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China downgrades Treasuries

Global markets ignore US debt risks

Herbert Poenisch?

China's surging global influence is like the rising tide: barely noticeable but steady.
However, once it reaches fundamental structures, such as US Treasuries, the lynchpin
of the financial system, western policy-makers should pay attention.

The western view of the rating of Treasuries has been rather benign. The Big Three
rating agencies have awarded Treasuries top grades, with only one reducing this rating
by one notch because of concerns that the US was approaching its debt ceiling, the total
amount the government is authorised to borrow. However, western and eastern ratings
are increasingly at odds. China's most prominent rating agency, Dagong Global,
downgraded Treasuries to BBB+, with a negative outlook, in early 2018.

In its justification, Dagong states that the US administration has difficulty focusing
on the management of the economy, federal debt is escalating and recent tax cuts reduce
the government's ability to service its debt. The growing gap between government
revenues and the debt means the US government is badly prepared to face the next crisis.
It cites weakening repayment ability as one reason for the negative outlook.

It seems as if global financial markets are ignoring warnings that the credit risk of
US government liabilities is not being assessed properly. Renegotiation of Treasuries
IS not a prime concern, but there will be large ramifications for the financial system if
their value is reassessed. There will be direct losses for those who hold Treasuries, but
they also serve as collateral for myriad other financial transactions. According to the
rules of the Securities and Exchange Commission, the US regulator, Treasuries can

cover up to 95% of any borrowing.

1 Danae Kyriakopoulou is Chief Economist and Head of Research at OMFIF
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For the moment, China is a lone voice, but Dagong is determined to take on the

complacent Big Three. Global financial markets have not heard enough alternative
views, particularly on credit markets.

The largest holders of Treasuries might take a direct hit from the deteriorating
credit risk. Out of a total of $6tn, China held close to $1.2tn and Japan $1.1tn at the end
of 2017. Hong Kong holds a sizable $200bn. In addition, most countries added to the
stock of US Treasury securities in 2017.

Most creditors of the US Treasury agree that the dollar has to be replaced as the
world's dominant reserve currency in the long term. In the short term there are a few
options. Given that US interest rates are likely to increase and the country will need to
borrow more, returns will inevitably have to rise, perhaps also reflecting the
deteriorating credit rating. Holding higher yielding securities offers some relief, but
they are still paid in the same depreciating currency.

If US creditors were to look for real value, it is an option to purchase resources
anywhere in the world for dollars. China is already doing this. It is buying real assets
around the globe, ranging from mines to ports.

Those wanting to dump Treasuries might explore swapping US debt for US equity,
where the Committee on Foreign Investment in the United States permits. If more
holders of Treasuries go down this road, the committee might become overburdened
with approval requests. If the promised US recovery materialises, it might be a better

choice to target real returns rather than illusory financial ones.
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Kudlow must give Trump a lesson on trade

New economic czar is against protectionism

Steve Hanke!

Larry Kudlow, the new director of the US National Economic Council, and | go
back many moons. We collaborated countless times during President Reagan's first
term. Kudlow was the associate director for economics and planning at the Office of
Management and Budget, and | was a senior economist at the Council of Economic
Advisers.

Kudlow was always informed and effective, so when | read Yale management
professor Jeffrey Sonnenfeld's assessment of his suitability for his new role, | was in
agreement. The title of Sonnenfeld's interview with Patrick Gorman in Chief Executive

magazine says it all: Sonnenfeld: Larry Kudlow A 'Perfect Fit' For NEC Chairman.

That said, Kudlow will have his work cut out for him, particularly when it comes
to the Trump administration's views on international trade. The White House's new
economic czar favours free trade. President Trump, his cabinet and his trade experts all
favour protectionism, or as they euphemistically refer to it, 'managed trade'. Indeed, the
Trump administration's most recent salvo was aimed at China. Trump's anti-China
measures include tariffs on up to $60bn worth of annual imports. The president has also
stated that he wants China to slash its bilateral trade surplus with the US by $100bn.

Trump, like most businessmen, fails to understand the most fundamental points
about international trade and what causes overall trade deficits and surpluses. On
international trade, Kudlow has a huge problem — one he never had with Reagan. After

all, Reagan was, at least rhetorically, a free trader.

1 Steve Hanke is Professor of Applied Economics at Johns Hopkins University and Member of IMI International
Advisory Board
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Kudlow's first tutorial with Trump will be the key. If Kudlow fails, he will fail on

s
4

trade and trade wars will ensue. When that happens, regime uncertainty will increase
and confidence will plunge. Game over.

The first lesson on trade Kudlow must deliver should be titled: The overall US
trade balance is made in the USA, not by 'unfair' foreign trade practices. The economic
identity that forms the foundation for this lesson in international trade is:

(Imports - exports) = (private investment - private savings) + (government
spending - taxes)

Accordingly, the trade deficit is equal to the excess of private sector investment
over savings, plus the excess of government spending over tax revenue. The counterpart
of the trade deficit is the sum of the private sector deficit and the government deficit
(federal + state and local). The US trade deficit is therefore just the mirror image of
what is happening in the domestic economy. If expenditures in the US exceed the
incomes produced in the US, which they do, the excess expenditures will be met by an
excess of imports over exports (read: a trade deficit).

The cumulative trade deficit the US has racked up since 1975 is about $11.15tn,
and the total investment minus savings deficit is about $10.44tn.

So US trade deficits are not caused by 'unfair' trade practices. They are made in
the good old USA.

Kudlow should make it clear that the imposition of anti-China tariffs or the brow-
beating of Chairman Xi might reduce the US bilateral trade deficit with China, but it
will not alter the overall US trade deficit. Indeed, if China is forced to reduce its bilateral
trade surplus with the US, then others will supply what US consumers and investors
demand. Yes, others will accommodate the US overall trade deficit that is dictated by
the trade identity.

The only effective way for Trump to exorcise his demon (read: the overall US

trade deficit) would be for him to reduce the fiscal deficit. But ironically, Trump's
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policies are projected to increase the fiscal deficit, which will result in a larger trade

deficit.
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