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Almost all the
money we

use Is created
as a debt.

Money and energy have always been linked. For exam-
ple, a gold currency was essentially an energy currency
because the amount of gold produced in a year was
determined by the cost of the energy it took to extract
it. If energy (perhaps in the form of slaves or horses
rather than fossil fuel) was cheap and abundant, gold
mining would prove profitable, and a lot of gold would
go into circulation enabling more trading to be done.
If the increased level of activity then drove the price of
slaves or coal up, the flow of gold would decline, slow-
ing the rate at which the economy grew. It was a neat,
natural balancing mechanism which worked rather
well. In fact, the only time it broke down seriously was
when the Spanish conquistadors got gold for very little
energy—by stealing it from the Aztecs and the Incas.
That caused a massive inflation and damaged the

Spanish economy for many years.

Gold rushes were all about the conversion of human
energy into money, as the thousands of ordinary people
mining in the Amazon basin show. Obviously if sup-
plies of food, clothing and shelter were precarious, a
society would never devote its energies to finding some-
thing that its members could neither eat nor live in, and
which would not keep them warm. In other words, gold
supplies swelled in the past whenever a culture had the
energy to produce a surplus. Once there was more gold
available, using the precious metal as money made more
trading possible—enabling the conversion of whatever

surpluses arose in future years into buildings, clothes
and other needs.

Lots of other ways of converting human energy into
money have been used as well. For example, the inhab-
itants of Yap, a cluster of ten small islands in the
Pacific Ocean, converted theirs into carved stones to
use as money. They quarried the stones on Palau, some
260 miles away, and ferried them back on rafts pulled
by canoes. But once on Yap the heavy stones were rarely

moved, just as lots of gold never leaves Fort Knox.!

The last fixed, formal link between money and gold
was broken on August 15, 1971 when President Nixon
ordered the US Treasury to abandon the gold exchange
standard and stop delivering one ounce of gold for every
$35 that other countries paid in return. Some people
think that this link between the dollar and energy was
replaced by an agreement that the US then made with
OPEC that “backed” the dollar with oil. Supposedly,
OPEC agreed to quote the global oil price in dollars
and, in return, the US promised to protect the oil-rich
kingdoms in the Persian Gulf against threat of invasion
or domestic coups. If it exists, this arrangement is cur-
rently breaking down.

A more important current link between energy and
“official” money is the consumer price index. The cen-
tral banks of every country in the world keep a close eye

on how much their currency is worth in terms of the
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prices of the things the users of that currency purchase.
Energy bills, interest payments and labor costs are the
key components of those prices. If a currency shows
signs of losing its purchasing power, the central bank
responsible for managing it will reduce the amount in
circulation by restricting the lending the commercial
banks are able to do.

Almost all the money we use is created as a debt. If a
bank gives someone a loan to buy a car, the moment
the purchaser’s check is deposited in the car dealer’s
account, more money—the price of the car—has come
into existence, an amount balanced by the extra debt in
the purchaser’s bank account. In the current monetary
system, the amount of money and the amount of debt

are equal and opposite.

Until recently, if the banks gave out more loans and
the amount of money in circulation increased, more
energy could be produced from fossil fuel sources to
give value to that money. Between 1949 and 1969—
the heyday of the gold exchange standard—the price
of oil was remarkably stable in dollar terms. But then
the energy supply was suddenly restricted by OPEC in
1973 and 1979, and the price of energy went up—not
just because users were competing for less oil, but also
because there was too much money in circulation for
the amount of oil available. And so money’s exchange

rate with energy fell.

Looked at another way, besides there being too much
money in 1973 and 1979, there was also too much debt.
A country’s income is largely determined by its direct
and indirect energy use—thus, whenever less energy
becomes available, incomes fall and debt becomes harder
to service. This is exactly what happened in the 1970s.

This simple analysis helps explain why the “credit
crunch” of recent years came about. Because of resource
constraints, world oil output was almost flat between
September 2004 and July 2008 and its price went up
and up. The rich world’s central bankers were blasé
about this price increase because the overall cost of

living was stable thanks to lots of cheap imports from
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China and elsewhere. They allowed the banks to go on
lending and the money supply—and debt—to increase
and increase. The only inflation to result was in the
price of assets such as shares and real estate, and most
people felt good about that. They were getting richer,

on paper at least.

A lot of the money the banks created left the energy-
importing economies and went to the producing ones,
which took in more than they could spend. So the
producing countries lent huge sums back to banks in
the countries from which the money had come, and
those banks in turn lent it out rather too easily, in ways
which included sub-prime mortgages. The trouble was,
as energy prices continued their climb, more and more
of those who took out the easy loans were unable to
service them and—weighed down by bad debts—the
banking system collapsed.

The debt-based money system just described cannot
work if there is less and less energy available. We only
borrow if we think we’re going to have more money in
future with which to repay, and a society as a whole
cannot expect to have more money unless there is eco-
nomic growth, or inflation, or a combination of the
two. Moreover, we can’t expect to have growth without
more energy. Historically, the link between growth and

energy use has been very close.
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So if we don’t borrow (or the banks won’t lend) the
money supply will contract as previous years’ debts are
paid off, destroying the money they created when they
were issued. This makes it progressively harder for busi-
nesses to trade and to pay employees. They also have

more problems paying taxes and servicing their debts.

This is exactly the situation at present. Now that the
effects of the federal stimulus package are running out,
a terrifying downward spiral is developing. Profits and
incomes are shrinking and making people very reluc-
tant to borrow. Of course the question remains, what
would they borrow for? Is there any part of the econ-
omy in which people can invest borrowed money and
be sure of being able to pay it back? What economists
call a liquidity trap has developed.

MONEY AND ENERGY

THE POST CARBON READER SERIES



MONEY AND ENERGY

Endnotes
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