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Financial processes split from
physical wealth product' on
by Anthony K. Wikrent

he financial deregulation of the past
three decades has decoupled finan
cial processes from the underlying
real physical economy, allowing financial
turnover to increase 43,000% from 1956 to
1990, while real economic output and con
sumption, per capita, per operative, and per
household, have fallen by one-third to one
half. Even the greatly flawed measure of
national income accounting,Gross Domestic
Product (GDP)-which fails to adequately
differentiate between productive economic
activity, and parasitical economic activity
has only increased 13-fold, compared to the
430-fold increase in financial turnover (see

T

Figure 1).

In 1956,when the U.S. GDP was $425.2
billion, the total turnover in U.S. financial
markets-the total value of all buying and
selling of assets in all types of financial mar
kets,both primary (initial offerings) and sec
ondary-was $534.0 billion, just 25.6%
larger than GDP. The correspondence, close
to one to one, between GDP and financial
turnover, reflected the fact that most finan
cial transactions were generated-i.e.,called
into being-by some need of the real,physi
cal economy.
By 1990, U.S. GDP had grown to $5.546
trillion, but the total financial turnover
fueled by the removal of restrictions intend
ed to steer financial flows into productive
economic activities,and the development of
entirely new financial instruments which
simply did not exist in I 956-had grown to
$226.922 trillion, 41 times more than GDP.
Financial transactions no longer bore any
relation to the needs of the real physical
economy; indeed, with the development of
financial derivatives (such as futures and
options), financial transactions were calling
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other financial transactions into being, in a
self-feeding process of speculation, arbi
trage,and usury.
The decoupling of finance from the real
economy is clearly seen in the foreign
exchange market. Figure 2 shows the rela
tionship between U.S. foreign exchange
trading, and U.S. imports and exports of
physical goods. It clearly shows the sudden
shift in the relationship between 1970 and
1980. In the 1950s and most of the 1960s,
the conversion of the dollar into other
national currencies was driven almost entire
ly by actual foreign trade,or travel. In addi
tion to imports and exports, there were also
the receipts of investment income from
overseas; payments of investment income

from the United States to overseas; net mili
tary transaction -U.S. military assistance
to other countr es; other types of services
that Americans aid for overseas; and remit
tances, pension , and other transfers from
the United Stat s to other countries (which
occurs, for exa pIe, if a retired U.S. citizen
living in Costa Rica has his or her Social
Security chec , or corporate retirement
check,sent to C sta Rica).
There w a s at this time no foreign
caused by speculation. In
exchange tradi
its research,EI 's economics staff found an
article titled "S es of Foreign Currency at
New York Dr p; Good Exchange Rates
Abroad Cited'"
the Wall Street Journal of
June 11,1959. he article is devoted entirely

�
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public stock in the United States. The Dow
Jones is actually a weighted average; that is,
it is adjusted to account for things like stock
splits of the companies used for the index,
since Dow-Jones, publisher of the Wall
Street Journal, began the average in 1884.
Why is it that the U.S. economy is sup
posedly measured by this Dow-Jones indus
trials average, which actually is looking at
an absurdly small part of the financial mar
kets? Could it be that the powers and princi
palities that have created, and feed off, this
maelstrom of financial turnover,would have
the American publk remain ignorant of the
true, monstrous size of the financial mar
kets?
Hard data are also available, since 1981,
for the turnover in the U.S. government
securities market, which is comprised of
Treasury bills, Treasury notes, and Treasury
bonds. The data come from the Federal
Reserve Bank of New York, which must
track this market, so it has some idea of
what it is doing,since it is the entity,though
privately owned (i.e.,not owned by the U.S.
government), that is charged with carrying
out, by buying and selling U.S. government
securities, the monetary policy of the Board
of Governors of the Federal Reserve.
In addition, there are also data available
for 1949, from a study of all U.S. over-the
counter security markets done by the
Wharton School of the University o f
Pennsylvania, a n d published in 1958.
Wharton surveyed brokers and securities
dealers, during the last three months of
1949.5 There are also data for 1957,when a
scandal in the U.S. government securities
markets caused the Treasury Department
and the U.S. Federal Reserve to undertake
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another survey of this particular market.6
To obtain figures for 1956, 1960, 1963,
1966,1970,and 1980,EIR used a computer
generated "exponential fit" of the data avail
able for 1949,1957,and 1981-94. The result
is portrayed in Figure 4. As can be seen,just
using the exponential fit to estimate the fig
ure for 1980 would yield a figure that was
probably twice the actual amount, so another
exponential fit was done,using only the data
for 1981-94. But, even if the EIR estimates
are off by a factor of 100%, it is clear that
the error would be insignificant compared to
the hyperbolic growth exhibited by the real
data, from 1981-94, in relation to the
amount of trading actually measured in 1949
and 1957.
The data for turnover in the futures mar
kets in 1970, 1980, and 1990, are based on
the number of contracts traded, which is
reported by the organized exchanges, such
as the Chicago Board of Trade, the Chicago
Mercantile Exchange, and the New York
Commodity Exchange.? To obtain the dollar
value of turnover,EIR multiplied these num
bers by the average value per contract for
1978-80, which was calculated by ACLI
Research in 1981. The figures for earlier
years were estimated on computer-generated
exponential fit of data from 1960-70, with
1960 set at $165 billion,half the 1970 fig
ure, on the basis of a graph accompanying
the ACLI data, which showed that the num
ber of futures contracts traded in 1961 and
earlier years was about half the number trad
ed in 1970.8
Are these estimates for turnover in the
U.S. futures markets accurate? Figure 5
shows the number of futures contracts trad
ed, by type, from 1970 to 1993. Note that
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"financials" fu es contracts,based on such
things as interes rates, currencies, or equity
indices, simpl did not exist in the early
I 970s. Since the late 1860s, futures trading
during an entire century was based on agri
cultural commo ities. But after the City of
London pulled t e plug on the world's fixed
exchange rate system in 1971,and after the
Bank of Englan , and then the U.S. Federal
Reserve,deregu ated interest rates in the late
1970s, financial contracts came to dominate
the futures mar�ets. The average value for
interest rate contracts is around 10 times that
of agricultural and other commodities,while
the average Va e of currency contracts is
twice that of a ricultural and other com. g,the number for 1990 is
modities. If an
probably too 10 ,since an average price in
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A note on our sources
The graphic in this Special Report
were p repary d using two principal
sources. The market basket, labor
force, and r � lated charts are drawn
from the EIR economics database (con
sisting of rou hlY 500 tables), built up
over the las 15 years, to cover the
United State from the 1700s to the
present,and 137 other nations from the
1960s to the I 990s. Data come from
many agencie ,including the U.S. gov
ernment, U. ., OECD, and industry
and trade groups.
Data for f!p ancial charts come from
government, U.N. (IMF,World Bank,
GATT, WT )' private banking, and
research agen ies.
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1978-80 is used.
Finally, beginning in mid-1993, the
Chicago Mercantile Exchange itself began
to release figures of the nominal value of
contracts traded at the CME each month. In
November 1993, the CME boasted that it
had set a new monthly record of 13.466 mil
lion contracts traded, representing a dollar
value of $8.8 trillion. By late 1994, this
monthly value had doubled. On. Jan. 3,
1995, the CME boasted that its total volume
for 1994 had jumped 54%, to 226.3 million
contracts traded, worth nearly $200 trillion.
Soon thereafter, the CME ceased to provide
a figure for the dollar value of contracts
traded.9 This, for just one leading U.S.
futures market. While the CME traded 103.9
million contracts, from January to June
1995, its rival, the Chicago Board of Trade,
traded 109.7 million contracts. The New
York Mercantile Exchange traded 39.2 mil
lion contracts.
The figure for corporate debt trading is
another computer-generated exponential fit,
based on the 1949 data in the Wharton
study, and data for 1987-91, for
"Institutional Trading of Corporate Debt,"
from the Securities Industry Association. 10
Except for 1949 data from the Wharton
study, no data were available for the
turnover in the state and municipal bond
market. The Wharton study figures show
that this market was nearly twice as large as
the corporate bond market, but to be conser
vative, ElR arbitrarily chose to set the state
and municipal bond market at two-thirds the
size of the corporate bond market. By 1990,
the U.S. government securities, futures, and
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foreign exchange markets were so huge, that
the EIR estimate of the state and local bond
market could be quadrupled, with a hardly
noticeable increase in the sum of financial
turnover in all markets together.
Options on agricultural commodities
were outlawed in the United States in the
1930s, and were not re-introduced until the
opening of the Chicago Board Options
Exchange in 1971. Data for 1980 and 1990
are taken from the same source as data for
turnover in the equity market.ll
The market for mortgage derivatives is
an even more recent development than the
options market. Though the Federal
National Mortgage Association (Fannie
Mae) had created a secondary market in
mortgages, it was not until 198 1 that Fannie
Mae created the first mortgage-backed secu
rities by pooling together hundreds of sepa
rate mortgages into one financial instrument.
That this market grew from nothing in 1981,
to $3.1 trillion in 1989, suggests how large
is the demand for new instruments to fuel
increasing financial turnover.12
OTe swaps, forwards,
and options

Finally, there is a line for Over-the
Counter (OTC) swaps, forwards, and
options. These are new financial instru
ments, all derivatives, that have been created
since 1980. Many of these instruments are
tailored for the purchasers, and supposedly
there is not much of a liquid secondary mar
ket for these instruments; hence, there is
apparently little turnover. On the other hand,
the use of these instruments often begets

o.

•

195

60

•
63

•
66

I
70

80

90

trading in xchange-traded instruments, par
ticularly futures and options, driving further
those markets. From 1989 to
turnover
1990, the ominal value of OTC derivatives
outstanding increased from $5.436 trillion,
to $7.888
ion, an increase of $2.452 tril
lion. Fro
1 9 9 0 to 1991, this figure
increased other $2.622 trillion, to $10.510
trillionP
How t i s v a s t increase in financial
turnover as obliterated any connection
between t e real economy and the financial
system, c<yJ also be seen by comparing Ml
money supply--coin, currency, and check
ing deposits-to both GDP and the financial
turnover. igure 6 shows that, as the various
financial bubbles have ballooned, actual
money ha almost disappeared as a compar
ative perc ntage of fmancial turnover. This
is hardly urprising, as almost anything in
the real w rId, where growth rates of 2-6%
per arrnu are the norm, is going to shrink
dramatica y in comparison to the monstrous
growth 0 financial turnover, which grew
29.4% per annum from 1980 to 1990.
PerhaPf more interesting is the collateral
damage
growth of financial turnover has
inflicted or the relationship between money
supply an GDP. As Figure 7 shows, around
1960, real money in circulation amounted to
just unde one-third of GDP, meaning that
the mone supply was turning over slightly
more tha three times a year. Put another
way, one dollar was chasing a little over
,
three doll rs of goods and services in this
period.
By 19 0, however, Ml money supply
had fallen to just 15% of GDP. The money

if

fnn
{n

r
p

1f

��

EIR

January 1, 1996

FIGURE 9

Total debt per
productive worker
thousands $

$450
400
350
300
250
200
150
100
50
o

••

1956 60

II
63

.1

66 70 80 90

supply was turning over six times each
year-velocity was twice as fast as 20 years
before. Or, to put it another way, one dollar
was chasing six dollars of goods and ser
vices.
Now, the classic defInition of inflation is
too much money chasing too few goods.
Here, we see that the United States had
clearly entered an environment in which
price deflation was to be expected. Yet, the
history of this period is of a terrible war on
price inflation, with the entire middle class
of the United States now threatened with
being wiped out as war casualties.
The stupendous growth of financial
turnover points to the solution to this seem
ing paradox. The fInancial deregulation that
spawned the growth in financial turnover,
' l y all owed a prIVatizatIOn 0if
a I so eftectlVe
the money-creation power in the economy.

Ml money supply, in effect, was the store of
value, and means of payment. for the ignorant masses. For the financial elite who
attended the racetrack of financial turnover,
new instruments, such as computer-debited
and -credited "investment" accounts were
created, which served the same store of
value and means of payment functions as
Ml money supply.
These privatized money supplies-Iargely outside the control and purview of the
federal government or the Federal
Reserve-in fact grew so explosively during
this period, that the ingredients were indeed
present for the classic recipe for inflation:
too much money, and too few goods (given
the collapse shown in ElR's market baskets).
How, then, was the back of inflation broken?
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By breaking the backs of the middle class
and the poor, in the form of the declining
real personal and household earnings of the
past 20-plus years.
More collateral damage done by the
increase in fmancial turnover, is reflected in
Figures 8 and 9. The graphs themselves are
almost indistinguishable from those showing
the growth of financial turnover. The
increase in debt is merely a reflection of the
fact that more paper has been floated, to
feed the growth in financial turnover. It is
not really the case that the explosive
increase in debt since 1970 is the result of
increasingly hard-pressed households taking
on more debt in a desperate attempt to cling
to a standard of living which is inexorably
eroding. That is certainly occurring, but con
sumer debt as a percentage of total debt
barely changes: 26.3% in 1960 and 26.0% in
1990. (Consumer debt as a percentage of
personal disposable income, however, leaps
from 60.8% in 1960, to 95.8% in 1990.)
What is the purpose of this massive
turnover? Why is this paper being shuffled
back and forth so quickly by the securities
dealers and speculators? The fact is that
"speculators" have been superseded by new
beasts, "traders." A trader takes large posi
tions in a market for a very short period of
time-sometimes just minutes-hoping to
skim off a relatively small price movement
in that market. A trader is often happy to
skim off a price movement of a mere 1%, or
even less. One percent of $1 billion is $10
million. One-half of 1% is $5 million. Just
one-tenth of 1% of $1 billion is $1 million.
The skimming off of small price movements
from this whirlwind of fInancial turnover is

"I'm not ta 'ng cash equities. We trade
equity indices, a d we trade various futures
and spot foreig exchange, so we can turn
things over to e ploit better short-term inef
ficiencies. When we're turning things over
quickly, we're urning them over several
times a day, ma e even faster. I have here a
number of mod Is, computer models, com
ing through to y pager. You can easily get
three trades in a hour. . . .
"The aim is
make money on a consistent basis. Predi tion of price, for example,
is completely u intersting as far as we're
concerned. We ant to predict risk/reward
and trade a sens ble portfo]jo across a num
ber of different arkets."
What traders are simply doing, is trying
to skim off a s all percentage price move
ment on a multi 'llion- or multibillion-dol
lar position the have taken in a market.
They tum over billion dollars in paper, and
they are going 0 make a million dollars.
And they are d ing this 50 or 100 times,
ds of times, a year.
sometimes thou
ect of this skim trading on
What is the
? Assume that you have a
the real econo
small country, t e entire economy of which
is based on on] one company: Deere and
Co., the world s largest manufacturer of
farm and gardey equipment (see Table 2).
At the end of September 1994, Deere's man
ufacturing oper ons had almost exactly $1
debt.
billion in long_t
There are n readily available data for
the turnover of this debt (Deere's bonds).
However, Figu e 10 shows the daily high
and low of De re's stock price for every
trading day in l 94. There is clearly a pat
tern of about 1 % swings in the movement
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arbitrage.

In November 1994, Euromoney maga
zine assembled a group of seven derivatives
specuI ators and trad ers to taIk a bout what
they were doing, what they thought the
financial markets were doing, and what
computer models they were applying in their
trading. What they had to say sheds light on
how a trader thinks.
Mark Tarpley, chief investment officer of
Quorem Capital Management, noted that
"we're not interested in eqUilibrium, but in
what's going to cause the next price move to
equilibrium."
Nick Idelson, head of quantitative analysis and technical trading for Midland Global
Markets, declared, "Mathematically, there
are still long-term inefficiencies [in the markets]. They just aren't as good as they used
to be. You could still build a portfolio that
would outperform most public futures funds
if you do it carefully. If you can trade every
few days, say.

TABLE 2

Deere & Co

.

dollars in millior s
1993
Long-term ( ebt

1994
$1,073

$6,479
$168

$7,663
$604

Capital
expenditure�

$204

$230

Research a�
developme t1

$270

$276

Inventories
(balance she et)
,

$464

$698

33,070

34,252

$879

$963

$479

$578

$ 123

$ 104

Sales
Net profit

�
J,

Employmenif

Wage bill

�

Insurance, h alth
care claims nd
benefits
Pension net
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FIGURE 10
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of the stock's price, especially after April.
But note also that there is always a signifi
cant spread between the high and the low
prices on any one day. This may be as little
as I %, but that is all that a trader is looldng
for, to skim that one-tenth of 1%.
Now, assume that your small country,
based on Deere and Co., decides to deregulate
its financial markets, and allow speculation,
trading, arbitrage, etc. Assume that the traders
are able to tum over Deere's $1 billion in debt
once every month, and skim off one-tenth of
1%, or $1 million. That would be $12 million
a year that would be extracted from the pro
ductive economy, based solely on Deere's
production of farm and garden equipment.
Now assume that the traders are able to
increase the turnover to once every week,
skimming off $1 million a week, or $52 mil
lion a year. What if this had been in 1993?
Where would that $52 million have come
from? Would it have come out of the $168
million in net profit?
That would have shrunk your economy's
profit by almost one-third. That would not
have been good for the stock price of Deere
and Co., and it would look very bad for your
stock market index, since Deere is the only
stock in your economy. It might be so bad
for Deere's stock price, that it would destroy
the pattern in the stock price the traders had
identified and come to depend on.
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turnover and the real economy, between
1956 to 1990, has produced exactly the
same relationship as that of a cancer cell to
its host organism. Originally,the cancer cell
is part of the organism, existing in a one-to
one symbiosis with the cells surrounding it.
But, as the cell turns cancerous, and begins
to replicate itself faster than do the surround
ing cells,a distinct tumor forms. It no longer
exists in symbiosis with surrounding tissue,
but overwhelms surrounding tissues, killing
them off by arrogating to itself a larger and
larger share of the nutrients and oxygen
flowing to that area of the organism.
Were the economy a human patient in a
cancer ward, you would hear the weeping,
as the doctor informed the family that the
tumor had progressed to the point that the
patient had but a few weeks, . perhaps, at
most,months,left to live.
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Standing on
the edge of the cliff
by John Hoefle

t should be obvious by this point,that the
process defined by a financial bubble
growing at hyperbolic rates, which
depends for its existence upon a physical
economy which is shrinking, is a process
which must ultimately collapse.
When most people think of collapses,
they think in terms of sharp drops in stock
markets,runs on banks,devaluations of cur
rencies,hyperinflations,or similar shocks,in
which sections of the financial system are
strained,but the system itself survives.
What is coming, unless governments
intervene by way of virtually l 80-degree
policy shifts,is a completely different kind
of collapse-the disintegration of the glob
al economic and financial systems them
selves.
Imagine what might happen, were the
holders of all the financial claims in the bub
ble, to try to cash out at one time. As we
shall see,there isn't nearly enough money in
circulation to cover the claims. That would
leave the financial markets in the unenviable
position of either writing off those claims in
excess of the money supply, or increasing

I

the money suppl to cover the claims. Either
way,they're doo ed.
The cash-out problem

�

As we said, here simply isn't enough
money in circulation to cover the claims.
EIR estimates th t annual financial tumover
has more than d ubled in the last five years,
to about $500 tri ion in 1995 (see Figure 1).
This is a rough stimate to be sure, but the
process which i describes is such that an
error of 25% or so would make no differ
ence. After all, the claims couldn't have
been cashed out 1990 either.
Note that th turnover is grouped into
two categories, t)n-balance-sheet and t)ff
balance-sheet.
on-balance-sheet catego
.
ry is for more tra tional items such as assets
and liabilities, w ereas the off-balance-sheet
figures are whe e you hide the derivatives
and other forms f gambling. As you can see
from Figure 1, e off-balance-sheet compo
nent of financial turnover has been growing
the on-balance-sheet com
much faster th
ponent, reflectin the explosion of specula
tion over the last few years.
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7. See various editions of Statistical Abstract of
the United States. In the 1984 edition, for
example, see p. 524, Table 876, in Section 17,
"Banking, Finance, and Insurance."
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11. See note 4.
12. Data are taken from Frank J. Fabozzi and
Franco Modigliani, Mortgage and Mortgage
Backed Securities Markets, Harvard Business
School Press, 1990.
13. U.S. Government Accounting Office, May
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