
is why the recovery is likely to 
substantially weaker than the re-
coveries from earlier recessions. 

The latest figures from the St. 
Louis Federal Reserve show that 
commercial and industrial lending 
is still declining. (See chart be-
low) 

The dilemma is that US banks can 
borrow for almost nothing and 
lend money to the government by 
buying 10-year Treasury Notes 
and 30-year Treasury Bonds with 
yields of 3.8% and 4.6% respec-

tively. Thus, the banks are thriv-
ing on the ‘yield curve’ while the 
man on the street gets nothing for 
his savings (if he has any savings 
at all). And  why should the banks 
make risky loans to anyone but 
the most credit worthy when they 
can play the yield curve with al-
most zero risk? 

The Federal Deposit Insurance 
Corporation is yet another prob-
lem. The FDIC’s deposit insur-
ance fund has spent so much cov-
ering bank failures that it is now 
out of money and wants the finan-

“The United States Government is on a 
trajectory to default on their obliga-
tions.”   Eric Sprott1 

 

When we last wrote about the 
American dollar in this space five 
years ago, we said it was a mug’s 
game trying to predict the cur-
rency’s direction.  Recent develop-
ments in the US suggest it is time to 
revisit the game. 

Apparent signs of success make it 
easy to forget that recovery still de-
pends on government support.  
Much of the rebound in global de-
mand is thanks to the taxpayer’s 
purse. 

It’s obvious that Congress wants a 
new bubble to replace the sequen-
tial ones in technology and in hous-
ing.  However, the amount of Fed-
eral Reserve’s pumping needed to 
keep the economy afloat is increas-
ing, which suggests even Bernanke 
can’t keep this bubble alive much 
longer if the real economy fails to 
take flight.  

An important difference between 
earlier recessions and the 2007-09 
one is that of tight Fed Policy ver-
sus large scale credit losses. It will 
take much longer for banks to ab-
sorb these losses than it took for the 
Fed to normalise interest rates. This 
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comforting to own during times of 
extreme financial uncertainty. 
Commodity stocks are, collec-
tively, proxies for participating in 
the growing wealth of the growing 
Third World middle classes—the 
most important demographic of 
our time. 

The Federal Reserve and the US 
government have taken onto their 
balance sheets those toxic financial 
securities that brought the banking 
system to its knees over a year 
ago. By monetizing debt to support 
their spending plans and to save 
the system, both entities have cho-
sen a well worn path travelled by 
so many bankrupt governments 
before them. Like a condemned 
man, the US government is merely 
bidding its time until the moment 
of truth. However, there is no one 
left to grant a reprieve. 

If the real economy recovers 
quickly, if Congress reins in health 
care costs and if it gets early con-
trol of the budget deficit then all 
bets are off on the dollar weaken-
ing. Those are not insignificant ifs.  

Holding US dollars would appear 
to be a game for only the brave for 
next few years. 
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cial institutions it “covers’ to pre-
pay their assessments for 2010 
through 2012. In effect, the FDIC 
wants to borrow money from the 
banks it provides insurance for! 

Few Main Street banks qualify for 
bailout by the Trouble Asset Relief 
Program so have been left twisting 
in the wind. The underperformance 
of the small banks is reviving the 
kind of endogenous risk in the fi-
nancial markets that shrank so rap-
idly from October 2008 through 
March of 2009.2 

It goes without saying that lending 
needs to expand before a decent 
economic recovery can get under 
way. 

In its current financial condition the 
American government will not be 
able to fund its forecasted budget 
deficits and unfunded Social Secu-
rity and Medicare promises on top 
of its debt obligations. There simply 
isn’t enough taxing power, value 
creation or outside capital willing to 
support its spending programmes. 

President Obama is budgeting a 
decade of debt increases to build 
the kind of green, sharing economy 
he wants. Regional bankers and 
small business people see the inevi-
tability of higher taxes, reduced 
economic growth and  inflation re-
surgent. Printing new dollars to 
support a $10 trillion dollar budget 
deficit that stretches out over the 
next decade could put the US on the 
road to ruin. 

Moreover, under GAAP account-
ing, total unfunded obligations (for 
Social Security and Medicare) are 
now $74.6 trillion dollars, up by 

more than $9 trillion from last year 
alone.3   

The absolute level of government 
debt is a bad predictor of exchange 
rates; instead prices are set by mar-
ginal buyers and sellers. As such, as 
deficits soar, financing require-
ments to pay for interest soar as 
well. By shifting to what may be 
the equivalent of an adjustable rate 
mortgage for government debt, the 
government has been able to keep 
its interest expenses at an artifi-
cially low level. In recent weeks, 
the Treasury has embarked on ma-
jor effort to extend the duration of 
its debt, realising it may be impru-
dent to refinance trillions in the 
very short term markets. An in-
crease in the supply of long-dated 
Treasury bonds may push up long-
term borrowing costs.4 

Consumers react to policies. When 
you flood the market with cheap 
credit, consumers will likely take 
the bait; the only reason why they 
aren’t right now is because money 
is only reaching those with pristine 
credit.   

Where to hide? 

A traditional place to seek succour 
has been gold. The precious metal 
has had a stellar run since 2001, 
moving from about US$250 per 
ounce to over US $1,100. Gold and 
other precious metals appear to 
have entered a period of above av-
erage volatility, but the unprece-
dented creation of paper money and 
the size of national debt levels 
means ownership of precious met-
als may tend to reduce the risk in 
most portfolios. 

Other commodity stocks deserve 
attention as well. Real assets are 
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