
In the last half century, six out of eight 
recessions have been preceded by a flat 
or inverted yield curve. 2  

On the one hand, do low interest rates 
and a flat yield curve mean inflation is 
no longer a concern and that it can co-
exist with faster growth? Or on the 
other hand, does it mean that the 
American economy is headed back into 
recession?  Where’s a good, one-armed 
economist when you need one. 

In a satellite appearance in Beijing on 
June 6th, Mr. Greenspan considered the 
idea that falling long-term rates could 
signal slowing economic growth, but he 
didn’t appear to agree with that obser-
vation.  He also dismissed other theo-
ries - such as foreign banks need to buy 
Treasuries or the incorporation of 
China into the world’s trading system, 
thus reducing inflation expectations - 
as to why yields have fallen. 

The historian Sidney Homer has noted, 
“almost every generation is eventually 
shocked by the behaviour of interest 
rates.”3 

In spite of Mr. Greenspan’s musings, 
globalisation has been given the most 

credence in explaining the conundrum.  
It is readily apparent that greater mo-
bility of capital and of labour and that 
the prominence of low-cost India and 
China has exerted downward pressure 
on inflation. In addition, many of 
Asia’s currencies are tied to the US 
dollar, with some, such as the Chinese 
renminbi, more formally tied than oth-
ers.  To support this new trade order, 
Asian central banks are content to buy 
American Treasury Bonds for their 
reserves.  This keeps US long-term in-
terest rates low so Americans can con-
tinue to buy Asian goods. 

In the meantime, America has built up 
huge imbalances: its current account 
(or trade) deficit is 6% of GDP (and is 
forecast to hit 7% of GDP) and its 
budget deficit is over  4% of GDP.  
Were these numbers to occur in any 
other country, their currency would 
depreciate significantly. The US dollar 
has weakened against some currencies 
but it remains buoyant as the world’s 
reserve currency. 

America is also experiencing a bubble 
in property prices that could put pale 
to the dotcom bubble. On several occa-

“There is little doubt that . . . more of the 
world's productive capacity is being tapped 
to satisfy global demands for goods and ser-
vices. . . But none of this is new and hence 
it is difficult to attribute the long-term inter-
est rate declines . . .  to increasing global-
isation. For the moment, the broadly unan-
ticipated behaviour of world bond markets 
remains a conundrum.” 

Alan Greenspan 1 

 

B ond traders, the “boys in red 
suspenders” who run the bond 
markets, are generally acknowl-

edged to be the smartest people on the 
street.  So what on earth are they trying 
to tell us? 

Even Alan Greenspan, the US’s central 
banker, seems puzzled by the refusal of 
American bond yields to rise in sympathy 
with the Federal Reserve’s increase in 
short term interest rates.  On May 31st, 
long term government bond yields dipped 
below 4% - again. 

American interest rates are at 40 year 
lows and the yield curve (the gap be-
tween yields on short term bonds and 
long term bonds) is flattening. 

In a normal yield environment, 
such as Canada’s, short term rates 
are lower than long term rates, and 
there is an upward sloping yield 
curve. In America, there is scant 
difference between short-term and 
long-term rates. The yield curve is 
already flat in Britain and Austra-
lia and is inverted (usually a har-
binger of recession) in New Zea-
land. 

Note: The graph shows the time periods where 

recession (shaded area) and inverted yield curve 

coincide. (Bank of Montreal, 2005).  
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 sions Greenspan himself spoke about the 
unsustainably high housing prices in 
parts of the country.  Yet Americans con-
tinue to borrow – often with adjustable 
rate mortgages – to buy properties at a 
premium, only to withdraw their house-
equity to spend.4 

Analysis by the Bank for International  
Settlements has shown that whenever a 
country’s private-sector net savings (the 
combined savings of households and 
firms minus their investments) has 
moved into deficit in the past, it was al-
most always followed by a deep economic 
downturn.  While America’s corporate 
sector is now a net saver, households are 
borrowing more.  The private-sector defi-
cit was last this large just prior to the 
recession of 2001.5 

Some pundits note these imbalances in 
America’s economy with trepidation. 

Meanwhile, much of Asia is booming.  To 
nourish the expansion, Asia has been 
importing commodities – priced in US 
dollars – as fast as they can be trans-
ported.  This has caused a world wide 
commodities boom.  However, those 
Asian countries that have pegged their 
currencies to the dollar have found com-
modity prices have increased signifi-
cantly because of increased demand and 
of the US dollar weakening. 

Were the Japanese and Chinese ever to 
tire of buying American treasuries – be-
cause their own economies slowed or their 
central bankers decide to diversify their 
bond reserves - there could be a run on 
the dollar. US interest rates would have 
to increase dramatically to defend the 
currency.  The repercussions for the prop-
erty market and for the economy would 
be dire. Such a nuclear winter scenario 
must trouble Greenspan and the rest of 
the world’s central bankers.  But Green-
span is due to retire in early 2006; it will 
fall to his successor to deal with Amer-
ica’s imbalances. 

The safest way to wring these excesses  

 

out of the system is to have a recession. A 
recession would dampen consumption, 
douse the hot housing sector and force 
Americans to save again.  The symptoms 
described here are unlikely to be unique 
to America – the impact will be global. 
Given the degree of closeness of the 
North American economies, an U.S. re-
cession would spill over onto the Cana-
dian economy.  In this situation, we 
could expect to see a bear stock market.  
Canada’s public budgetary soundness in a 
difficult business/export environment 
would create a whole new set of interest 
rate and exchange rate uncertainties.   

During a recession, interest rates would 
have to stay low, perhaps even decline.  
Thus holders of long term bonds could 
profit handsomely from a decline in inter-
est rates. 

The boys in red suspenders seem to be 
trying to tell us we should prepare for a 
recession.  Only time will resolve the  
conundrum. 

 

Conundrum ( cont’d) 
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The information contained herein has been pre-
pared from sources believed reliable but is not 
guaranteed by us as to its timeliness or accuracy.  
The views expressed in this commentary reflect 
those of TFP Investment Counsel Corp (TFP 
IC) as of the date of this commentary.  These 
views are subject to change at any time and TFP 
IC disclaims any responsibility to update such 
views.  These views may not be relied upon for 
investment decisions and should not be consid-
ered a recommendation by TFP IC to purchase 
or sell any security.  This data is intended solely 
for our clients, is for informational purposes 
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uted without our prior written consent. 

HOUSE PRICE MOVEMENTS 

Per cent change year/year 
12 

10 

8 

6 

4 

2 

0 

 

Average house prices 
(smoothed) 

95 96 97 98 99 00 01 02

12 

10 

8 

6 

4 

2 

0 

Primary residence 
rental 

Homeowner’s rental 
equivalent 

Source: Bureau of Labor Statistics, National Association of Realtors 


