
housing market and banking mis-
judgements, the role of oil at $140 a 
barrel in sparking this recession has 
probably been underestimated. Oil is 
once again above $68.00 per barrel, a 
100% increase from its nadir in Feb-
ruary. Higher oil prices act as a tax 
on the consumer. The price of futures 
contracts suggests that energy traders 
see the price rising higher still in the 
coming months and years.2 The price 
of oil affects the inflation rate which 
is a factor in the money supply. 

Typically, the expansion of the 
money supply is matched to the 
growth of real economic production, 
so as not to debase the currency (i.e. 
inflation). With few exceptions, an-
nual increases are kept to a few per-
centage points. From August 2008 to 
the present, however, the Fed more 
than doubled the money supply, in-
creasing it from $870 billion to about 

$2 trillion in order to bail out the US 
banking system.  

This has not led to inflation, how-
ever, because the money is not circu-
lating. Banks are merely leaving it on 
deposit at the Fed. The American 
banking sector normally keeps very 
little on reserve at the Fed over and 
above what the law requires. From 
1959 to 2008, excess reserves at any 
one time ranged from a few hundred 
million to about $2 billion. But since 
last August, excess reserves have 
soared to an inflation threatening 
$844 billion.  

Normally, the release of new money 
into the banking system gets multi-
plied because of the way reserve 
banking works. But banks are hoard-
ing money, perhaps afraid for their 
own solvency, or for that of the 
households and firms to which they 
would otherwise lend. 

There are now two great financial 
forces precariously balanced, exert-
ing equal and opposite pressure on 
the US economy. The expansion of 
the money supply has created an in-
flationary risk. But the collapse of 
consumer wealth has shrunk invest-
ment and lending, creating a defla-
tionary vacuum. No recovery, no 
inflation. But if a recovery starts, all 
those excess reserves will flood the 
banking system, setting off inflation. 

At that point the ability of the Fed to 
manage the money supply becomes 
critical. The Fed injects or withdraws 

The landscape has changed. Out of the 
greatest financial crisis in years, there 
are spring “green shoots” or pockets of 
growth appearing suggesting the 
American economy is on the mend.  
Consequently, the markets have rallied 
from their lows in March.  But this op-
timism might be premature. America 
still faces serious problems. Those 
spring shoots could in fact be summer 
weeds. 

The problems are manifold: the US 
Federal Reserve (Fed) has an opaque 
balance sheet; the Obama administra-
tion is running unsustainable budget 
deficits; we’re only part way through 
the Adjustable Rate Mortgage (ARM) 
resets on American property; and oil 
prices are volatile.  How these issues 
unfold over the summer could deter-
mine whether a recovery later this year 
will be possible.1 

In all the talk about the American 
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tween the investor class and the prole-
tariat? What do trillion dollar deficits 
and the recent re-initiation of PAYGO 
government programs tell you about 
the future of corporate tax rates? Do 
you really think that a national health 
care program can be paid for with 
cost-cutting as opposed to tax hikes at 
insurance companies and benefit-
paying corporations throughout all 
sectors of the American economy?”4 

America has been through a lot.  And 
the landscape is still changing radi-
cally.  Unemployment is set to grow 
to double digit figures with all the 
concomitant repercussions for the 
world’s biggest economy. 

Investors tend to underestimate ex-
treme events. This financial crisis is 
an extreme event.  Going forward, 
investors need to comprehend the 
risks of the securities they hold and to 
temper their expectations for returns.  
Not least investors need to appreciate 
the potential duration of this financial 
crisis.   

According to Bill Gross, “Greed will 
come again. But for now, the trend is 
the other way and it promises to per-
sist for a generation at a minimum.”5 

For now at least, America has all the 
appearance of scrubland overgrown 
with weeds. 
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money from the supply by buying or 
selling assets. To ensure its ability to 
do so, it is only authorised to hold risk-
free, liquid securities such as Treasury 
Bills. Last year, however, the Fed 
bailed out failing American banks by 
swapping its T-bill holdings for assets 
that those banks were unable to sell. 
This helped bank stocks to recover and 
kicked off the stock market rally. But it 
left the Fed with a balance sheet 
weighted towards dodgy assets. 

As of today, the Fed lists about $2 tril-
lion in assets, but only $640 billion are 
T-bills. Over $1 trillion is a mix of 
stocks and bonds bought from those 
failing banks that nobody else was 
willing to hold, much of it listed at 
book value rather than at market value. 

What is this stuff actually worth? This 
matters because, if a recovery gets go-
ing, the Fed must quickly draw the 
monetary base down from $2 trillion to 
about $900 billion, otherwise inflation 
could cut the value of the US dollar. If 
the Fed can’t get face value for its 
holdings, it will fail to draw the neces-
sary amounts of currency out of circu-
lation, and the dollar will fall. 

The Fed is safe as long as the credit 
system remains frozen. As long as the 
system remains frozen, the economy 
cannot recover. The Fed seems to be 
hoping for a miracle of timing. If the 
economy starts to grow, the assets it is 
holding might appreciate quickly 
enough to be sold at their face value 
before inflation breaks out. But if they 
gain in value only after bank excess 
reserves start hitting the market, the 
US will face an inflationary crisis com-
parable to the 1970s. 

Another problem looming over the 
U.S. economy is the Obama admini-
stration’s audacious overhaul of the 
medical system and the introduction of 
“cap and trade” legislation to combat 
“global warming”.  Massive budget 
deficits and growing unemployment 

will be the result.  

The Congressional Budget Office pre-
dicts that U.S. government spending 
will jump from $3-trillion to $4-trillion 
this year, even as revenues fall to $2.2-
trillion. Nearly half of U.S. govern-
ment spending is now borrowed 
money, and the deficit will surpass 
13% of GDP this year. In order to raise 
all this money, the U.S. Treasury is 
holding a series of auctions this sum-
mer. We will learn over the next few 
weeks how high interest rates will have 
to go to sell all those notes. 

As with the perilous Fed balance sheet, 
Obama’s budget deficit plan creates a 
problem that worsens if a recovery be-
gins to appear. Growth in the stock 
market increases the competition for 
investor funds. The only way the 
Treasury can sell all those notes is to 
offer sufficiently high interest rates to 
compete with equities. As the interest 
rates on Treasury notes rise, money 
will flow out of the equity market, de-
pressing stock prices. Rising interest 
rates can be avoided only if the stock 
market drops over the next few months 
and people look for low-return govern-
ment bonds as a safe haven. 

But if the stock market remains attrac-
tive to investors, interest rates will 
have to rise to meet Obama’s borrow-
ing needs. However, that will impair 
the ability of homeowners to cope with 
the next wave of ARM refinancing, 
which carries on into 2012. House 
prices in America have fallen so far 
that as many as one in five households 
now have mortgage debt greater than 
the value of their homes.3 Many will 
simply give the house keys to their 
banker and walk away. Expect down-
ward pressure to remain on property 
values for some time yet. 

While interest rates may have to rise, 
taxes will have to rise. “What does the 
General Motors example tell us all 
about the rebalancing of power be-
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