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Risk Free Treasurys

The past fiscal year has decimated equity 
portfolios, as typified by the S&P Stock Index 
which declined by 23% through September.  In 
the fixed income arena credit problems have 
caused lower quality yields to rise, restraining 
the Lehman Bond Index return to 3.4%.  Only 
risk free Treasury securities provided healthy 
returns, with the longest dated maturities realizing 
13%.  At the end of Q3, 2007, a 4.8% yield on a 
30 year bond appeared quite low in the light of 
exploding commodity prices, which eventually 
lifted the annual gain in the Consumer Price Index 
to 5.6%.  However, these rising commodity prices 
were masking a rapidly deteriorating economic 
scene that included the disappearance of venerable 
financial institutions, as well as the loss of 1.4 
million jobs from its peak (household survey).  
Industrial production has dropped 2.0%, while 
real business sales and real income less transfers 
dropped 2.4% and .8%, respectively, from their 
cyclical highs.  Decades of living beyond our 
means, poor government oversight, and excessive 
speculation have culminated in a financial disaster 
of epic proportions.  For investors caught in such 
an economic hurricane, the question is whether long 
dated Treasuries, now yielding about 4.25%, will 
serve as an equally profitable investment over the 
next twelve months.  We believe they will.

The present financial chaos is only the outer 
band of the economic hurricane yet to arrive.  The 
economic fallout that follows a period of excessive 
debt increases and subsequent restriction of credit 
availability will carry over to the real side of the 
economy in the form of lower production, sales, jobs 
and profits.  The winds of this economic downturn 
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began long ago, and will not be meaningfully altered 
by federal or monetary authorities.  Time will 
eventually cause this storm to pass, and prosperity 
will return, but two or three years of economic 
difficulties are unprecedented in modern times.  
One positive is that many small banks and financial 
institutions managed their balance sheets far more 
conservatively than the larger ones, and are thus in 
a position to contribute to economic recovery.  Here 
are the most critical problems.

l First, the economy is nine or more 
months into recession and the Leading Economic 
Index (LEI), a premiere guide to economic activity, 
is declining at an increasing rate.  In view of the 
LEI’s nine month visibility, the recession will 
persist into late next year (Chart 1).  The Coincident 
Economic Index (CEI) peaked in October 2007 
and has declined 0.8% since then (also Chart 1).  
Comprised of employment, industrial production, 
real business sales and real personal income less 
transfer payments, its components are used by the 
NBER, the official arbiter of the U.S. business cycle, 
to date expansions and contractions.  Sales and 
income both peaked in October of last year, while 
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employment peaked in December and production 
peaked in January of this year.  This indicates the 
economy has been in recession since the first quarter 
of 2008.

l Second, major foreign economies are 
in as much trouble as the U.S., resulting in a world 
that is on the verge of a synchronized downturn.  
Real domestic demand in the fifteen large countries 
outside the U.S. rose just .9% in the latest four 
quarters, down sharply from the peak of 2.8% 
registered in early 2007.  The OECD’s World 
Leading Economic Index has slumped 3.3% in the 
past twelve months.  Declines of this magnitude 
have always been associated with global recessions 
(Chart 2).  Global conditions will continue to 
deteriorate as imports to the U.S., -1.1% for the 
twelve months ending July, continue to fall, sending 
our recessionary impulses to the rest of the world.  
At some point the foreign downturn will feed back 
to and reinforce the U.S. recession.

l Third, monetary policy has been 
extremely active in pursuing expansionary activities 
through a series of innovative actions designed to 
liquify markets or inject liquidity into the system, 
yet it has not gained traction.  Unfortunately, 
unique financial circumstances indicate that the 
Fed’s response will, for a time, be unsuccessful in 
spurring economic growth.  For example, M2 has 
expanded sharply in recent weeks, but this increase 
has been unable to stimulate borrowing and lending 
because velocity, or the turnover of money into the 
real sector, is estimated to have declined even more 
sharply.  Velocity is outside the Fed’s control, and 

is determined by the rate of change in financial 
innovation.  To say financial creativity has ceased 
would be an understatement; thus, it is logical to 
assume that velocity will continue to plummet.

Recent massive increases in bank reserves, 
which under certain circumstances could lead to 
inflationary growth, have lost their power as the 
increase reflects a “seizing up” of the financial 
markets rather than the start of a new borrowing 
and lending process.  In the two week reserve 
maintenance period of late September, total reserves 
jumped by an all-time record of $62.4 billion, 
but excess reserves leaped an even greater $66.5 
billion.  Thus, the banks refused to re-lend funds 
obtained over the discount window and froze all 
the reserves placed in the system.  Banks went to 
the Fed’s discount window to fund their existing 
positions and made no further use of these borrowed 
reserves because the counterparty risk is perceived 
as too great.  In the late September reserve period, 
loans from the discount window rose a staggering 
$97.6 billion, of which only $36.4 billion was offset 
by the Fed’s open market operations.  A necessary, 
but insufficient, condition for a return to financial 
market normalcy would be a willingness on the part 
of the banks to make loans with these massive levels 
of excess reserves they are currently holding.

l Fourth, in real terms, wealth of the 
household sector declined an estimated $4.5 trillion 
from the second quarter of 2007 to the third quarter 
of this year.  The loss in stock market wealth has 
exceeded the fall in housing sector wealth.  In the 
third quarter alone, the losses in stock market values 
actually exceeded those on homes by a ratio of about 
2.4 to 1.  Ultimately, the damage to housing wealth 
should be far worse since a massive overhang of 
unsold homes remains on the market, suggesting 
that the bottom of house prices remains in the distant 
future.  In the latest month a twice normal 10.4 month 
supply of existing homes was on the market, while 
there were 2.4 million units of unsold new homes, 
also twice the average since 1971.  In addition, the 
U.S. mortgage foreclosure inventory was a record 
2.8%.  In spite of substantial reductions in new 
housing starts, the industry has been unable to cut 
production as fast as demand has fallen.  By 2010, 
the real wealth loss of the household sector, from 
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homes and stock, could exceed $7 trillion, thereby 
posing a major restraint on consumer spending for 
both domestic and imported goods.

l Fifth, fiscal policy is often considered to 
be a powerful tool because it supposedly worked in 
the great depression.  That assessment is incorrect.  
The dismal conditions of the 1930s only improved 
materially after Europe and Asia went to war, thus 
benefiting the U.S., initially a non-combatant selling 
to both sides of the conflict.  The massive Treasury 
bailout could actually make conditions worse than 
doing nothing, and in any event will be ineffectual.  
Recall that the tax rebate/stimulus package earlier 
in the year was supposed to be a panacea, yet 
failed to spur economic activity, and merely left 
the government with greater indebtedness.  The 
Washington/Wall Street pundits predict similar 
success for the bailout, yet it will also fail and 
another ill-conceived package will likely be enacted.  
Part of the reason for their ineffectiveness is that the 
government is robbing the private sector of sorely 
needed resources via its massive issuance of debt 
to fund these programs.

Failing Fiscal Policy

As the federal budget deficit ballooned from 
the third quarter of 2007 to the second quarter of this 
year, the increase in total nonfederal debt dropped 
to $200 billion, down from $600 billion (Chart 3).  
Issuing more federal debt will further reduce funds 
available to the nonfederal borrowers, slowing the 
process of reducing the cost of private sector debt 
and the subsequent healing of the economy’s bloated 

balance sheet.

If spending were directed at actually 
creating jobs through necessary projects such as 
nuclear power plants, highways, bridges or other 
production or energy enhancing items, fiscal 
spending might have a chance of stimulating 
economic activity.  Spending projects that increase 
domestic energy production have  higher multipliers 
because, not only is the work done with U.S. labor 
and capital, but also the higher domestic production 
displaces imported oil, leaving more funds for 
domestic uses.  Issuing more federal debt can also 
be beneficial to economic growth if marginal tax 
rates, a la Kennedy in 1962 or Reagan in 1981, 
are cut significantly, but such a prospect appears 
highly unlikely.

Unfortunately, highly visible fiscal actions 
such as tax rebates or Wall Street bailouts raise 
household expectations that the government is on 
the job working to solve problems.  When those 
actions do not work, hopes will be dashed and 
consumer confidence could fall even more sharply, 
putting the economy at greater risk than if hopes 
were not raised in the first place.

Another constraint on government fiscal 
and monetary action, however, is the massive scope 
of the sums owed by the U.S. economy.  To bring 
financial liabilities into alignment with income 
will require several years of quasi or outright 
recessionary conditions, as the private sector 
allocates more of its income to saving and less to 
spending.  Such a shift would be a dramatic reversal 
of the prevailing pattern of the past 30+ years since 
the personal saving rate dropped from the 14.6% 
high reached in 1975 to 1% in the latest month.  
This needed repair of an over-leveraged balance 
sheet also applies to the corporate sector.

In the second quarter, corporate debt surged 
to a record 49% of GDP, dramatically above the post 
1952 average of  34.9% (Chart 4).  The unprecedented 
business sector indebtedness suggests that firms 
will be forced to curtail employment, capital 
spending,  and other  discretionary expenditures in 
order to service this debt in a cyclically challenged 
economic environment where sales slow.

Source: Federal Reserve.  Through  Q2 2008. 
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Historically, economists have evaluated the 
economy’s overall leverage in terms of nonfinancial 
debt.  The theory for this is that the financial 
sector takes on debt in order to make loans for 
the nonfinancial sector; thus, to include financial 
debt would result in double counting.  The logic of 
that approach is not valid in the current situation.  
The leverage in the financial system, including the 
financial intermediaries and government sponsored 
entities like Fannie and Freddie, is clearly excessive 
and the source of much distress in the economy.  
When viewed on this more comprehensive basis, 
total leverage of the U.S. economy surged to an all 
time peak for the past 92 years that records have 
been kept.  Total U.S. debt in the second quarter 
jumped to 357% of GDP, up from an average of 
195% from 1916 to the present.  In less than five 
years, the total debt to GDP ratio jumped more than 
50% (Chart 5.)

As the chart indicates, 300% was the 1933 
high of the total debt to GDP ratio.  The current 
peak, however, was reached due to a surge in debt, 
while the 1933 peak reflected a dramatic fall of 
nominal GDP, the denominator of the ratio.  The new 
record level of debt in the second quarter reflected 
the worsening situation among corporations, both 
financial and nonfinancial.  Clearly the magnitude 
of the debt problem is unprecedented and years, not 
months or quarters, will be required to bring debt 
into some reasonable relationship with economic 
activity.  As long as this situation persists, the U.S. 
faces a difficult economic environment.  This is 
due to the fact that over the past four decades every 
additional dollar of debt created 86 cents worth of 
GDP, and with debt shrinking, GDP will struggle 
to generate positive growth.

In spite of numerous monetary and fiscal 
policy actions taken well before the bailout, 
recessionary forces have intensified and the leading 
indicators indicate that this process is worsening.  
The Treasury bailout bill’s miracle cure will be 
equally disappointing.  With aggregate demand 
continuing to falter, the risk of deflation is far greater 
than the risk of inflation.  Since commodity prices 
and rents are now falling, negative readings on the 
monthly inflation gauges may occur before this year 
ends.  In the 1990s, Japan’s budget deficit reached 
14% of GDP.  Because deflation prevailed, short, 
intermediate, and long-term Japanese government 
bond yields fell to extremely low levels.  This 
experience reminds us of the overwhelming 
relevance of the Fisher equation, which explains 
exactly what determines the long, risk-free bond 
yield.  In this equation, the Treasury bond yield is 
equal to the real rate plus expected inflation.  Much 
empirical research has indicated that the dominant 
independent variable of this equation over time is 
expected inflation.  With inflation moving lower, 
possibly considerably lower, long Treasury bond 
yields will follow, creating significant gains for 
investors who are able to look beyond the present 
low coupons and extreme volatility in today’s 
markets.
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