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Dec. 22 (Bloomberg) -- Two-year Treasury notes dropped for a second day as the government sold a record $38 billion of the securities at a higher yield than forecast. 

While the 0.922 percent yield was the lowest on record since the Treasury began regular auctions of the securities in 1975, the average forecast in a Bloomberg survey of eight firms that bid on the sale was for a yield of 0.912 percent. The bid- to-cover ratio, a gauge of demand, was 2.13, compared with an average of 2.25 at the last six auctions. The government will sell a record $28 billion in five-year notes tomorrow. 

“It’s a lot of paper,” said Jay Mueller, who manages about $3 billion of bonds at Wells Fargo Capital Management in Milwaukee. “It makes you wonder who exactly is lining up out there to buy it.” 

The two-year note yield increased six basis points, or 0.06 percentage point, to 0.82 percent at 4:08 p.m. in New York, according to BGCantor Market Data. It dropped to a record low of 0.60 percent on Dec. 17, from a peak this year of 3.11 percent on June 13. The price of the 1.25 percent security due in November 2010 fell 1/8, or $1.25 per $1,000 face amount, to 100 26/32. 

The five-year note yield rose six basis points to 1.42 percent, and the 10-year yield was up four basis points, to 2.17 percent. 

Treasuries fell earlier as a gauge of banks’ reluctance to lend slipped below 150 basis points for the first time since the collapse of Lehman Brothers Holdings Inc. in September amid speculation interest rates near zero and promises of more government cash will help thaw credit. 

Indirect Bidders 

Indirect bidders, a group that includes foreign central banks, bought 30.4 percent of the two-year notes sold, compared with 34.9 percent in the prior auction. Primary dealers bought 68.2 percent, compared with 63.7 in the last sale. Direct bidders purchased 1.4 percent. 

“The auction didn’t go as bad as feared because we cheapened so much into it,” said Michael Pond, an interest-rate strategist in New York at Barclays Capital Inc., one of 17 primary dealers, which are required to bid at Treasury auctions. “Whether the auction itself came on the cheap side or whether it cheapened into the auction to some extent doesn’t really matter.” 

Treasuries of all maturities have gained 14.7 percent this year, and 9.8 percent since October as the effect of the financial crisis on the economy has grown. The U.S. lost 1.26 million jobs since August, according to the Labor Department. The economy has shed 1.91 million jobs this year. 

TED Spread 

A sale of $27 billion of Treasury three-month bills drew a yield of 0.04 percent, while a $27 auction of six-month bills sold at 0.285 percent, indicating a continued demand for the safest debt. 

The TED spread, the difference between the London interbank offered rate, or Libor, that banks charge each other for three- month loans and Treasury bill rates, narrowed to 148 basis points. That was the lowest since it was 135 basis points on Sept. 12, the last trading day before the Lehman collapse. 

The Libor-OIS spread, a gauge of cash scarcity favored by former Federal Reserve Chairman Alan Greenspan, narrowed three basis points to 126 basis points. The spread averaged 8 basis points in the year before the start of crunch and will narrow to 92 basis points by March, forwards contracts show. 

“We’ve known supply coming for quite a while,” said James Caron, head of U.S. interest-rate strategy at Morgan Stanley in New York, another primary dealer. “Still, people are going to stay in safe haven toward the end of the year. The bid in the market is going to hold up fairly well.” 

‘Lows of This Decade’ 

The Treasury may be able to increase its borrowing by an estimated $1.8 trillion next year without paying higher yields, according to FTN Financial, as shrinking consumer credit creates room in the debt markets. 

As government borrowing rises to pay for bailout programs, U.S. consumer debt will contract by about $400 billion next year amid an economic slump, leaving total U.S. debt growth at about $2.2 trillion, or “the lows of this decade,” according to FTN bond analysts Jim Vogel and Chris Chugden in Memphis, Tennessee. 

Reports this week that may show consumer spending fell in November for a record fifth month, while home sales and orders for durable goods also dropped. 

Consumer purchases slid 0.7 percent last month, according to the median estimate of economists surveyed by Bloomberg News ahead of a Commerce Department report Dec. 24. Sales of new homes, due to be announced tomorrow, declined to an annual pace of 415,000, the fewest in 17 years, a separate survey showed. 

Yield Spread 

The difference in yield, or spread, between two- and 10- year notes narrowed for the eighth straight day to 1.34 percentage points, the least since June. It was at 1.94 percentage points at the end of last month and reached a five- year high of 2.62 points on Nov. 13. 

The 14.7 percent return on U.S. government debt in 2008 is the most in a year since 1995, according to Merrill Lynch & Co.’s U.S. Treasury Master Index. The Standard & Poor’s 500 Index of equities has plunged 40 percent in 2008, poised for its biggest yearly drop since 1931. 

Recent gains on 10-year Treasuries are “not sustainable” and may undergo a “substantial reversal” in the first quarter of 2009, according to Barclays Capital. 

“For the very short term we maintain a bullish focus, allowing for a push toward 2 percent,” a team led by Jordan Kotick, global head of technical strategy at Barclays in New York, wrote in a research note today. “Into the first quarter of 2009, however, we look for a substantial reversal.” 

‘Pragmatic Approach’ 

The world’s biggest bond investors can’t stop buying Treasuries even though yields are approaching zero and the government is preparing to sell a record amount of debt to pay for the swelling budget deficit. 

The worst economy since World War II and credit-market losses exceeding $1 trillion mean yields may continue to decline as investors flee all but the safest securities. Investors were willing to lend money to the Treasury at zero percent interest this month to safeguard their principal from wider losses. 

Treasuries outperformed the S&P 500 by 55 percentage points this year through Dec. 19, the biggest margin since at least 1978, when Merrill Lynch started calculating the returns. 

“I’d like to think that what I am doing is taking a pragmatic approach,” said Wan-Chong Kung, a money manager who helps oversee $76 billion in fixed-income assets at FAF Advisors in Minneapolis. “It sounds like quite the chicken thing to do, but right now being brave seems too darn close to being perilous,” said Kung, whose First American Intermediate Government Bond fund gained 9.6 percent this year. 
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