U.S. will likely pay up on big bond sales -- eventually

Current bond values to get beaten down, some advisers say
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SAN FRANCISCO (MarketWatch) -- The avalanche of new bonds coming out of the U.S. government over the next 12 months is prompting some financial advisers to recommend selling Treasurys, as they predict higher rates on new debt will depress current bond values.
On Monday afternoon, the Treasury Department said U.S. borrowing needs will reach a record $550 billion in the current quarter, including $260 billion in special funding for the Federal Reserve's extraordinary liquidity programs. 

For the government's fiscal year ending in September, borrowing in the form of new Treasury bills, notes and bonds may reach as much as $2 trillion, by far the most ever, according to bond dealers and analysts. 

'It's not too soon to begin to sell Treasurys. There's a boatload of supply coming at us and that will depress the price.'

— Susan Brown, Back Bay Financial

To find enough buyers for the massive supply of new securities, which will hit the sales floor starting next week, the government is likely to hold more auctions and offer securities with a wider range of maturities. Interest rates could end up higher, at least compared with those on existing securities, if demand falters. 

Such a scenario would be bad news for holders of current Treasurys, who would see values of the individual bonds or bond funds fall if new Treasurys carry a higher yield. 

"It's not too soon to begin to sell Treasurys," said Susan Brown, a wealth manager at Boston-based Back Bay Financial Group, Inc., which manages $350 million in assets. "There's a boatload of supply coming at us and that will depress the price for Treasurys," she said. 

But for those waiting on the sidelines of the Treasury market, the new supply could present an opportunity in the form of higher rates -- a welcome change from recent months. 

As worries about a global recession and credit crunch sent investors rushing to place their money in ultrasafe assets, Treasury prices jumped and yields -- which move inversely to prices -- plunged to record lows. 

Yields on the 30-year Treasury bond 
 slid to 3.935% on Oct. 6, the lowest level ever. The month before, yields on three-month Treasury bills 
 tumbled to a mere 0.07%. 
"The flight to safety has markedly depressed their yields," said Steven Podnos, principal with Merritt Island, Florida- investment adviser Wealth Care LLC. 

On Wednesday, the Treasury will release details on its upcoming schedule of auctions, including whether it will reintroduce maturities such as 7-year and 3-year notes. 

Taxpayers to foot bill

With credit still tight and the global economy flirting with recession, Treasurys could continue to enjoy heavy demand from investors seeking low-risk places to stash cash. That appetite could keep yields low on securities offered in the next few auctions. 

"My guess is that you shouldn't expect too much in terms of higher rates since you're in such a horrific economic environment," said Marilyn Cohen, president of Envision Capital Management, which manages $185 million in bonds. "If they are higher, they will be a hair higher." 

Eventually, Treasurys are likely to lose some of their lure. If the $700 billion bank bailout and other new federal plans to shore up the financial system work, credit-market conditions should improve, analysts say. 

The benchmark London interbank offered rate already has fallen to 2.86% for three-month dollar loans after peaking at 4.82% on Oct. 10. 

Looser credit will likely encourage investors to sell Treasurys in favor of higher-yielding assets, forcing the government to pay more to unload its new debt. 

"The eventual move by investors back into the instruments they have sold in the recent flight to quality suggests rising Treasury yields, especially at the short end of the curve," said Brown of Back Bay Financial. 

The taxpayer will eventually have to shoulder those higher interest rates, either in the form of government cutbacks or higher taxes. 

"A least in the next year, fiscal discipline and concern over budget deficits are out the window," said Brian Gardner, public policy and political analyst at KBW Inc. "At some point, someone has to pay for it, just not in the next year." 
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