the government level.  In many cases, they reported only data that made sense for the conditions immediately at hand, not for the sake of posterity.  As a result, definitions changed and time series ran for a few years then never seen again.  Frederick Macauley (of Macauley duration fame) and David Durand deserve a great deal of credit for reconstructing much of the data that presented here.  

The United States was an industrializing economy absorbing massive international and domestic capital inflows.  But the productivity of this capital, measured by increased earnings, diminished over the entire period.
Diminishing Profitability and Increasing Societal Pressures
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Source:  Annual Report of the Comptroller of the Currency, 1879.


The Civil War was a time of high inflation that dramatically decelerated upon its conclusion.  The Warren-Pearson index of wholesale prices demonstrates that after what appears to be a rapid price deceleration spell, wholesale prices were pretty stable over the period from 1865 to 1875.  From 1875 to 1878 wholesale prices again decelerated.  Overall the secular trend was not deflation: it was a sometimes hard and fast, sometimes a slow grind of price deceleration.  
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Source:  Historical Statistics of the U.S., First Edition, Series App. 24
As for interest rates, the longest standard duration was 6 years.  

· From 1867 to 1878, there was a long secular trend of declining yields on the long end of government and corporate debt.  
· Corporate debt had lower yields than government debt (mainly the Pennsylvania, Hudson River, NY Central, and Camden & Amboy railroads) for several years following the civil war and had equivalent yields for a good chunk of the time period.  
Perverse Credit Risk, Reverse Crowding Out 
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Source:  Macauley,  "Some Theoretical Problems Suggested by the Movement of Interest Rates, Bond Yields, and Stock Price in the United States since 1856, NBER, New York, 1938.

As for yield curves.  Constructing a yield curve is not straightforward when you don’t have a treasury market to soak up every possible free dollar.  The aforementioned Frederick Macauley (of Macauley duration fame) and David Durand constructed annual yield curves using the most liquid paper available within the 1862-1879 and 1880-1929 time frames.  How Macauley did it makes sense when you understand the difficulties.  Rating agencies didn’t exist.  Treasury issuance was chaotic, going from bursts of quantitative easing to finance the civil war to sporadic auctions of an austerity budget.  All debt was illiquid, as the United States was an emerging market of the time.  So he used commercial paper yields as a reasonably liquid representation of the short end of the debt market and six year railroad bond yields as representative of the long end.  Durand from 1900 to 1929 had a simpler task.  He looked at the yields on 1 year maturity investment grade corporate bonds and the yield curve associated with them.    

History may rhyme, but every generation has its novel wrinkles.  This one was the prevalence of inverted yield curves.  

So How Common was an Inverted Yield Curve? 

From 1862 to 1878, the median interest rate on one year commercial paper was 7.56%.  Yields higher than this were associated with an inverted yield curve.  When yields were below this median, the associated yield curve was positive. 
Over the 17 years of this period, yield curves inverted 29.4% of the time. 
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Source:  Macauley,  "Some Theoretical Problems Suggested by the Movement of Interest Rates, Bond Yields, and Stock Price in the United States since 1856, NBER, New York, 1938.

The period 1880 to 1929 has its own share of ups and downs, but it was structurally different from the greenback era.  It had a stable gold standard. Reconstruction was complete.  The economy was slowly working through the epic panic and resulting bust of 1873.  Policymaker pandering was of the “never again” variety.  
For this period the inter-quartile range on one year commercial paper yields was 4.21%-5.4%.  When commercial paper yields were higher than 5.4%, the yield curve was inverted.  When yields were below 4.21% the yield curve was positive.  Within the inter-quartile range, the yield curve was inverted 76.4% of the time.  Across the entire range, the yield curve was inverted 64.7% of the time. 
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Source:  Macauley,  "Some Theoretical Problems Suggested by the Movement of Interest Rates, Bond Yields, and Stock Price in the United States since 1856, NBER, New York, 1938.

One year investment grade debt during 1900-1929 shows the same general features.  However, the yields on the IG debt continued to compress (caution here about comparisons: perhaps it more accurate data points or asset mismatching). Yield curve inversion isn’t as common using these data points (around 35% of the time).
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Source:  David Durand, Basic Yields of Corporate Bonds, 1900-1942, NBER, Technical paper no. 3, 1942
Keep in mind that the United States was an emerging market at the time.  Now it is at the epicenter.  The railroad bonds at the time were the most liquid, high-quality paper around, but I can’t extrapolate what their corresponding credit rating would be equivalent to today.   
Climax of Railroad Bubble, Black Friday Panic
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