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“Those somber Giv ioni inflamed the Democratic
observations Primaries, if a 1987-style Crash were to occur this year, the
from a giant in consequences would be catastrophic. In 1987, the Fed was
portfolio able to respond instantly to the Crash, driving T-Bill rates
management are overnight from 8% to 5.75%, settling out in ensuing weeks at
a useful 6%. Thirty-year bond yields fell overnight from 10.5% to
background to a 9.5%, settling out at 9% in ensuing weeks. With Fed Funds
consideration of now at the surreal level of 1%, what could the Fed do if major
how the dollar- eurodollar holders declined to roll over their deposits in
renminbi-yen dollars, switching to euroyen, euroSwiss francs, and euroeuros?
relationships (That was the mechanism that drove the TED Spread from
could evolve.” 125 to 215 within three days in 1987, causing the

Deutschemark to jump from $.53 to $.57 in hours on the way
to $.64 in subsequent weeks. The yen soared from 153 to a
peak of 125. What would stop the rout this time? And why
would US interest rates fall? They would soar if Japan and
China ceased their massive Vendor Financing program.

The respected sage, Peter Bernstein speaks this week at the
AIMR Conference. He has told the Financial Times that he will
be challenging the consensus view that the dollar's decline will
remain orderly. "Mz, Bernstein thinks the odds of a dollar crisis

are high enough that investors need o bedge their bets. 'All
the necessary conditions for a_catastrophe are in place' Mr.

Bernstein says...Mr. Bernstein believes current trends are not
sustainable, nor easily reversed. The twin deficits—and other

economic dilemmas—are so interwoven that efforts to reduce
any one imbalance are impossible without upheaval in other
areas,”

ervations from a giant in portfolio

management a background to a considerati

how the dollar-renminbi-ven relationships could evolve.
The Renminbi and Yen Problems

The currencies whose values get discussed almost as much as
the dollar these da}:s are the repminbi and yen. Because of the
astounding scale of dollar purchases by China and Japan (with

esser_support from Taiwan and South Korea), the dollar

remains hugely overvalued and the trade deficit remains at
Tevels scary for investors and propitious for Bush-haters.




The Boca Raton G-7 currency discussions and communique
were hypocritical. Treasury Secretary Snow and his boss
continue to maintain publicly that they oppose the currency
manipulations of China and Japan. They call for currency rates
to be set by the markets. Meanwhile, they cite the continued
low level of US Treasury yields as evidence that their fiscal
deficits are not inflicting economic damage. This doublespeak
is, sadly, comparable to China's insistence on full access to US
markets while maintaining a blind eye to the panoramic scale
of Chinese piracy of those products in which the US has a
comparative advantage—software, music, movies, high-
identity consumer brands, and pharmaceuticals.

All polls of US institutional bond investors display a strong
consensus toward maintaining short bond durations, despite
what the Street calls "the pain trade,"—the cost of staying
short at a time of a steep yield curve. With the ten-year note
trading at 4.01% at a time the Fed is predicting economic
growth of more than 4%, a fiscal deficit of 5% of GDP and a
trade deficit in the same range, Treasury yields are far below
intrinsic value. They are being subsidized by the sustained
inflow of dollars from fellow G-3 symbionts, the Bank of
China and the Bank of Japan (with a little help from their
friends).

How long can these transfusions of monetary corpuscles and
plasma continue?

The Three-Dimensional Chess Game

A Great Symbiosis has emerged and evolved without any
international agreement, minutes, communiques, rules or
secretariat. Despite lacking these seemingly necessary
ingredients, it rapidly became the sine qua non for the
continued growth of the entire global economy.

atest-ever Vendor Financing Program keeps US
interest rates at bargain (near-Depression) levels keeps the
dollar at levels rogitaB[e TorKolan exporters, and_permits
overindebtedAmerican corwwal

governments—to__finance their borrowing. European

companies benefit, because, even with the euro at 125, most
major European exporters can maintain US market share.
(Many major exporters, such as Volkswagen, have hedged part

“History's
greatest-ever
Vendor
Financing
Program keeps
US interest rates
at bargain levels,
keeps the dollar
at levels
profitable for
Asian exporters,
and permits
overindebted
American
consumers to
finance their
borrowing.”




“China is on the of their US exposure, but those hedges are gradually expiring.)

cusp of Japan and China find it logical to keep loading up on dollars,
worrisome because they not only maintain and grow market share in the
inflation.” US, their manufacturers maintain their global competitiveness
because most other currencies have risen sharply against the
dollar.
But no one see en the scale or durabili

rocess that has already me hat Asia has acquired a trillion

in_depreciating Treasurys that _pay interest rates ordinarily

associated with a deep recession, not an economic recovery.

o

Why can't this beautiful symbiosis continue forever?
Everybody wins.

Don't they?

This process of mopping up endlessly growing quantities of
dollars gained by exporters and trading them for Treasurys to
suppress the value of the renminbi has to be furrowing brows
in Beijing.

Here's why.

As China's foreign exchange reserves grow faster than
reported cases of avian flu, the Bank of China is forced to
expand monetary growth beyond levels consistent with
strong, but not overheated, economic growth. Late last year
Chinese money supply growth had soared to 29%. It pulled
back in January but is still far above the rate of GDP growth.

Those big numbers could mean big problems.

Until recently, the Bank of China was worried about the
deflation which had been dogging the economy for three
years. It was happy with fast monetary growth, because it
understood Milton Friedman's analysis of the relationship
between money supplies and prices. Friedman long
maintained that deflation was a lesser problem for a central
bank than inflation, because you could always print enough
money to kill deflation, whereas the tightening required to
exorcise inflation can be brutally painful.

With January's industrial production up a towering 19% over
2003, China is on the cusp of worrisome inflation. From































