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Motivation of the paper:

During recessions, market participants try to avoid engaging in long-term contracts like long-term bonds. Hence, these bonds exhibit high risk premia: current prices are low and hence expected yields are high. In that sense, bond yields increase in the presence of an economic slowdown; consequently, they react countercyclical. In contrast, short-term rates show a procylical behavior in that they decline during recessions. As Ang, Piazessi, and Wei (2004) pointed out, this procyclical pattern might be driven by the central bank that lowers short-term rates to stimulate economic growth. Yet one could also refer to the fact that market participants favor short-term engagements during insecure economic times. This shift in demand towards short-term securities reduces short-term interest rates. Accordingly, recessions are characterized by an upward-sloping yield curve and hence by a positive spread, which is defined as the difference between long and short-term interest rates. Due to the fact that economic activities follow a cyclical behavior, a high spread indicates a future recovery of the economy.  Based on this consideration, a couple of empirical studies related spread to future economic growth. Yet these studies covered relatively short periods; hence, considerable regime shifts were usually not included. Our paper, contrarily, focuses on major regime changes from 1870 to 2003 that occurred in Germany. We try to evaluate the impact of these regime shifts on the predictability of future economic growth rates. Furthermore, the predictability of future growth is linked to the credibility of the respective monetary regime. This is motivated by the paper due to Bordo and Haubrich (2004) that analyzed the predictability of future growth over the period 1875 to 1997 for the U.S. economy. Tackling the data problems inherent when working on German economic history, we try to conduct a similar study for Germany. Obviously, changes of monetary regimes over time in Germany make our study promising, as one can uncover whether the degree of credibility of monetary policies could affect the predictability of future growth. Bordo and Haubrich (2004) argued that regimes with lower reliability and, hence, high persistence of inflation exhibited better predictability compared to other regimes. In addition, Peel and Ioannidis (2003) emphasized that the coefficient becomes smaller and hence the impact of the yield curve becomes less intense if policy makers focus more on preventing inflation. They referred to an output forecasting regression with the yield curve as explanatory variable. Accordingly, there seems to be a linkage between credibility of monetary regimes and the predictive of spreads regarding future economic growth. 

Main findings: 

The period of the Classical Gold Standard exhibited the weakest possibility to build up precise expectations regarding future economic growth. An exception is the role of the several inversions of the yield curve, which indicated almost always a considerable cooling of economic activities. The interwar period showed the highest model fit with a R-squared of about 0.62. By observing former spreads and the past development of economic growth, sophisticated predictions were possible. When we interpret our finding in the sense of Bordo and Haubrich (2004), one can state that the interwar period was highly insecure regarding the credibility of the monetary policy. During the Bretton Woods period and afterwards, the predictability declined remarkably. Yet if one combines both periods and forms a post-World-War II period, a sufficient level of predictability can be confirmed. Nevertheless, the R-squared just reaches 0.28 by far less than during the interwar period. 

Looking closer on the single sub-periods, our rolling regressions detect - by following the argumentation of Bordo and Haubrich (2004) - that building up market participants’ credibility in the Classical Gold Standard period took more time than commonly expected. Only from the 1890s onward, we can observe a reduction of the impact of spreads on future economic growth and hence an increase in the credibility of the regime. That means that the turbulent 1870s in Germany with the introduction of the Gold Standard, the new uniform currency and the changing inflationary and deflationary tendencies cast a longer shadow to the investors’ faith in the stability of the new system than commonly expected. 

A second striking change in investors’ credibility of the respective system can be observed during the second half of the Bretton Woods era. Our proxy for monetary system credibility impressively shows the decreasing tendency around 1960. Thus, at a point of time when the system was officially not yet put into question the market already seemed to anticipate the problems and, thus, the collapse of the system.  

Going along with estimates for the U.S. the Classical Gold Standard period in Germany reveals no linkage between spreads and monetary policy. This might be an additional explanation for the limited predictability during the pre-1914 period. The recalculated GDP-time series by Burhop and Wolff (2005) shows an even lower predictive power than the classical Hoffmann (1965) series, which fits better into the picture of credibility. 
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