Chapter 1

Bubble to Bubble

n the morning of September 12,2001, Alan Greenspan, chair-
Oman of the Federal Reserve, was hurriedly returning from
overseas. No planes were flying into the United States that
day, other than his. Before landing in Washington, D.C., Greenspan asked
the pilot to fly over the felled towers of the World Trade Center in
downtown New York City. As Greenspan viewed the devastation from
above, he was deeply concerned about the U.S. economy. Greenspan’s
overriding fear was that it would simply cease to function. “History has
told us that this kind of a shock to an economy tends to unwind it.
Because remember, economies are people meeting with each other. And
you had nobody engaging in anything. I was very much concerned we were
in the throes of something we had never seen before,” recalls Greenspan.
When those planes hit the towers, the U.S. was already in a recession.
It was a mild recession, to be sure, but a recession all the same.The United
States was suffering from the deflation of one of the greatest speculative
bubbles our markets had ever seen. It was quite a party while it lasted.
Hundreds of billions of dollars had been thrown at technology companies
of all kinds in a frenzy that defied all logic and all the tenets of prudent
investing. Few thought we would ever see a bubble of its kind again.
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12 AND THEN THE ROOF CAVED IN

The technology bubble was very kind to CNBC. Our ratings were
routinely above those of any other cable news network and almost
all of our viewers, save those who were short the market, were in a
good mood. Each day brought a new high in the NASDAQ), and with
each year the suspension of disbelief grew. The years 1997, 1998, 1999,
and 2000 were some of the greatest Wall Street has ever experienced.
There was a new paradigm in town. Earnings were of little import. The
Internet and anything related to it were all a company needed to be
focused on to generate enthusiasm. Growth in revenues, regardless of
whether that growth came at the expense of actual earnings, was the
only thing investors seemed to care about.

The world was awash in capital, which could be raised in copious
amounts for even the worst of businesses. This wasn’t a bubble, they
scolded the nonbelievers, it was a new age. Naysayers were dismissed as
“not getting it.” I will not rehash all the high points of the great tech-
nology bubble of the late 1990s, but for the sake of capturing the flavor
of the times, I'll relate some of the more amazing tech-bubble facts.

In January 1999, Yahoo! was valued at 150 years’” worth of its
expected annual revenues for that year. At that same moment, Yahoo!s
value was equal to 693 years’ worth of its expected 1999 earnings. The
point is that if Yahoo!’s earnings were to stay the same, it would take 693
years for those earnings to equal what one had spent to buy the stock.
That is not really a great value. And Yahoo!, despite being one of the few
companies to truly succeed in the Internet era, now trades at 25 times its
expected earnings—far below the value it commanded in 1999.

One of the highest-valued mergers of all time involved two compa-
nies few people had ever heard of then and most have certainly forgot-
ten by now, JDS Uniphase Corporation and SDL. When JDS Uniphase
agreed to buy SDL in July 2000, the deal was valued at $41 billion.
The two companies made things that helped fiber-optic networks
operate more efficiently, and that was largely the extent of what anyone
knew about these companies. JDS Uniphase still exists today. Its stock
trades below $5 a share, valuing the company at around $600 million.

Everyone, and I mean everyone, seemed to be playing the stock mar-
ket. Early one morning in the summer of 1998, I parked my car in a
spot that blocked a fruit vendor from pulling his cart to his chosen
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location. The vendor approached my driver’s-side window and upon
seeing me immediately started singing the praises of CNBC. It seems
he sold fruit from his pushcart in the mornings and then returned
home to trade stocks for the remainder of the market day. To me, that is
the very definition of a bubble.

When it burst, it took a whole lot of money with it and quite a few
jobs, as hundreds of dot-com and telecom companies were forced to close
their doors when the free flow of capital abruptly ended. By the end of
2000, according to the search firm of Challenger, Gray and Christmas,
dot-com companies were cutting jobs at a rate of 11,000 a month. The
NASDAQ, which peaked in March 2000 at 5000, fell more than 3,000
points over the next year. With job losses mounting and wealth vanish-
ing, the growth of the economy slowed dramatically through 2000 and
stopped entirely by the middle of 2001. And then came 9/11.

Greenspan’s Shock and Awe

Alan Greenspan was chairman of the Federal Reserve from August 1987
through February 2006. He was the longest-serving Fed chairman in his-
tory, and, until recently, widely regarded as one of the greatest Fed chair-
men our country has ever had. He has been endlessly praised for helping
to shepherd the economy through the countless shocks it was dealt dur-
ing his tenure—from the 1987 stock market crash to the collapse of
the savings and loan industry in the early 1990s to the implosion of the
hedge fund Long Term Capital in 1998 to the horror of 9/11.

Dr. Greenspan’s well-worn face shows every one of his 82 years.
But he is still sharp of mind and wit. Since the financial crisis hit,
Greenspan’s legacy has been tarnished. That’s one reason why he gra-
ciously gave of his time during a September morning in 2008 when
I interviewed him at the Mayflower hotel in Washington, D.C.

His celebrity is such that immediately after our interview, his
half-eaten bran muffin became a source of focus for our camera
crew and my producer, James Jacoby. Our lead cameraman, Marco
Mastrorilli, suggested we bag the Greenspan muftin and list it on eBay.
Authentication would be relatively easy, since we likely had some film



My Interview with Alan Greenspan
Photo courtesy of CNBC.

Alan Greenspan
Photo courtesy of CNBC.
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The Greenspan Muffin
Photo by David Schumacher.

of the man taking a few bites. My producer, however, claimed his father
was a great fan of the good doctor Greenspan and asked if he could
deliver the muffin to his dad as a gift. We decided that was a worthy
home for the Greenspan muftin.

Fed Chairman Alan Greenspan, like every Fed chairman before and
since, played the decisive role in figuring out where interest rates in the
United States should be set. Whereas investors in the U.S. government
bond market can certainly influence longer term interest rates, they take
their cue from the short-term rates controlled by the Federal Reserve.

As the bubble in technology stocks inflated, Alan Greenspan kept
interest rates in a tight range of between 5 and 6 percent. A couple of
months after the NASDAQ peaked in March 2000, rates were raised to
6.5 percent. To put this in perspective, 6.5 percent is a higher rate than
we have seen for quite some time, but well below the mid-teens levels
at which interest rates hovered in the late 1970s.
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It wasn’t until the start of 2001 that Greenspan and his Fed gover-
nors, seeing a slowdown in the economy, started to lower interest rates.
Fed Funds were 6 percent at the beginning of 2001 and, due to seven
separate cuts in interest rates, had fallen to 3.5 percent by August of that
year. “We did not start cutting rates, in spite of the sharp contraction
in the financial system starting in the summer of 2000, until we were
sure the dot-com bubble had sufticiently diffused,” Greenspan explains.

On the day after the World Trade Center attacks, Greenspan’s deci-
sion to view the devastation in lower Manhattan was not only about
economics, but also about understanding what damage had been done
to the payments system relied on by financial companies around the
world. Much of the structural backbone of payments resided in lower
Manhattan. When a stock was sold, or a bond was bought, or a check
was cleared, the processing of those transactions often took place at
institutions that were housed in lower Manhattan. And in a true stroke
of stupidity, many of the computer systems that backed up those trans-
actions were also housed in lower Manhattan. “There were several
institutions which were in serious trouble because their redundancies
went down with their primary systems because it was all too close to
the World Trade Center,” explains the former Fed chairman.

The Fed’s first order of business on September 12 was to lend bil-
lions of dollars to banks in order to maintain liquidity in the system
given the structural breakdowns that had taken place. It was only after
the Fed had made sure the process of intermediation for financial trans-
actions would continue to function that it could then focus on what
the attacks of 9/11 would mean for the U.S. economy:.

Given Greenspan’s fear of an economic collapse, it is not a surprise
that he aggressively reduced interest rates. The first cut came six days
after the attacks bringing the Federal Funds rate to 3 percent. Two weeks
later, Greenspan would send rates down another one-half of a percent to
2.5 percent. President George W. Bush went on television exhorting the
American people to help keep the economy afloat and go out and shop.
The rate cuts kept coming. November 6 saw another one-half percent
reduction in interest rates, and the following month Greenspan engi-
neered yet another cut, this time one-quarter of a percent. (See Table 1.1.)
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Table 1.1 Interest Rate Cuts Following 9/11

Federal Funds Rate

Date Change New Level/Range
September 17, 2001 % 3

October 2, 2001 % 2
November 6, 2001 - 2
December 11,2001 4 1%
November 6, 2002 - 1%

June 25,2003 —1% 1

Source: Board of Governors of the Federal Reserve System,
www.federalreserve.gov.

In the space of three months, interest rates were cut in half.
Borrowing costs for corporations and consumers had plummeted to
a level not seen in almost 50 years. And that cheap money was start-
ing to have its intended effect. Gross Domestic Product (GDP) had
fallen sharply in the six weeks that followed the terrorist attacks. But
then things began to stabilize. Consumers, whose spending represented
70 percent of the country’s economic output, began to spend again.

Long before he became Fed chairman, Alan Greenspan, as a noted
economist, had traced the early versions of an important trend he called
“mortgage equity withdrawal.” In the early 1980s, Greenspan found that
when a home was sold, the seller was typically canceling a mortgage
that was much smaller than the purchase price of the home. This fact
created two outcomes. The person who had sold the home usually
increased his personal consumption, meaning he bought more stuff, and
the home that was bought from him now had a bigger mortgage on
it. Essentially, while the home had changed owners, debt was replac-
ing equity in the home and the cash that was freed up found its way
into the cash registers of businesses. Indeed, as a government economist,
Greenspan used his “mortgage equity withdrawal” metric to forecast the
future sales of cars and other hard goods.

In early 2002, Fed Chairman Alan Greenspan was still following his
much-loved indicator of mortgage equity withdrawal, and what he saw
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gave him some relief that an economic catastrophe had been averted.
Unlike the 1980s, when a home was most often sold in order to unlock
the equity in it and free it up for spending, by 2002 a vast industry
with myriad mortgage products had sprung up, which allowed people
to stay in their homes and withdraw equity from them. This is known
as the home equity loan. That loan is essentially a second mortgage in
which the debt is backed by the collateral in the home that exceeds the
homeowner’ first mortgage. While home equity loans had existed for
many years, their use became far more widespread during this period
because as interest rates fell to historic lows, people could avail them-
selves of home equity lines of credit at very cheap rates.

But there was another more important trend that was also brought
on by the fall in interest rates. People were starting to refinance their
mortgages in record numbers. Some people chose to keep their mort-
gages the same size and simply lower their monthly payments. But many
others saw an opportunity to capture equity that had built up in their
homes by increasing the size of their mortgage. Because their interest
rate would be lower, their monthly payment might not rise at all, while
they would find themselves with a slug of cash they could spend on a
new car, a new kitchen, a new mink coat, or all three. It was called the
cash-out refinancing and it would play a prominent role in the collapse
that would come six years later.

Greenspan and his cohorts at the Fed quickly noticed the uptick in
consumer spending. “You began to see a combination of the personal
savings rate declining and mortgage equity extraction rising. And indeed,
from a bookkeeping point of view, it was the rising debt that was sub-
tracting from savings. And you could begin to see the impact of that
spilling over into consumer markets”” Greenspan says it was never the
intent of the Fed to galvanize the housing market, but he admits the Fed
welcomed the increase in consumer spending. The cuts in interest rates
had worked. The increase in consumer spending staved off an economic
calamity and was helping to bring the United States out of recession.

The Fed’s intent may not have been to galvanize the housing mar-
ket, but that is exactly what happened. That market, made up of home-
buyers, home builders, and the firms that provide them credit, loved low
interest rates. While the Fed Funds rate did not dictate the price of a
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mortgage, which is more closely linked to the rate on a 10-year Treasury
bond, it did have a pronounced eftect on the price of that 10-year bond.
And the Fed kept pushing rates lower; 1.75 percent became 1 percent
by June 2003, and Greenspan’s Fed kept the Funds rate at 1 percent for
a year after that. Our country had never really known 1 percent interest
rates. While mortgage rates were nowhere near that level, they were at
all-time historic lows.

In 2003, a 30-year mortgage came at an average interest rate of
5.83 percent after having averaged 8.05 percent only three years earlier
when interest rates were far higher. In 2004, the average interest rate
for the 30-year mortgage was 5.84 percent and in 2005 it was 5.87
percent. The rates for one- and five-year adjustable rate mortgages were
also at never-before-seen lows. For example, a one-year adjustable rate
mortgage could be secured with an average interest rate of 3.76 percent
in 2003. Lower mortgage rates translated into lower monthly payments
and that helped make owning a home affordable for many people who
had never before contemplated it.

Unbeknown to Greenspan, his interest rate cuts had unleashed an
engine of commerce the likes of which our country had never seen. It
was an engine fueled by cheap money that would bring the greatest
housing boom in history and then devour all it had created and more.

Houses Built on Cow Dung

In 2003, in the Eastvale section of the Southern California town of
Corona, Joseph Dunkley, a chiropractor, and his wife, Barbara, a real estate
agent, bought a home for a little over $300,000 in a field full of cow
dung. The Dunkleys’ new home had been built in a field where dairy
cows had grazed for decades until the dairymen sold out and moved to
central and northern California. The land they left behind smelled ter-
rible. Decades of cow crap will do that to a place. But the Dunkleys and
plenty of people like them jumped at the chance to live the American
Dream, even if it came with a nasty odor.

The homes built in Eastvale, part of the so-called “Inland Empire,”
were relatively inexpensive for Southern California and a good deal
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Joseph and Barbara Dunkley
Photo courtesy of CNBC.

larger than a home one might find in Orange or Los Angeles county.
The developers were building a sleeper city, filled with commuters who
spent their day working in Los Angeles, but traveled 90 minutes on
the choked 91 freeway to spend their nights in their new homes. The
Dunkleys were pioneers. “When we moved in I always said you had to
have a vision to live here, because there was nothing here. No supermar-
kets. No retail shopping. Nothing but a lot of cows. And they were just
starting to pop up these developments and the people who were devel-
oping it were saying ‘this is going to be a nice area, ” explains Barbara.

The Dunkleys were undeterred by the commute and the smell
and the lack of any real neighborhood. “We had our names on quite
a few waiting lists just wanting to buy,” said Barbara Dunkley. It took
the Dunkleys four months before they had the chance to make a down
payment on a home. They did so without even touring a model. “It was
so crazy. The lines were huge on the days they would release maybe 15
houses—you’d have fifty to one hundred people in line trying to scoop
up the properties,” she explained.
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The Dunkleys bought their house in January 2003 and moved in that
June. In the intervening six months, the value of their house had increased
from $300,000 to $400,000, adding $100,000 to their equity before they
even pulled into the driveway. The Dunkleys’ home was in the first tract
of houses to be put up in the new development and all of their neighbors
were feeling pretty good. So was Barbara Dunkley. “There was a huge
excitement level. People were giddy and we all looked really smart.”

Many of the Dunkleys’ new neighbors thought they could be even
smarter. They began to buy house after house after house in Eastvale,
certain that in just a few months’ time they could resell those homes
at a big profit. It was called flipping, and for a growing number of
Americans with limitless access to cheap money, flipping became their
profession.

A proliferation of new mortgage products, coupled with those low
mortgage rates, quickly expanded the population of eligible buyers. The
flippers found a willing audience for the homes they were selling and
the home builders kept feeding the real estate—starved masses.

In 2002, construction was started on 1.704 million private homes.
The next year, the number was 1.847 million. By 2004, construction
was starting on 1.95 million new homes, and at the peak of the hous-
ing boom in the United States in 2005 there were 2.068 million homes
on which construction was beginning. From the Inland Empire of
California to the suburbs of Phoenix and Las Vegas to the beach com-
munities of Florida, houses were being built at a torrid pace.

Everyone, says Joe Dunkley, wanted their shot at the American Dream:

The white picket fence. The kids playing in the yard. It’s almost
cliché, but it’s a very real thing for most people. If you have
a family, you want a home you can raise your family in. You
get caught up in it. And so you see a lot of people might be
stretching too far to achieve that because it is within reach, and
so you go for it. You swing for the fences and wait for someone
to tell you you can’t have it. And I don’t think around here a
lot of people were told no.

During the housing boom of 2003-2006, almost everyone was
told yes.






