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The Demise Of Bubble Finance And The Folly Of Trump-O-Nomics, Part 1

By David Stockman. Posted On Monday, November 5th, 2018

Earlier this year on tax filing day, Donald Trump took to some strident bragging ----assuring America's  long-oppressed taxpayers that happier times beckon. In fact, he insinuated that MAGA is not just a slogan. By his lights, apparently, we are already living the dream. To wit:

On this Tax Day, America is strong and roaring back. Paychecks are climbing. Tax rates are going down. Businesses are investing in our great country. And most important, the American people are winning.
We beg to differ. Profoundly.

The Donald is not leading America to the promised land. Instead, he's leading it to war abroad, fiscal and economic calamity at home and a crisis of governance that pales Watergate into insignificance.

To be sure, these baleful outcomes were baked into the cake when Trump took the oath 22 months ago, and there was never any rational reason to think he could reverse the tide.

As we argued at the time of casting our vote for the Donald, his historic role is to function as the Great Disrupter---tying the system in knots and causing the malefic Washington/Wall Street consensus to become irreparably fractured and thoroughly discredited.

But he can not possibly fix anything because he has no agenda, no mandate and no capacity whatsoever to lead.

His domestic program boils down to crude protectionism, nasty xenophobia, epic fiscal profligacy and primitive Fed-bashing in behalf what amounts to negative real interest rates forever.

Likewise, his foreign policy is a function of who he talks to last among his worsening team of failed generals and bloody-minded neocons. Today's official declaration of war on any nation in the world with the temerity to buy oil from Iran without a waiver or permission from Washington is a case in point.

Given that Iran's puny $15 billion defense budget poses zero risk to the American homeland and that Iran has never threatened to attack America or place a single terrorist on American soil---save for the FBI concocted false flag threats against the Saudi ambassador awhile back----what's the reason for Washington's declaration of economic war on Tehran?

Did it violate the nuclear agreement that has Iran crawling with international inspectors, and  which guarantees it will never have the nuclear weapons program that the US intelligence community says it abandoned as a small scale research effort way back in 2003, anyway?

It did not.

Has it invaded any neighbor in the region---or anywhere else---in the last century or longer?

No, it has not.

Does it have alliances with other Shiite governments or political institutions throughout the middle east---- such as Hezbollah, which is the leading political party in Lebanon; or the Assad government in Syria, the Washington puppet government in Baghdad and the beleaguered Houthis victims of Saudi genocide in Yemen?

Yes, it does. But since when does Washington have a veto over the foreign policy alliances of every nation on earth?

The truth is, Bibi Netanyahu's farm team is crawling all over the Donald's administration, starting with his wet-behind-the-ears son-in-law and the wretched Walrus who now occupies the top job at the national security council, John Bolton. These people believe in Empire First and the Indispensable Nation humbug, which is the very thing that the Donald campaigned against, and which Uncle Sam's bankrupt coffers can most surely not afford.

When the Donald isn't being led around by the nose by Swamp Creatures, his own notion of White House leadership is pretty hollow.

It consists, apparently, of early morning tweet-storms from the East Wing Residence; periodic outbursts of demagogic oratory to packed stadiums in Red State America; and, now, a brimstone and bile ridden attack on a motely band of "invaders" who are 900 miles from the Texas border and pose absolutely no threat to America's security.

The single thing that the mainstream media acknowledges as a "success" is the Christmas Eve tax cut of 2017, but that will soon prove to be the most counterproductive and irresponsible fiscal policy action in modern history. Or even ever.

After all, the Donald inherited a real bad boy---a $700 billion deficit for the current fiscal year (FY 2019). But the King of Debt was nonplussed, electing to pile on $300 billion of tax cuts ($285  billion revenue loss plus interest) for next year alone.

Shortly thereafter, of course, he kept the government lights on by signing the Horribus appropriations bill last February. So doing, he traded $63 billion of higher domestic spending and more than $100 billion of unfinanced disaster relief for $80 billion of added defense money.

In all, the Trumpite/GOP has pushed the coming year's borrowing requirement toward $1.2 trillion.This means, in turn, that the bond pits will be flooded with $1.8 trillion of "homeless" treasury paper after accounting for $600 billion of existing debt the Fed will be dumping under its QT (quantitative tightening) program.

Here's the thing. No one has ever tried---or even contemplated---financing $1.8 trillion or 8.8% of GDP at the tippy-top of a business cycle that will enter record territory (123 months) before FY 2019 is over.

Indeed, the very idea of it is pure madness. It will shatter the nation's entire Bubble Finance economy before it is done.

By way of historical comparison, the Federal deficit was $160 billion or 1.1% of GDP at the top of the last cycle (FY 2007) and the Fed was still buying the public debt, not dumping it.

In fact, it bought $30 billion of Treasury paper that year, meaning the net burden in the bond pits was $130 billion or just 0.9% of GDP.

So what looms just ahead is a flood of government paper into the bond pits which will be 10X bigger (relative to GDP) than was the case at the last cycle peak on the eve of the financial crisis.

Moreover, if you go back to the cyclical peak in the FY 2000, the Federal budget had posted a $235 billion surplus and the Fed's balance sheet had purchased another $25 billion. So back then at the cyclical peak, Washington actually removed $260 billion from the bond pits----a sum that amounted to 2.6% of GDP and obviously eased the burden on interest rates rather than massively pressuring them as at present.

Besides, the Chinese were still buying Treasury paper hand-over-fist during both of those prior peaks. By contrast, among the many wars the Donald has on his mind is a trade war with the Red Ponzi that has now gone Full Monte: The already implemented 10% tariff on $250 billion of Chinese goods will almost certainly escalate to a 25% tax on $530 billion of annual imports from China come January.

On that score, we have no way of knowing whether the Donald's once and (likely) former dictator friend, Xi Jinping, will deliberately dump any of his $1.5 trillion hoard of US treasuries (when you count what is in nominee accounts in the Cayman Island, Belgium etc) as the next step of the trade war.

But it actually doesn't matter what the motivation or trade war strategy is in Beijing: The overwhelming odds are that China will need to sell, not buy or hold, US treasuries in the years ahead in order to counteract capital flight in the face of a rising dollar.

Indeed, as Mr. Xi wrestles with his $40 trillion debt bomb and the towers of speculation that have built up inside the Red Ponzi, he may well move to aggressively plug the remaining foreign exchange loopholes and fill China's jails with "enemies of the people".

But that will only further motivate the flight of capital to places where the Red Emperor cannot seize it.

The same is true of the eurozone. The ECB will be out of the QE business by the end of this year, and into a German-led sound money pivot to QT by the end of 2019 (a German is slated to succeed Draghi next year). Since the global sovereign bond markets are fungible and arbitraged, that shift too will reduce the central bank uptake of US Treasury bonds.

Indeed, the contrast between the ECB's balance sheet at the last cycle peak in 2007 and the present is startling. Back then it was $1.5 trillion and had ample headroom above; today it has ballooned to $5.5 trillion and has nowhere to go except smaller.

In other words, the $1.8 trillion of homeless US treasury paper in the bond pits of Wall Street is not an aberration and it's not isolated. In fact, a tectonic shift is now underway in global financial markets which will soon turn the financing of America's soaring public (and private) debts into a veritable nightmare.

As we have frequently noted, the Fed has belatedly shifted to interest rate normalization and balance sheet shrinkage in a desperate effort to restore its dry powder to combat the next financial crisis or recession.

But that will cause what amounts to a "student body left" swing among the entire convoy of Keynesian central bankers around the world who will need to shrink their own balance sheets commensurately. Otherwise they will see their exchange rates collapse against the dollar----a development which in many cases would fuel domestic inflation, capital flight and a funding crunch on upwards of $10 trillion of dollar denominated debt issued by foreign governments and companies.

What we are saying is that the King of Debt has no clue about the $21 trillion powder keg of public debt he inherited and how it was financed on the cheap owing to the monetary madness of the Fed and other central banks.

During the last 15 years, in fact, the central banks of the world have undertaken a collective money printing spree that has not even a remote historical precedent----with their balance sheets rising from $4 trillion to $25 trillion over that span.

Needless to say, every dollar of that $21 trillionexpansion was plucked from thin air. That is, it consisted of central bank confected digital credits which were used to purchase trillions of government debt from dealers and investors, and to then sequester those bonds and other securities on the balance sheets of the central banks, as depicted in the graph below.

That did tip the supply/demand balance---and mightily so---in favor of far higher bond prices and lower yields than would have resulted had the soaring public debts of the US and other nations been financed honestly out of the limited pool of private savings.

But now the Powell Fed has launched an epochal pivot to QT---and properly so. The Fed's  balance sheet alone is shrinking at a $600 billion annual rate as of October 2018. And in the next several years, the ECB, the People's Bank of China and most others will be forced to make the same pivot.

As is evident in the far right hand margin of the chart, the global central bank balance sheet has already begun to shrunk slightly---a trend reversal that will accelerate sharply during the next two to three years.

Since the global bond market is fully arbitraged, the implications are crystal clear: The world is heading into a monumental Yield Shock and a generational reversal of what has been 35 years of falling interest rates.

So the question recurs: Could the Trumpite/GOP have picked a worse time to launch an unprecedented deficit eruption in the 10th year of an aging business cycle expansion?

Not in a thousand years would be the sober answer, but some day the history books are likely to use far less antiseptic terms to describe the insensible folly now masquerading as Trump-O-Nomics.
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And that get's us to the heart of the MAGA delusion. The Donald was sold a bill of goods about the efficacy of tax cuts by a motley combination of supply-side ideologues, GOP politicians pandering to their donor base and the K-street business lobbies.

Yet the presumption that this fiscally reckless tax cut amounts to some kind of economic growth elixir is the primary basis for the Donald's mistaken assumption that the US economy is now booming and fixing to surge even more.

We have debunked the Trump Boom narrative elsewhere, but suffice it here to note that tax cuts are just plain not efficacious if they are deficit-financed and the resulting public debt is not monetized by the Fed or other central banks. But since the Fed is now actually demonetizing the debt (i.e. reducing its holdings), an off-setting spike in bond yields is sure to happen; and that is even more true at this ultra-late moment in the cycle.

Moreover, tax cuts are also not efficacious if they fund corporate financial engineering moves such as stock buybacks and M&A deals rather than investment in productive assets; or if on the individual side they are temporary and are delivered primarily through credits rather than marginal rate cuts.

Needless to say, all of the above negatives apply to the Christmas Eve tax cut bill in spades, and  in Part 2 we further refute the GOP's phony claims that this taxpayer bonanza financed on Uncle Sam's credit card has anything at all to do with genuine supply side incentives.

It needs be also noted that the Yield Shock which lies dead ahead will slam all sectors of the US economy, not just Uncle Sam's finances. That's owing to an unanticipated surge in the carry cost of the massive debts which have been accumulated by business and households during the long years of the central bank bond-buying and deep interest rate repression depicted above.

Indeed, the Fed's pivot to QT is fixing to generate a financial Rip Van Winkle moment: After a 30-year slumber, the "crowding out" effect of government borrowing will be coming back with a vengeance, and for a reason which is as old as the law of supply and demand.

To wit, aggregate central bank demand for debt securities peaked about a year ago at a rate of more than $2 trillion per annum, but has now dropped below the flat-line for the first time in modern history.

So as QT spreads globally, the central bank component of demand for debt securities will not only drop out of the supply/demand equation, thereby pushing yields higher, but will actually leap-frog to the other side of the scale.

That is, the money printers which fueled that global bond bubble of the present era are about to become the bond-dumpers of tomorrow. Adding to bond supply for sale rather than demand for bonds to sequester on their balance sheets, central banks will force meaningful yields back into the bond trading pits as the latter perform their job of discovering the yield which clears the market.

Needless to say, what they discover won't be anything close to the 3.198%  flashing on this morning's screens. The benchmark 10-year yield, in fact, is going to 4.0%, 4.5%, 5,0% and beyond for reason was cover in Part 2.

