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WWiillll  DDeeffllaattiioonn  AAnndd  
EEuurrooppee’’ss  EEuurroo  DDeebbtt  
CCrriissiiss  CCaauussee  UUss  TToo  
HHaavvee  AA  DDoouubbllee  DDiipp  

RReecceessssiioonn??  
A number of consensus econo-

mists have begun to worry that defla-
tion in the U.S., coupled with the debt 
crisis now hitting Europe, will cause 
the U.S. to go back into recession 
within the next six months.  The eco-
nomic data does not presently support 
this fear. 

The various leading indicators 
in the U.S. remain solidly positive.  
Seven of the eight indicators were up 
in May.  What the economic data does 
signal is caution.  All indications are 
that the “recovery” will begin to slow 
as the fourth quarter approaches and 
will continue to slow in 2011. 

As business people, we often 
look at 8 practical indicators to see 
how the economy will affect us over 

the next 6 to 18 months.  These ap-
pear to be primarily positive.  Petro-
leum and natural gas prices have 
been down slightly.  This has in-
creased liquidity in the general econ-
omy.  Exports have been up, helping 
manufacturing, which has been driv-
ing the recovery.  Raw material prices 
have been stable to lower, helping 
manufacturing. 

At the same time the strength 
of dollar has remained stable, helping 
to fund our increasing debt.  Lack of 
growth in the M2 Money Supply has 
helped contain inflation, but is taking 
liquidity out of the economy.  If the 
Fed continues this policy it will have 
an increasingly negative effect on 
small business and the economy. 

The Fed’s most recent appraisal 
of the economy indicated that it is not 
strengthening as fast as it had pre-
viously expected.  Based on this, the 
Fed has indicated that it expects to 
continue low interest rates.  The hand 
maiden of low interest rates has been 
its recent policy of holding down the 
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M2 Money Supply in order to fight 
inflation. 

Retail sales have not responded 
as is normal in a recovery.  They have 
improved in some categories, but over 
all are weak.  The weakness in retail 
sales and construction signal an un-
stable recovery. 

These factors also point toward 
a slowing recovery.  As our newslet-
ters have been explaining for the past 
8 months, it is 2011 that is a signifi-
cant danger point.  A pocketed recov-
ery experiencing erratic shifts very 
much puts 2011’s direction in ques-
tion. 

Deflation and Europe’s debt 
problem are not the real issue.  We 
suspect the talk about deflation is in-
tended to support the Fed’s continued 
low interest rate policy.  The real 
threats to the economy are far more 
complex.   

The government’s focus in se-
vere down turns, like the great reces-
sion of 2009, should be on returning 
liquidity to the private sector and pro-
viding a catalyst for increasing private 
sector activity.  Each action taken by 
the government should be measured 
by its impact on increasing liquidity 
in the private sector and the velocity 

and turnover of dollars to drive a re-
covery. 

Fed Chair, Bernanke recently 
said “My best guess is we’ll have con-
tinued recovery, but it won’t feel ter-
rific.”  This type of talk sounds like 
code words for government policy is 
not really working.  It is not working 
because the government does not have 
a coherent policy focused on increas-
ing liquidity in the private sector and 
the velocity and turnover of dollars in 
the private sector to drive a recovery. 

There are many aspects of cur-
rent government actions or inactions 
that appear to put the recovery at risk.  
These include rising federal and state 
debt, lack of borrowable capital for 
small and mid-sized business enter-
prises, increasing taxes, high unem-
ployment in the private sector, in-
creasing government employment, the 
affects of the oil spill on the Gulf 
Coast economy, and political insta-
bility in the Middle East and Latin 
America to name a few. 

The government has “bailed 
out” the large players in the financial 
segment of the economy in an effort 
to undo the freeze that set in at the 
end of 2008.  However, this selective 
effort has not been effective.  The in-
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fusion of dollars into the banking sys-
tem has helped large companies.   

Large companies borrow pri-
marily through the bond market.  
Thus, their source of capital has re-
turned, benefited by low interest rates.  
Small to mid-sized companies borrow 
primarily through the banking system.  
We think of companies with sales be-
low $1,000,000 to as much as 
$400,000,000 as small to mid-sized. 

These companies provide the 
lion’s share of employment growth in 
the U.S. economy.  Increased pressure 
by the Comptroller of the Currency 
and the Fed on the banks to raise capi-
tal and lending standards have made it 
much harder for small to mid-sized 
companies to borrow needed capital.   

While the Fed has kept interest 
rates low, its regulatory pressure has 
kept banks from lending.  Banks have 
used their increased liquidity to buy 
government debt and to rebuild capi-
tal out of the spread.  As recent fig-
ures show, while bank loans have de-
clined, the holding of federal obliga-
tions has increased. 

This practice has helped 
finance the federal government’s ra-
pidly expanding debt.  But the conse-
quence has been a lack of liquidity in 

the private sector for small and mid-
size businesses.  Rapidly increasing 
public debt at the local, state, and fed-
eral level competes with business for 
capital and has a negative effect on 
the recovery. 

Just as rapidly increasing feder-
al debt takes liquidity out of the econ-
omy, so does increasing local and 
state debt.  Local and state govern-
ments have generally failed to reduce 
costs to match their falling revenue 
streams.  Many state governments, in-
cluding Illinois have continued to ex-
pand entitlements and costly pro-
grams started before the recession.   

State and local government 
pension costs have been increasing 
dramatically.  As a result we have 
seen a substantial increase in state and 
local government debt.  Like the rapid 
increase in Federal debt, the increase 
in state and local government debt has 
drained borrowing capacity from 
small to mid-sized companies 

Our Newsletters have pointed 
out that as taxes at all levels of gov-
ernment increase, it continues to 
drains liquidity from the economy.  
Currently, 2011 is shaping up to see 
one of the greatest increases in Feder-
al and state taxes in the last 50 years. 
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The new “Medical Reform” act 
has hundreds of billions in new taxes 
set to begin in 2011.  There are hun-
dreds of billions of other new federal 
business and excise taxes scheduled to 
begin in 2011.  The expiration of the 
Bush tax cuts and the end of the estate 
tax moratorium will add billions to 
these.   

Most economists have not fo-
cused on the impact all of these in-
creases will have.  Few have looked at 
things like the return of the marriage 
tax or the increasing impact of the al-
ternative minimum tax beginning next 
year.  These increases will affect 
many who make far less than 
$200,000 per year.   

There are far more billions in 
tax increases currently pending in 
Congress.  One of the current eco-
nomic drivers of the economy has 
been the leveraged buyout funds.  
These funds are facing major tax 
pressures at both ends.  With taxes on 
capital gains set to rise substantially 
and taxes on fund managers and port-
folio company executives possibly 
rising even more dramatically, we 
could see a major dampening of this 
economic activity. 

Cap and Trade, again being 
considered by the Congress after the 
oil spill, represents an enormous po-
tential tax increase for 2011.  It would 
affect every household in the U.S., 
draining buying power from Ameri-
can consumers. 

All of these taxes withdraw li-
quidity from the economy at a time 
when the private sector of the econo-
my most needs it in order to broaden 
and strengthen the recovery.  Normal-
ly, economists would expect broad, 
across the board tax cuts designed to 
increase private sector spending, not 
the opposite, dramatic increases.   

When all taxpayers receive 
added spending power through across 
the board tax cuts, they buy private 
sector goods and services of the type 
that reflect continuing demand.  This 
fuels the industries, where prior con-
sumer demand, has already created 
real infrastructure.  This type of in-
creased demand creates sustainable 
private sector jobs at minimal cost to 
taxpayers.   

Private sector jobs are critical 
because they are self sustaining and 
add products and services to the 
economy.  This creates velocity of 
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turnover of money and growth.  It al-
so generates more taxes.   

Public sector jobs have the op-
posite effect.  They do not pay for 
themselves or create products or pri-
vate sector services.  They can only 
be maintained by increasing taxes to 
pay salaries and benefits.  They drain 
liquidity from the economy and hurt 
recoveries. 

Currently, the fastest growing 
sector of the economy is government 
jobs!  Today, government pay and 
benefits are approximately 12% high-
er than private sector pay and bene-
fits.  We are actually borrowing to 
pay for growth in government jobs, 
increasing their negative long term 
effect on the economy. 

The substantial continuing in-
crease in Federal government em-
ployment going into 2011 is a very 
negative factor.  Just one example is 
the more than 150 new Federal agen-
cies created by the Medical Reform 
act. 

Another factor that has taken 
liquidity out of the economy is the 
continuing high level of private sector 
unemployment.  While base unem-
ployment fell in May to 9.7%, real 
unemployment hit 16.8%.  This 

pushed the real unemployment figure 
to over 26 million Americans with 
over 6.8 million long term unem-
ployed.   

For the economy to move from 
stabilizing at a low level of activity to 
a meaningful recovery, this must 
change.  With unemployment at this 
level, the housing market will contin-
ue to experience trouble.   

Two new factors are beginning 
to cloud 2011.  The oil spill in the 
gulf is materially impacting economic 
activity in the South.  To date, the re-
lief efforts have not replaced the drain 
on economic activity being expe-
rienced in that region.   

At the same time that this is oc-
curring, the situation in the Middle 
East has continued to deteriorate.  A 
crisis could develop at any time.  
Without strong American leadership 
in this area of the world, the many po-
litical actors there could easily mis-
calculate the impact of a sudden move 
to change the balance of power. 

A destructive war or major con-
frontation in the Middle East is a real 
possibility.  The world economy re-
mains dependant on Middle East oil 
and disruption could affect many of 
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the world’s slowly recovering econo-
mies. 

The seven factors just discussed 
represent a far more dangerous threat 
to our economic recovery than defla-
tion or the Euro zone’s debt problems.  
If the U.S. continues to expand its 
debt and spending at current rates, 
when coupled with major tax increas-
es, the reduced liquidity in our econ-
omy could have an extremely nega-
tive effect as 2011 progresses. 

Unlike the U.S., Europe ap-
pears to be realizing the need to return 
liquidity to the private sector.  This 
could reduce our export trade.  The 
possibility that 2011 could be a pivot-
al year with the economy experienc-
ing new difficulties appears to in-
crease every day. 

IIss  CChhiinnaa  
CCoonnttiinnuuiinngg  IIttss  
AAttttaacckk  OOnn  TThhee  

UU..SS..  DDoollllaarr??  
China is a very patient country, 

generally taking a long term view of 
the world and how to achieve its ob-
jectives.  While the full scope of its 
long term financial planning has been 

little noticed, China has continued to 
move to replace the U.S. dollar as the 
primary reserve currency of world 
trade.  Last week it took another step. 

China has been pursuing a mul-
tipronged approach to replacing the 
U.S. dollar in world trade.  The corner 
stone of China’s approach is to con-
vert its world trade from dollars to 
Yuan.  (See our April Newsletter, “Is 
China On The Prowl,” and our June 
Newsletter, “Will The China Factor 
Hurt The World Economy?”)  To 
support this effort, it has carried on a 
campaign to convert International 
Monetary Fund (“IFM”) “Special 
Drawing Rights” (“SDR”) from a me-
thod of accounting between member 
states and the IMF, into a method for 
settling international transactions as a 
substitute for the dollar.  (See our Ju-
ly Newsletter, “Will China’s Aggres-
sive Monetary Policy Hurt The U.S. 
Economy?) 

China has coupled its Yuan 
conversion and IMF SDRs program 
with an aggressive global campaign of 
buying up raw materials such as oil 
and iron ore.  ( See our May Newslet-
ter, “The Global Economic Down 
Turn Has Continued Pushing The 
World Economy Deeper Into Reces-
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sion”)  2010 has seen China relent-
lessly pursuing its multipronged strat-
egy. 

Why is this strategy a con-
cern?  China, in spite of all its efforts 
to modernize its economy, is still a 
country governed by a nondemocratic 
centralized government whose basic 
philosophy is quite alien to ours and 
the free world.  One element that has 
facilitated world trade since the end of 
World War II is that all nations have 
settled their international trade trans-
actions in U.S. dollars.   

The use of the U.S. dollar has 
created an unprecedented increase in 
free trade, tremendously benefiting 
the world economy.  Replacing the 
U.S. dollar will lead to protectionism 
and economic dislocation.  For the 
U.S., if the dollar ceases to be the 
primary reserve currency, it will cause 
inflation here at home from those 
excess dollars returning and make it 
increasingly hard to finance our grow-
ing debt. 

One primary purpose for Chi-
na’s approach is that it can create a 
two tiered system for world trade in 
raw materials.  For example, OPEC or 
Brazil could sell oil to the U.S. at one 
price in dollars and to China at a low-

er price in Yuan.  The same could be 
true with respect to manufactured 
goods.   

How does this strategy work?  
The IMF is due to begin a review of 
its Special Drawing Rights this year.  
(See our July Newsletter, “Will Chi-
na’s Aggressive Monetary Policy 
Hurt The U.S. Economy?” for a full 
explanation of how SRDs’ work and 
the coming reevaluation.)  By increas-
ing its international trade and convert-
ing its trade to Yuan, China can im-
pact its ability to have the Yuan added 
as the 5th major reserve currency 
component of SDRs.  China wants the 
Yuan to have a 20% weighting in va-
luing SDRs. 

To facilitate this, China has 
been under valuing the Yuan and 
dumping cheap goods as exports into 
many countries in 2010.  At the same 
time it has moved to limit importation 
of U.S. goods into China.  This has 
increased its bargaining power with 
the IMF.   

China has been promoting the 
idea that the U.S.’s rapidly expanding 
debt and stimulus program is under-
mining the long term value of the dol-
lar as part of its campaign to increase 
the relative importance of the Yuan. 
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This past week the Chinese State 
Council announced they intend to ex-
pand their program of settling interna-
tional trade transactions in Yuan from 
its limited beginning last year to most 
of the country.  Until now their pro-
gram has only involved approximately 
xxx 

$6.5 billion of China’s $1.1 trillion of trade. 
Their announced purpose for the 

change is to accelerate the internationalization 
of the Yuan and reduce China’s reliance on 
the dollar.  China said it wants to reduce the 
impact of the U.S. economy on China and 
other countries. 

Recent Cartoon 

 

The wise old owl 
The most certain thing about the next 12 months is that no 

one can predict how the economy will go.  Clearly, there are too 
many variables to predict which will have the most affect.  You 
need to plan for which of the 5 ways the economy as a whole will 
turn and what that means for your segment of the economy. 

That the recovery will slow in the 4th quarter appears likely 
today, but even that could be impacted by events.  Our clients have 
started their planning for the next 18 months early so they can more 
effectively identify the break points and have alternative scenarios 
ready to put into action. 
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