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The Death of the U.S. Treasury Market


In the continuing crisis commonly known as “The Credit Crisis” but which could be more accurately called “The World Solvency Crisis,” we have had some large governmental actions undertaken on various weekends.  Some of these weekend government actions seemed momentous at the time, such as the Bear Sterns rescue, the European rescues, the TARP plan, etc.  However, when history comes to judge this period of economic history, a lot of these weekend actions will be deemed to just be “noise” or not of significance in the long run.  Other weekend occurrences which seem insignificant at the time, will be judged to be inflection points in the continuing crisis. The weekend of November 8-9, 2008 was one of the latter occurrences.
In this newsletter, I will speak of the Chinese government stimulus plan and the expansion of the A.I.G. bailout, both of which happened this weekend.


Mr. Bernanke and Mr. Paulson have forcibly stated that the mistakes that led to the Great Depression will not be repeated in this crisis. History will judge that a lot of the mistakes have been repeated and that numerous new mistakes have been made that will ultimately deepen the severity of this crisis.


In 1932, the world had somewhat adjusted to the deflation that had occurred to that date. Europe had functioning economies, albeit with high levels of unemployment and other distress. The one large pool of capital reserves that existed in the world was held by France.  When a large bank in Austria faltered, the choice existed to let it fail, or have the Austrian Government secure funding from a foreign government. Austria approached France for a large loan, and was refused on that basis that unless Austria repudiated a customs union with Germany (which France objected to on competitive advantage grounds), no funding would be forthcoming.  Austria  judged this as a matter of sovereignty, and refused.   The major Austrian bank then failed, which has been judged as the triggering event of the worldwide depression.  Germany, in financial straits itself, then extended aid to Austria, thereby triggering a cascade of banking crises in Germany.  Germany then approached France for a large loan. France again demanded the disbandment of the German-Austrian customs Union, as well as larger reparations due it under the Versailles Treaty. Germany could not accede to the French demands. Britain ultimately granted Germany an emergency loan, which resulted in Britain entering an even larger financial crisis. Britain had to abandon its gold standard, and the entire world plunged into depression.


In 2008, two large pools of capital exist.  These would be China with $1.9 trillion in foreign currency reserves, and Japan with perhaps $800 billion of reserves.  It can be argued that the sovereign wealth funds of the Persian Gulf states are also very large, but I take the view that the Persian Gulf States have there own host of troubles (the “Dubai Bubble” and very low oil prices, for instance) that are going to consume a lot of their capital.  Up to the weekend of November 8, 2008, China had the ability to play the part of France in 1932.  As in the case of France, the potential dispensation of emergency loans or investments from China would have carried a very large price in terms of demands for changes in budgetary, economic, defense, or other policies of the world’s largest monetary drunkard, the United States.

China has just announced that it intends to spend $586 billion of its currency reserves on domestic infrastructure and other economic stimulus policies. China has advised the world that it had economic growth of 9% in the third quarter. This 9% growth rate is an outright fabrication, and if I had to hazard a guess, China may have slight (2%) economic growth occurring now.  A 2% growth rate in China feels like -3% growth in the United States.  If the status quo of November 1, 2008 remained, China would slip into negative GDP growth in the coming months. Large swaths of China’s heavy industries have cut back or been shuttered.  Mountains of iron ore sit at ports, and huge inventories of finished steel, coal and other commodities have piled up in China,.  Perhaps the largest danger signal was in July when China went from everyone wanting a car to having six months inventory of unsold autos. 50% of China’s toy factories have closed this year. Two of my own private companies import goods from China, and I have been plagued by supplying factories in China going out of business overnight, taking my investment in product molding with them.


$586 billion goes a long way in China. However, just the reconstruction from this summer’s earthquakes will consume $100 billion of this figure.  If China wants to keep it domestic level of employment up, it is probably going to have to spend $1 trillion+ attempting this.  Even then it is uncertain if they can pull it off.  The balance of Chinese reserves will be kept as that –reserves.  China’s salad days of increasing foreign currency reserves is over with the decline in its export markets.  Which brings us to the U.S. treasury market.


In freeing up its foreign currency reserves, China will have to take action on its $1.3 trillion in holdings of U.S. government debt.  The liquidation of a large portion of this can happen in two ways- by rapidly selling treasury bonds and agency debt, or by letting the debt mature and not rolling it over.  The second course of action will have less of an impact on the U.S. at first, but perhaps the same ultimate impact at the end of the day.  I do not know the maturity structure of China’s U.S. debt holdings, but I would guess a significant portion is towards the short maturity end. Even if China just lets this portion come to maturity and cashes out, a huge source of buying is removed from the U.S. debt market.  The leaders in Beijing have to be furious at seeing the fruits of China’s previous export boom tied up increasingly suspect U.S. debt.  Prior to this weekend, the Chinese government could not sell its holdings without collapsing the U.S. debt market and its relations with the U.S.  The domestic infrastructure investment plan gives the Chinese government the excuse to sell or not roll over U.S. debt. This last point should not be ignored.

The U.S. government this past weekend also lit its own fire to the mass of kindling wood that can be described as the market for U.S. treasuries. When the original $85 billion A.I.G. bailout was announced in September, a major financial magazine calculated that the most saleable parts of A.I.G. would only fetch $55 billion if sold.  Since that date, asset prices have dropped.  A.I.G. represents the largest financial black hole this side of Citigroup. The original bailout increased to $123 billion, and the Fed has purchased billions more of A.I.G.’s commercial paper.  In my estimation, A.I.G.’s commercials paper is not worth the paper it’s printed on.  The U.S. taxpayer will not see much recovery of the sums advanced to A.I.G.  


Why have Bernanke and Paulson pursued a policy of ever expanding bailouts?  The answer lies in the Embezzler’s Dilemma- being that once you embezzle, you intend to pay the money back at some point.  Instead, in order to cover the embezzled funds, you have to embezzle a larger amount from elsewhere to shift to the first account. The embezzler never catches up, since he spends some of the embezzled sums on the new cars, clothes and vacations. Ultimately, the embezzled sum become so large and the embezzlement act so complex, it is discovered, and the firm that was embezzled from collapses from the black hole in its accounts.


Once Bernanke and Paulson engineered the bailout of Bear Stearns, they had to do a conservator ship on Fannie Mae and Freddie Mac (which are galactic scale black holes in of themselves)  Other bailouts followed.  The embezzler (Bernanke and Paulson) tried to go straight by not bailing out Lehman, but like a classic embezzler, the consequences of going straight were too immediately painful, and they reverted to continued embezzlements (bailouts).

The end game of the ever escalating bailouts is ever escalating U.S. treasury debt.  For the past several years, worldwide foreign currency reserves have been growing at 20%+ rates.  The only realistic place to employ these escalating reserves was in U.S. debt. A funny thing happened in July.  Foreign currency reserves ceased to grow at 20%+ and actually started a modest decline in absolute U.S. dollar levels.  At the same point in time, U.S. Treasury issuance exploded. In the third and fourth quarters of this year, the U.S. treasury will issue $1.05 trillion in new debt. The projection for the 1st quarter of 2009 is on the order of $370 billion. In reality, the actual debt issuance should be higher that this, as new bailouts are announced, such as the A.I.G. bailout, the automakers, etc.

Bernanke looks back at the history of the Great Depression, where at certain times investors PAID the U.S. Treasury a negative rate of return to take their funds.  In the era of Depression bank failures, U.S. government debt offered safety.  The market today is taking the same view, and have pushed Treasury yields to very low levels. Things are different this time.


Bernanke and Paulson’s bailouts and subsequent U.S. Treasury issuances will completely overwhelm what little appetite exists for U.S. Government debt worldwide.  The falling of aggregate foreign currency reserves worldwide signals that central banks and governments will enter a liquidation mode on Treasury holdings. The sheer fiscal and monetary insanity that characterizes U.S. policy will accelerate this course. Domestic U.S. demand for Treasuries will also dry up.  Domestic industrial company bonds rated “B” are yielding in the mid to high teens.  Emerging market debt funds are yielding in the teens. In assessing the situation, I personally believe that Brazilian government debt is a much better place to be than U.S. government debt.  I never thought that I would make that statement in my lifetime.  


As China lets its U.S. Treasury holdings come to cash, and does not buy any more, there is no other player or players worldwide that can step in to absorb the huge supply of U.S. Treasury debt hitting the market.  At some point in 2009, U.S. Treasury supply will completely overwhelm the world markets. U.S. government debt interest rates may well approach the high teens, before revulsion of all U.S. government debt occurs. The U.S. can’t tax its way out of this mess, and it will shortly not be able to borrow its way out of this mess either.
