
only slowly. Hence, a wage increase 
spiral, one of the causes of inflation 
in the 1970’s, is probably not in the 
cards. 

The other potential cause of inflation 
- too much money chasing too few 
goods – is also not a risk in the near 
term. In fact, the opposite is true; 
today there is too much production 
capacity facing too little demand. 
The manufacturing utilisation rate in 
the U.S. plummeted to 65% in May 
2009. This is the lowest level since 
monthly rates began being recorded 
in 1948.1 

Unfortunately, a full recovery from a 
credit bubble collapse typically takes 
years not months. In an average busi-
ness cycle, monetary easing eventu-
ally triggers a powerful recovery that 
is first powered by inventory rebuild-
ing. Quickly-rising employment and 
income then drives consumption-led 
growth. However, in the aftermath of 
a financial meltdown, too much debt, 
weak job creation and limited busi-

ness investment undercut demand 
growth in the face of excessive sup-
ply. The rate of price increases is 
therefore more likely to fall than rise. 
America could even face outright 
price declines as occurred in Japan 
over the past two decades and world-
wide during the 1930s. 

Recoveries from a credit bubble col-
lapse are fragile and easily derailed. 
Prolonged weak economic conditions 
or a miscalculation by central bank-
ers or by governments could be the 
trigger. Bond yields can therefore be 
pushed lower for a longer period 
than is ever foreseen at the outset of 
a credit bubble collapse.   

Storm warnings are in the air. Institu-
tional Risk Analytics (IRA), a bank-
analyst service in America, has taken 
data from the Federal Deposit Insur-
ance Corporation (FDIC) and 
crunched it with their own set of risk 
parameters. While the FDIC has a 
little over 400 banks on its current 
"watch" list, IRA gives 2,256 banks 
an "F" rating. They project that over 
1,000 banks will either fold or be 
taken over during the current cycle. 
To date in 2009, a total of 92 banks 
have failed across America com-
pared with 25 for all of 2008.2 

So far in this cycle banks that have 
been taken over by the FDIC are 
showing losses of 25%.  The IRA 
estimates losses for failed bank reso-
lutions by the FDIC are running 
around a quarter of failed bank as-

The eye of a hurricane is an oasis of 
calm amidst the fury of the storm. But 
as the eye passes, the storm resumes.   

Although many analysts fear the infla-
tionary consequences of the massive 
money supply created by the U.S. Fed-
eral Reserve, deflation remains the 
more immediate threat. 

With the American unemployment rate 
expected to exceed 10% next year, the 
slack in the labour market could reach 
levels not seen since the recession of 
1981-82. The severity of the recent 
employment loss is evidenced in the 
chart below illustrating the U.S. unem-
ployment rate from 1926 through Au-
gust 2009. 

Job growth will likely be muted once it 
begins. With companies focused on 
productivity and bottom line perform-
ance, a replay of the so-called “jobless 
recoveries” that occurred after the mild 
recessions of the early 1990’s and 
2000’s is almost certain. The unem-
ployment rate is expected to decline 
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while other banks will simply have to 
absorb the losses. This is going to be a 
huge drain on future profits of US 
banks for a very long time. Those 
banks that are bound to fail need to be 
folded or put into stronger hands so 
that credit growth can return. But this 
is going to take time.  

What is true for American banks is 
true for banks all over the developed 
world. Banks that have to raise capital 
and reduce loans are not growing 
credit and are a drag on growth. And 
that is not even taking into account 
the implosion of the shadow banking 
system. As credit shrinks it is a 
largely deflationary force.  

While we are seeing growth in the 
economy this past quarter and proba-
bly the next, unemployment is rising 
at the same time that wages and in-
comes are falling and bank credit is 
being restrained. We will likely see 
inflation and higher interest rates at 
some point but these may be several 
years in the offing.  

Meanwhile, the stock market is pric-
ing in a steep V-shaped recovery in 
both GDP and corporate profits. The 
market seems overly optimistic. 

America is probably in for a poor, 
jobless recovery, and the risk of fal-
ling into a double-dip recession is not 
insignificant.  

Batten down the hatches. 

 
Sources: 

1. “Lower Than You Think”, Michael 
Nairne, Green Light Advisors, 22 
September 2009 

2. “The Hole in FDIC”, John Mauldin, 
Thoughts from the Frontline, 19 Sep-
tember 2009 

3. Chart from “Lower Than You 
Think”, Michael Nairne, Green Light 
Advisors, 22 September 2009 

4. Chart, Credit Suisse 

sets, a level much higher than between 
1980 and 1995 when failures cost an 
average 11%. Total loans held by all 
FDIC-insured banks was some US$7.7 
trillion as of Q2 2009. The IMF esti-
mates the likely loss rate peak for 
American banks in this credit cycle 
will be around 4% of total loans or 
about US$300 billion. Similar esti-
mates can be said for property loans at 
commercial banks, which are now run-
ning over 9% delinquent.  

Because their loan losses are high and 
rising, banks are being forced to raise 
capital. Banks are having to raise capi-
tal which means many are having to 
curtail lending. There was a big jump 
in late 2008 as commercial paper be-
came hard to obtain and businesses hit 
their credit lines. Since then banks 
have been cutting back on lending. 

The data suggests that American banks 
intend to keep reducing their loan ex-
posure as they try to increase their 

capital. A growing economy requires a 
growing credit market. If credit is 
shrinking it signals a deteriorating 
economy.  

The outlook darkens. Over the next 
two years, the banking system faces its 
next tsunami wave of residential mort-
gage resets. According to Credit 
Suisse, America is in the midst of a 
mortgage-paper-resets lull (the space 
between the two waves).  Banks and 
the credit market have gotten a much 
needed break from the enormous pres-
sure of having to ensure that liquid as-
sets are available for the re-financings 
that are in the works. 

Given the size of the Option-ARM 
(Adjustable Rate Mortgages) portion of 
the scheduled resets, there is much 
cause for concern. The next wave of 
resets includes not only the Option-
ARMs but also the Alt-A (better than 
subprime) mortgages. 

This will force more banks to go under, 
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