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General Motors went through the windshield

The early March breakout proved to be a fakeout. Rising Treasury yields have put pressure on the stock market. But falling Treasury yields yielded no benefit for stocks Wednesday, when a profit-warning from General Motors another spike in oil prices and weakness in the dollar sent major averages into a tailspin. The trading environment has been rather tumultuous of late for bulls and bears alike. Among its other bad news, General Motors told investors that it "expects negative operating cash flow in 2005 of approximately $2 billion, before the Fiat settlement (which will cost probably another Billion or so) and GM Europe restructuring, versus the previous target of positive $2 billion. That is a $4 billion swing, Ladies and Gentlemen. 

GM is one of the largest borrowers in corporate America. In fact, General Motors, has more than $200 billion in debt outstanding. So the revelation this morning that GM won’t be generating the $2 billion in cash this year that was expected, but instead will have negative $2 billion in cash flow, has panicked bond investors. Spreads on GM bonds blew out by 60 basis points on Wednesday, which is more than equivalent to the 14% hit that the stock took. Corporate spreads overall also turned ugly as they widened drastically, though not necessarily in a panicky manner. GM bonds are just above junk levels right now, which means they remain just barely in the investment-grade market. If those bonds are downgraded to junk, things can get tough for corporate America as the bond markets get disrupted by such a large debtholder moving from investment grade to junk. The junk market is much smaller than the investment-grade market, and it won’t be able to handle all that debt from GM hitting it. Spreads could raise substantially from the current historic low levels. As a result, it will become more difficult and more expensive for other companies -- including tech and telecom -- to access capital. And that means there’ll be less money sloshing around and changing hands as capital expenditures dry up, new job hires cease and all the other positive factors that trickle down through the economy reverse course.
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The chart above shows the yield differential between corporate bonds (blue) and treasury notes. Currently, high grade 10 year corporate bonds yield on average 5.5% versus 10 year treasury notes, which yield 4.5%. The difference is roughly 1% or 100 basis points. The red line above shows the yield differential of high yield bonds (junk bonds), which yielded until yesterday about 7.4%. This yield rose today to about 8%. Notice that at the beginning of 2003 10-year T-bond notes yielded 3.6%. The average junk bond as measured by the Standard and Poors High Yield Bond Index yielded at the time 8% (800 basis points) more, meaning they yielded 11.6%. The average junk bond yielded on Tuesday 7.4%, which amounts to a spread over treasuries of 3%, which in turn is the lowest spread on record. 

It was low interest rates that kept the car industry strong for the last few years.They never even really felt the effects of the 2002 recession. The Federal Reserve and other lending agencies pushed lots of excess capital into the markets, culminating in 0% interest rates for car buyers. The car companies have stopped long time ago to make money on the cars they sell. Low interest rates kept them afloat and rising interest rates together with a tapped out consumer might possibly sink them.

The GM news is testing the commitment investors have shown for risk assets such as high-yield bonds and emerging markets bonds over the past 2 1/2 years. Will investors feel threatened enough by the continuing rise in interest rates implemented by Greenspan to change their investment approach or not. Only time will tell whether GM's woes are company-specific, or wether other companies have similar difficulties such as unfavorable interest rates and excessive pension and health care liabilities, thus making it a market problem.

Unappetizing T-Bond yields below 4% sent many investors scrambling for yield in other (exotic) places like Latin America, Eastern Europe or Asia. Risk assets have had enormous sponsorship over the past 2 1/2 years, and the rates of return have been substantial. The justification for owning risk assets has been solid: Cash flow has been very strong and default rates have plunged to unusually low levels. The GM news may or may not be the news that tips the scale for risk assets, but the Fed's rate hikes are sowing the seeds for an eventual reversal or at best, sub-par returns relative to recent years.

The sharp weakening in GM's bonds might accelerate the weakness seen in recent days in the emerging bond markets. Note, for example, that the yield on Brazil's 10-year note has increased sharply to about 8.5% from 7.7% a little more than a week ago. The bloom may be off the rose when it comes to these markets for some investors who have been drawn to them by the reflationary efforts of the world's central banks. The situation is changing, however, as the Fed's interest rate hikes gradually are absorbing the very liquidity that powered the corporate bond market (and commodity prices).

The GM news will show us within the next couple of days, whether or not it will prove to be the catalyst for a change in risk attitudes. An increase in risk aversion seems inevitable at some point, owing to the Fed's interest rate increases and the rise in the risk-free rate. Therefore, it will be critical to see whether investors treat the GM news as a sign of what is to come in the broader markets or as a company-specific problem of no threat to the rosy environment seen in risk assets over the past few years.

We need to let the market tell us what implications are to be expected for capital markets in the US and the Dollar. The interest rate hikes could reduce the appeal of U.S. fixed-income securities in the eyes of foreign investors, as these investors might fear capital losses. Foreign investors have been massive buyers of U.S. corporate bonds in recent years, having purchased a net of close to $300 billion of corporate bonds in 2004. Investors should thus pay close attention to the performance of the U.S. dollar, which could either spark selling in U.S. corporate bonds or signal a potentially sharp widening of U.S. credit spreads.

These threats provide ample reason to believe that risk assets will not perform nearly as well in the upcoming months and quarters as they have over the past few years. 

Hermann Vohs  
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