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The Bond Market calls Greenspan’s Bluff

Right on time, bond traders decided to call Mr. Greenspan’s bluff. Today, Mr. Greenspan appeared in front of Congress for the semi-annual Humphrey Hawkins testimony in which our elected officials have the opportunity to inquire into the health of our economy and by extension into their chances of getting re-eleted. The night before, bond traders remembered that Mr. Greenspan had promised to do everything to avoid deflation. This promise included not to raise interest rates for the foreseeable future. Better yet, should his efforts to resurrect the economy fail to have the desired effect, he promised unconventional measures such as buying longer dated maturities (10 years and up) in the open market. Two weeks ago I tried to show that his efforts were at least successful enough to flood the system with liquidity. However, the catch is that lack of liquidity was never the reason for the sub-par performance of the U.S. economy. Anyway, bond traders are a greedy bunch and felt compelled to remind Mr. Greenspan of his promise. They called his bluff by selling bonds which resulted in further interest rate increases across all maturities. So the game of chicken starts. On one hand, Greenspan is trying to encourage investors to buy long term treasury bonds at yields that are not even worth talking about. On the other hand he will want to convince the congressional members that all this serves only to strengthen the economy (and therefore their re-election chances) by increasing inflation and thus avoiding deflation. 

Bond traders, hwoever, are supposed to believe that deflation is a real threat and that the Federal Reserve has issued a protective put option for everybody, willing to risk their hard earned dollars by purchasing treasury paper with due dates not even on the horizon, and for yields that would make you want to cry. 

The rest of us is supposed to believe that things are really getting better, that the economy is going to increase and that prices and inflation will rise.
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Bond traders heard about this promise to the rest of the world, felt betrayed (especially the inflation part got them going) and started selling bonds in earnest today. They did not want to be the suckers that financed Mr. Greenspan’s double dealing, rotten game of chicken. 

So tomorrow, Mr. Greenspan will have to promise both parties one more time that they will be on the winning team, when everybody knows, that either the bond traders or the economy will be the losers in this game. I highly suspect that in the long run, both parties are going to be the losers. Poor Mr. Greenspan, he should have quit his job while he was ahead. 

He misdiagnosed the economy and attributed its sickly state to a lack of liquidity. The real reason, however, for the lack of growth has always been the malinvestment of to much money into capacity which in the end was never needed. The result was low capacity utilization, anemic profits, overleveraged corporations with too many employees, producing too many products for other corporations with too many employees and to much capacity. 

The result of Mr. Greenspan’s erroneous diagnosis was the flood of liquidity that I mentioned in my last newsletter. This Tsunami of money has been washing into the stock markets because the real economy (I mean the old “old economy” and  the old “new economy”) can not absorb all that cash. This bull market will be over, once returns on investing in the real economy surpass returns in stocks. Meanwhile, cash is returning from the “safe haven” of the bond market to stocks and commodities. People want to believe (and bond traders are afraid) that things are getting better and the stock market is correctly anticipating a major economic recovery. Again, I also believe that the economy will improve over the next couple of quarters. However I do not believe that this assumption warrants throwing money at stocks with sky high PE Ratios or at stocks that don’t even have a prayer of turning a profit during our lifetime. So, better times are ahead for the economy, but the stock market is due for some high volatility, which in this case means a downward correction throughout this summer. 
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Nevertheless, it behooves us to seek proof for our assumptions. The two pictures above show two of the three parts that stock investors are looking at. The third part is interest rates which we already discussed. The other two parts are corporate profitability (left chart from the Bureau of Economic Analysis) and the state of the economy as expressed by the demand for copper and the concomitand rise and fall of copper prices.

Corporate profitability started to decline seriously at the end of 1999, reached its lowest point in 2001 and has been rising ever since. The problem was during 2001 that PE ratios and other valuation measures where so outlandishly high that stocks continued to decline despite rising profitability. 

Copper is called the metal with a PHD in economics. It is so smart because copper prices rise and fall with demand in the real world. You might purchase information systems just because they make you more efficient, which is always hard to measure and can usually be justified by some subjective (feel good) arguments. However, you will never order a couple of tons of copper unless you are very sure that your end product is going to be sold. So copper reflects the investment behavior of real life businessmen who plan for the future with a very sharp pencil. Copper seems to indicate a strengthening economy. 

The refinancing boom has officially ended today, thanks to leveraged speculators in the bond market and thanks to Mr. Greenspan, who finally had to show his hand today. 
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