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“The sense of security
more frequently springs
from habit than from
conviction, and for this
reason it often subsists
after such a change in the
conditions as might have
been expected to suggest
alarm. The lapse of time
during which a given event
has not happened is, in
this logic of habit,
constantly alleged as a
reason why the event
should never happen, even
when the lapse of time is
precisely the added
condition which makes the
event imminent.”

George Eliot, Silas Marner

Financial markets owe much to
illusion. Absolute values don’t exist.
Prices are relative and changing. We
create our own references. Gold-to-
paper currency conversion served
that purpose. Yet, the US snookered
the world into broad acceptance of
the dollar standard after severing its
relationship to a tangible object.
Until 1971, a foreign bank handed
$35 to the US government and
received an ounce of gold in return.
After that, banks handed 35 dollar
bills to the US government and
received 35 dollar bills in exchange.
That was hardly sporting, but it was
honest in one respect. Secretary of
the Treasury John Connally was
refreshingly blunt: “[T]he dollar is our
currency but your problem.” That is
as true today as then.

Every generation suffers its
particular fantasies. So it was a
century ago. Investors had grown so
immune to the consequences of war
that bond markets from London to

Vienna didn’t flinch after the
assassination that provoked World
War [. Three weeks later, in that
summer of 1914, the fear premium
amounted to a total of one basis
point. Then, in quick order,
European markets ceased to function.
A notable feature of this paralysis is
that nothing of substance had
changed — war had not been
declared by any of the parties, but by
now, minds were hyperventilating.

[llusions today are such that
financial imbalances and debt
creation have grown to impossible
proportions. Impossible, if the anchor
of a gold standard still existed. In
1970, among the US, Japan, and
European countries, only two (Italy
and Sweden) posted government
deficits greater than 0.3% of GDP. By
1994, the governments of
France (-5.6%), Japan (—4.8%),

Italy (-9.7%), the UK (-7.8%),
Canada (-7.3%), Belgium (-7.5%),
and Sweden (-12.3%) could thank
their lucky stars the gold tether no
longer existed. They could make
fatuous promises and deliver
something for nothing. The world's
bond market expanded from US$800
billion in 1970 to over US$62 trillion
in 2006. In 1970, most corporate
bonds were still backed by a power
plant, a large construction project, or
oil production. Today, corporate
raiders often issue bonds (that is, new
debt) to pay themselves a dividend or
buy back stock to boost the value of
their stock options. Financial
derivatives were spawned by the rout
of the gold standard. Currency
hedging and interest-rate hedging
moved from the blackboard to the
trading pits. Thirty-five years later,
the financial derivative markets top
US$350 trillion — when the world’s
GDP is US$43 trillion.

[t is surely an illusion that
derivative markets are connected to
economic activity — the derivative
markets are neatly ten times the
volume of the world’s annual
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production. The most unwieldy
imbalance of all grows in the US.
Not the US$800 billion trade deficit
or the US$500 billion federal budget
deficit, but the amount of debt
created compared to the amount of
goods produced. Between 1920 and
1980, every dollar of growth was
supported by about $1.40 of new
debt. The ratio is $7.00 of borrowing
to a dollar of growth today. This is
economically unproductive but
financially remunerative.

Derivative models are constructed
in the mind — elaborate but
treacherous probability estimates.
The convergence of debt on
production is a mathematical fact. As
the wise man said: “It is an economic
axiom as old as the hills that goods
and services can only be paid for in
goods and services.” This is no less
true today, though we have done a
good job of evading the consequences
and concealing the axiomaric
convergence: either the non-
productive debt defaults or the paper
inflates to meet our production. The
closer we approach this unattractive
prospect, the less we seem to care.
Europe produced a parallel 35-year
illusion that, with the passage of
time, was erased from investors’
mental probability models, yet was
recognised “in a flash”.

The historian Niall Ferguson (The
Cash Nexus, War of the World) has
written a paper on the risk imbedded
in sovereign bond spreads between
1848 and 1914: “Political Risk and
the International Bond Market
between the 1848 Revolution and
the Outbreak of the First World
War”. Published in the Economic
History Review earlier this year
(available on www.blackwell-synergy.
com), his exhaustive study of weekly
great-power bond prices (United
Kingdom, France, Germany, Austria-
Hungary, and Russia) comes to a
surprising conclusion — the closer
Europe edge& tOWardS war, the 1655
the financial markets cared. Ferguson
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sees two distinct periods: from 1848
through 1880, the markets were
anxious. Sovereign bonds were sold
at the slightest scent of war. After
1880, the response to international
tensions grew less and less
pronounced.

The post-World War II period of
fearful consciousness ended in 1971.
Armageddon was the intolerable
consequence should the US sever its
obligation to sovereign states. That
obligation was established ar Bretton
Woods towards the end of World War
II. The salient feature of the Bretton
Woods system was the United States’
promise to pay out one ounce of gold
for every 35 US dollars presented by a
foreign government. As the budget
deficit, interest rates, and inflation
spun out of control, Federal Reserve
chairman William McChesney
Martin offered the public fair
warning. The Columbia University
commencement speaker on June 1,
1965 instructed the graduates of
unnerving similarities to 1929:
private domestic debt was soaring,
the supply of money and credit
increased as gold was depleted,
international indebtedness had risen,
“and the payments position of the
main reserve money center ... the
United States ... was shaky in the
extreme”. The stock market fell 10
points that day and 60 points over
the next three weeks to its lowest
level in nearly a year. This was
known as the “Martin market”.
Seeming to reserve his worst for
college campuses, the Fed chairman’s
speech at Yale University in 1968
foretold of the doom. In Robert P.
Bremner’s biography of Martin, the
author recounts: “Martin described
the economy as ‘living on the edge of
an abyss’ if taxes and spending were
not addressed. He then observed that
if nothing were done, ‘the first
trouble would be some basic
questions about convertibility of the
dollar.... [T]he government will be
forced to consider imposing direct
control on wages, prices and credit.

Martin’s fears were too horrible to
believe. Bond prices continued their
multi-decade swoon, but didn’t
anticipate catastrophe. Yet, all of
Martin’s warnings came to fruition.

m

The United States went off gold and
would only redeem paper dollars for
paper dollars. The currency spent a
decade in the doghouse but
rehabilitared itself in the world’s view
to a respectable enough status. We
have since weathered any number of
financial catastrophes, made possible
through the free-floating dollar and
unlimited ability to pump credit into
the financial system, We have done
this so many times — and to no
lasting ill effect — that, even the
most pessimistic must ask, “Why
should this happy circumstance end
now?”

Ferguson found that “mid-
nineteenth century investors tended
to infer future changes in fiscal and
monetary policy from political
events, which were regularly reported
in private correspondence, the
newspapers, and later through
telegraph agencies. Among the most
influential bases for their inferences
were four assumptions: (1) that a
political move to the left would tend
to loosen fiscal and monetary policy;
(2) that a new and radical
government would be more likely to
pursue an aggressive foreign policy;
(3) that any war would disrupt trade
and hence lower tax revenues for all
governments; and (4) that direct
involvement in war would increase a
state’s expenditure as well as reducing
its tax revenues, leading to
substantial new borrowings.”

Mast important, as a parallel to
our times, “All these assumptions
owed much to the experience of the
period between 1793 and 1815.”
Investors weigh the recent past most
heavily in their estimations. The
French Revolution and Napoleonic
Wars produced, or spawned (in future
wars and revolutions), the product of
these fears. In this rough estimation,
investors between 1848 and 1880
sold sovereign bonds in proportion to
how badly bondholders had fared.
Ferguson concludes: “Indeed, the
experience of the 1790s — when
revolution, war, default, and inflation
had sent the yields on French
securities soaring from 6% to 60% —
echoed, like the Marseillaise, for
nearly a century. Each time Paris
sneezed, to paraphrase Prince

Metternich, the European markets
caught cold, most obviously in 1830,
1848, and 1871."

Ferguson goes on to describe the
“biggest crisis in the European bond
market in the nineteenth century”,
This “occurred during the two
months after the outbreak of the
1848 revolution in Paris. Austrian
and French bonds were both severely
hit, with yields on the London
market rising by as much as 662 basis
points in the former case, and 505 in
the latter.”

(For purposes of orientation, a
note on 19th-century bond yields:
The British consol is the standard by
which to judge other sovereign issues.
The 3% consol was introduced in
1751 at a par value of £100. It
remained the benchmark bond until
1914. Three-percent consols were
perpetual issues with covenants that
authorised the government to redeem
if the price reached par. During the
Napoleonic Wars, it traded as low as
£50-1/2 to yield 5.98%. Waterloo was
distant enough by 1880 that the
consol finally traded at £100 and fell
below the 3% mark. The perpetuals
traded at 2.25% (above £113) by the
mid-1890s. The British government
didn't redeem the issues, but the
possibility prevented yields from
dropping further. Eyeing Ferguson’s
data (painstakingly retrieved from
every issue of the Economist between
1848 and 1914), the non-British
bonds were generally issued with a
5% coupon until 1880; from 1881
some French rentes (which were also
perpetual) and Russian issues paid 3%
and 4% (respectively). More
importantly, except during crises,
yields rarely rose above 5% during
the entire 1848-1914 period. The
exception was Austria; the imperial
credit traded at around 6% or 7%
during good times and soared into
double-digits during crises. By the
1890s, the four other sovereign
issuers traded at yields of 3% or
below. The trend for the following 20
years was of higher yields, rising by
0.5% to 1.0%.)

Particularly notable, given the
later somnolence, was that after King
Louis Philippe gave a “disappointing
speech to the Chamber of Deputies”
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