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Making Sense of Today’s Mess 
– Two Decades of Attempting to be Right for the Right Reason – 

 
Author’s Note: What a time, and what a mess! At this juncture, there are so many 
different topics to be discussed that I have adopted an unusual strategy for this 
summer’s “Good Read.” This strategy is to identify five separate research themes 
that have been stressed in these reports during the past two decades, and to discuss 
the relevance of each to what is happening today. This current PROFILE will then 
be supplemented by a related profile to be published in September. This second 
publication will identify and address the single root cause of almost all of today’s 
economic problems—both domestic and global. Building upon this analysis, we shall 
propose a unified solution to many of these problems.  
 
SED’s research philosophy is different from that of any other group in one important 
respect: We believe that the principal advantage an investor can have over “the 
market” is to better interpret the generally available news, in particular the torrent of 
factoids available from the financial news and the internet. But the only legitimate 
way in which to better interpret the news is to have a better theory with which to 
understand the problem at hand than others possess. This is why I have always been 
so assiduous in seeking out the best theoretical arguments available to make better 
sense of highly diverse topics ranging from today’s credit market turmoil, to inflation, 
housing, global imbalances, oil prices, or whatever. For example, it is completely 
impossible to make sense out of today’s credit market mess without understanding the 
intersecting roles of excess leverage and endogenous risk. We alone have written 
about this topic, and have done so for a decade. It was for a reason.  
 
Yes, I well understand that this unusual research commitment makes my essays a 
“tougher read” than is typical in most investment reports. Nonetheless, the proof is in 
the pudding, and the discussion below will make crystal clear that we have been right 
for the right reasons across a wide spectrum of issues. As a result, our clients have 
been less wrong than others on many “big calls,” and all the richer for it. 
 
Investment Advice: In our Client Memo of December 1, 2007, we wrote, “The 
months ahead represent a time when investors should seek to maintain the value of 
their capital, regardless of concerns about ‘missing a rally’.” We offer exactly the 
same advice today: Downside risks have appreciably increased, and an investor’s 
goal for at least the next twelve months should be to preserve capital. 
 
 

H. “Woody” Brock 
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1.A. “It’s The Leverage, Stupid” 

 
During recent years, we have stressed the portending disaster that would accrue from excess 
leverage, in both the banking and household sectors. Our concerns became stentorian during the 
debt splurge of the past seven years. In this context, we strongly opposed Fed Chairman 
Greenspan’s “markets know best” views about bubbles and debt growth for deep theoretical 
reasons. Here is a brief review of our perspective on debt. We have argued: 
 
1. Too little leverage is bad, both for individuals and society. For example, social welfare is 
diminished when individuals cannot have access to mortgage markets that permit them to buy a 
home and raise their families in it. It is also bad for small farmers who cannot collateralize their 
plot of land so as to buy seed, malaria protection, and sewing machines—the rationale of 
Hernando de Soto’s revolutionary theory of “micro loans.”  
 
2. Conversely, too much leverage is bad, both for individuals and for society. In particular, 
excess societal leverage constitutes an “externality” just like excess pollution. According to the 
true theory of capitalism (not the Chicago School nonsense that has co-opted and bastardized it), 
government intervention is needed to mitigate the adverse impacts of such externalities. The 
precise reason why excess leverage is a “public bad” is extremely subtle. While such leverage 
increases the riskiness of the growth of societal wealth over time, it fails to increase the long-run 
average growth of wealth itself. More tangibly, excess leverage creates a sequence of booms and 
busts that cost people their jobs and homes more often than would otherwise be the case. Yet 
there is no offsetting gain to society from this increased risk, since the long-run growth of 
societal wealth must be equal to the growth rate of GDP, according to the Fundamental Theorem 
of Growth Theory. And GDP growth is not driven higher by excess leverage.  
 
It follows that today’s policies that permit excess leverage are definitionally inefficient in that 
they increase societal risk without increasing societal return, a strict “no-no” within the 
Economics of Uncertainty. Such policies must be remedied, and leverage must be both better 
controlled and reduced.  
 
3. For the interested reader, the formal logic needed to ascertain the “optimal” amount of 
leverage, both for individuals and for society as a whole, was summarized in Chapter IV of our 
February 2008 PROFILE report. Not surprisingly, the optimal amount of leverage for an 
individual is a function of both the riskiness of the “lottery” (investment) at stake and of his/her 
coefficient of risk aversion. The relevant mathematics are set forth in that essay.  
 
We have found most investors to be completely unaware of the issues surrounding the concept of 
optimal leverage. For this reason, the following historical analysis should be of special interest. It 
will help readers overcome their intuitive suspicion that the tremendous growth of household 
debt since World War II was somehow “bad” or “amoral,” when in fact it was not—until the past 
ten years.  
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FIGURE 1: GROWING US HOUSEHOLD DEBT 
 VERSUS DECLINING INCOME INSTABILITY 

 

Sources: Federal Reserve, BEA, SED 
 

 
 

The solid line in Figure 1 shows the significant growth of total household debt relative to 
household income during the past half-century. The data make clear that there has been a long-
run trend towards an ever larger debt-to-income ratio, although this ratio was quite stagnant 
during the turbulent period of the 1970s. This ratio then exploded during the most recent decade. 
The gray-striped histogram depicts the arresting reduction in riskiness of household income 
growth over an even longer time horizon (the data here permitted us to go back to 1930). The 
standard deviation of decade-by-decade personal income growth fell from 0.087 during the 
1930s to 0.014 in the current decade, an 84% reduction of riskiness.  
 
Let us now restrict the analysis to the sub-period 1950 to 2000. During this period, the standard 
deviation of personal income fell from 0.028 in the 1950s to 0.017 in the 1990s, a 37% reduction 
in riskiness. At the same time, the ratio of total household debt-to-income increased from 0.36 to 
0.88, a 140% increase. By utilizing the celebrated Expected Utility Maximization Theorem of 
finance, it can be shown that this particular reduction in income volatility fully justified the 
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increase in household debt-to-income.1 That is, the increase in household debt-to-income was 
justified by the increased “safety” of people’s incomes and hence of their ability to repay their 
debt. It was rational for banks to extend greater credit to customers, just as it was rational for 
households to wish to assume greater debt. There is thus no need for variables like “greed” or 
“stupidity” to explain what happened during this period. 
 
But this ceases to be the case during the current decade. Here, we see that there was a negligible 
reduction in income volatility, yet the household debt-to-income ratio soared from 0.89 in 2000 
to 1.25 in 2007. This particular explosion of debt-to-income was socially irrational in the sense 
that it was not the result of more stable income, but rather of the debt-peddling shenanigans of 
“financial engineers” operating in a lax regulatory environment in which “markets always know 
best.”  
 
4. Finally, we have stressed that both policy makers and the financial press alike have shown an 
astonishing level of disregard for the entire issue of optimal leverage and the adverse impact of 
excess leverage. This is reflected in the kinds of policy proposals now being floated to prevent 
future credit market meltdowns—relatively toothless proposals that will not succeed in today’s 
era of financial innovation and engineering.  
 
 

1.B. Relevance of Excess Leverage to Today’s Meltdown 
 
With the exception of sky high oil prices, the central issue plaguing the US economy at present is 
excess leverage. It is responsible for the housing crisis, as well as for the ancillary loss of many 
hundreds of billions of dollars of equity in financial institutions, and for the growing probability 
of a severe credit crunch hobbling the US economy for several years to come. This much should 
by now be obvious, but we need to dig much deeper and address the following three questions:  
 

First, what is the particular context that transformed a level of indebtedness that only a year 
ago seemed satisfactory into today’s credit market nightmare? How could such a transformation 
occur so rapidly when there was so little news from Main Street to cause this to happen?  

 
Second, exactly what policies are needed to remedy matters? Is it enough to argue that 

“insufficient capital” is the problem—as in the case of Fannie Mae and Freddie Mac who are 
being told to raise additional capital? Going one step further, is it enough for government to 
impose “improved oversight” of the financial system (whatever that means), as well as to insist 
upon much improved risk assessment and risk management? Will these measures suffice? 

 
Third, why has so little been written about the role of excess leverage in causing today’s 

meltdown? Indeed, proposals to reduce excess leverage per se are almost taboo, unlike more 
modest proposals to improve oversight and risk assessment. Is ignorance of the true role of 

                                                 
1 Technically speaking, the increase was justified by utility-maximizing agents with normal Arrow-Pratt risk 
aversion coefficients, provided that a “catch-up” adjustment is made to allow for the dramatic reduction of income 
riskiness between the 1940s and the 1950s. Note that there was a 60% reduction in income volatility between these 
two decades alone.  



   

© 2008 Strategic Economic Decisions, Inc.   Page 5 
 

leverage solely responsible for the degree to which the role of excess leverage is avoided in 
policy discussions? Or is something more sinister in play? Let us answer each of these questions. 
 
1. The Context of Today’s Crisis: The magnitude of today’s credit market crisis is due to the 
interplay between a very high level of endogenous risk and excess leverage. The admixture of 
both is toxic and has generated a perfect storm of sorts. For the interested reader, this reality was 
analyzed in depth in the special three-part essay, “Today’s Credit Market Crisis,” that appeared 
in our February 2008 PROFILE. The essential point is that, when investors do not know how to 
price highly leveraged securities (e.g., mortgage-backs and their progeny), and when they are 
wrong in their forecasts of such underlying “fundamentals” as the default rate, and when their 
hedges malfunction and melt down, then a perfect storm that results—and it is amplified 
exponentially by the amount of leverage. The logic here is as subtle as it is critical. And it is new, 
stemming from the research programme on endogenous risk at Stanford University, with which 
the author has been involved for the past decade.  
 
2. Necessary Policy Reforms: Conventional proposals as to what to do to reform the system 
consist of bromides about the need for “improved oversight” of financial institutions, for 
increased “capital adequacy” of their balance sheets, and for vastly improved risk assessment and 
risk management. There are also incipient proposals as to how to reduce “conflicts of interest” 
that arise in a classical principal/agent context where the goals of management and shareholders 
and the public are clearly conflicting. Finally, and comically, there are those occasional calls for 
bankers to be less greedy in the future than they have been in the past.  
 
Whereas all these proposals have some merit, the blunt reality is that they skirt the root issue 
underlying today’s distress, namely excess leverage. Unless a reduction of leverage is included 
in whatever reforms are passed, crises such as those now underway will be experienced again 
and again in the future.  
 

Limitations of Current Proposals: What can be said about proposals currently under 
consideration? To begin with, calls for improved oversight and self-regulation, as well as for less 
greed, are largely toothless, as well as both self-serving and stale. Everyone knows this, although 
modest improvements will certainly be made. Calls for dramatically improved risk assessment 
are largely delusional for highly important reasons that are not understood at all. These were 
recently unearthed in the research programme at Stanford University on endogenous risk: During 
a financial crisis such as we are now experiencing, the risks involved are fundamentally 
endogenous, resulting from the interaction between excess leverage on the one hand, and a 
plethora of investor mistakes and confusions on the other.  
 
When this is the case, no future “quant”—no matter how well trained—will ever be able to 
assess such risks. For the joint probability distributions defining these risks are essentially non-
knowable and non-computable. A perfect example of such a non-knowable distribution is the 
probability distribution today of how much bad debt the global financial system will have written 
off by yearend 2010. Nearly $700 billion has already been written off on both sides of the 
Atlantic, and this number could well double within the next sixteen months. But what is the 
probability that it will? 80%? Or 20%? After all, this is what “risk assessment” is all about. 
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The important point is that no one has any idea how to compute the “true” 
probability distribution of this outcome, and no one ever will! It is generically 
non-knowable. The point here is of utmost importance: If the most fundamental of 
market risks cannot be assessed, then markets cannot “price” risks in any 
meaningful way. As a result, the most fundamental conceit of modern financial 
engineering collapses like a house of cards—the conceit that markets on their 
own can optimally price, slice, and dice risk. Indeed, this conceit has now 
collapsed just as we insisted it would in numerous past essays.2  

 
 

How to Reduce Leverage: If excess leverage must be reduced, how can this be achieved? 
To many, this is the sixty-four thousand dollar question. “How would you know how much 
leverage is appropriate?” The same questions were posed when the Fed switched from a 
quantity-rationing to a price-rationing rule in the 1970s: “How will they know the right level of 
the Fed funds rate?” John Taylor at Stanford provided the answer, namely the famous Taylor 
Rule: the Fed should pursue a contingency-dependent rule whereby it would raise the funds rate 
by x% given a y% change in inflation and given a z% change in economic growth. Moreover, 
this rule would be “published” and known to the investing public. Such a rule embodied the twin 
desiderata of flexibility and transparency.  
 
Our proposal for the regulation of credit is analogous to the Taylor Rule: Contingency-dependent 
leverage limits would be defined for each of the principal asset classes separately. Consider 
equities. Both theoretical and empirical analysis suggest that the correct long-run average 
valuation of stocks is a P/E ratio of about 15. When the P/E ratio of the market is lower than this 
mean, the amount of permissible leverage would increase from its normal value of, say 2:1. 
Moreover, it would increase continuously with the magnitude of the downward deviation of the 
actual P/E from its mean of 15. In the case of an exuberant market where the P/E ratio exceeds 
its long-run average value, the permissible leverage would fall below its long run mean, and 
would fall in proportion to the upward deviation of the actual P/E ratio from 15.  
 
To be sure, the ability to enforce an intuitively appealing rule of this sort has been complicated 
by the advent of derivatives, which allegedly permit investors to bypass margin requirements. 
This being true, it is essential that governmental supervisory authorities hire the best of quants to 
develop methods to ensure that the correct amount of leverage is in the system at all times, 
regardless of the tactics utilized by investors. Yes, pay each millions of dollars per year if this is 
the market rate. But get on with it. What is significant is that no effort has been made to identify 
much less implement such a system to date, not even now that Fannie and Freddie run the risk of 
insolvency.  
 
3. Playing Down the Importance of Excess Leverage: Why is it that the role of excess 
leverage has been played down as much as it has been in today’s discussions of policy remedies? 
The most charitable explanation is that the entire subject of excess leverage is difficult and is 

                                                 
2   We do not to imply that risk assessment is either unimportant or futile. To the contrary, what is necessary is to 
improve its practice by teaching analysts to do proper justice to both exogenous and endogenous risk. Precisely 
because traditional models are based upon exogenous risk alone, “fat tails” are treated as both core and an 
appendage.  This no longer need be the case. 
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thus not well understood. Moreover, to address it properly requires an identification of the 
“right” amount of leverage in each asset class, and any effort to do so will immediately incur the 
wrath of investment banks and their quants keen to preserve today’s profitable leveraged-based 
status quo. Policy makers, for their part, understandably find the intellectual fire power of quants 
intimidating, and back away from this entire subject. 
 
A second explanation for the lack of interest in statutorily reducing leverage lies in a deeply 
engrained reflex reaction that can be witnessed in government’s recent response to the Fannie 
and Freddie crises. The stock response is: “These banks possess inadequate capital, and they 
must somehow increase their capital.” In our view, the logic here is backwards: Had Fannie and 
Freddie done due diligence and made loans to credit-worthy customers, then they would have a 
lot fewer defaults to reckon with, and they would be experiencing no “capital inadequacy” crisis 
at all. Indeed, the more that “more capital” is viewed as the correct response, then the greater the 
incentive to continue making loans to those who should not have them. The correct response, in 
short, is “less loans,” not “more capital.” 
 
A third explanation for side-stepping the excess leverage problem is more cynical. Today’s 
financial sector generates multi-million dollar incomes for a great many players. To a large 
extent, these huge paychecks are made possible by the utilization of leverage. Why would 
powerful bankers and hedge fund managers who owe their pay and status to leverage have any 
incentive to back proposals that curb it? They do not, which is all the more reason that the foxes 
should not be guarding the chicken-coop. But they are, as can be witnessed by the number of ex-
bankers who are now running national treasuries and central banks, among other key positions.  

 
 

2.A. The Nature and Role of “Endogenous Risk” 
 

When Professor Robert Shiller at Yale University first tested the predictions of the Efficient 
Market Theory over a quarter of a century ago, he found out that the theory could only explain 
one fifth of the observed volatility of US equity returns during the twentieth century. At a 
meeting of professional economists shortly after his celebrated paper was published, Shiller 
asked if there was anyone in the room who could explain where the other 80% of observed risk 
came from. This inaugurated an investigation into the sources and nature of financial market risk 
that is ongoing to this day. Led by Behavioral Finance Theorists, most economists attempted to 
show that investor irrationality of one kind or another is responsible for the additional risk. In our 
view, while such efforts have been both interesting and enlightening, they have not succeeded in 
the true task at hand: constructing a falsifiable general equilibrium model that explains real-
world levels of market risk and the spectrum of risk premia across asset classes.  
 
An alternative approach was first proposed in the mid-1990s by Professor Mordecai Kurz and 
several colleagues at Stanford University. Kurz’s Theory of Rational Beliefs proceeded by 
weakening the concept of “rationality” to allow agents to be wrong in their forecasts—but not 
irrational—in the decisions they make given their (often wrong) beliefs. The theory then 
demonstrates how the dynamics of “correlated mistakes” amongst investors can fully explain 
real-world levels of volatility and risk premia across different asset classes. The present author 
first read about this approach back in 1993, and was extremely impressed by the integrity and 
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explanatory power of the theory. He then led support of this research programme for the next 
fifteen years, as readers of SED’s PROFILES well know.  
 
What the Stanford University research showed was that the 80% of total observed risk that could 
not be explained by “the news” in an Efficient Markets context, could be explained by the 
forecasting mistakes investors make—mistakes, not irrationalities. There are three distinct types 
of mistakes that real-world investors commit, mistakes that are completely ruled out by the 
axioms underlying the Efficient Market Theory: (i) Investors are typically wrong in their 
probabilistic assessment of those future events (“the news”) that drive markets; (ii) Investors 
typically do not know how to “price” news once it is released (Pricing Model Uncertainty); and 
(iii) Investors are unable to optimally hedge their risks, as is required by the Efficient Markets 
Theory, because some 90% of the required hedging markets do not exist.  
 
Kurz called the risk that results from news alone in a classical mistakes-free environment 
“exogenous” market risk, whereas he dubbed the additional volatility resulting from mistakes 
“endogenous” market risk. Total observed risk is then the sum of these two very different types 
of risk. We believe that this discovery and characterization of endogenous risk represents one of 
the milestones of modern theoretical and applied economics.  
 
Important Bibliographical Note: The editors of the forthcoming (2008) Handbook in Financial 
Economics asked Professor Kurz to write up the entire issue of market volatility, and to contrast 
his foundations-based theory with competing theories of market volatility. His article is called, 
“Rational Diverse Beliefs and Economic Volatility.” It is a very important survey paper, and 
illustrates the much greater explanatory power of his theory than others. The editors of this 
eminent Handbook series only chose the very best scholars in each field to contribute essays. We 
point this out since many SED clients ask why they never read more about Kurz’ work. Things 
are now changing, but it takes time, especially when good new theories are mathematically 
demanding. Recall that Einstein was not given the Nobel Prize in 1921 for relativity theory even 
after it had been experimentally confirmed in 1917! 
 

 
2.B. Relevance of Endogenous Risk to Today’s Problems 

 
As we demonstrated at length in our February 2008 PROFILE, today’s credit market meltdown 
is a case study in the nature and importance of endogenous risk. And we are apparently not alone 
in our views. At a luncheon speech on October 12, 2007, Fed Chairman Bernanke stated: “We 
know the news about the default rate on subprime mortgages. So why cannot anyone in this 
ballroom stand up and tell me what these securities are worth?” With this one comment, the 
conceits of some forty years of quantitative finance collapsed. For Bernanke had bluntly 
identified the reality of the second kind of “mistake” identified above, namely Pricing Model 
Uncertainty. Investors often have no idea of the true price (value) of assets, even when they 
know all the underlying news.  
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But in today’s credit crisis, the first and third kinds of mistakes are also flourishing. In particular, 
no one has any idea about the true probability of future default rates on mortgages, much less on 
credit card debt, on commercial real estate, or whatever. Furthermore, hedges of many types 
have recently melted down, if in a less spectacular manner than during Black Monday 1987, 
when “dynamic hedging” strategies collapsed completely.  
 
Since we discuss the role of endogenous risk in today’s crisis further on, since we have written 
so much about this in the past, we shall say no more here.  
 
 

3.A. The Oil Market Crisis 
 

Nearly five years ago, we published our first paper warning that oil prices would soar—although 
we did not know by how much. Moreover, as is typical of our research methodology, our 
forecast was not “statistical”—based upon historical data. Rather, it was “structural,” that is, 
predicated on developments explaining why oil prices would soar, from first principles. We made 
the same prediction for copper prices: Since the behavior of copper prices was never driven by 
cartel-like forces as was so true of oil back in the 1970s and 1980s, copper offered a “purer” 
domain of analysis. Even the phenomenon of “peaking” is true of copper production, as we said 
it would be, as evidenced by the recent proclamation coming out of Escondida (the world’s 
largest copper mine) that output is down 13.5% due to “less available mineral”. 
 
Our predictions for both commodity prices came true, but more importantly, they were right for 
the right reasons—reasons having little to do with the impact of speculation, with OPEC power, 
or even with exploding demand from China (although that has been a significant part of the 
story).  
 
The Three Structural Changes: Our prognosis of much higher oil prices was predicated upon 
the intersection of three developments that would generate a “perfect storm” of much higher 
prices and much greater price volatility: 
 

1. Accelerating demand for oil, principally (but nowise exclusively) from Asia; 
2. The advent of the “peaking” of production from the great old oil fields; 
3. The advent of a pathological “incentive structure” that would discourage the exploration 

and development of large new oil fields in ways not previously experienced.  
 
Predicted Impact of These Developments on Oil Prices: How do these three structural 
changes translate into a forecast of very much higher oil prices? On the demand side, the 
essential point was that the demand function would be highly price-inelastic: while higher prices 
would slightly depress OECD consumption, this decrease would be offset by surging demand 
from the emerging markets—especially given the demand-sustaining role of price subsidies in 
many of these nations. As a result, much higher prices would not depress aggregate demand, and 
it is aggregate demand that matters to price. Recall that the root cause of price inelastic oil 
demand lies in the lack of a readily available substitute for it in the transportation sector, and to a 
lesser extent in other sectors. 
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On the supply side, whereas much higher prices would normally stimulate much greater output, 
we believed that the advent of peak oil would shift the supply curve backwards. Specifically, at 
any given price, aggregate “old” oil output would decline. Additionally, the “Putinization” of the 
energy market would make the supply function much steeper (more inelastic) than ever before. 
Why would this be the case? Because higher prices would no longer stimulate large investments. 
Their lure would be fully offset by rational fears of the future nationalization of investments, and 
of rampant political instability. The result would thus be a very steep supply function being 
pulled backward by peak oil, and pulled outward by such new discoveries as would be made.  
 
The accompanying diagram (Figure 2) summarizes analytically the precise way in which these 
very steep supply and demand curves would generate both very high prices and tremendous price 
volatility. It is taken from Chapter II of our September 2005 PROFILE report. The main 
analytical insight here is that, should the demand curve shift outward more rapidly than the 
supply curve, as has been happening, then price will increase nonlinearly with the sum of the 
steepnesses of the two curves. We emphasize that both curves must be price inelastic for this to 
happen, and it is very rare that this is the case. This is one reason that today’s oil crisis has been 
so misdiagnosed.  
 
 

3.B. Relevance to Today’s Oil Crisis 
 
Virtually all aspects of our forecasts seem to have materialized.  
 

First, on the supply side, output of old oil did peak about two years ago and is declining—
and by more than pessimists expected. Since we last wrote about this topic, Mexico’s output has 
dropped by some 30% over the past four years, versus previous forecasts that it would rise by 
10%. To boot, output from Norway, the North Slope, the North Sea, and Russia is declining as 
well. Saudi Arabia, for its part, has for the first time admitted to “problems” that have kept its 
production ceiling at about 12 million bbd. [Forecasts ten years ago were for about 16 million 
bbd by 2008.]  
 
Additionally, the rise of thugocracy and the death of an oil “market” in any meaningful sense of 
that word has been even worse than we expected. Developments in the Sudan, in Nigeria, in 
Kazakhstan, in Venezuela, in Russia, and in (on the “buy side”) China have been chilling. In the 
case of Russia, its recent harassment of BP’s TNK-BP joint venture and of William Browder’s 
Hermitage Holdings reprises the worst traditions of the Cosa Nostra within Sicily. Yet this is a 
continuation of seven years of Putinization, about which the rest of the world (and notably the 
World Trade Organization) has been puzzlingly silent. 
 
In terms of investment in large new oil fields, expenditures have been and will be, less than one-
fifth of what the IEA claims to be necessary to boost global output from some 86 million bbd 
today to 125 million bbd by 2030. Christophe de Margerie, the Chairman of Total, has publicly 
stated that we are unlikely to ever see 100 million bbd.  
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FIGURE 2: THE TRUTH ABOUT OIL PRICE VOLATILITY 
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A. The Deterministic Case 
 
Let supply and demand be linear as above. The prices associated with a given level of supply and with a 
given level of demand will be 
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Setting supply equal to demand, we get the equilibrium price 
 
                                                  p*  = 
 
B. Price Volatility from Stochastic Supply and Demand 
 
Suppose now that supply and demand are subject to shocks given by random variables S and D with 
known variances and covariance. The relation of price to supply and of price to demand shall now be 

 
p = λ (s – S) + qs   p = μ (d-D) + qd 

 
The equilibrium price will be as follows 
 
 
 
Employing the results of elementary probability theory, we find that the variance of price depends only on 
the variances of S and D, their covariance, and the slopes of the supply and demand curves. Note the 
mathematical form of the coefficient and how it blows up as both functions become more price inelastic. 
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Second, on the demand side, despite an increase in prices from $10 in 1999 to $140 in 

2008, the demand for oil increased. [Technically, this is a “backward-bending” demand curve.] 
US consumption is finally falling a bit, but consumption elsewhere is rising.  
 
The net result of all this has been, just as we predicted, a pair of essentially vertical supply and 
demand functions implying both the sharp price increases and the heightened volatility that we 
have witnessed. [The functions have, in fact, been so vertical that we could not graph them!] 
This being true, there is no need to impute today’s high prices either to the forces of speculation 
or to OPEC manipulation.  
 

We believe that the oil crisis is the single most disturbing development in the 
world right now. This is because of the disastrous cumulative effect on future 
prices of forever delaying investment in big new oil fields during a period of 
exploding global demand, and during a period when output from old fields will be 
declining. Ironically, such fields exist and we know where they are. All in all, we 
have reached a point where quantity-rationing of oil may well become 
commonplace within five years—with all the political and economic problems that 
rationing entails.  

 
Energy wars of various kinds cannot be ruled out either. Had the rule of law, and thus true 
capitalism, continued to exist within the resource sector as it had for the past century, then none 
of these problems would have arisen. True capitalism has coped with several “China shocks” 
over the decades, especially the shock of the rise of a global middle class during the 1950–2000 
period. During this time, global oil demand exploded, yet real oil prices ended up at their lowest 
level in history at the close of the millennium in 1999. At the right price there is always more 
oil—indeed more of everything—and a proper resource allocation process sees that more is 
produced. Importantly, the right price often ends up being lower, not higher, despite growing 
demand. This is true if true capitalism is allowed to work as it is, say, in the production of flat 
screen TVs. What a sharp contrast such markets offer to those of oil and other resources today!  
 
 

4.A. Myths versus Truths about Inflation and the Fed 
 

Of all economic variables with the possible exception of exchange rates, inflation is the most 
challenging and indeed perplexing.3 Most of what is written about its nature and cause is 
misleading, if not wrong. Nonetheless, the importance of this variable cannot be overestimated. 
Accordingly, we have analyzed and predicted inflation from many different standpoints in a 
series of research PROFILES during the past decade.  
 

                                                 
3 One root cause of the difficulties posed by inflation is that the fundamental microeconomic model of equilibrium 
prices and quantities known as “general equilibrium theory” is incompatible with the concept of “money” as a 
commodity that is “supplied and demanded.” For this reason, so-called monetary economics arose as a kind of add-
on to serious microeconomic theory during the past seventy years. Notwithstanding this limitation, economists have 
developed a good understanding of the nature and causes of inflation, and we draw upon such theories in what 
follows. These theories are not generally understood within the finance community. 



   

© 2008 Strategic Economic Decisions, Inc.   Page 13 
 

Here is a summary of some of our main points over the years: 
 

1. Goals of Fed Policy: Via its charter mandate in the Federal Reserve Act of 1913, the 
monetary authority’s principal responsibility was to target inflation on Main Street. While 
this remains the case with most central banks, it is no longer true of the US Fed: the 1978 
Humphrey-Hawkins Act instructed the Fed to target inflation and employment growth 
jointly. Some policy makers knew that there would be times when these two goals would 
be incompatible, leaving monetary policy stranded. The current environment offers 
precisely such a case.  

 
It is for this reason that we have stressed the importance of fiscal policy as 
complementary to and often much more effective than monetary policy. The root point 
here is that, via Jan Tinbergen’s celebrated Theorem of 1951, the “optimal 
controllability” of an economy requires the optimal mix of both fiscal and monetary 
policy. This point is often overlooked by financial market analysts who focus excessively 
on the Fed’s every move.4 Observers also forget that, whereas the impact of fiscal policy 
stimulus can be effective in the short run, the “lags” endemic to monetary policy make it 
much less effective in the short term.  

 
2. Widespread Exaggeration of the Fed’s Power: The power of the Fed to control the 

economy, and indeed inflation, is hugely overestimated by the market, and has been for 
several decades. The reality is that, while monetary policy is hugely important to the 
psychology of the financial markets and hence to asset prices, its actual ability to drive 
either economic growth or inflation has been eroded significantly during the past thirty 
years. Three developments were responsible for this loss of power: globalization; the 
elimination of Reg Q-style interest rates ceilings; and the decision to abandon the use of 
reserve requirement changes as a principal tool of policy. This last development was due 
to the explosion of the share of lending by non-Fed-member banks not subject to member 
bank reserve requirements. This development put existing member banks at an increasing 
competitive disadvantage to non-banks in the lending game, leading to an abandonment 
of the use of the reserve requirement as a policy tool.  

 
3. Inflation on Main Street versus Wall Street: The nature and sources of Main Street 

inflation (e.g., the CPI) versus Wall Street inflation (e.g., asset price inflation) are very 
different. Partly for this reason, the two types of inflation do not, and indeed should not, 
move in sync. One reason why was the advent of financial deregulation and innovation in 
the latter 1970s and early 1980s. This permitted an explosion in asset-backed lending 
that—in periods of resurgent investor optimism—would create asset market inflation that 
the Fed could not control through hikes in the Fed funds rate. [When optimistic investors 
expect to make 30% on leveraged investments like Florida condos, then a hike in the 
funds rate from 3% to 5% does little to stop the bubble, even if it does rein in Main Street 
a bit.] 

 

                                                 
4 For his work on macro-controllability, Tinbergen would share the first Nobel Prize ever awarded in economics. 
Today, his lessons seem to be forgotten. 
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Happily, this kind of easy credit growth that is correlated with excess-lending-driven 
asset inflation is altogether different from the kind of money creation that drives Main 
Street inflation. Even more happily, it is the latter kind of money creation that is directly 
under the control of the central bank, namely the growth rate of the “monetary base” of a 
nation. This is the sum of (i) domestically held currency (literally, cash held within the 
country), and (ii) bank reserves. The Fed can “print” the former at will, and it can control 
the growth of bank reserves through open market transactions, deficit monetization in 
particular.5  
 
Only the Fed can control the monetary base, and it is rapid growth in this variable that is 
associated with the kind of Main Street hyper-inflation recently witnessed in Zimbabwe. 
In the event of this kind of inflation (as distinct from new forms of credit expansion in 
asset-backed lending that is out of the Fed’s control), the price of everything typically 
rises—both assets and goods and wages and services. But growth of the monetary base 
turns out to be only one of six variables that together determine inflation on Main Street. 
What exactly are the other five drivers? We shall answer this in the specific context of an 
economy that (like ours today) is experiencing a significant commodity price shock. 

 
4. The Six Drivers of Main Street Inflation: We present the following list in such a way 

as to identify the lowest possible growth of prices on Main Street given the advent of a 
Commodity Shock. Doing so will make the analysis highly pertinent to what is happening 
today. 

 
It will also help us resolve in Section 4.B the greatest inflation paradox of 
the past thirty years: How can a lesser commodity shock in the 1970s have 
driven headline CPI inflation way up from 3% to 14%, whereas a much 
greater shock (involving not only oil but many other commodities) drove 
inflation up from about 2.5% to 4.5%? 

 
Here are the six drivers of Main Street inflation, defined to yield the lowest CPI growth: 

 
First: A low growth rate of the domestic monetary base, for reasons described above; 

 
Second: Low unit labor cost growth in the domestic economy due to (i) a highly competitive 
(e.g., non unionized) domestic labor force, and (ii) high domestic productivity growth;  
 
Third: A responsible use of the Fed funds rate so as to prevent excess (inflationary) demand 
growth on Main Street;  

 
Fourth: An input-output matrix of the entire economy, such that the utilization of oil per unit 
of GDP is very low; 
 

                                                 
5 Since the rapid credit expansion of recent years due to financial engineering and interest rate deregulation does 
flow through to and impact some measures of “money,” investors naturally believe that there has been excessive 
“money growth” and that inflation on Main Street therefore “should” have been rising much faster than it has. The 
reality is that this credit inflation does not enter into the monetary base, and it is the latter that impacts Main Street 
inflation.  
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Fifth: A substitution matrix of the entire economy showing that most all major sectors of the 
economy that utilize oil can substitute alternatives to oil in the event of an oil price shock 
(just as aluminum can be substituted for copper); and 
 
Sixth: High productivity growth and low unit labor cost increases on the part of foreign 
nations exporting goods and services to us.  
 

Note what a far cry this set of six pre-conditions for low inflation is compared to what is asserted 
in the financial press, namely “Will Bernanke succeed in keeping inflation at bay by raising rates 
25 bps in September?” The irony here is that the impact of the funds rate on inflation is arguably 
the least important of the six drivers cited, whereas most analysts assume it is the most 
important. Consensus analysis is way off the mark in other ways as well, as we now see. 
 
 

4.B. Relevance of this Analysis to Inflation Today 
 
The Diminished Power of the Fed: The headline of the Sunday July 27, 2008 New York Times 
business section shouted, “Can Hank Paulson Defuse this Crisis?” It did not ask whether Fed 
Chairman Bernanke will be able to defuse this crisis. Nor did it suggest that Fed-sponsored 
“liquidity injections” (whatever they are) could diffuse the crisis. Rather, it implied that it would 
be Paulson and the Congress utilizing fiscal policy that would matter most. Notwithstanding this 
reality, we have not seen a single article in the financial press in the past decade that explains 
either the nature or the importance of the four different dimensions of fiscal policy. Indeed, most 
analysts assume that fiscal policy centers on the size of the government deficit, and nothing else. 
They also worry that large deficits are inflationary. [Both assumptions are wrong.] All we get 
from the press instead is a torrent of commentaries about the Fed this, and Bernanke that. Let us 
now review the truth about monetary policy in today’s environment. 
 
The limited power of the Fed in recent years is evidenced by four developments:  
 

(i) Its demonstrated inability or reluctance to quell asset price inflation either in the tech 
or the housing bubble when it attempted to do so;  

(ii) The need for supplementing the huge cuts in the Funds rate during the 2001–2003 
downturn by massive fiscal stimulus (the US fiscal deficit as a share of GDP was 
driven from a 1.8% surplus in 2000 to a 3.8% deficit—a swing of nearly 6% in fiscal 
policy!);  

(iii) The Fed’s inability to resolve today’s housing and debt crisis without increasingly 
important support from the Treasury, and indeed from Congress (e.g., the various 
housing relief bills now under consideration, re-regulation of the financial system, 
etc.). The blunt reality is that, whereas “injecting liquidity” and lowering rates can 
indeed help to a certain extent, a lot more firepower will be needed during the two 
years ahead, and little of this will come from the Fed; and 

(iv) The surprising irrelevance of Fed policy to the great rise of inflation during the 1965–
1981 era and to its equally remarkable fall during the 1981–2005 period and to its 
recent revival. This completely counter-intuitive observation is supported just below.  
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The theoretical reasons why the Fed is much less powerful today than it once was in these four 
ways were summarized in Section 4.A above, a summary of analyses that we have published in 
these pages during the past decade.  
 
Inflation on Main Street versus Wall Street: The data presented in the histograms of Figure 3 
dramatically support our analysis that inflation on Main Street is surprisingly independent of 
inflation on Wall Street. The two series move in opposite directions, and strongly so, for the 
better part of the 40 years shown. The supplementary data appearing in Figure 4, pertaining to 
the growth of money versus credit, also support our analysis of one reason why inflation on Wall 
Street has been much greater than that on Main Street during the period 1982–2006: The former 
is driven by the growth of credit (household debt) which has grown nearly twice as fast as the 
growth of the domestic monetary base for the past 25 years—both in nominal and real terms.  
 
Note also the fairly conservative growth rate of the real monetary base, and how it slowed down 
during the past six years to an average of only 1.8%. This is one of several reasons why inflation 
has been modest in the past few years, prior to the impact of the recent oil shock. Nonetheless, 
the financial press is filled with nonsense about how “the government has been irresponsibly 
printing fiat money with which to pay for the Iraq War—one reason why inflation is certain to 
rise.” We refer readers to the internet sites of gold bugs in particular, to sample what is published 
along these lines.  
 
The Behavior of Inflation Given Commodity Shocks – And the Paradox of Inflation in the 
1970s versus the 2000s: Persuasive as the money/credit growth analysis shown in Figure 4 
might be on the surface, it falls far short of explaining the principal variable of interest to the Fed 
and indeed to most investors: the behavior of inflation on Main Street (the CPI) across time. For 
as stressed at the end of Section 4.A above, there are six different variables that must be taken 
into account in either explaining or predicting Main Street inflation, and the money growth is 
only one of these. More importantly, it is the behavior of all six of these that makes possible an 
understanding of the highly counter-intuitive behavior of Main Street inflation during an era of 
two quite different commodity price shocks: Those of the 1970s, and those of today. 
 
Explaining the Commodity Shock Paradox: In this regard, recall the paradox that the lesser 
commodity shock (oil alone) of the 1970s drove inflation up to 14%, whereas the much broader-
based shock of the past five years drove it up to only 4.5%. What explains away this paradox? 
Traditionally, it was asserted that “poor fed policy” was responsible for the disaster of the 1970s, 
whereas “superior fed policy” ensured the happy outcome of the 2000s. While the Fed did make 
mistakes in the 1970s, commonplace assertions that it “printed money” do not at all explain what 
happened then, anymore than suggestions that it did not print money in recent years explain what 
is happening today. Indeed, the real domestic monetary base grew much more slowly during the 
1965–1981 period than it did during the past decade, as we showed in a previous report.  
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FIGURE 3: INFLATION ON MAIN STREET  
VERSUS INFLATION ON WALL STREET 
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IMPORTANT NOTE: For the entire period shown above (1966–2006), Main Street prices 
(CPI) rose by 403% cumulatively. Wall Street prices rose by 654% cumulatively over this same 
period in real terms. In nominal terms, Wall Street prices rose 4,778% cumulatively.     
 
 
 

LEGEND: Household financial assets include stocks and bonds. Computation of the period-by-
period change in real values for bonds were derived from the US Global Financial Data Index 
and for stocks from the S&P 500 Index closing price adjusted for dividends and stock splits. All 
data was inflation-adjusted using 2000 as the base year. 
  
Sources: US Federal reserve, BLS, Global Financial Data, S&P 500, SED 
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FIGURE 4: GROWTH RATES OF HOUSEHOLD DEBT (CREDIT) 
AND THE DOMESTIC MONETARY BASE FOR THE US 1982 – 2006 

 

 
            Compound Annual Growth Rate 

 
 1982-2006 2000-2006 
Nominal Domestic Monetary Base 5.9%  4.4% 
Nominal Household Sector Debt (Credit) 9.1% 10.8% 
   
   

Real Domestic Monetary Base 3.3% 1.8% 
Real Household Sector Debt (Credit) 6.4% 8.0% 
 
 

 
Sources: World Bank, US Federal Reserve, SED 
 

 
 
As former Fed Chairman Paul Volcker explained to the audience of an SED Client Conference in 
2002, what actually caused the tremendous inflation in the 1970s was not the oil shock per se, 
but rather a pair of related developments: (i) the reaction to soaring oil prices by then-powerful 
unions that could and did extract very high Cost-of-Living Adjustments for workers; and (ii) 
declining labor productivity, culminating the infamous US “rust-bowl” economy of the 1970s.  
 

The result of very high wage growth in combination with falling productivity 
caused record-high unit labor cost growth. Moreover, it did so in a way that 
precipitated the expectations-based “wage-price spiral” that today’s central 
bankers are so determined to prevent. In short, unit labor cost behavior was (and 
will remain) the principal driver of Main Street inflation, as long as the Fed 
continues to grow the monetary base responsibly.  

 
Essentially, the same point was made by Fed Chairman Bernanke in his excellent Harvard 
Commencement “Class Day” speech that received too little attention this past June. Bernanke 
also pointed out that what makes the current crisis so different from that of the 1970s is that both 
wage increases and productivity growth have been as good for inflation in recent years as they 
were disastrous back then. “Chindianization” and other developments fatally wounded many 
labor unions, and kept wage growth at around 2.5%—not only in the US, but almost everywhere 
throughout the OECD. Even better, productivity growth in the US tripled between 1995 and 
2003, soaring from 1.4% to 4.2%, thereafter falling back to an average of about 2.4% during the 
past five years. 
 

What neither Volcker nor Bernanke pointed out was that monetary policy had 
virtually nothing to do with the unit labor cost story that caused inflation to 
explode in the 1970s, to fall back dramatically between 1981 and 2005, and to 
keep inflation astonishingly well contained during the present commodity shock 
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episode. Specifically, monetary policy did not undermine union power; nor was it 
responsible for the IT-driven productivity revolution. Likewise, Fed policy had 
nothing to do with the developments that caused the commodity price shocks in 
the first place, whether in the 1970s or today. We are thus forced to conclude that 
the role of the Fed was minor in determining the most extraordinary inflation 
story in the entire twentieth century.  

 
Despite this reality, most investors we have talked to around the world believe that “bad” 
monetary policy created the chaos of the 1970s, whereas “good” monetary policy kept inflation 
in check this time.  
 
Inflation Now and Tomorrow: Consider the six desiderata cited in Section 4.A. above, giving 
rise to the lowest possible inflation rate given a commodity price shock. Where does the US 
stand with respect to each? First, money growth is continuing a non-inflationary trend. Indeed, 
Figure 4 shows that the 1.8% real growth rate of the money stock in the current decade has been 
significantly lower than in the previous two decades. Second, unit labor costs continue to be 
contained due both to the lack of bargaining power by workers, and by reasonable productivity 
growth. Moreover, neither is likely to change—very positive news for the CPI, other things 
being equal. 
 
Third, there is no prospect of demand pull inflation on Main Street, given the depressed growth 
rate of the US economy. Fourth, the amount of energy needed to produce a unit of US GDP has 
fallen by 52% since the first oil shock of the early 1970s, a very positive development for the 
degree to which a given oil shock causes inflation in non-energy components of the consumption 
basket that the CPI measures. Furthermore, today’s sky-high prices will stimulate still further 
efficiencies in the years to come. Ultimately, the oil input-output coefficient should fall by about 
70% from its 1970 level. Japan has shown how much can be done along these lines.  
 
Fifth, the substitution matrix has improved in most sectors of the economy with the exception of 
transportation. The great problem here is that there is as of yet, no practical substitute for petrol 
when we stop and say “fill ’er up.” Nonetheless, rapid improvements are now coming in the form 
of hybrid cars, especially those that are electricity based. Sixth and last, the explosion of 
productivity growth on the part of some 1.5 billion newly enfranchised workers in emerging 
economies augurs very significant unit labor cost efficiencies on the part of many of our newer 
trading partners. To the extent that the US continues to import from such countries, this should 
depress the non-oil inflation components significantly.  
 
Prediction: Should oil prices stabilize in the range of $120–$150 so that today’s shock proves to 
have been a “once only” shock, then today’s headline inflation rate of 4.5% will decline back 
down to 2.5% around the year 2010. [We assume food prices will also stabilize.] But should our 
more pessimistic analysis about the oil market prove true, and prices rise to $200 or even $250 
per barrel, then headline inflation could remain at about 4.5%, barring a severe recession or 
depression, in which case all bets are off. Note how much lower this is from the 10% average 
inflation rate of the 1979–1981 period. The reason for this stunning difference lies in the 
differing behavior of the six drivers of Main Street inflation reviewed above. 
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5.A. The Stability of Main Street versus the Instability of Wall Street 

 
Longstanding clients of SED will know that we have stressed this dichotomy for two decades, 
and have utilized it aggressively in our forecasts. Moreover, consistent with our research 
philosophy that requires a causal argument to back up any prediction, we identified the principal 
reasons why Main Street should have become far more stable during the 20th century, and why 
Wall Street should not have. In the case of Main Street, the standard deviation of decade-by-
decade volatility of GDP growth and of household income growth and of consumption growth 
dropped by approximately 80% between 1900 and 2000. Figure 1 in Section 1.A above 
presented specific data along these lines for household income growth whose volatility dropped 
by 84% between 1930 and 2007. Conversely, and surprisingly, the instability of Wall Street 
(standard deviation of stock and bond returns) scarcely changed at all over the same period.  
 
For newer clients not familiar with this story, the eight structural changes explaining greater 
macro-stability were (i) The advent of coordinated fiscal and monetary policy in the mid-
century, (ii) An arresting drop in the correlation of changes in output across the principal sectors 
of the US economy—the average inter-sectoral correlation coefficient having dropped from 
about 0.7 to 0.0 during the twentieth century; (iii) A dampening of the amplitude of the inventory 
cycle by about 80% due to the advent of just-in-time manufacturing technologies; (iv) Far more 
robots than people are now being laid off if and when plants do close; (v) The dramatic rise in 
two-income households tending to stabilize income and spending; (vi) An explosion of average 
household net worth and of credit availability providing an important “cushion” to stabilize 
consumption expenditures when workers are laid off; (vii) The rise of a huge service sector 
economy in which job stability is much more pronounced than it was in manufacturing; and (viii) 
A growing diversification of sales by multinationals to surprisingly uncorrelated economies 
around the world serving to stabilize export output here at home. 
 
As a separate matter, we have set forth the first causal explanation of why Wall Street did not 
become more stable when Main Street did. [The decade-by-decade standard deviation of stock 
market returns has not appreciably changed in many decades.] This disjunction constitutes a 
paradox of the first order since, according to classical economic theory, prices of financial assets 
should move in strict proportion to the magnitude of developments on Main Street (e.g., GDP 
changes, earnings growth announcements). What developments explain away this paradox?  
 
Whereas the stock market experienced a significant decline in exogenous risk reflecting growing 
stability on Main Street, it experienced a correspondingly large and offsetting increase in 
endogenous risk. This reflected such developments as (i) the advent of performance 
benchmarking, (ii) the availability of increased leverage—partly due to the proliferation of 
derivatives utilized for this purpose, (iii) the rise of new types of institutions such as hedge funds 
and proprietary trading desks willing to take highly leveraged bets, and (iv) the advent of new 
asset classes such as mortgage-backed securities, CDOs, and emerging markets that are 
characterized by very high levels of Pricing Model Uncertainty and are thus prone to “overshoot” 
the news. What all this adds up to is that, for a given unit of “fundamentals” news, the reaction of 
securities prices tends to be much greater than ever before. The related increase in trend-
following behavior has also heightened volatility.  
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Quite remarkably, when the increase in endogenous risk is added to the decrease in exogenous 
risk, the total volatility of the stock market remains largely unchanged over the century, as can 
be seen in the relevant data. Please note that our analyses here for developments on both Wall 
Street and Main Street volatility are causal in nature, not merely empirical. This is what makes 
an intuitively appealing explanation of the above paradox possible—something that statistical 
analysis alone cannot deliver. 
 
 

5.B. Relevance of Stability on Main Street to Today’s Developments: 
 
By now, the extent of confusion about the course of the US economy is itself front page news:  

 
“How can the US economy have kept growing during the past twelve months given 
the adverse headwinds confronting it? Why isn’t GDP growth sharply negative, given 
worse-than-expected house price declines, a worse-than-expected collapse of new 
home construction, worse-than-dreamed-of oil prices, a 75% reduction from $850 
billion to $200 billion in home equity loans available to buttress consumption, the 
rapid decline of the US auto industry, falling employment, stagnant incomes, and a 
credit market crisis that by rights should have turned way down the spigot of credit so 
necessary to the health of Main Street?”  

 
Today’s realities constitute the ultimate vindication of our Main Street Stability Hypothesis 
described above. The same was true during 2001–2003 when both the sky high stock market and 
the IT investment spending bubble of the 1990s came crashing down: Peak-to-trough GDP 
growth shrunk by a negligible 0.15%. Many forecasters at the time were flabbergasted, just as 
they had been during the Savings and Loan and credit market crises of the early 1990s when 
peak-to-trough GDP contracted by only 1.25%. The role played by each of the eight structural 
changes listed above in stabilizing the economy should have been apparent to economists in all 
three of these cases. But it was not, and many of these critical developments were rarely 
identified even after the pessimism of so many proved unjustified.  
 
At present, the neutral correlation structure between the sectors of the economy is playing an 
important role in stabilizing output, e.g., whereas the housing industry busts, farm equipment 
manufacturing booms. Furthermore, the same kind of coordinated fiscal and monetary policy that 
salvaged GDP growth during the 2000–2002 period is now at work. In this regard, fiscal policy 
today does not consist merely of widely touted tax rebates, but of an array of subtle interventions 
by the Department of Treasury and by the various federal home loan agencies, all of whom are 
attempting to mitigate housing distress. Above and beyond this, it is interesting to note the 
evolving dual roles of the Fed and the Treasury in dealing with the Fannie Mae and Freddie Mac 
mess. Importantly, the role of the Treasury (and of Congress) is turning out to be the more 
salient, reinforcing the reality that the stewardship of the US economy is much less in the hands 
of the Fed than most everyone believes (recall Section 4 above). Finally, note the key role played 
by strong exports in keeping GDP above water in today’s environment.  
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The Widely-Overlooked Impact of Household Income Stability on Consumption: When 
most analysts decry the $4 trillion of lost household net worth that will result from the expected 
20% drop in average house prices between mid-2006 and mid-2009, their concern focuses on the 
alleged “wealth effect” that this should have on consumption growth. Yet the evidence of such 
wealth effects has been shrinking for four decades. Conversely, most observers fail to discuss the 
much greater “income effects” on consumption when real household income declines. 
 
Here the news is much better than is generally realized: Even when total US employment ceases 
to grow, or even contracts (as it now is), the growth of real personal income is remarkably stable, 
and is virtually never negative. Indeed, during the past thirty years, there was only one year when 
real personal income decreased—by a negligible 0.1%, namely in 1991. Moreover, the stability 
of income is even more remarkable: The standard deviation of real personal income during the 
2000s has been 0.013, and this period includes the recession of 2000–2002. This contrasts with a 
standard deviation of 0.026 during the 1970s, and 0.087 during the 1930s—a stunning overall 
drop of 84% over seven decades.  
 
Now, since the marginal propensity of households to consume out of income has been 
approximately 1.0 during the past decade (a mirror image of the zero savings rate), it follows that 
consumption growth should indeed have remained in positive territory mirroring positive income 
growth—regardless of putative wealth effects. And it did. Indeed, this income/consumption 
relationship is compelling in the extreme at an empirical level: During the past seventy years, the 
sign of real income growth and real consumption growth was the same every single year, with 
the exception of 1980, when real personal income grew by 1.1% while real consumption 
expenditures declined by a negligible -0.3%. Surprisingly, this relationship between income and 
consumption (and the related stability of both) is rarely cited in forecasts of economic growth. 
 
A Caveat: Growing Possibility of a Generalized Credit Crunch: Our forecast since 
November has consistently been that the US economy would experience a serious growth 
recession lasting through all of 2009, “with the likelihood of a couple of negative quarters for 
GDP growth.” While we stick to this forecast at present, our concerns about a serious downturn 
have been heightened due to extraordinarily high oil prices at the pump, and to the prospects of a 
credit crunch much more serious than before. In the latter regard, the recent distress of Fannie 
Mae and Freddie Mac is of utmost concern. Given this development, the probability distribution 
of total equity write-downs by financial institutions by the end of 2009 has shifted far to the right 
on the “loss axis.” We now confront an expected total loss of some $600 billion of losses on this 
side of the Atlantic alone, double the amount already incurred through mid-2008.  
 
Yet depending upon what happens to house prices, and depending upon the extent of default rate 
increases in commercial real estate and on home equity loans and credit card debt, this loss 
estimate could become much larger and could even reach $1.4 trillion by some estimates. Should 
this occur, a full-scale credit crunch could ensue, in which case our long-standing “Main Street 
stability hypothesis” would be sorely tested. Indeed, a full-fledged recession of the kind we have 
not experienced since the early 1980s would almost certainly ensue. For the interested reader, the 
exact way in which such a credit crunch could unfold was sketched analytically in Part II of our 
May 2008 PROFILE. Very recent evidence on contracting bank lending to businesses suggests 
that this process may already have begun. 
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In concluding this section, we trust readers will now better appreciate why we have devoted so 
much attention to the intrinsic stability of Main Street in our PROFILE reports over the years. 
This is, frankly, as big a story as it gets—and one with tremendous practical implications for 
investors. Should today’s “news” have occurred half a century ago, GDP growth would probably 
have slowed to about -4%, not 0%, and the US stock market would have fallen by 45%, not 20%.  
 
 
 *       *  *  *  *  *  * 
 
 
Conclusion: This concludes our Summer PROFILE. We have taken five of our research themes 
of the past decade and investigated the relevance of each to the grave economic difficulties that 
the US and other nations are now experiencing. 
 
In our next PROFILE, we will show how all of the following seven problems in the world 
economy stem, to a surprising extent, from a single problem. We then draw upon this analysis to 
propose solutions to all seven. The problems are: 
 

1. The acceleration of inflation in China 
2. The rise and persistence of deleterious global current account imbalances 
3. Currency overshoot – the Euro/Dollar in particular 
4. The US/Anglo-Saxon housing mess 
5. Low inflation in manufactured goods versus high inflation in commodities 
6. The US healthcare morass 
7. The listing Anglo/Saxon banking system 
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FOR THE BUSY TRAVELER: We recognize that many of you may receive your emails on your 
blackberry when you are traveling and away from your office. Please note that we have posted a 
copy of this PROFILE as well as all past SED PROFILES on our website, www.SEDinc.com.  
 
To access this e-Library, simply visit our site and log-in using your email address and password. 
Should you have any questions, please feel free to contact us at SED@SEDinc.com. 

 
 


