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Matt Stoller on his personal blog notes that "the adults are getting nervous". They always have been; for the last 30 years there [image: image1.jpg]


has been one overwhelming reality of American politics, the true "elephant in the room" that no one talks about: America is bleeding, to pay for energy. The recent run of deficits - federal and balance of trade - are not abnormal. On the contrary, they are the culmination of the political compromise made in the early 1980's to deal with the oil shocks of the Nixon Administration, and have followed ever since. But then, if you've been reading Brad DeLong, you already know that something is up.
Simply put, America sells paper, to buy oil. And as the collapse of the dollar against the Euro shows, America is running out of paper. As this article makes clear, the political alliance which made an American Thermidor possible, is crumbling. But first, a description of what is currently in place.

I. The Energy Deficit
The chart has the amount of energy, in Trillions of British Thermal Units, which the US imports every year, and, in purple the rate of change. The chart is set up so that reductions in imports are positive numbers, and increases are negative - to make a point. The only slowing of importation has been associated either with recession, or with one of the two "slowdowns" in business. After a brief bout with energy austerity in the late 1970's and early 1980's - the only way people use less energy from abroad, is when they lose their jobs.

Effectively, America has two central banks - the Federal Reserve, and OPEC. If the Federal Reserve allows the consumer economy to overheat, OPEC raises prices. So how does America pay for this Energy Deficit? By increasing exports? No, we have run a persistent negative balance of trade during the same time. Even without energy - ex-energy as an economist would say - our balance of imports has stayed relatively much the same. 

This factor, and the Reagan response to it, has dominated the real politics of the last 30 years - almost every other major political fight has been shaped by this basic reality, even some which, on their surface, seem to be cultural, rather than economic.

So how does the US pay for the energy deficit? 

As noted above - by selling paper. Or, more specifically, by selling bonds, stocks, copyrights and other forms of investment abroad. This creates the Investment Deficit.

II. Investment Deficit and Consumer Inflation
As this chart shows, the United States used to invest more abroad, than others invested here. As the 1982 tax cuts take effect, there is a small change in the total, but as the 1980's wear on, the erosion accelerates. Here is where the money is coming from to buy the therms from abroad: bonds bought by foreigners, stock, real estate and other "paper" 
assets.

While one can argue the actual mechanics of when and why the acceleration in investment deficit occurred - one can lay the blame any number of places - the simple fact is that this investment deficit was the solution to the energy problem of the 1970's. Buy generating more investment demand, and hence more paper to sell, the United States has financed, for the better part of a generation, a chronic deficit in energy.

Why this is important takes a bit of explaining, but it is worth doing. 

All consumer demand - all normal consumption - sooner or later, becomes consumption of energy. Energy is the bottleneck commodity in the current Consumer sector. Real inflation in a sector is caused by the increase in price of its bottleneck commodities. This means that the core of consumer inflation in the US is the increased price of imported energy. Effectively, energy is the "gold standard" of the consumer economy. There is only so much energy that can be imported without causing a collapse of the dollar.

This means that the consumer economy can only grow as fast as the United States generates more exportable investment. This is crucial - for every dollar of energy we import, we must generate one dollar of exports. For every dollar of exports we fail to generate, we must generate one dollar of investment demand. As the graph shows, that is exactly what happened - the United States went from having a net plus in investment in the rest of the world, to a larger and larger net deficit.

This is why "productivity" is a mantra among those who follow monetary policy. Productivity isn't, really. What it is, is GDP cost per unit of labor. Since labor is paid in wages, and wages become, mostly, consumption, the reverse of productivity is the amount of additional energy the consumer sector can import. The reason your wages can only go up as fast as productivity, is because that productivity is what buys the energy that you will use as a consumer - whether flying to see relatives, driving a bigger SUV, or even being plugged into the internet. 

The task of the Reagan administration then, was to rebalance the incentives in the economy: away from producing assets - factories, houses and cars - and towards producing investment. Consumer inflation - based on the "oil standard" - was tamed, at the cost of "asset inflation", and a ballooning federal debt.

Basically, the amount we can consume can only go up as fast as we create more investment for foreigners to buy. We are trading hard currency inflation, for what seems to be soft currency inflation. But ultimately, soft currency is backed by hard assets. Eventually, the piper will be paid. The accelerating investment deficit means that he is getting closer to the coda of a 20 year long song. The Fed followed "productivity" not because we could do more with less - look around you, we are still building essentially the same planes, houses, streets, buildings and so on as before - perhaps with some improvements for lighter materials. "Productivity" is really "profitability". We can only buy as much more oil as we have profitability to pay for it.

III. Asset Inflation




But stocks and bonds aren't based on energy directly. The bottleneck for the amount of investment available is the amount of revenue to pay back investors. Someone who invests gets a claim on future revenues. When more dollars stop generating more real revenue - that is, when investors are "pushing on a string" - trying to make more revenue happen, when no more can happen - asset inflation occurs - more dollars chasing the same future supply of revenue. As this chart from DecisionPoint.com shows - there has been a great wave, as Prof Fischer of Brandies describes it, of asset inflation running from the early 1980's when stocks were under-priced, to the present. Rather than reaching equilibrium, however, a second bubble has been touched off by over stimulating the investment economy. America decided that it could live with a few more years of inflation in the I sector.

This can be seen in the increase in "Price to Earnings" ratios across the boards. As many long time stock watchers have noticed - this ratio has, for years, been in the "overvalued" territory. They keep predicting bottoms in the stock market which do not materialize - and yet, based on historical norms of stock behavior, they should. Price to Earnings ration is simply the Price of a share of stock, divided by "Earnings Per Share" or EPS. EPS is simply the total earnings of the company, divided by the number of shares outstanding. So what Price to Earnings measures is the cost of a future dollar of money. When it is low, there is not enough investment demand - too little money in the investment system. When it is high, there is too much.

Basically, companies "rent" money from investors. They pay back that money with earnings - in one way or another. The P/E ratio determines how much money they can rent with the same earnings. The higher the P/E, the more they can rent.

For most of the history of stocks, the P/E ratio has followed very simple patterns - when it gets above about 20, there is a downward correction in either stock prices - or there is a rapid boost in earnings. When stocks have P/E rations around 6, there is the beginning of a huge rally in stocks. What is not noticed is that there are times when the amount of money available for investment goes up much faster than the business opportunity to pay for investment. And yet, as any search through the land of bearish investors shows - there is confusion. Stocks should fall, not to around S&P 800, which was the most recent hard low, but to S&P 350 - an absurdly low value given the present state of stocks.

So what is going on here? A wave of asset inflation - the reason stocks aren't crashing is because the Reagan era funneled money from the consumer sector - "C" in the lingo of Keynes - into "I". In short, we traded Consumer inflation - which people don't like, for Investment inflation, which people think they like. Since more people in the US have investments than oil - one would expect this, they can profit from investment inflation, or think they can, where as they cannot profit from consumer inflation in the end.

This means there are really two dollars out there. One dollar is based on the price of imported energy - that is its "gold standard", the other is the investment dollar. The entire regime of "capital gains tax cuts" and 401k plans and the rest was designed to do exactly one thing: funnel more money into the investment sector and out of the consumption sector. 

Investment solves the problem of energy - since investment GDP can be, seemingly, produced without energy consumption. Of course, as people cash out, they will consume, but here again, every dollar in the hands of the very wealthy tends to produce a great deal less energy consumption for what they pay. The person in first class in an airplane does not burn that much more fuel than someone in steerage, I mean, economy, class - but pays on the order of 8 times more for the same flight. Similarly gems, art objects and other forms of very high end consumption consume less oil for dollar spent than driving around town does. In effect, the entire economy was rebalanced to move GDP production upwards, since this is what produces the most GDP per unit of energy.

Further, it fueled the computer boom - computers, again, produce a great deal more GDP than they consume oil, and an "information economy" makes people happy while they sit around and type at each other. Less energy used. Or so it seems.

As long as this funneling continues, the stock market will have too many dollars chasing too few chances to make money. There is a lack of investment supply - Peter Drucker said as much in his Fortune Magazine interview. Investment demand is the amount of money going in - thus "supply side" economics was a complete misnomer - it was really demand side economics. The Investment world's bottleneck is the cost, then, of money. How much does it take to rent money. Hence, its gold standard is the US Treasury and the strength of the dollar. What stops the US from printing too much debt? That's a question for another post, but it is basic to why we are in difficulties now.

IV. American Thermidor
Thus the Reagan economy answered the "problem" of spiraling energy imports, not by decreasing them, but by changing the incentives in the economy, and creating, in effect, two dollars. One dollar, based on a hard money oil basis, and the other based on a soft money earnings basis. This split of currency is not historically abnormal. In fact, whenever there is a "money drought" - as there was in 1973-1982 - there is pressure to "split the currency" into more than one part. One example is from the late 19th century, when the costs of paying for the Civil War debt in gold squeezed the amount of currency available for the rest of the economy. The "Gilded Age" was no mere metaphor - those who had gold based assets had enormous concentrations of wealth.

The pressure from below was to create "a people's currency" based on silver, which was mined in quantity across much of the Rockies - and allow banks to print money based on it. This is the source of the "cross of gold" speech delivered by Bryan - have silver introduced as currency. This would allow the US to tax in gold and pay off in gold the gold-based debts, while allowing the common man to do his business. Or, at least, that is how the argument put forward by the "Silver Republicans" ran.

The pressure from above, at that same time, was for a currency that could price the value of the industrial revolution. The problem with "gold" is that there is no real correlation between how much gold one can dig out of the ground, and how many factories one can build. In an economy based on land, there is a rough correlation: the more land, the more likely some of it has gold under it. The more land, the bigger the army one can field, and therefore, if one doesn't have gold, one can get it the old fashioned way: invade someone and loot it. The relationship between hard money and land use was observed by Adam Smith, and his table showing that the two will balance each other is the foundation of market economic theory. The trick is to figure out which two things - production on one side, and currency on the other - balance in a particular economy.

When the two sides get out of balance, people print money. They may or may not call it money - but they treat it as a medium of exchange, a store of value and a sign of success. In the late 19th century, the money that was printed was called "common stock". Corporate laws were changed to allow it, and the "electrical revolution" of the telephone and light bulb allows Wall Street to flower into the institution that is roughly familiar today. 

In the late 1970's and early 1980's, the hard money - based on how much could be exported to pay for oil - was in a drought. The solution, not the only one, was to give Wall Street a license to print money - in the form of stock. This money was then used to buy oil. Which is why the chart of P/E ratios goes up and up, with only a bump downward for 1987, and a longer one for 2000-2002. The change in capital gains tax rates, the creation of 401k plans which allowed money to flow tax deferred into the investment economy, created two separate dollars. There is, in effect, a sales tax on everything you buy, because if you had invested the money, you would not have paid the tax. The form of "tax cuts" for investment and very wealthy individuals is merely the politically most palatable form for it to take.

The rise of Bill Clinton, as can be shown from the first graph, does not materially change the energy deficit, and it only slows the growth of the investment deficit. The ascension of Bush, however, causes the investment deficit to soar. This is what lies at the heart of the current crumbling of the dollar against other major currencies. What is asset inflation here - same earnings split up between more dollars - shows up as devaluation over in the rest of the world. Other nations that sell to the US - which are still selling hard goods to pay for their energy - will prop up the currency for a time, but when their reserves are exhausted, the US will have to radically reign in consumption, or it will face a currency meltdown. The former - an austerity budget and 1980-1982 style recession - is far more likely.

V. Summary
The Reagan era instituted a solution to spiraling energy exports: basically, shift effort into creating investment demand. Tax policy favored the move to "capital gains" and to the information economy, not for any market superiority reason, but solely because this allowed the rate of oil importing to be controlled. It allowed the US to have the same basic oil hungry economy, and divided up how much each American could spend.

The result has been asset inflation, propped up, as we are all aware, by the Federal Budget deficit. Clinton did not materially change this economic structure, though, with the BTU tax, he considered doing it. The political moment never arrived for him, and as a result, he was forced to simply let matters ride. The election of Bush moved America from a treading water position in the "Investment Deficit" to a slide downward. This downward slide is what has produced the devaluation of the dollar against the Euro and other currencies.

Those that follow currency exchange, such as Paul Krugman, are worried because they know - as does the Financial Times, and the Wall Street Journal - that the only reason the dollar has not collapsed to bring it in line with a sustainable level of investment deficit - is because of intervention. When the ability to intervene ends, the slide must happen. The signs from the last few weeks are that intervention is running out of time, and that 2005 will, regardless of who is President, a stark choice. The only simple choices are austerity or bankruptcy. 

The French Revolution imposed a new Calendar, and its 11th month, was "Thermidor", the month of "heat". In Thermidor of the revolutionary year IV - 1794 - there was a coup that put powerful military and economic leaders at the helm of government. While the coup would eventually eat its own children, the "revolutionary" phase was over, and Thermidor would culminate in Napolean's self-coronation. It has, since, become an expression for conservative counter-revolution, and this is precisely what Reagan's election was, except by essentially legal means.

Next Article - The Progressive Paradox and the birth of the Energy Deficit
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Comments

A key insight is that there's a big difference between 'productivity' as measured in neo-classical econometrics and the actual ability to produce more with the same inputs. While GDP per capita used to effectively measure the ability to make more valuable stuff with the same inputs, value now lies elsewhere in the economy, and our stats, like much of our culture, are situated in a monetary system that is only partially related to the real bottleneck commodity, oil.

Or am I missing something?

Posted by: MattS at January 8, 2004 01:37 PM 

I've had a long-time hunch that much of the "remarkable" performance in the stock market could be accounted for by the influx of money entering the system--401k's, to be sure, but also pension funds, baby-boomers beginning to plan for retirement, people trading the security of bonds for the pseudo-security of stocks. 

1) Do you know of any data that measures this sort of thing?

2) If there was this sort of systemic trend visible in the early 1980s, could the policy shifts you point to been developed as a means to keep the ponzi scheme from collapsing? (The dividend tax shelter and the ultimate goal of eliminating taxes of investment being the latest--or last--pieces of this ploy.) Sure, there comes a point when nothing can prop up asset prices anymore--such as when the baby boom generation begins liquidating its capital to support its retirement--but by then, the original wealth-holders would be either long dead or investing in something more tangible.

Anyway, I greatly admire your work. I wish analysis like this could enter the wider debate.

Posted by: jlw at January 8, 2004 02:06 PM 

Wow, what analysis. I am greatly impressed, and really scared too.

Posted by: JWC at January 8, 2004 10:21 PM 

There is more to come.

Posted by: Stirling Newberry at January 9, 2004 12:18 AM 

Not to deny that energy imports are important, but in 2002 they accounted for only about one fifth (22%) of the overall U.S. merchandise trade balance, and just under 10% of total U.S. merchandise imports. The raw numbers are available at http://www.eia.doe.gov/emeu/mer/pdf/pages/sec1_11.pdf

Another point: in 2002, U.S. energy imports were $115 billion, just 64% of U.S. energy imports in 1980 (adjusting for inflation). Also in that time, the U.S. economy has doubled, meaning that U.S. energy imports as a share of U.S. GDP have declined sharply over that period, from 3.5% to just 1%. Also over that period, the U.S. energy/GDP ratio declined by 36% as the U.S. economy moved away from "energy intensive" industries, and as the relationship between energy growth and economy expansion became increasingly decoupled.

Posted by: Lowell Feld at January 9, 2004 07:35 AM 

Lowell's right in one sense--the oil intensity of the American economy is about half of what it was in the 70s, for instance.

But it's still a problem.

Posted by: praktike at January 9, 2004 09:45 AM 

Lowell,

Oil consumption has a multiplier effect on the trade balance. 

The economy is less 'energy dense' (I think that's the term) because of the trends Stirling writes about. The Reaganite economy incentivized energy lite industrial production.

Posted by: MattS at January 9, 2004 12:33 PM 

"Another point: in 2002, U.S. energy imports were $115 billion, just 64% of U.S. energy imports in 1980 (adjusting for inflation). Also in that time, the U.S. economy has doubled, meaning that U.S. energy imports as a share of U.S. GDP have declined sharply over that period, from 3.5% to just 1%. Also over that period, the U.S. energy/GDP ratio declined by 36% as the U.S. economy moved away from "energy intensive" industries, and as the relationship between energy growth and economy expansion became increasingly decoupled."

Selling paper, to buy oil. Or more broadly, energy - since the US also imports LNG which is used to run our generators. 

One graph that did not make it into this post, but is in the next one is GDP/BTU and then GDP per imported BTU. 

Also, many of the "imports" are of parts which are then assembled here, which means that the net energy consumption of the US economy has not gone down by anywhere nea as much as the trade figures would imply. Since, after all, burning energy in China to ship us a bolt, and paying a Korean flagged cargo ship for moving it "hides" energy imports, in the form of the energy used to make the part and ship it to the US. Adjust the import figures accordingly, and one sees the rather stark truth: the reason it is cheaper to manufacture in China is not because Chinese factories produce goods at a lower energy cost, they don't, but because the workers in them can consume less, which means they consume less oil. The savings is almost entirely in the cost, in energy, of supporting the worker in China versus the worker in the US.

But however one accounts for trade flows, one cannot hide the ultimate result - that is, money piles up in those places where there is more real inflow than outflow. And as an examination of the Forbes 400 from before their removing the oil rich monarchs from it shows, that is in countries with energy exports, and small stakeholder populations.

Posted by: Stirling Newberry at January 9, 2004 02:37 PM 

"Another point: in 2002, U.S. energy imports were $115 billion, just 64% of U.S. energy imports in 1980 (adjusting for inflation). Also in that time, the U.S. economy has doubled, meaning that U.S. energy imports as a share of U.S. GDP have declined sharply over that period, from 3.5% to just 1%. Also over that period, the U.S. energy/GDP ratio declined by 36% as the U.S. economy moved away from "energy intensive" industries, and as the relationship between energy growth and economy expansion became increasingly decoupled."

Selling paper, to buy oil. Or more broadly, energy - since the US also imports LNG which is used to run our generators. 

One graph that did not make it into this post, but is in the next one is GDP/BTU and then GDP per imported BTU. 

Also, many of the "imports" are of parts which are then assembled here, which means that the net energy consumption of the US economy has not gone down by anywhere nea as much as the trade figures would imply. Since, after all, burning energy in China to ship us a bolt, and paying a Korean flagged cargo ship for moving it "hides" energy imports, in the form of the energy used to make the part and ship it to the US. Adjust the import figures accordingly, and one sees the rather stark truth: the reason it is cheaper to manufacture in China is not because Chinese factories produce goods at a lower energy cost, they don't, but because the workers in them can consume less, which means they consume less oil. The savings is almost entirely in the cost, in energy, of supporting the worker in China versus the worker in the US.

But however one accounts for trade flows, one cannot hide the ultimate result - that is, money piles up in those places where there is more real inflow than outflow. And as an examination of the Forbes 400 from before their removing the oil rich monarchs from it shows, that is in countries with energy exports, and small stakeholder populations.

Posted by: Stirling Newberry at January 9, 2004 02:37 PM 

Actually, oil export money doesn't necessarily "pile up," as you say, in the oil exporting countries. To a large extent, "petrodollars" are recycled when the Saudis, Kuwaits, etc. purchase U.S. goods (i.e., weapons) and services (i.e., help getting their oil out of the ground). In addition, these countries invest many of the dollars they earn right back into U.S. real estate, treasury bonds, the stock market, etc. To quote MiddleEast.org, "The American economy artificially floats on a vast sea of 
cheap energy, recycled petrodollars, and massive arms sales -- all because of military and technological dominance of the Middle East."

Posted by: Lowell Feld at January 10, 2004 07:33 AM 

Most of the money they send to the US is to purchase US stocks and bonds. 

Hence "selling paper to buy oil".

This is getting ahead of the story a bit: once investment piles up overseas - and it is, as the graph of the investment deficit shows, so someone is buying more paper than goods out there - there is an incentive to dramatically increase the size of the investment sector. Not just because investment GDP is more energy efficient, but only by expanding the size of the Investment sector can one keep control of the assets when others are buying more and more of them.

More on this later. First will come "Brother Can You Spare Me A Dime" on how progressivism widened the consumption pyramid to get out of the Depression economics, and why this eventually created energy as the new bottleneck commodity.

Posted by: Stirling Newberry at January 10, 2004 02:00 PM 

>To a large extent, "petrodollars" are recycled when the Saudis, Kuwaits, etc. purchase U.S. goods (i.e., weapons) and services (i.e., help getting their oil out of the ground). 

I looked up the numbers, we have huge net deficits with the energy producing countries. The money isn't coming back as durable goods orders.

Posted by: Stirling Newberry at January 10, 2004 03:54 PM 

Are you looking at the overall current account or just at merchandise trade? I bet you'd see a big difference...

Posted by: Lowell Feld at January 10, 2004 10:43 PM 

You are arguing that sending a dollar to saudi arabia through intermediaries is different, in the end, from sending it directly. It is in one sense, it produces more global economic activity, but in the final monetary policy result, its the same.

The results can be seen from hard numbers - sustained rise in real BTU/million, sustained rise in the investement deficit, and the direct linkage between energy imports and consumer spending. 

Which is the point - the Reaganite economy was designed to be more efficient at dealing with a constricted supply of energy from abroad - which includes LNG as well at this point - and produce more GDP/imported BTU.

But what it cannot do is break the linkage, and what it refused to do was bring consumption in line with exports. The difference ends up as investment deficit - which even conservative economists, if pressed will admit.

That the US has an investment deficit, and that the bottleneck commodity - which is where the money will pile up - is energy, is non-controversial.

Whether it is important is something vehemently denied, now, by conservative economics experts. 

Which brings us back to the rapid decline of the US dollar even with billions in intervention to prop it up. This is generally thought to be for the purpose of export advantage to the US. Actually, its as much a form of import discouragement as anything else. The Chinese would not be materially affected in their export trade by a 10% rise in the Yuan, they undercut other competitors by an order of magnitude. What it would effect is the ability of the rising middle class to import, which the central government does not want.

In China they are rather open about this same problem - China's energy deficit is now an alarming concern at the top levels of government power there, as energy demand is growing almost as fast as their GDP. They are reaching the point were export growth will be balanced by need for energy imports.

Posted by: Stirling Newberry at January 11, 2004 01:23 PM 

Just because there's a pattern doesn't mean there's a purpose.

Posted by: LobelWeiss Nick at June 3, 2004 08:10 PM 
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