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“It’s the Energy, Stupid”




Introduction

All too commonly, it’s accepted that the global economic crisis we’ve been suffering for the past six years is exclusively financial by nature. Government treasury departments, banking sector analysts and the financial media all agree on the root cause of the crash – bad debt – and on its spiralling consequences of bank insolvency, crashing markets, central bank bailouts, the credit crunch and ongoing economic depression. In turn, every attempted solution to the crisis has centred around financial measures: all we need to do is print more money, to save the banks, and before too long everything will return to normal...

But what if there were widespread confusion of cause and effect, and the financial crisis proved to be a symptom of another, even greater problem? What if all the politicians’ attempts to buy our way out of the crisis were in vain – and worse, if printing money and increasing
public debt were in fact crippling our long-term economic flexibility and global financial prospects?

Flying in the face of received economic wisdom, we believe the financial crash came about because the world now uses more oil than it can reasonably produce, at prices which are beyond the means of the global economy. This isn’t a problem which has arisen overnight. For more than 20 years, there has been a steadily growing imbalance between oil supply and demand – a potential powder keg which politicians, economists and bankers chose collectively to wish away, enjoying the last days of financial complacency which ended definitively in the summer of 2007.

The turning point came when the real world finally caught up with the virtual world of money. In physical terms, the world had run out of cheap oil. And, as soon as the global economy was deprived of its lifeblood, economic growth ground to a halt.

It’s impossible to exaggerate our economic dependence on our primary, and traditionally affordable, source of energy. Oil powers 50-60% of all global transport, which includes effectively all passenger travel and shipment of goods by sea and air. Oil fuels agriculture by powering farm machinery, and provides the raw material for synthetic fertiliser. From oil we produce gas and fuel
oils for heating and electricity generation, asphalt for roads, and the plastics and synthetic materials we need to manufacture consumer goods. Oil is everywhere, in clothes and computers, in housing and packaging. And we need more of it, every day; to become richer, to satisfy more people. But now we’ve reached the limits of supply of our once-bountiful black gold. The tank is beginning to show signs of running dry. And one of the first effects was the near collapse of the world financial system.

Sadly, the signs were there for all to see well in advance; you just had to know where to look. As oil economists we’ve been counting oil fields, tracking investment and analysing projected crude production for many years. Back in 2000, we warned the industry of a forthcoming rundown in production capacity by 2005, and correctly predicted the consequential price rises. In 2005, we again went on record to warn of even greater problems looming in the supply pipeline, together with the potentially devastating price spikes to be expected in 2007-2010.

However, there’s no place for advance warnings of trouble in any government’s agenda: a crisis isn’t a crisis until it actually happens, and only then is it politically expedient to react, too late. A crisis averted is, by definition, a crisis that never happened, and so can be viewed as
a waste of taxpayers’ money, and as fuel for opposition parties.

Politically, it’s better to throw money at alternative fuels which square with the Green agenda, despite delivering only minute quantities of energy and nothing but promises of profit. Faced with the ugly prospect of fuel shortages, it’s easier to release some strategic stocks than face the real problem. Go to war in oil-rich countries to attempt to re-establish control over supplies; impose sanctions, and print some more money. Such policies are all too familiar, designed to sustain a bankrupt economic model that has run out of its fuel to power growth. They’re all part of a desperate survival strategy, enabling us to live a little longer in the short term, when the long term has already arrived.

Make no mistake: the continuation of these policies will mean that the demand for oil will never fall quickly enough to enable us to change our consumption habits. Because we’re tactically unprepared, effectively blindfolded against warnings of change on a major scale, the threatened shock will be all the more violent when it finally arrives.

High prices are required for new oil and sustainable alternatives. Low prices are required for economic growth. We can’t have it both ways.


The longer we wait to act, the greater will be the impact on to the world economy as we’re forced to leave behind the virtual world of money and blinkered economic policies – and face up to the reality of the physical world imposing itself.




1

The Crisis



On 14 September 2007, we witnessed the UK’s first bank run in 150 years. Depositors queued outside every branch of Northern Rock to withdraw all their savings as quickly as possible. But how did this panic come about? Why this sudden fear of losing everything? Northern Rock was a company with roots going back 150 years, and since 2000 had been listed in the FTSE 100, the top 100 companies on the London Stock Exchange.

Northern Rock had started out as a building society – in effect, a co-operative bank/mortgage lender owned by its clients – had merged with similar institutions and bought up yet others until it had finally gained full bank status and was floated as a plc. Northern Rock wasn’t a small bank by any means, having earned a place among the UK’s top five mortgage lenders. ‘The Rock’ was as big and dependable as its nickname suggested, and had long enjoyed a suitably solid reputation.


However, during 2007 it became clear that Northern Rock had overstretched itself. The bank had provided long-term mortgage loans and in turn was borrowing in the short-term capital markets. By the middle of 2007, the bank began to have difficulties finding other financial institutions to lend it any money. This was partly to do with the troubles in the so-called ‘sub-prime’ market in which Northern Rock was active. It was a term little known to the general public until this time, meaning lending to individuals who are ‘less likely’ than a ‘prime’ borrower to be able to pay back the money. Northern Rock had entered into the sub-prime market through a deal with Lehman Brothers, a large US investment bank that had agreed to underwrite the associated risk. But the worsening economic situation in the US meant that ‘less likely’ soon became ‘unlikely’, with more and more people left unable to pay, and defaulting on their mortgages. The banks ended up repossessing the houses and trying to sell them, which in turn led to the collapse of the housing market, effectively precluding the banks from any possibility of recovering their money. Luckily for Northern Rock, Lehman Brothers had agreed to underwrite the risk, so they apparently had little cause for concern – provided the UK bank wasn’t just one of many of similar institutions worldwide, all
left hopelessly exposed to this enormous, unpayable debt.

In fact, the news could hardly have been worse. In the US, Fanny May and Freddie Mac1 were the largest of the corporations that had bought mortgages on the secondary market, pooled them, and sold them as a mortgage-backed security to investors on the open market – who had in turn resold them to other investors. In the summer of 2007, the total amount of sub-prime-related bonds was estimated at a staggering $565 billion.2

Northern Rock was far from alone. And as it became clear that other US financial institutions besides Lehman Brothers had underwritten the toxic mortgage loan sales, the fear arose that they would be no more able to honour their commitments than the borrowers at the end of the chain. So best withdraw all your savings before the bank collapses, perhaps soon to be followed by the whole financial system...

Back in 2007, Lehman Brothers was an unqualified success story, one of the biggest Wall Street investment banks which since the eighties had flourished almost
beyond the dreams of their super-rich, widely respected trader and manager class. Wall Street was the place to be in business, attracting not only money but the smartest and most ambitious graduates from around the world, many drawn in by the image of bankers as ‘Masters of the Universe’, as coined by Tom Wolfe in The Bonfire of the Vanities. Although the image wasn’t always positive, there was nowhere better to make a financial killing. Firms such as Goldman Sachs, Merrill Lynch, Lehman Brothers and Bear Stearns were rated amongst the most desirable employers. In March 2005, Fortune magazine elected Bear Stearns as the ‘Most Admired’ securities firm in their ‘America’s Most Admired Companies’ survey. In second place was Lehman Brothers. Both companies would still figure in the top three in the following two years, with Lehman in first place in 2007.

Why were they so admired? The answer’s simple: these firms made huge amounts of money in the financial markets with relatively few staff. The business involved none of the physical restraints of, say, a traditional retail business, trading instead in endless, virtual piles of paper money. There were lots of different products, all with high margins; commission on sales was astronomical, if nowhere near the league of the firms’ legendary annual bonus payments.


These banks didn’t just deal in complex investments such as financial instruments and derivatives – they had invented most of them. But what did this insular class of intelligent, highly motivated young men and women create that ended up causing so much turmoil? We’ve already encountered the ‘sub-prime’ market concept, which represented a new way to make money by lending to people who weren’t certain to pay back their loans. A relatively straightforward business proposition on the face of things, given that the lender is aware of the risk he’s taking, and realises he must be prepared to take a hit. Or possibly not...


1. These curious names are acronyms, the former for the “Federal National Mortgage Association”, the latter being more properly known as the “Federal Home Loan Mortgage Corporation”.


2. Source: Moody’s, 10 July, 2007.
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