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Additional Praise for the First Edition

The authors have crammed so much thought-power into the pages of this book it’s a challenge to describe or summarize. . . . They explain how the world doesn’t work, quite remarkably, which helps us see how it does work, perhaps. Markets are judgmental, they say, not mechanis tic. Amen! They say Japan’s decades-long bust proves both the major economic theories are wrong and that the West is destined to follow. They rightly, in my view, claim this is a crisis point in modern history. This book just might help us cope with it. Worth a try!

—Harry D. Schultz
editor of the International
Harry Schultz Letter

 

Bonner sometimes makes me feel like a house painter staring at a Rembrandt. He is that good. Financial Reckoning Day is guaranteed to make you think. It will help you understand why we go from boom to bust and how you can profit from that change. It will open your eyes to a new way of seeing the world and make you a better inves tor. And it will be one of the most pleasurable reads you have had in a long time.

—John Mauldin
 Millennium Wave
 Advisors, editor of Thoughts
from the Frontline

 

Forward and backward in time, up the alleyways of one theory and down another, often soiled by the sorry sludge of historical missteps . . . the often-disastrous results of the hopes and dreams, needs and wants of all the people in all of history coalesce into a Grand Unified Theory that one cannot adequately define or explain, but by the end of the last sentence, on the last page, of the last chapter, one knows that, surely, this book is something to behold.

—Richard Daughty
editor of the Mogambo Guru
Economic Newsletter
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 FOREWORD

Some people want to buy baseball teams or chase women, but I’m told the number one dream that comes to mind when young people are asked is: “I want to see the world.”

I’ve been around the world twice now: Once on a motorcycle. Once in a Mercedes. So I guess that means I’m crazier than most people.

The reason that I love doing it, other than the sense of adventure, and I certainly love the adventure, is that it’s the only way I can figure out what’s going on in the world. I don’t trust the newspapers, TV stations, or government pronouncements. That’s what everyone else knows. I want to see it for myself, close to the ground.

You learn much more about a society by crossing a remote border, finding the black market, and changing money or talking to the local madam than by talking to bureaucrats or economists at the IMF and the World Bank . . . or by watching CNBC.

By the time I cross the border in the jungle, I know 25 percent to 30 percent of what I need to know about a country. I know the bureaucracy. I know the infrastructure. I know the corruption. I know the status of the economy and its currency. And I know whether I stand to make money investing there or not.

The only other way to know what’s going on is to study history. When I teach or speak at universities, young people always ask me: “I want to be successful and travel around the world; what should I study?”

I always tell them the same thing: “Study history.”

And they always look at me very perplexed and say, “What are you talking about . . . what about economics, what about marketing?”

“If you want to be successful,” I always say, “you’ve got to understand history. You’ll see how the world is always changing. You’ll see how a lot of the things we see today have happened before. Believe it or not, the stock market didn’t begin the day you graduated from school. The stock market’s been around for centuries. All markets have. These things have happened before. And will happen again.”

Alan Greenspan went on record before he left his post at the Federal Reserve saying he had never seen a bubble before. I know in his lifetime, in his adult lifetime, there have been several bubbles. There was a bubble in the late 1960s in the U.S. stock market. There was the oil bubble. The gold bubble. The bubble in Kuwait. The bubble in Japan. The bubble in real estate in Texas. So what is he talking about? Had he not seen those things, he could have at least read some histories . . . all these things and others have been written about repeatedly.

Alan Greenspan continues to embody the economic mindset of today’s policy makers. They have the lunatic idea that a nation can consume its way to prosperity although it has never been done in history.

In the United States, if you have a job, you pay taxes. If you save some money, you pay taxes on the interest. If you buy a stock and you get a dividend, you pay taxes. If you have a capital gain, you pay taxes again. And when you die, your estate pays taxes. If you live long enough to get social security, they tax your social security income. Remember: You paid taxes on all this money when you earned it originally yet they tax it again and again.

These policies are not very conducive to encouraging saving or investing. They promote consumption.

By contrast, the countries that have been doing well the last 30 or 40 years are the countries that encourage saving and investing. Singapore is one of the most astonishing cities in the whole world. Forty years ago it was a slum. Now, in terms of per capita reserves, it’s one of the richest countries in the world.

One of the reasons Singapore was so successful is that its dictator, Lee Kwan Yu, insisted that everyone save and invest a large part of their income. There are many other dictators or politicians you can condemn, but they have nothing to show for it, and, in fact, they’ve been worse. Whatever Lee’s policies toward personal freedom, at least he forced people to save and invest.

History shows that people who save and invest grow and prosper, and the others deteriorate and collapse.

As the book you hold in your hands demonstrates, artificially low interest rates and rapid credit creation policies set by Alan Greenspan and the Federal Reserve caused the bubble in U.S. stocks of the late 1990s. Policies then pursued at the Fed made the bubble worse. They changed it from a stock market bubble to a consumption and housing bubble.

And when that bubble burst, it was far worse than the stock market bubble, because there are many more people who are involved in consumption and housing. Millions of people found out the hard way that house prices don’t go up forever. Now there are a lot of angry people.

No one, of course, wanted to hear it when the original edition of this book was published. They wanted the quick fix. They still want to buy a stock and watch it go up 25 percent because that’s what happened a few years ago, and that’s what they say on TV. They want yet another interest rate cut, because they’ve heard that that’s what will make the economy boom.

Bill Bonner and Addison Wiggin wrote me early on to tell me that “a lot of the stuff you write about in Adventure Capitalist (Random House) is in our book—except for the travel in the international countries.”

I’d go a step further and say it’s almost as though they wrote parts of my book and I wrote some of theirs—approaching the same subject from two completely different angles . . . and arriving at the same place. From the lack of government policies encouraging saving and investing to the dramatic effect demography will have on the global economy in the twenty-first century, I kept coming across things in this book that I had seen in my travels. He discovered them by reading history books and studying economics. I saw them up close, on the ground.

“Needless to say, your ideas are genius,” I wrote back, “You think like I do, which means we’re going to go broke together.”

JIM ROGERS




 PREFACE TO THE 2009 EDITION: CONFESSIONS OF A NEWSLETTER MAN

We begin with a question: Was ever there a fairer métier than ours?

The poor carpenter risks cutting his fingers or banging his knee. The used car salesman’s hearing goes bad as soon as he takes up his job: “No, I don’t hear any rattle,” says he. The foot-soldier gets sent to a Godforsaken hole like Afghanistan, where the women are covered up and the liquor stashed away.

But in our trade as newsletter publishers, hardly a day passes without a good laugh. Our only occupational hazard is a rupture of the midriff.

Most people, after all, read the news pages for information. They lack the proper training and perspective to fully enjoy them. The consequence is that they are always in danger of taking the humbug seriously, or worse, finding the people who populate the headlines important.

If you really want to appreciate the media you have to get close enough to see how it works—like a prairie dog peering into a hay bailer—but not so close that you get caught up in it yourself. The investment newsletter business is perfect; it is part of the media, but it wouldn’t be mistaken for a reputable part.

More than 30 years ago, we began our career publishing newsletters. Those were the days! They were even more fun than today. Years of television, heavy-handed regulation, and waiting in line for airport security have taken much of the lightheartedness out of American life. In its place, a kind of earnest timidity has settled over the 50 states. Everything is forbidden, or else it is compulsory—especially in the financial markets. You can barely talk about an honest investment without some ambitious prosecutor wanting to make a federal case out of it.

But back in the 1970s, the folks you met in the newsletter trade were even wilder and more disreputable than those who are in it today. At one investment conference, we remember an investment advisor from East Germany. He had escaped the Soviets’ grip by stealing a small plane and flying to the west. This alone made him a bit of a hero back in the 1970s. But his talk to investors endeared him further. He gave the following discourse:

“Take a look a zis chart,” he would begin, pointing to the bottom of what appeared to be a wave pattern. “Investing is reeelly very simple. You just buy at zee bottom. Heere! Zen, ven ze stock goes up, vat do ve do? Ve sell. Heere! [Pointing to the top of the wave pattern.] It is reeelly verrry simple.”

“Well, what if the stock doesn’t go up,” asked an investor, fresh off the Great Plains and not prepared for patterns or people that weren’t perfectly straight.

“Ya . . . ve just keep our eyes on ze chart. If it doesn’t go up, ve don’t buy it.”

We don’t recall the man’s name. It was something like Dr. Friederich Hasselbauer. We were always a bit suspicious of financial advisors who used the “Dr.” title, though many did. Especially when they spoke with thick German accents. We imagined that they had been conducting experiments on Jews before they entered the financial markets.

And then there was the Quack man. His name was “Red Robin.” As near as we could figure, he liked ducks. So he called his financial analysis “The Quack Report.” He had once made his money paving airport runways. Then, in his fifties or sixties, he decided to devote himself to financial analysis and to save the world from a small group of criminal conspirators known as the Bilderburgers, who were in cahoots with the English government. Once, flying on the Concorde across the Atlantic, Ol’ “Red” saw the U.K. Chancellor of the Exchequer, it must have been Lord Barber, on the same flight. He told us that he decided to confront his lordship right then and there, when he had the chance.

“I just went up to him and I said, ‘I’m on to you . . . ol’ buddy . . . ”

It must have been quite a scene. Red Robin was a funny-looking fellow with a paunchy stomach who always dressed in orange coveralls, which made him look a little like a red-breasted sapsucker. Why he wore orange overalls, we don’t know; perhaps they were a holdover from his days working on airport runways when he didn’t want the cement trucks to run him down.

Red also had funny ideas about publishing investment advice. He offered readers a Lifetime Guarantee—they could have their money back anytime. But then, he added a caveat: “My life, not yours.” As it turned out, the guarantee was less valuable than readers imagined—or Red himself had hoped. He was gunned down on a beach in Costa Rica, we were told.

But that was the strange milieu in which we decided to make our career. What was delightful about it were the nuts and kooks, the charlatans and dreamers, the brazen hucksters and earnest geniuses who made up the industry. Here were thinkers whose thoughts were untainted by any trace of advanced doctrinaire theory, let alone rudimentary training of any sort. Here were mountebanks and scalawags galore . . . along with a few saints . . . dispensing market wisdom, stock recommendations, and macro-analysis so far reaching you needed a Hubble telescope to see where it came from.

And here, too, were the sort of men whom rich widows were warned about. And the sort of theorists who made you wonder about the limits of human reason itself.




Y2K AND OTHER TRAGEDIES NARROWLY AVERTED

Our friend, Gary North, somewhat of a legend in the business, began studying the possible consequences of the Y2K computer problem in the late 1990s. The more closely he looked, the more alarmed he became. He began writing about the subject, and the more he explored it . . . the more he thought about it . . . the more convinced he became that it would lead to a complete meltdown of modern society. He looked and he saw commerce coming to a stop. He saw trains that couldn’t run without electronic instruction. He saw cash machines frozen up. He saw power plants idled by their computer brains. And what would happen to all that electronic information—bank accounts, trading records, inventories—on which the whole financial world depended? He saw millions of people with no money . . . and then no food. He saw riots in the streets . . . and worse.

Then, he looked around and saw that he and his family were as exposed to the menace as everyone else. He decided to take precautions, moving his family to an isolated rural area where they would be safe from the apocalypse he saw coming.

Maybe he would be wrong, he reasoned. But what if he were right? The cost of being right—and failing to protect himself—could be catastrophic. He moved to a mountain hollow, buried provisions, and began the countdown to the year 2000.

Of course, when the big day came . . . nothing happened. The clocks worked. The trains ran. The power was still on. Apparently, not a single cash machine failed.

People pointed and laughed. But was he wrong? What if the odds of a meltdown had been only 1 in 100 or 1 in a 1,000? Was he not right to give a warning in the strongest possible terms? And wasn’t it partly because of him and others like him that billions were spent to correct the problem before January 2000?

Colorful eccentrics, careful analysts, cheerful con men, and self-assured delusionals trying to figure out how things are put together—this is the world of investment gurus.

But guess what? The gurus are often right. True, some financial gurus have gone broke following their own advice. But many have gotten rich.

In the late 1970s, we undertook a study—with Mark Hulbert, who is still at it—of how well these financial gurus actually perform. We wouldn’t presume to summarize Mark Hulbert’s nearly 30 years of work; we will just tell you what we took from it: There is no right way to invest.

Investment gurus are an original bunch. They come up with all sorts of systems, ideas, and approaches. Almost all of them are successful—sometimes. There are a lot of different ways to invest and to make money. And often one that works spectacularly well in one period may collapse completely when the market changes course. So, too, an approach that often works poorly under certain market conditions will work poorly in other conditions.

But, generally, an investment advisor who works hard to develop and refine a system and who sticks with it can do reasonably well, sometimes. He can be a technical analyst, a chartist, a Graham and Dodd follower, even an astrologer. Almost any disciplined approach, pursued intelligently and steadily, can pay off.

We have a theory that explains why this is so. Investing is, when you get down to the basement of it, a competitive undertaking. If you do what everyone else does, you will get the same returns as everyone else. In order to get better returns, you have to do things differently.

Investment gurus seem to be favored, in this regard, by their own originality and quirky self-reliance.

“Sometimes right, sometimes wrong,” they say. “But never in doubt.”

Taken together, they are probably the most independent and contrary professional class in the world. And this contrariness, alone, seems to put them at odds with the great mass of lumpen investors, allowing them to make more—or, often less—than the common results.

By contrast, what seems to doom the average investor is the same mushy quality that seems to be ruining the whole country. He will wait in line—without a word of protest—while guards frisk girl scouts and old ladies for dangerous weapons. If the mob is large enough, he can’t wait to be a part of it and fears being isolated from it. And he will believe any line of guff—no matter how fantastic—as long as everyone else falls for it, too. Dow 36,000? House prices always go up? Interest-only negative amortization mortgage?

A man who follows a newsletter guru has no guarantee of making money . . . but a man who follows the great mass of conventional wisdom is practically guaranteed that he will not.




THE TROUBLE WITH TROUBLE

The trouble with the modern world is that there isn’t enough trouble in it. Back when we began in the business, people had real trouble and they really appreciated it. Now, they just toss it off. They’re not worried about it because they don’t know what it really is.

When we were young, we fully expected that we would never be old. Nuclear war was a very real threat. “We will bury you,” said the leader of the Soviet Union, while addressing Western ambassadors at a reception at the Polish embassy in Moscow on November 18, 1956. We thought he meant it. And during the Cuban Missile Crisis, the world was probably only an upset stomach away from annihilation. If either Kennedy or Khrushchev had been in a bad mood, we might never have lived long enough to enjoy the greatest economic boom in human history.

There was also the danger of too many people; India could never feed herself, the experts said. Food production worldwide couldn’t keep up with population growth. Hundreds of millions would starve; it was only a matter of time.

As to financial matters, the average family was only a paycheck or two from total disaster. Losing a job could be catastrophic. No one had credit cards. There was no EZ mortgage finance available. Besides, adults back in the 1950s and 1960s were deeply suspicious of debt. It was the lesson they had learned during the Great Depression. That generation knew trouble . . . real trouble.

In the 1930s, one out of every four U.S. workers lost his job—with no unemployment insurance and no welfare system to fall back on. The elder Mr. Bonner had a knack for being in the wrong place at the wrong time. He tried to escape the poverty of his family by joining the army . . . in 1939. Then, he thought he had gotten extremely lucky when he drew the best assignment in the army; they sent him to Hawaii. He said he was recovering from a hangover on the base when Japanese airplanes appeared overhead in December, 1941. They tried to kill him for the next three years.

But Americans had it easy during the war, compared to others. Britain was bombed for months. France was occupied. Italy and France were both battlefields. There were severe financial shocks, too. Britain went broke. France had to form two new governments and replace its currency twice.

But, imagine the time your parents and grandparents would have had, had they lived in Russia, China, India, Germany, Argentina, or Japan: War. Hyperinflation. Starvation. Police repression. Mass arrests. Occupation. Bolshevism. You name it; they lived it.

As long as the generation that had lived through the Depression and WWII were in charge of things, the United States was in pretty good shape. The United States emerged the world’s biggest, strongest, most innovative and dynamic economy after WWII.

But, in the 1980s, a new generation took over. It was “morning again in America.” During that period, three key events caused trouble—as we had known it—to take a holiday.

First, there was the Crash of 1987. Stocks fell hard. But then, they got right back up again, as though nothing ever happened. As a result, people began to think that crashes were no trouble. Even if stocks fell, they’d soon be on an upswing again. Books began to appear such as  Stocks for the Long Run. People began to believe you couldn’t go wrong in stocks, no matter how much you paid for them.

Second, in 1989, the Berlin Wall was dismantled. Suddenly, we no longer had any enemy worthy of the name. We weren’t going to be exterminated in a nuclear war after all. From here on, it would be clear sailing.

Third, the neocons transformed the Republican Party. “Deficits don’t matter,” said Dick Cheney. They never seemed to matter to Democrats. Now they no longer matter to Republicans either. After the 1980s there was no longer any organized political party in favor of fiscal and monetary conservatism.

Like their federal government, Americans borrowed. And so, their debt increased. Having been the world’s leading creditors in the 1950s and 1960s, they became the world’s leading debtors in the 1980s and 1990s. Gradually, the consumer economy required more and more debt to produce an extra unit of output. Debtors had to borrow not only to buy . . . but also to pay back, or pay the interest on, previous borrowings. The financial sector boomed by supplying the credit.

America’s most profitable businesses shifted from making things to shuffling little pieces of paper back and forth. That’s why GM created GMAC and why GE staked its future on GE Finance. And it’s why the center of U.S. economic power moved from the manufacturing hinterlands of Detroit and Cleveland to the financial centers on the coast . . . notably the big one in Lower Manhattan.


The Bubble Epoque

By the late 1990s and early twenty-first century, the American economy had entered the bubble epoque. The financial industry—aided and abetted by the Federal Reserve—was providing so much “liquidity” it was causing asset prices to bubble up everywhere. Since then, every warning turned out to be a false alarm. The dot-coms busted and it didn’t really matter. The recession of 2001-2002 was so mild few people even noticed. Even terrorists disappeared from North America after the stunning attack in 2001.

Of course, bubbles always blow up—without exception. And when the dot-com bubble exploded in 2000, at first we thought that was the end of the bubble era. But the biggest bubbles were still to come. The bubbles in housing, art, emerging markets, oil, and commodities—all blew up. Then the biggest bubble of all—the bubble in credit—blew up, too, bringing the bubble epoque to a close.

We are now in the post-bubble era. The financial industry has been bombed out. It can no longer create bubbles. Governments all over the world are propping up the walls and shoring up the foundations.

Toward the end of last year, the days were getting shorter and shorter. Darkness covered the land—especially in Iceland, where even in the best of times, late December offers barely enough daylight to smoke a cigarette.

The authorities have gone back to their usual antics. They’ve bailed out some companies, lowered interest rates to zero, and shored up the financial sector—which just happened to have good representation in the government and its central bank—and saved the bondholders from getting what they had coming.

They’ve made sacrifices to the market gods, too. Unable to find any virgins in the financial sector, they threw the taxpayers down the well.

And then they went after the savers (admittedly, there weren’t many of them) and the next generation, too.

At first, it seemed as if the “stimulus” had failed. Then, gradually, the light increased and the days grew longer. As we write this preface in the spring of 2009, after nine weeks of rising prices, people are beginning to see the world differently, again. To simplify: It doesn’t seem nearly as bad a place as it did a few months ago. Even house prices—ground zero of the financial crisis—although not actually rising, they’re not falling as fast as they were before. And although people are still losing their jobs, not as many of them are losing their jobs each month as did earlier in the year. This has led many commentators to believe that government’s expensive bailout/stimulus efforts are finally working.

And now, the mob screams: “The worst is over!” “We’ve seen the bottom.” “Hoorah for the feds!”

But it is not likely to be so. The bubble epoque cannot be revived.




BASIC TRUTHS ABOUT THE STOCK MARKET, HOUSING, AND THE ECONOMY

So what should you do?

After nearly three decades in the business and writing our daily chronicle of the stock market and economy, The Daily Reckoning, for 10 years, we have distilled our advice down to four dicta, a few basic truths to guide you as you navigate your way through the financial news:

Dictum Number 1: People do not get what they want or   what they expect from the markets; they get what they deserve.

Of course, people would like the downturn to be over. Many are counting on it. But the market doesn’t give a hoot. He’s got a “Capitalism at Work” T-shirt on and a sledgehammer in his hand.

What’s he up to? He’s demolishing a quarter century’s worth of mistakes. There are always mistakes made. Investments go bad. Businesses go under. People go broke. When many mistakes are corrected at once, it’s called a “recession.” And when an entire economic model goes bad, it’s called a “depression.”

The economic model of the last quarter century caused more mistakes than usual. It encouraged people to spend, borrow, and speculate. And each time the market tried to make some corrections, the authorities came along with more money and easier credit. Businesses that should have gone under years ago kept digging themselves in deeper. Homeowners kept running up more debt. Speculators kept taking bigger and bigger gambles.

Fish gotta swim, birds gotta fly, and bubbles gotta blow. The bubble in the financial sector—including subprime debt, housing prices, bonuses on Wall Street, and derivatives—hit the fan in 2007. And what a mess!

And why shouldn’t it be?

Which brings us to the second of our dicta:

Dictum Number 2: The force of a correction is equal and   opposite to the deception that preceded it.

The delusions and absurdities of the bubble epoque were monstrous. Naturally, the correction must be huge, too. World stock markets were nearly cut in half. Property prices, too, have been knocked down almost everywhere. The total loss of nominal wealth has been estimated as high as $50 trillion.

In the first quarter of 2009, Warren Buffett’s company, Berkshire Hathaway, booked its first loss since 2001. Fifty-nine banks have been shut down over the past 18 months. The United States’ leading banks say they need another $75 billion to keep their doors open. And Fannie Mae said it lost $23 billion; it will need $19 billion more to continue jiving the housing market.

Could these losses have been prevented?

Certainly many of them could. If the U.S. Congress had never created Fannie Mae, for example, it never would have distorted the mortgage market as much as it did. And if the feds hadn’t created the Federal Reserve Bank, it couldn’t have provided so much ready money for so many speculators and borrowers. And if the Fed under Alan Greenspan had done what it was supposed to do—that is, to “take away the punch bowl” before the party got out of control—the bubble in the financial sector probably would have been much more modest.

Of course, people drew all the wrong conclusions. They thought “capitalism failed.” They saw the car drive off the cliff . . . but didn’t notice how government had twisted the road signs. Instead of warning  investors of the dangerous curve ahead, the Fed’s low lending rates said: “Step on the gas!” Congress, despite their recent collective cry of disbelief, helped push down the pedal.

Dictum Number 3: Capitalism doesn’t always take an econ-  omy where it wants to go; but it always takes an economy   where it ought to be.

Whoever was responsible for the mistakes, capitalism went about correcting them with its customary élan. It hit imprudent investors with trillions in losses. It knocked down mismanaged corporations. It whacked homeowners . . . and pounded housing-based derivatives to dust.

Capitalism operates by a process that the great economist Joseph Schumpeter called “creative destruction.” It destroys mistakes to make room for new innovations and new businesses. Unfortunately, this puts it at odds with government and what most people want. When people make mistakes, they maintain that they are blameless. “Who could have seen this crisis coming?” they ask. “And,” they say, “someone else should pay for the loss.”

So today the feds, who mismanaged their regulatory responsibilities during the bubble epoque are bailing out mismanaged corporations to protect lenders who mismanaged their money. They are determined to prevent capitalism from making major changes—in the worst possible way.

What’s the worst possible way? Simple. Leave the mismanagers in place. Keep the brain-dead companies alive—along with the zombie banks. Let the government take ownership of major sectors of the economy. And stick a debt-ridden society with even more debt!

The federal government is expected to borrow $2 trillion this year alone. From whom? And who will repay it?

Dictum Number 4: The severity of a depression is inversely   correlated with government’s efforts to stop it.

The more the feds try to delay and distract the process of creative destruction, the longer it takes to get the job done. And the higher the eventual bill.

There are only two fairly clear examples in modern history. After the crash of 1929, the Hoover and Roosevelt administrations tried desperately to stop the correction. They could not make bad debts disappear, or turn bad decisions into good ones. All they could do was  to retard the necessary corrections—and cause new mistakes! It wasn’t until after WWII, 15 years later, when the New Deal was largely forgotten, that the United States got back to work.

Similarly, when Japan was confronted with a major correction in 1990, its politicians followed the Hoover/Roosevelt model. Over the years, an amount equivalent to almost an entire year’s output was applied to recovery efforts. But all they did was to prevent and forestall the needed changes. Now, 19 years later, the Japanese economy is still in corrective mode . . . still fighting deflation.

Is that the end of the story? Not at all. The feds’ efforts to stop the progress of capitalism will have some spectacular consequences. The fireworks will start when the bond market cracks sending yields through the roof, for a nation addicted to debt cannot sustain a credit crisis for long. And that is where today’s story begins . . .

WILLIAM BONNER June 2009
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INTRODUCTION

It had all seemed so logical, obvious, and agreeable in the last five years of the 20th century. Stocks went up year after year. The Cold War had been won. There was a new Information Age making everything and everybody so much smarter—and richer, too. The world was a happy place and Americans were its happiest people. U.S. consumer capitalism was the envy of all mankind. The United States guaranteed the peace and freedom of the entire species, if not with goodness, intelligence, and foresight—at least with its military arsenal, which could blow any adversary to kingdom come. People believed that Francis Fukuyama’s The End of History had indeed arrived, for it scarcely seemed possible that there could be any major improvement.

But “it’s a funny old world,” as Maggie Thatcher once remarked. She might have meant “funny” in the sense that it is amusing; more likely, she meant that it is peculiar. In both senses, she was right. What makes the world funny is that it refuses to cooperate; it seldom does what people want or expect it to do. In fact, it often does the exact opposite.

People do not always act as they should. Other people seem irrational to us—especially those with whom we disagree. Nor do we always follow a logical and reasonable course of action. Instead, we are all swayed by tides of emotion . . . and occasionally swamped by them.

This book was written to underline the point that the world is funnier than you think. And the more you think about it, the funnier it gets. Close inspection reveals the ironies, contradictions, and confusions that make life interesting, but also frustrating. A rational person could do rational things all day long, but then how boring life would be. Fortunately, real people are only rational about things that do not matter.

People of action despise thinking of any sort, and rightly so, because the more they think, the more their actions are beset by doubts and arrière-pensées. The more man thinks, the slower he moves. Thought uncovers the limitations of his plans. Exploring the possibilities, he sees yet more potential outcomes, a greater number of problems . . . and he increasingly recognizes how little he actually knows. If he keeps thinking long and hard enough, he is practically paralyzed . . . a person of action no more.

Will the stock market rise?

“I don’t know,” replies the thinking fund manager.

Can we win the war?

“It depends on what you mean by ‘win,’ ” answers the thoughtful general.

Will house values continue to go up?

“Your guess is as good as mine,” responds the honest real estate broker.

This book has been written in a spirit of runaway modesty. The more we think, the more we realize how little we know. In fact, it is a good thing that the book came to an end when it did . . . or we would know nothing at all, or less than nothing.

We are, frankly, in far too much awe of the world, and too deeply entertained by it, to think that we can understand it today or foretell tomorrow. Life’s most attractive components—love and money—are far too complex for reliable soothsaying. Still, we can’t resist taking a guess.

We may not know how the world works, but we are immodest enough to think we can know how it does not work. The stock market is not, for example, a simple mechanism like an ATM machine, where you merely tap in the right numbers to get cash out when you need it. Instead, the investment markets—like life itself—are always complicated, often perverse, and occasionally absurd. But that does not mean  that they are completely random; though unexpected, life’s surprises may not always be undeserved. Delusions have consequences. And, sooner or later, the reckoning day comes and the bills must be paid.

In this sense, the investment markets are not mechanistic at all, but judgmental. As we will see, they reward virtue and punish sin.

Our approach in this book is a little different from that of the typical economics tome or investment advisory. Instead, it is an exercise in what is known, derisively, as “literary economics.” Although you will find statistics and facts, the metaphors and the principles that we provide are more important. Facts have a way of yielding to nuance like a jury to a trial lawyer. Under the right influence, they will go along with anything. But the metaphors remain . . . and continue to give useful service long after the facts have changed.

What’s more, metaphors help people understand the world and its workings. As Norman Mailer put it, “There is much more truth in a metaphor than in a fact.” But the trouble with metaphors is that no matter how true they may be when they are fresh and clever, when the multitudes pick them up, they almost immediately become worn out and false. For the whole truth is always complex to the point of being unknowable, even to the world’s greatest geniuses.

The world never works the way people think it does. That is not to say that every idea about how the world works is wrong, but that often particular ideas about how it works will prove to be wrong if they are held in common. For only simple ideas can be held by large groups of people. Commonly held ideas are almost always dumbed down until they are practically lies . . . and often dangerous ones. Once vast numbers of people have come to believe the lie, they adjust their own behavior to bring themselves into sync with it, and thereby change the world itself. The world, then, no longer resembles the one that gave rise to the original insight. Soon, a person’s situation is so at odds with the world as it really is that a crisis develops, and he or she must seek a new metaphor for explanation and guidance.

Thus, the authors of the present work cannot help but notice an insidious and entertaining dynamic . . . a dialectic of the heart, where greed and fear, confidence and desperation confront each other with the subtle elegance of women mudwrestlers.

In the financial markets, this pattern is well-known and frequently described.

In the late 1990s, those who were sure that stocks would always go up, despite having already reached absurd levels, gave countless explanations for their belief, but the main reason was simply that it was just the way the world worked. But after investors had moved their money into stocks, to take advantage of the insight, few buyers were left and prices had risen so high that neither profits nor growth could support them.

Investors were deeply disappointed in the early 2000s when stocks fell three years in a row. How could this be, they asked themselves? What is going on, they wanted to know?

The answer eluded us when we wrote the first edition of this book in the summer of 2003. And as we write the second edition of this book in the spring of 2009, we still do not know. And even mainstream economists find it difficult to come up with an answer. Paul Samuelson, popularizer of the economic profession for Newsweek, admitted that he and his colleagues do not even have words to describe this “baffling economy.”

Those who should know the answer to these problems have not been much help. In the late summer of 2002, the most celebrated economist in the world addressed an audience in Jackson Hole, Wyoming. Alan Greenspan explained that he did not know what had gone wrong. He would not know a bubble if it blew up right in front of him; he would have to wait, he told his fellow economists and check the mirror for bruise marks—for only after the event could a bubble be detected.

Almost seven years later, Ben Bernanke and the Obama administration still don’t understand where bubbles come from, and what difference would it make anyway? The United States’ favorite bureaucrat had explained while occupying the chair at the Federal Reserve that it made none: Even if he [Greenspan] had known where bubbles come from, he said, he could not have done anything about them.

But we did not write this book to carp or complain. Instead, we offer it in the spirit of constructive criticism, or at least in the spirit of benign mischief. We do not know any better than Alan Greenspan or Ben Bernanke or Timothy Geithner or Barack Obama what the future holds. We only guess that we are at one of history’s epic crisis points—one of its drawn out reckoning days—where the metaphors of yesterday no longer seem to describe the way the world works today. The financial markets are not the congenial ATM machines of investors’  fantasies, after all. Nor is the political world as safe and as comfortable as people had come to believe.

That is another aspect of our book that readers may find unusual. We dip into military history and market history as if passing from a hot tub to a pool. Both illustrate the lively influence of group dynamics ; the currents of mass sentiment are similar. Readers will note, however, that political episodes tend to have tragic endings . . . whereas markets typically end in farce. Readers may also be curious as to our focus on European history. We make no excuses or apologies for it. Our office in Paris is surrounded by reminders of Europe’s past. Can we not help but learn from it?

Many things have changed, too, since the first edition of this book was published in 2003. Although sales were decent, the book having reached #1 on the New York Times Business Bestseller list, we were still considered “mavericks” for pointing out what seemed to us to be painfully obvious: You cannot live beyond your means forever. Policy makers did their best to postpone the inevitable, even driving the stock market to its all-time high in the fall of 2007. But it was a phony prosperity and unsustainable at best, that much is clear to many who were skeptical in the years between our first publication date and today. We provide this updated edition to show that the stock market bubble and the housing bubble were two sides of the same flawed coin.

Not that this edition was easy to get a handle on. The reckoning is still underway as we write. During the final weeks of the update, General Motors, the bellwether of American manufacturing, finally declared bankruptcy; California, the trendsetter state, misread revenues derived from the housing bubble and came up more than $42 billion short; David Walker, the former comptroller general of the country and the protagonist of our film and book, I.O.U.S.A., warned that the United States was in danger of having its Treasury bonds downgraded from AAA status; Rob Parenteau, our chief economist, warned, too, that the United States would likely consider a dual currency regime in order to protect its debt . . . not a good position for the nation that sponsors the reserve currency of the world to find itself in. We point to all these events merely as a way to say we’ve done our best to stay on top of things, but the story continues . . . wildness lies in wait.

As with the first edition, we have not included the typical formulas or recommendations of an investment book, or the detailed expositions  of a book on economics. Instead, we offer only a few simple ideas—including an update of our Trade of the Decade—that readers may well find helpful in the years ahead. Readers who wish to keep up with the progress of the Trade of the Decade or get our most recent commentary are invited to visit us at www.dailyreckoning.com and sign up for free.




CHAPTER 1

THE GILDERED AGE

The real trouble with this world of ours is not that it is an unreasonable world, nor even that it is a reasonable one. The commonest kind of trouble is that it is nearly reasonable, but not quite. Life is not an illogicality; yet it is a trap for logicians. It looks just a little more mathematical and regular than it is; its exactitude is obvious, but its inexactitude is hidden; its wildness lies in wait.

—G.K. Chesterton

 

 

 

Sometime in the late 1990s, Gary Winnick—chairman of the then $47 billion enterprise, Global Crossing (GC)—did something unusual. He decided to take time off from touring art galleries with David Rockefeller, playing golf with Bill Clinton, and enjoying the Malibu beach to learn a little about the business he was in: He bought a video describing how undersea cable was laid. The video was all Winnick needed to know about laying cable. For he understood what business he was really in, and it had nothing to do with ships or optic fiber. Winnick was doing nature’s work: separating fools from their money. And he was good at it.

Supposedly, Winnick knew the undersea cable business well. Likewise, the people from whom he raised money were the “best pros” on Wall Street and were supposed to be capable of managing big bucks. After all, if they did not know how to place money to get a  decent return, what did they know? And those who provided these “best pros” with money were also supposed to know what they were doing. As it turned out, no one had a clue.

One of the great marvels of life is not that fools and their money are soon parted, but that they ever get together in the first place. Life goes on, we note, for no particular reason other than the vanity of it all. One lie replaces another like cars along a Paris street (where a parking spot rarely remains vacant for long).

Not only does life imitate art, but it slavishly tries to model itself on science, too. Over the course of the twentieth century, a simple idea had become stuck in investors’ minds. Everything worked like a machine, they thought, especially the economy. If the economy was growing too fast, Alan Greenspan would “put on the brakes” by raising interest rates. If it was growing too slowly, he would “open up the throttle” by lowering interest rates. It was so simple. The mechanical image seemed to describe perfectly how the Fed worked. There was no experience in the last two decades to contradict it. It had worked so well for so long: It was almost as if it were true.

In his book, A Random Walk Down Wall Street, Burton Malkiel popularized the efficient market hypothesis, claiming that stock prices moved in a random fashion. The best you can do, he proposed, was to buy the indexes and stay in the market. Over time, the market goes up . . . and you get rich. According to this view, the market is a benign, mechanistic instrument that merely distributes wealth evenly to those who participate: As long as you are “in the market,” all the riches of capitalism will flow in your direction.

The trouble is that the market may look mechanistic, but it is not. The market is an unbounded, organic system; mastering it is a human science, not a hard science. The financial markets reflect the activity of the human economy; they are unbounded chaotic systems. The best metaphor for understanding such a system is the nature of which they are a part—infinitely complex and ultimately uncontrollable. Markets are neither kind nor forgiving. If markets do the work of God, as has been suggested, it is the God of the Old Testament, not the New.

But in the late 1990s, we lived in a wonderful world. It was rich and lush . . . the sun shone every day. Progress seemed inevitable and unstoppable, and compiling information in digital form was thought to hold the secret to an ever-increasing abundance of resources for mankind.  It seemed so simple: Computers and telecommunications would provide people with increasing amounts of information, and this in turn would allow goods to be produced faster and at lower costs. Humans, hitherto Neanderthals in a low cave hunched in ignorance and darkness, would now be able to stand upright and edge a little closer to perfection every day. There was no chance that they would slip up, as they had always done in the past, we were told, for this was a more fully evolved species, better adapted to the Information Age. This really was a “New Era,” we were assured.

At the dawn of the twenty-first century, a half-century of progress and a 25-year-long bull market had created a race of geniuses. Americans were on top of the world. Their armies were unbeatable. Their currency was accepted everywhere as though it had real value. Dollars were the United States’ most successful export, with a net outflow of nearly $1.5 billion per day. And dollars were the product on which the nation enjoyed its biggest profit margin. It cost less than a cent to produce one, and each one was valued at par.

But America’s greatest strength was its economy. It was not only the strongest in the world, but the strongest the world had ever seen. The United States had increased its economic lead over the competition in the 10 years running up to the end of the century. In the minds of many, the U.S. economy was unstoppable, and its continued success inevitable. They believed that the nation’s leadership position was not merely cyclical, but eternal. It had achieved a state so nearly perfect that improvement was hardly imaginable. American music, art, films, democracy, and American-style market capitalism were everywhere triumphant.

“America is the world’s only surviving model of human progress,” President George W. Bush told the graduating class of West Point in June 2002. America has its faults, wrote Thomas L. Friedman in the  New York Times at about the same time, but without it, “nothing good happens.”

Oddly, during this golden era of silicon chips and Internet domain names, no one was able to explain why the Information Age never made its way across the Pacific to Japan. No one even bothered to ask the question. But that is one of the comforts of a great boom; question marks disappear. Societies, like markets and individual humans, are infinitely complex. The harder you look, the more you see. When things  go well, people are content not to ask questions and not to look too hard. They think they know how the world works and are happy with the jingles and simple metaphors that explain it.

The new information technology, it was claimed, would boost productivity and the growth rate. Few people doubted it. More information would make things better; it seemed as simple as that. For question marks, like winter clothes after Easter, get packed away during a bull market. Not until a chill autumn wind blows do they come back out.

And at the end of September 2001, the drafts of cold weather were just beginning. The Nasdaq was down 73 percent from its high. The Dow was down 32 percent. A recession had begun in March. Although at first it was reported to have ended after a single quarter, later revisions showed that it lasted through the end of the year. Investors had no way of knowing, for they had no crystal balls, but they were in for a spell of bad weather. Yet only a few people began rummaging through their cupboards for their coats and mittens.

We humans understand things by analogy. Indeed, since before Noah built his Ark, humans have tried to understand the world by extrapolating from the known to the unknown. Comparison was the only tool they had to explain what they observed. Once upon a time, a bear might have been said to run “as fast as a lion,” for example, or “like a holy hellcat” because it was not possible to time an animal’s running speed precisely. After a period without rain, villagers might have remarked that it “was just like the Great Drought” of a few years earlier. They had no way of knowing what might happen, of course, but the analogy warned them to conserve their food. By comparing one thing we don’t really understand to another we understand only slightly better, we think we understand both. We imagine Alan Greenspan, for example, pulling levers and turning knobs as if the economy really could be run like a machine.

Yet, strangely, in the new world at the close of the twentieth century, the analogies from years ago or from across the wide Pacific did not seem to matter. Things were different. Not only did the old rules and old lessons no longer apply, analogies themselves were now out of fashion. The New Era was “digital.” It was widely presumed that nearly all of life would soon be digitized and that mankind would grow better informed, richer, and morally superior every day. That was . . . until the weather changed.




GURUS OF THE NEW ERA

The history of the New Era will record that it was Robert Metcalfe and Gordon Moore who, like Moses and Aaron, led their followers out of the bondage of the Old Economy and into the land of stock options and caffe lattes. Metcalfe and Moore handed down the laws by which the people of Silicon Valley in the 1990s lived.

Metcalfe described a well-known phenomenon: Each element of a system or collectivity becomes more valuable as it expands. You can see this by thinking about the phone system. When the Bell Telephone Company was founded in May 1877, its products were almost useless. Subscribers could not call anyone because no one had a telephone. But three years later, there were 30,000 phones in use.

This led to the further insight that the company could afford to spend a great deal of money selling and installing telephones because it would earn a profit later on. What’s more, it was critical that people purchased Bell telephones rather than a competitor’s. Ultimately, the most valuable, and presumably the most profitable, service would be the one that was most ubiquitous.

This insight cleared the way for the popular Internet business plan: Do not worry about profits—fight for market share. Few noticed the flaw: The telephone system was a quasi-monopoly. It made sense to pay a lot of money to put it in place, because the company could expect monopoly-level profits for a very long time. Bell Telephone and its derivatives are still in business. But Amazon.com, the Globe.com, Webvan.com, and thousands of other Internet start-ups had no hope of ever getting a monopoly or anything close to it.

Moore, meanwhile, handed down his own law: He stated that computational power would double every 18 months—which, thus far, it had. This growth rate astonished everyone and led to the other major delusion of Internet investors—that just because computer power increases exponentially, so should Internet businesses and stock prices. Moore’s law only applies to the speed at which computers process information. Government quants assumed, wrongly, that this was equivalent to an increase in the nation’s wealth, as expressed by gross domestic product (GDP). As we see later on, this in turn led to distortions in other measures, such as productivity and inflation levels.

If Moore and Metcalfe were the Old Testament prophets of the New Era, George Gilder was its messiah. Every revolution needs its intellectuals, its firebrands, its executioners, and its victims. One-third visionary, one-third fool, one-third incomprehensible—Gilder was all of these things, and more. A speechwriter for Romney, Rockefeller, and Nixon, he authored several well-read books, including Wealth and Poverty and The Spirit of Enterprise. He was quoted more often by Ronald Reagan, the record shows, than any other writer. His book,  Microcosm, took him farther than anyone had ever gone into the distant reaches of new technology and the enterprising spirit. Since then, some would say he has drifted a bit too far.

Gilder’s articles in Forbes ASAP were not merely hard to read, they were incomprehensible. But never mind. He was a genius, and he was right about a great many things. His reports were followed by many of the shrewdest investors of our time . . . to such an extent that this “pale, nervous Yankee” was seen as a semi-god or “John the Baptist of the Digital Age,” as one article put it. But he had worked himself into such a state of rapture over the possibilities of the Internet that he seemed to have gone a little mad.

One caveat, “I don’t do price,”1 Gilder commented. Too bad. Because, as investors would discover later, prices are important. A technology may be spectacular; the company that owns it may be a great company; but the stock is only a good investment at the right price.


Star-Crossed

“Listen to the technology!” Gilder’s Caltech physics professor, Carver Mead, had advised the New Era messiah. Listening carefully, Gilder had believed that, if he strained his ears enough, he could almost hear the cosmos speaking. “Buy Global Crossing!” he thought he had heard.

Gilder did not usually buy, and judging from the press reports, he had little interest in picking stocks. But this Ulysses of the Telecosm had forgotten to plug his ears or have himself lashed to the mast. Thus, the sirens at Global Crossing got him . . . and drove him crazy. Nowhere was this more manifest than in his book, Telecosm, in which he announced the emergence of a new economy, “based on a new sphere of cornucopian radiance—reality unmassed and unmasked, leaving only the promethean light.” To this day, we do not know what  that sentence was supposed to mean. It was all very well to blather about how Global Crossing helped to bring “a new epoch of spirit and faith” with its “majestic cumulative power, truth, and transcendence of contemporary science and wealth.” But with a profit/earnings (P/E) ratio of negative 130, an investor would have been a fool to bet money on it. Yet in June 2001, George Gilder continued to praise Global Crossing, qualifying the stock as “no surer bet in the Telecosm.”2

Oh, but we forgot—Gilder didn’t “do price.”


Master of the Bandwidth Universe

Gary Winnick had been a former Drexel Burnham bond trader before he got into the fiber-optic business almost by accident. He had seen the possibilities of bandwidth after financing an undersea cable for AT&T in 1997. His first cable took 14 months to lay, but it was extremely profitable.

Thus, did the simple business plan for Global Crossing emerge—raise money and lay fiber-optic cable! Early estimates of construction costs were around $2.7 billion. The money was soon coming into the Hamilton, Bermuda, headquarters of Global Crossing at the speed of light. The stock went public in August 1998 at $9.50. Eight months later, it hit $60 a share, giving the company a market capitalization of $54 billion. Winnick’s personal stake in the company rose to $4.7 billion. He was soon having dreams of building an undersea broadband network that would link continents and serve global carriers like Deutsche Telekom and AT&T.

Three years later, in November 2001, Global Crossing “shocked and angered” investors by reporting a loss of $3.35 billion, more than six times greater than the loss from the same quarter a year earlier. Included in the loss was a $2 billion write-down of its stake in another star-crossed company from the Gildered Age, Exodus Communications, then operating under protection of the U.S. Bankruptcy Code. Global Crossing common stock traded at only $1.24 in mid-November—up from the 38 cents rate of October 9, but down from the $13.30 level set in June, when George Gilder believed it to be a sure thing. In a year and a half, investors had lost about $52.9 billion on the stock.

Still Gilder, the New Era hallucinatory, held on. “If you bought Global Crossing in 1998,” he had written just a few months earlier (in  June 2001), “you bought one 5,000-mile cable. Today you are buying a 102,000-mile network. If you bought Global Crossing in 1998, you bought $400 million in revenue. Today, you are buying over $5 billion in sales and more than a billion dollars in adjusted cash flow, growing at 40 percent a year. If you bought Global Crossing in 1998, you bought into static transatlantic STM1 sales. Today you are buying an IP backbone with traffic growing at 450 percent a year and 20 percent ownership of Exodus (the Web’s key hub for exafloods of content, storage, and services) which almost doubled year-to-year revenues in the March quarter. If you bought Global Crossing in 1998, you bought the dream of a global web of glass and light. Today you are buying that web.”3  “If you bought Global Crossing in 1998,” a cynic might have retorted, “you would have lost 98 percent of your money.” (See Figure 1.1 for Global Crossing losses.)

The dream turned out to be a better investment than the web itself. As Global Crossing raised an increasing amount of money and laid ever more cable, it hastened its day of reckoning. Instead of Gilder’s exaflood of profitable content, the cable companies were soon swamped with excess supply: They were soon so deeply underwater financially that they had no hope of escape. While Gilder watched the stars of the Telecosm, smart industry insiders turned their own eyes earthward and saw the deluge coming.

FIGURE 1.1 The New Era’s Promethean Light

Global Crossing was George Gilder’s favorite stock. Unfortunately for investors, Gilder did not “do price.” Global Crossing declared bankruptcy in January 2002. Founder Gary Winnick banked some $700 million before resigning as CEO. On resignation, he stated: “I deeply regret that so many good people involved with Global Crossing also suffered significant financial loss.”
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Thus, in November 2001, investors were not the same warm-hearted, generous naïfs who lent money to Global Crossing and other wunderkinder at the height of the tech boom. After all, lenders had marked Global Crossing’s bonds down to a suspicious 18 cents on the dollar. Its secured bank debt traded at 67 cents on the dollar. Preferred shares were priced to yield 177 percent—if they yielded anything at all.

Bandwidth had seemed like a good investment when investors had a lot of money and little bandwidth. But soon, investors had less money and lots of bandwidth to choose from. Prices of bandwidth plummeted. Meanwhile, according to experts, less than 10 percent of fiber-optic cable was used or “lit.” And, despite this fiber glut, Global Crossing continued to spend $500 million every quarter to finance more construction. Adding more capacity at this stage was akin to a drunken partygoer opening another bottle of wine.

Not surprisingly, on January 28, 2002, Global Crossing declared bankruptcy, leaving lenders with losses of nearly $4 billion.

More surprisingly, many were those who still believed: A Fortune  article published June 9, 2002, for example, lamented the collapse claiming that the company had a “decent shot at survival.”

Whose fault was it? Winnick who had had the gumption to ask for the money, or the patsies who had given it to him? They might have ponied up the $2.7 billion, and maybe Global Crossing would still be in business. Instead, they kept shoving big bills in Winnick’s pockets until he had raised $20 billion. By the time his company had folded, its long-term debt had swelled to $7.6 billion (with total liabilities of $14 billion), and it simply did not have the cash to make its interest payments.

But what happened to the $20 billion that Winnick had raised? He had spread the money around—acquiring other overpriced telecoms, giving Wall Street a way to earn massive fees by keeping the money coming his way. From 1998 through 2001, the top Wall Street firms earned more than $13 billion in telecom underwriting and investment-banking fees.

And so both the juice and hokum whirled around. Salomon’s technology analyst, Jack Grubman, talked up the stock. Investors bought it for more than it was worth. Winnick bought other telecoms for more than they were worth. Everybody made money.

But it was an empty vanity. People do not really get rich by spending money on things they do not need and cannot afford, at prices that are too high. All they do is move money around . . . and waste a great deal of it. In the telecom sector alone, far more dark fibers were put down than the world really wanted. And when the end of the bubble finally came, Global Crossing alone had torn a $54 billion hole in investors’ pockets.

Yet not all that money disappeared. By the time Global Crossing declared bankruptcy, Winnick had sold $735 million of stock, and received another $15.8 million in other emoluments. Winnick must have felt pretty smart. He had done what he had set out to do: Winnick and family had pocketed more than $600 million by cashing in stock during 2000 and 2002, even as Global Crossing struggled with a severe debt load, falling prices, and an industry in upheaval. Winnick also arranged to sell 10 million shares at $12 in May 2002, a decision wryly qualified by Forbes as “good timing” when it saw the company’s shares drop below the 2 cent level at the end of 2002.

There are some things, as Mae West observed, of which a man can have too much and suffer no harm. But too much money is a clear and present danger to a man . . . or even to an entire economy. Telecom was not the first, nor will it be the last industry to be ruined by an excess of good fortune.


Moses Returns

Michael Malone, editor of Forbes ASAP and author of several books on business and the new economy, grew rich in Silicon Valley by accident. He received founders’ shares from both Tom Siebel, founder and CEO of Siebel Systems Inc., with whom he co-authored Virtual Selling, and Pierre Omidyar, founder of eBay. He had no idea what the shares were worth and was astonished to find himself a wealthy man. But he lacked faith; he sold his shares as soon as he could.

For the new economy bubble did not seem real or right to him. “Most of us know, intuitively, that these young web companies minted  by the hour, will not survive and prosper,” he wrote. He predicted moreover that, in the “coming reckoning,” investors’ money would be lost, retirement funds would be erased, and that the valuations ruling the stock market would come back down to earth from their irrational heights.

By the late 1990s, Metcalfe and Moore shared this sentiment. It was as if they had returned to the Valley and found that their tribes-men had turned the Internet Age into an absurd parody. Instead of using the power of the silicon chip and the Internet to launch real businesses and create real wealth, they found investors dancing recklessly around the graven image of enterprise—the initial public offering (IPO).

Metcalfe described himself as hung up on the stock market bubble: “There’s stuff going on out there that I just don’t get yet,” he explained. He considered the bubble “distorted,” and expressed concerns that this distortion would eventually “blow up.” His writings show a concern for entrepreneurial obsession with IPOs: “I’m frequently asking [entrepreneurs] the question, ‘So, what’s your company going to be?’ The answer these days usually contains the letters I-P-O. That’s the wrong phrase to have in the first five sentences explaining what your new business is going to be about. If you’re thinking IPO, you’ve got your eye on the wrong ball . . . These people think that an IPO is a significant event. I view it as a minor financial event. They view it as what life is all about.”4

Would there be a day of reckoning coming? “The [venture capitalists] get in on the ground floor,” Metcalfe continued, “and they get out early. [But] . . . these poor schmucks in the public markets. They are going to start looking for profits and they’re not going to find them. It’s all going to come crashing down.”5

But it was too late. According to the popular thinking of the time, Malone, Metcalfe, and Moore had become out of touch.


Digital Man “Gets It”

In summer 2000, Ed Yardeni categorized humans of the New Era into two different types, the “forward-looking camp” and the “backward-looking crowd.”6According to Yardeni, the first camp believed that the digital technology revolution was transforming our economy into  the New Economy, and the second viewed the New Economy as mostly hype and considered the technology revolution to be a stock market bubble. These views were further explored by the chief economist at Deutsche Bank, Alex Brown, who concluded, “The first group gets it, the second group doesn’t.” It thus became fashionable for the delusional to refer to their fellow lunatics as those who “get it” and to dismiss everyone else.

Typically, the expression getting it described a position considered so hip and correct that there was no need (and little hope) of ever justifying it by appeals to reason or experience. Men who wondered at the extreme claims of radical feminism, for example, were told that they just didn’t get it. Likewise, any attempt by a white person to disagree with black racists—such as those who claimed that Cleopatra was black African—was met with a “you don’t get it, do you” response.

Whether by checking the bumps on human heads, the activity in their e-mail accounts, or their voting habits, Yardeni identified a whole new subspecies of human—the “digital man”: “The first group is composed of digital humans who believe the New Economy’s secular trends are overwhelming the Old Economy’s business cycles. The second group is mostly analog-type personalities who believe that fluctuations are wired into our brains and collective behavior,”7 he wrote.

Before this, Yardeni was best known as the man who had made Y2K hysteria respectable. He had predicted that the computer problems associated with the year 2000 would cause a recession. Of all the Y2K personalities, perhaps none was proven more wrong than Yardeni. Not only were there no Y2K problems of any economic significance—the effect of the whole scare created a boom, not a recession. Huge spending on Y2K prophylactics turned into a big balloon in productivity, thanks to the miracle workers at the Bureau of Labor Statistics. Yardeni must have been astounded: Two little digits on the Gregorian calendar—and BOOM! The world’s biggest economy took off.

But commentators had conveniently forgotten Yardeni’s Y2K fiasco. “The New Economy,” wrote David Denby in the New Yorker,  “seems to be producing a New Man who, in imitation of the economy itself, is going through wrenching changes in the way he lives, works, buys and interacts with other people.”8

There they were—a new race of humans walking among us. All we knew about them was that they “got it,” and they were digital. We also  knew something of their whereabouts—there were evidently many digital humans on Wall Street and very few in Japan! “Information wants to be free,” they said. “Speed changes the meaning of information.” “Our goal is to achieve ubiquity.” What they said did not seem to matter; they were the young, hip, plugged-in tech guys. And they got it.

Someone once said that you only make big money from people who are stupider than you. The Digital Men figured this out early . . . and were fortunate in having such a large market. Like the hustlers and chutzpahs who sold modern art to Fortune 500 corporations, they went right for the high ground. Everyone—from top corporate CEOs to cab drivers—wanted to throw money their way. Michael Wolff in Forbes ASAP described what it was like when the absurd pretensions of the New Era techies met feeble, empty-headed corporate America:I wish I could communicate, however guilty I feel about it now, the sheer joy of sitting in meetings with well-established businessmen representing billions of dollars of assets and multimillion-dollar profit streams and being able not only to high hand them because I got it and they didn’t, but also to be able to actually humble them, to flagrantly condescend to them, to treat them like children. On the basis of this knowingness, hundreds of billions of dollars have traded hands.




But why didn’t the big money guys get it? Quite simply, because there was nothing to get. The techies had no real knowledge—just a pretense of knowledge—big, hollow ideas that in the end, meant nothing. Granted, they had technology, but they had no more idea of what it might do or what it might mean than anyone else. Probably less—since they tended to have so little real experience. And even the technology they mastered was often shown to be ineffective, or quickly superseded by more, yet newer technology of an impact and significance that was even less certain.

Each revolution seems to demand a New Man to go with it . . . or go along with it. The French Revolution produced the “Citizen” sans culotte eager to crucify the priests from whose hands he formerly took the sacraments and chop off the head of the aristocrat whose land he had tilled. The Russian Revolution produced a New Man, too—the new Soviet Man, who not only could do the work of 14 normal men, but was above the reach of normal emotions and body functions.  As Trotsky put it, he would be able to “master even the semi-conscious and unconscious systems of his own body: respiration, the circulatory system, digestion and reproduction.”

Those who got it were supposed to know, deep down, an inchoate, indescribable truth that the rest of us could not quite fathom. As a result, Digital Man—a race of mutant Homo supersapiens—was supposed to not merely inherit the world, but to take it by adverse possession. But none of the New Men in history (from Russia, France, or elsewhere) ever succeeded in eliminating the weaknesses and sins to which we humans are heirs. And even if there were a New Man for the New Economy, he was apparently very similar to the old one: “Greedy, obsessed, and ignorant”9 were the words that David Denby, writing in the New Yorker, used to describe the New Men he saw around him.

Of all those who “got it,” few got it as good as George Gilder.

Gilder’s role in the Information Revolution was to justify the dreams of the masses. Like Marx, Engels, or Lenin, he helped convince the lumpeninvestoriat that they could get rich without working by buying into technology they did not understand and stock in companies they did not know with money they did not have. What was talk of gigabits of photons flying over glass fiber and multiplexing, pulsating transits other than the information revolution’s answer to Marxist claptrap about dialectical materialism? To the average investor, it was all weird and unfathomable. But if it made him rich, why ask questions?

And to those who did ask questions—whether they were the reactionary bourgeois elements of Russia in 1917 or the reactionary conservative investors, such as Warren Buffett in 1999, the answer was the same: They didn’t get it. The fault was not so much intellectual, for no one accused Buffett of being stupid. It was deeper than that. The new era demanded investors who understood it in their heart, bones, and guts—with no need for question marks or explanations—investors who just got it.

Like the new Soviet Man, who needed no profits to motivate him to work, the New Man of the digital era needed profits to lure them to invest. How could Global Crossing be worth $60 per share? The question never occurred to him. He could only think about “the new sphere of cornucopian radiance.” How could he look closely at  Amazon.com at $200 a share when the “promethean light” was shining in his eyes?


Madmen Get Rich

The information revolution also had its little cells working feverishly to make the world a better place.

“This is real,” we recall a lunch companion telling us in early 2000. She had been a commodities trader. But commodities had gone down in price for so many years that it scarcely seemed worth the effort to trade them anymore. What the world craved was intangibles, not tangibles. “No one is interested in commodities trading,” she explained. So, our friend gave up commodities trading and followed the money: She was now working as an advisor to dot-com entrepreneurs, providing them with information on how to go public. “These guys work 24/7,” she explained. “They think they’re building a whole new world.”

One of the leading entrepreneurs of the Gildered Age was Michael Saylor, founder of MicroStrategy. Of all the messianic madmen of the era, Saylor certainly stood out—perhaps as the most insane, and certainly as one of the richest. Saylor brought entertainment to millions and helped separate countless fools from their money.

“We’re purging ignorance from the planet,” Saylor exclaimed, setting a lofty goal for himself. He was on a “crusade for intelligence,” he claimed;10 he wanted to make information free and have it run like water. He planned to write a major book on the subject, to be entitled  Intelligence.

In a contest between ignorance and stupidity on the one hand, and information and intelligence on the other, we know how to bet. A certain level of madness is often an advantage in the business and entertainment world, but this was too extreme for that. Purging the planet of ignorance? Only a buffoon or mountebank would say such a foolish thing. Saylor was clearly one or the other—maybe both.

After all, he made a public spectacle of himself every time he opened his mouth: “I think my software is going to become so ubiquitous, so essential, that if it stops working there will be riots,”11 he had told a writer for the New Yorker. MicroStrategy had merely developed software that helped businesses figure out who was buying their products. The software allowed McDonald’s, for example, to evaluate how  many more (or less) Big Macs a Chicago franchise would sell on a winter Friday than a franchise in Miami.

Saylor also had less visible corruptions; he had hidden massive indiscretions in his company’s financial statements.

The stock market had gone mad over companies such as MicroStrategy. Shares were offered to the public on June 11, 1998. Nearly two years later, the stock hit $333. Saylor made $1.3 billion that day and $4.5 billion in the preceding week—bringing his personal net worth to $13.6 billion. At the time, MicroStrategy, with sales of only $200 million and a reported profit for 1999 of $12.6 million, was worth more than DuPont. This made Saylor the richest man in the Washington, D.C., area—wealthier even than Oracle founder, Larry Ellison. At $333, the stock price was as insane as the company’s CEO.

While we were mocking MicroStrategy, its share price, and its dizzy CEO in our daily e-mails at www.dailyreckoning.com, the rest of the financial press was praising him. Hardly a single report failed to find something flattering to say. The English language has thousands of negative words, but before March 20, 2000, the ink-stained hacks, analysts, and TV presenters could not seem to find a single one that applied to Michael Saylor.

Then came March 20, 2000. That day, the financial reporters opened their dictionaries and Michael Saylor made history. Under pressure from the Securities and Exchange Commission (SEC), he was forced to admit that MicroStrategy had cooked its books for the previous two years. Instead of a profit of $12.6 million in 1999, the company would now show a loss of $34 million to $40 million. Revenue, too, was downsized. Never before had a man lost so much money in such a short time. In six hours, his net worth dropped by $6.1 billion.

From that day on, Saylor’s life changed. Instead of being praised by investors and the financial media, he was whacked hard. Investors were out $11 billion. Some of them were angry. Others were suicidal. “I never thought I could lose like this,” said one investor on the Yahoo!/MicroStrategy message board ... before declaring that he was going to kill himself.

Before March 20, 2000, Michael Saylor could do no wrong; after that he could do no right. Most prominently, Fortune listed him as number one in the “Billionaire Losers Club,” with total losses of $13 billion.

But a difficult failure does a man more good than an easy success. On the evidence, Saylor was a better man in the fall of 2001 than he had been a few years earlier. According to Washington Post reports, he turned to drink to drown his losses.12 When not drinking, he was tending to his business. The stock was still overpriced, but at $3.36, a lot less overpriced than it had been.

So was he still a visionary? An “older, wiser” one, he replied.

The excesses of the dot-com bubble have been well documented elsewhere. Even in 2001, economists and analysts conceded that the whole Internet thing had gotten out of hand. Of course, they had no way of knowing that Saylor had fudged the numbers. Nor could they be blamed for not realizing how quickly many of the tech companies would collapse, or how far the whole sector would fall. Who could have predicted such things? But, most of those who had seen no reason to resist buying MicroStrategy at more than $110 per share in December 1999, now claimed that they had known all along that there was a bubble in the tech sector. With the wind blowing from a different direction, they found it all too easy to change tack.

We recite the excesses of this era not merely to gawk or scold, but to show how the world really works. It was not just the worst minds in America that were caught up in the bubble delusion, but many of the best. Nor was the bubble a perversion of human nature or an aberration in human history. Episodically, such things happen. People begin to believe that the old lessons no longer apply and the old rules no longer work.

A world of make-believe, the bubble economy comprised virtual companies with virtual revenues and virtual profits. Companies that had never made a dime of profits, and never would, were valued as if they were worth billions. By the fall of 2001, the worst of them had already crashed, and the best were on their way back down to where they had started. Many of the dot-com entrepreneurs had turned to driving cabs or waiting tables. A few of the era’s wheelers and dealers were already being hunted down by ambitious prosecutors and locked up. Some had moved into real estate. Meanwhile, many of the intellectuals who directed, rationalized, hyped, and often profited from the Information Revolution were still at large, but poorer and humbler.


A River Runs Through It

In the summer of 2000, Harry Potter and the Goblet of Fire arrived (in hardback) on the nation’s bookshelves. It was such a hit that many stores quickly ran short of copies. Parents turned to the Internet, and to the Internet’s most famous company, Amazon.com, to secure a copy. Amazon was able to take advantage of this success story to bring on 63,550 new customers.

But even the most popular book of the season proved a loss maker for the company. Harry Potter sales resulted in losses for Amazon of about $5 million, or about $78.68 per sale (more than three times the purchase price). Company spokesmen promptly claimed that there was no cause for concern as they would make up for the losses through all the new customers the book had brought. But how, we recall wondering at the time? By selling the next Harry Potter book at four times what it would cost in Barnes & Noble? And how, we wondered again, could you put any reasonable value on these losing Internet companies? But the summer of 2000 was not yet the time for questions. It was still a time of faith.

The value of a stock is determined, ultimately, by the stream of earnings it is expected to produce; the same is true even for Internet stocks. But Amazon, the great big river of Internet reverie, produced no stream of profits. Not even a trickle. Moreover, a report by McKinsey & Company found that the best way to value dot-coms was to return to economic fundamentals with the discounted cash flow approach. But it is hard to discount a flow of cash that does not exist.

Yet it was the nonexistence of cash flow that made Amazon.com  (AMZN) and many other Internet companies so attractive. Lacking facts, investors were left to use their imaginations. Cash flow could be anything they wanted it to be. Analysts could imagine any price target that suited them. No company stimulated imaginations more than  Amazon.com. The company flowed through the entire landscape of Internet-Land mania. From the glacial melt source high in the Andes of technological innovation and speculative imagination . . . to the murky depths of the Gildered Age and the absurd pretensions of  The Cluetrain Manifesto . . . to the bug-infested jungle of competition and creative destruction . . . to the frauds of the first-mover advantage and hedonic price measures . . . to the myths of the New Man, New  Economy, New Metrics, and New Era . . . right down to the delta of washed-out dreams, where all those hyped-up humbugs eventually settle in the mud . . .

Amazon.com flowed through it all.

And never, during this entire spell of absurdity, inanity, and chicanery, could anyone say with any assurance what the company was worth. In place of a bottom line that could have been multiplied to produce a meaningful price comparison, AMZN had only a sinkhole.

Looking at its financial details more closely, Amazon might have had sales of $574 million in the first three months of 2000, but it also had a net loss of $308 million and an operating loss of $198 million. Moreover, compared with the same period of the previous year, although sales had doubled, operating losses had come close to quadrupling. Granted, the company boasted $1 billion in cash and securities, but against that, it had $2 billion in debt, an accumulated deficit of more than $1 billion and only $25.6 million in stockholders’ equity.

Lacking the fulcrum of profits on which to lever a reasonable price, a number of approaches were used over the years to come up with an unreasonable one. Remember “eyeballs”? These visual portals were once considered a means of establishing the value of an Internet stock. So was “stickiness”—the amount of time the eyeballs stayed glued to the site. Another common approach was multiplying the rate of sales growth. But, finally, the confederacy of dunces that passes itself off as a group of stock analysts went back to fundamentals. They began to value Internet companies in the same way publishers value a subscriber—in terms of lifetime value.

Indeed, both publishing companies and Internet companies operate on the same basic premise: They spend money to bring in customers. Then, they expect a stream of income (sales, renewals, advertising) from each customer. The value of a company can be determined by calculating the net value of each customer over the lifetime of the relationship and multiplying by the number of customers. Amazon had about 15 million customers at the time. But how much was each one worth?

In February 2000, Jamie Kiggen, an analyst with Donaldson, Lufkin & Jenrette, dreamed his way to a figure of $1,905. We wondered how, in an industry noted for aggressive competition and razor-thin margins (so thin, in fact, that Amazon’s margin was negative—minus 39 percent—meaning it lost money on each sale), could the company  possibly make nearly $2,000 per customer? It couldn’t. The idea was preposterous. Still, it gave investors a price target of $140 a share for AMZN. Another analyst, Eric Von der Porten, of Leeward Investments (a California hedge fund, with less of an attachment to the big river), used Kiggen’s model and priced the lifetime value of each customer at just $26. Multiply that by the number of customers, and you get a capital value for the company of about $440 million—or a stock price of about $1.25.13


Killers of the New Economy

Jeff Bezos, Amazon’s founder, would have argued that Kiggen’s model was wrong and that it was too early to try to put a value on Amazon because he was not even trying to make a profit. As he explained to  Playboy, “We are a customer store.”14 He did not mean that AMZN sold customers. He meant that the company focused on the customer instead of on making a profit or even a product. This was another conceit of the Internet Age—that these companies put the customer on a higher plane. What bread did Jeff Bezos eat? What air did he breathe? Were we supposed to be in awe of him and all the other new Digital Men who “got it” and no longer needed profit margins or products? Or should we have been appalled?

He was 35 when Time magazine awarded him its “Person of the Year” title in January 2001. When the going was good, Time gushed, “Jeffrey Preston Bezos . . . peered into the maze of connected computers called the World Wide Web and realized that the future of retailing was glowing back at him . . . Every time a seismic shift takes place in our economy, there are people who feel the vibrations long before the rest of us do,” rattled Time, “vibrations so strong they demand action—actions that can seem rash, even stupid.” Well, yes. Very stupid.

Sales might have continued rising at the big River-of-No-Returns. But profits? In the fourth quarter of 2000, Amazon lost $545 million, a figure $222 million higher than that of the same period the year before. Cumulative losses for the company almost exceeded $3 billion. For Time, Amazon’s losses were “a sign of the New Economics of Internet commerce” and “the idea that in the new global marketplace whoever has the most information wins.”

“It’s a revolution,” Time exclaimed. “It kills old economics, it kills old companies, it kills old rules.”15

But all the River-of-No-Returns killed was investors’ money. It claimed to be “the planet’s” largest virtual store. It had 23 million registered customers, and Jeff Bezos said it would continue getting bigger and bigger—growing at a compound rate of 50 percent for the next 10 years. That would give it more than 1.3 billion customers by the year 2010. Wow. And sales would hit more than $100 billion. It would be the biggest virtual store in the whole blooming galaxy.

But imagine that you had never heard of Amazon, or of the New Economy. Imagine that Jeff Bezos came up to you and offered you his company for $14 billion. It has $2.1 billion in revenue. Assets of uncertain value. Billions in debt. And it loses more than $1 billion a year. What would be your reaction? Would you pay $14 billion for the privilege of losing $1 billion per year? Would you want a piece of that deal? In the heyday of the New Era, many people did. Most lived to regret it.

Some people get rich in a revolution. Some people get killed. By October 2001, it was becoming clear who would be the victims—those who believed in Amazon.com and the Information Revolution.

Bezos was, of course, one of those victims. In 2001, he was awarded the “Fame Is Fleeting Award,” by Gretchen Morgenson in the New York Times, “for one of the fastest falls from grace in recent history.”16  She considered it sadly ironic that he was facing irate shareholders only a year after being honored as Time’s Person of the Year.

For at the end of 2000, Amazon’s stock price showed a decline of 89 percent to the $7 to $10 range (from its December 1999 high of $113). Thus, a pin had pierced the bubble in high technology, and those who “got it” were getting it good and hard. Their day of reckoning had come.


The Cisco Kids

Of all the companies that might have been able to harness the new advantage given them by the Information Age, perhaps none was better placed than Cisco. The company was so admired by investors that they gave it a market cap higher than any other company had ever received. Even after the Nasdaq had crashed, Cisco’s CEO John  Chambers explained to investors that the company would nevertheless continue to enjoy 30 percent to 50 percent annual sales growth for as far as the eye could see.

But the eye could not see very far. It saw only what it wanted to see. Neither Mr. Greenspan, the world’s most celebrated macroeconomist, nor Cisco Systems, recently one of the most envied corporations on Wall Street, really understood what was going on.

As was becoming obvious, it was a capital spending boom—not productivity or New Era information technology—that made Wall Street’s numbers look so appealing. In the late 1990s, businesses all over the planet felt the need to get into the swing of the New Era by spending on information technology (IT). In the perverse logic of the late tech bubble, if they could spend enough, fast enough—their share prices would rise.

But sooner or later, companies had all the routers and multiplexers they needed—even more than enough. Business capital investment fell between 2000 and 2001. And unsold equipment piled up on the shelves.

Meanwhile, Cisco sales, which analysts had expected to grow 30 percent per year for the next 10 years, began falling instead. In fact, in 2001 they were down 25 percent on the preceding year. Like an auto dealer in a downturn, Cisco found itself with its lot full of various makes and models that it wanted to unload—new and used.

“Cisco Systems Capital,” reported the company’s Web site, “now offers refurbished Cisco equipment with the same warranty protection and support as new . . . but at a lower price.” Discounts listed at  www.usedrouter.com ranged from almost 70 percent to as little as 20 percent.

“I can buy the equipment for 10 cents on the dollar,” said one regular customer. “The stuff we are seeing right now is very often less than a year old and still under warranty.”

At its peak in early 2000, Cisco (CSCO) was worth nearly half a trillion dollars. This is the equivalent of about $4,000 for every household in America, or about $75 for every Homo sapiens on the planet. Meanwhile, Cisco shares traded hands at about 190 times earnings. This implied a growth rate for the company of about 190 percent according to the conventional analysis. In reality, this figure was about 3.5 times the company’s actual growth rate. It was also mathematically  unsustainable: the higher the rate of growth, the faster the market opportunity would be exhausted.

Cisco’s story is well known. In 1984, Sandy Lerner and Len Bosack got together to solve a problem. They needed to make the computers in Stanford University’s business school capable of talking to those in the engineering school. They built routers, cobbled together some software, and solved the problem. Henceforth, Stanford’s business students could send dirty jokes to the guys in the engineering department via computer. It was not long before other computer users were showing up at Lerner and Bosack’s door to get the communications equipment. The couple got married and set up shop in their home—manufacturing the devices themselves and using credit cards as a source of capital.

By 1990, CSCO was a player in Silicon Valley. The Lerner and Bosack team brought in a venture capital group that took the company to the public markets and then forced the founding couple out. Lerner and Bosack divorced in the early 1990s. So they had neither the company they founded nor each other’s company.

But if the marriage did not prosper, the company certainly did, and Cisco figured that it needed to offer more than just routers. So in the mid-1990s, it began purchasing other companies involved in the computer communications trade. Cisco acquired one company in 1993, three companies in 1994, four companies in 1995, and seven in 1996, including the $4 billion acquisition of StrataCom, then the largest purchase in the history of Silicon Valley. It picked up 6 more companies in 1997, 9 in 1998, 18 in 1999, and bought 10 in 2000, for a total of 58 acquisitions.

The Cisco kids were certainly on a buying binge. The idea was pretty simple. Customers did not want routers. They wanted solutions to their communications problems. And since the problems had varied solutions, Cisco needed to offer a variety of products. Cisco, in other words, was not a router company. It was a marketing channel for computer communications. When it bought some small company with a useful, but largely unknown, device, the product was marked with the Cisco brand and launched to the customer base. Negligible sales could go to monster sales almost overnight. One company, for example, that had $10 million in revenues at the time of acquisition, gave Cisco technology that soon generated more than $1 billion in revenues.

This was all very well, but when two new companies a month were being purchased, they were not all likely to produce such spectacular results. In fact, most were likely to be duds. A lot, it turned out, depended on how the accounting was done.

Moreover, Cisco’s appetite for acquisitions drove up prices to preposterous levels. It bought ArrowPoint for shares worth $5.7 billion—a lot of money to pay for a company that had a negative book value, had never earned a penny, and had sales of only about $40 million. But what did the Cisco kids care? The company’s funds did not represent real money; it was “Cisco scrip”—a new currency provided by delusional investors.

Each share of CSCO stock was thought to be worth about $63. But an investor would earn no dividends, and the company itself earned only 38 cents per share. Even if profits continued to increase at the 1999 rate, Cisco would earn only $3.74 per share in five years. If the stock price had continued apace, the company would have been worth nearly $5 trillion, an amount equal to half of the entire U.S. GDP.

What’s more, the process of creative destruction, of which Cisco was such an extraordinary beneficiary, was not likely to stop dead in its tracks the moment the company finally reached a level of profitability that justified its price (if ever). That is the trouble with new technology, after all. There is always newer technology, as well as other Lerner and Bosack teams, just waiting for their moments of fame and fortune.


Icahn of the Old Economy

In contrast to Cisco, there was General Motors. Carl Icahn, corporate raider of 1980s fame, was in the news again at the century’s end, attempting to force GM to sell its stake in Hughes Electronics—in order to “unlock shareholder value.”

GM had more sales, in dollar terms, than any other company in the world—$177 billion worth. But it earned a profit of $6 billion (3 percent of sales). Not only were earnings low, but the other news was not good. GM was losing market share and its unionized workers seemed ready to revolt.

But GM did have a few things going for it. Even in September 2000, $6 billion was a lot of money. Plus, the company had $10 billion  in cash. Its pension plan was overfunded by $9 billion. And it owned a stake in Hughes that was worth $15 billion. Icahn’s idea was obvious. He would buy a big enough block of GM stock to be able to force the company to sell the Hughes shares.

The entire company—at its then current stock price—had a value of about $36 billion, less than one-tenth of Cisco’s. Imagine that you, personally, could have bought the company. For $36 billion, you would have bought a company with $10 billion in the cash register. So, you would only really be $26 billion out of pocket. And then, you could have sold the Hughes holding for $15 billion, so the rest of the company would really have cost you only $11 billion.

You would have had the world’s biggest company (producing cars, trucks, and other things you could put your hands on) as well as a spare 1966 Corvette in a garage somewhere for you to drive around. Factories, real estate, giant machinery . . . you would have got it all. Plus, you would have earned about $6 billion each year. Expressed in conventional terms, the operating part of the world’s largest company had a P/E of just 1.83. From your point of view, as owner, you would have gotten back your investment money in about 20 months and have earned about $6 billion every year after that. Or, you could have bought 10 percent of Cisco.

Relying on the slogans and feebleminded dicta of the financial media, you would have avoided GM. GM was “old economy.” It was a has-been company that seemed unable to get its act together. Owning GM was definitely not cool.

But Carl Icahn did not worry about being cool. He had a PhD in philosophy from Princeton. In his thesis, he developed the idea that collective thinking is invalid: “Knowledge is based only on what you observe. You talk to me about something, you must relate it to something that’s observable.”

Of course, George Gilder had no interest in GM. He was interested in GC (Global Crossing), and he couldn’t get enough of it when it was trading at 33 times sales and $60 per share. The man must have been beside himself with joy when, in October 2001, he could buy as many shares as he wanted for only 50 cents apiece. Investors had lost 99.9 percent of their money already, but the losses did not stop there. An investor who held on at 50 cents would have lost another 96 percent of his money by the end of the following year, when the stock  traded for only 2 cents. But still, maybe the promise of the Information Age would come true at last. Suddenly, late at night, when sensible men had taken to their beds and only techies, terrorists, and teenagers were still awake, the world’s dark fibers would light up with data. And maybe then, Global Crossing’s stock would rise . . . to 3 cents!

Of course, this does not mark the end of the GM story . . . the car maker would prove to be one of the most prominent victims once the tech bubble morphed, aided and abetted by the feds, into a much larger bubble; a bubble who’s detritus—once popped—dripped all over the “real” economy as well as the financial markets More on this in a coming chapter . . .




DREAMERS AND SCHEMERS

We might laugh, but Gilder, the messiah of the New Era, was still in the wilderness, and who can fault him for that? After all he did no harm. As in every revolution, the real mischief was done by the small cadre of cynical gunrunners who followed in their messiah’s visionary footsteps. Who can blame Gilder (or Marx for that matter) for his disciples’ excesses?

One such gunrunner was Jack Grubman. He hustled stocks to investors—stocks that would later blow up. And the traffic made him a rich man; he earned as much as $20 million per year as Salomon Smith Barney’s telecom analyst. Unlike Gilder, he was not dizzy enough to believe in the cause—he realized it was just a way to separate the fools from their money. Instead of buying telecom stocks, he sold them.

According to press reports, Grubman worked closely with Global Crossing’s chairman, Gary Winnick, perhaps advising him on his stock selections. Money was the only driving force of their collaboration. A former Global Crossing employee described Winnick and his cronies as “the biggest group of greedheads in an era of fabled excess.”17

Winnick, like Grubman, made money on Global Crossing—again, by selling rather than buying its stock. When the telecoms blew up, he managed to walk away with $730 million before the bomb detonated. But other investors were not so lucky: They lost $2.5 trillion in market value. Somehow, Grubman forgot to tell them when to sell.  Instead, as late as spring 2001, he wrote about the “historic opportunities to buy world-class assets such as Global Crossing that are evolving into world-class operating businesses at compelling value.” On that same day, Global Crossing shares sold for $7.68. If they were “compelling” then, you would think the shares would be absolutely irresistible later on! Alas, after the company went bankrupt, Grubman, who owned a $6 million townhouse in Manhattan, with neither mortgage nor lien, simply “discontinued coverage” of the stock.

All of this did not mean much to Gilder. No, no—he really was not to blame. For he was still staring at the skies, thinking about gigabits, and scribbling away . . . when creditors pulled up in front of his house and wondered how much they could get for it.

But how had it come to this? he asked himself. After all, he had listened to the technology and had begun hearing voices just as the Information Revolution was getting underway. In a better world, things might have gone differently, he convinced himself. After all, he had been earnestly blathering before large crowds . . . and making good money at it: 350 people had paid $4,000 each to attend his Telecosm conference in 1997; and his speeches, heard by thousands, earned him $50,000 a time. Moreover, in 1999, his list of recommended tech stocks had averaged more than 247 percent return, and by the end of 2000, his newsletter boasted 70,000 subscribers paying $295 a year. At the bubble’s peak, just one “gildered” word could boost a stock price 50 percent in a single day.

But then, the New Era messiah had stumbled over a bit of bad luck. Techs crashed, and suddenly people were not interested in attending his conferences or reading his newsletters, for they no longer seemed to care how many bits you could crowd onto the head of a silicon chip. Worse, in January 2002, came the news that his favorite corporation—the company he thought would “change the world economy”—had filed for bankruptcy protection. Gilder reflected on his fortunes over those past few years: “You can be just fabulously flush one moment, and then the next, you can’t make that last million-dollar payment to your partners, and there’s suddenly a lien on your house. . . . For a few years in a row there, I was the best stockpicker in the world. But last year you could say . . . I was the worst.”18 Poor George, very rich when things were going his way, had gone broke when they changed direction.

But to his credit (not his benefit), at least the guru had put his money where his mouth was. He had not merely misled investors; he had misled himself, too. He had bought into everything—Global Crossing, the New Era, his own publishing business.

Still suffering from New Era hallucinations, he continued to have faith in the wonders of technology even after the Nasdaq’s crash. He later expressed his belief in the power of his “telecosm,” claiming that it was “transforming the world economy and every existing political and cultural arrangement,” and could significantly improve productivity: “Its ability to transmit any amount of information, to anyone anywhere, anytime, at a negligible cost, will unleash surges of productivity as yet unimagined.”19

Behind Gilder’s pensée was an even nuttier idea—that information, in the form of digitized data, could make people rich. But then his thinking was very much in the spirit of the times, when a powerful sense of optimism pervaded American civil society.




THE VALUE OF INFORMATION

“Cogito, ergo sum” (I think, therefore I am), wrote France’s most famous philosopher, René Descartes. The proposition was self-evidently absurd. If Descartes had thought he was a chipmunk, would he have been one? One could spend a lifetime poking around in the corpus of Descartes’ œuvre, but the defect is right there on the surface: proof of existence described only through the dark glass of the mind; that things are whatever you think they are. Not that we humans can know it any other way. But Descartes’ self-centered assertion is an invitation to trouble, for it flatters our self-confidence and lures us to destruction.

By the end of the twentieth century, Americans had come to believe that they lived in a benign world. Like Descartes, they believed that whatever they thought was true and that they could think their way to wherever they wanted to go. Information technology was moving as fast as a beer truck through a bad neighborhood and promised similarly heady results. What a wonderful world it was, now that American-style capitalism had triumphed over all competitors! After all, anyone with sense enough to buy and hold stocks could get rich  (or at least, that is what they thought). Granted, there would be problems, but none that they could not think through to find a solution.

During the lunatic phase of the great bull market of 1982 to 2000, it was widely believed that the important parts of life could be digitized. Information alone, specifically digitized information, was thought to be a more valuable resource than oil or farmland. The new information technologies were supposed to have the power to bring about a number of improvements, including healing the sick, raising prosperity levels, eliminating the business cycle and ending war forever. Now, everyone would have access to the latest healing information, and everyone would be able to use the Internet to tap into the secrets of wealth that were previously guarded closely by powerful, elite organizations.

Booms, busts, and bear markets, as everyone knew, resulted from imperfect information. Businesses typically overdid it. They borrowed too much and produced too much when times were good. And then, thanks to overdoing it, times went bad, as there were soon too many products on the market and too much debt. Information would eliminate these problems, as businesses would have more accurate and timely data on which to base their projections. Then, with no more down cycles in business, there would be no more falloffs in earnings and no more reasons for bear markets. And war? Wasn’t war the result of a failure to communicate? Now that people could connect to the Internet and communicate in this one, vast, new, free market—wouldn’t war be a thing of the past, too? For the entire world would now have access to the undeniable superiority of the U.S. model of free elections and a free economy. Surely all nations would put down their weapons, take up computers, and get on with the serious business of life—making money!

People’s imaginations ran wild. In their fantasies, they pictured the little 1s and 0s of the digital age marching forward forever in a world of eternal peace, ever-increasing prosperity, and constantly expanding contentment. That is what people wanted; surely the latest information technology would help them get it.

There were, of course, theoretical problems. You could have set down the most powerful computer ever made—with the most complete database of information ever assembled—in front of the smartest man in Plato’s Athens. What good would it have done him? Would he  have any idea what he had in his hands? Imagine Napoleon shivering in his tent. Give him the price of grain in New York or the number of atoms in a cubic centimeter of cognac and you do him no favor. You might as well ship him a crate of sunscreen. Information out of context is useless.

Information is useless not only when it is unwanted or out of context, but also when it is in too great supply, for then it has to be sorted, rerouted, or thrown away. “Paralysis by analysis” is the popular expression. In any given situation, an infinite amount of information might be brought to bear. Any of it might be relevant and useful. But time is limited.

Napoleon knew full well he could not wait for every possible message to make its way to him. Nor did he have the luxury of weighing every bit of information just in case the optimum course of action should reveal itself. Like every general and every other human on the planet, he had to act based on imperfect information—guessing what was really important and hoping he had the information he needed. Every bit of information beyond what he actually needed was a cost—and potentially an expensive one. For every bit of extra information slowed him down; he had to evaluate it for relevance and authenticity and, ultimately, absorb it into his view of things or reject it.




GRAFFITI ON THE INTERNET

There are many examples from military history in which the quality and integrity of information were decisive. In the middle of World War II, the Allies dressed a dead man in a British officer’s uniform. They then fastened to the body a set of plans for their counterattack on Hitler’s army in Europe. The plans were, of course, intended to mislead Hitler about Allied intentions. The body was then dumped into the sea, so it would wash ashore where the Germans could find it. Hitler also believed he had a network of spies in England who would be able to fill him in on the coming landings. But these spies had almost all been discovered and “turned,” so they were feeding false information reports to the Nazi high command. Thus, the information that Hitler was receiving was worse than no information at all. It lacked integrity. The more of it he had, the worse off he was.

Solzhenitsyn tells us how the Russian army in World War I was commanded by German-speaking officers from Prussia, who would transmit their orders and battle plans in the German language. The enemy often intercepted and read these messages, whereas Russian troops, for whom the plans were intended, found them incomprehensible. In our own War Between the States, Lee’s plans at Antietam were betrayed to the Yankees when a Southern officer used them to wrap a cigar—and left them by mistake to be discovered by Union troops.

In the military, the units charged with gathering information and separating fact from fiction are called “Intelligence” units. This screening process is tough work, and it gets tougher the more facts and fictions there are to sift through. Today the Internet, though ultimately just a means of communication, delivers an almost infinite number of facts and fictions. The tough part—the “Intelligence” work—is sorting them out.

Although information is free on the Internet, free information sometimes turns out to be worth a lot less than you pay for it. Barely had the Internet begun working than fraudsters were using it to mislead investors. A typical scheme, such as the one perpetrated by a student at Georgetown Law School, involved buying the shares of some marginal company and then going on the Internet, spreading rumors or outright lies to ramp up the price. This was easier to do than misleading the Wehrmacht. You only had to announce some new breakthrough, some new contract, a rumored buyout, new technology . . . whatever. The whole idea was to create the kind of buzz that got people talking about it. Then supposedly reasonable “investors” would jump at the chance to buy a stock they knew nothing about, on the basis of a recommendation from someone they did not know, founded on information whose accuracy could not be affirmed and whose source could not be traced.

A lawyer defending one of the alleged Georgetown manipulators responded that it was impossible to mislead people on the Internet: According to him, Internet postings were nothing but “graffiti,” with no more informational content than graffiti has artistic content. The lawyer’s argument was that his client had just used the Internet as a graffiti artist uses the wall of a public building . . . or perhaps as a dog uses a tree. He pollutes it, perhaps vandalizes it, but no serious person would mistake it for useful information. But here, junk life imitates  junk art. Pumping and dumping stocks on the Internet did in fact work. In just a few hours, the graffiti artists of the Internet were able to sell their shares at a profit.

Yet while information may be cheap, knowledge is dear. It takes time to learn how to do anything. It can take a lifetime to master a trade—even one that is as rudimentary and analog as woodworking or gardening. And the Internet did nothing to expand the supply of time. On the contrary, it made time more dear. Herbert Simon, winner of the 1978 Nobel Prize in Economics, gave the following reason for this: “In a world where attention is a major scarce resource, information may be an expensive luxury, for it may turn our attention from what is important to what is unimportant.”20

Internet investors treated every digit as if it had value. In fact, few had any worth whatsoever. Many were not only valueless, but had antivalue, reducing the sum of knowledge or wisdom in whomever took them seriously.

By the end of the twentieth century, America was suffering from information overload. As one commentator put it, “Americans today are literally drowning in information . . . we find ourselves awash in a vast ocean of data, what with the Internet, nonstop cable TV news, e-mail, voicemail, faxes, pagers with stock quotes, cellular phones and an explosion of newspapers, magazines and books and well, you get the idea.”

He cites “data glut” as a serious issue in the American workplace, and finds that the average worker now spends more than half his or her day processing documents. Meanwhile, paper consumption per worker tripled (to 1,800 pounds annually), in the 1980s, and “third-class mail” increased at 13 times the population growth rate, he reports. Nowadays, office workers often spend hours reading and answering e-mail, not to mention voicemail, faxes, and the rest. Initially a blessing, e-mail is now a curse to those whose inboxes are inundated with “FYI” messages and other information on a daily basis.21

In 1997, author David Shenk found that “information overload fuels stress and promotes faulty thinking.” The data glut we all slog through every day at work simply “reduces our attention span” and “makes us numb to anything that doesn’t lurch out and grab us by the throat” Shenk concluded.

Having two mistresses is not necessarily better than having one. Nor is eating two lunches an improvement over a single one. But information was supposed to be different, wasn’t it? The more you had, the richer and smarter you were supposed to be. Yet, in 2001, people seemed no brighter than they had been before the Information Age began. Most movies seemed no better than those of the 1950s and 1960s; art was becoming more grotesque; the editorials in the  Herald Tribune were as absurd as ever; and investors appeared to be making increasingly ridiculous decisions.

What was more, markets seemed totally perverse in nature, for while everyone proclaimed the benefits of the Information Age, it was, ironically, the most ignorant who seemed to reap its greatest rewards.




REFILLING THE PUNCH BOWL

The tech bubble of Wall Street in the late 1990s was a lot of things: silly, embarrassing, entertaining . . . and educational. People who should have lost money, did. And they probably would have lost a lot more, but in 2001, the Feds, led by Alan Greenspan, stepped in and did what they do best—they began throwing cash around.

Greenspan’s predecessor, William McChesney Martin, once remarked that the real job of the Fed was to “take away the punchbowl” 22 before the party got out of control. While the country was really beginning to feel the twangs of a hangover headache from the tech bust, instead of taking away the punch bowl, Sir Alan did the exact opposite: he spiked it with the high-proof gin of easy credit.

Every time the head of the Federal Reserve faced a problem, he slunk over to the punchbowl and dumped more in, until Americans were wobbling under the influence of the lowest interest rates in 45 years . . . and a 1 percent key Fed lending rate for only the second time in history.

So, drunk on easy credit, where were the American people to turn? To real estate, of course . . . and with serious conviction.

Housing mania took over the United States—and everyone was getting in on the action. Yale professor Robert Shiller explained the phenomenon as “infectious exuberance.”

Speculative bubbles are fueled by the social contagion of boom thinking, encouraged by rising prices. Sooner or later, some factor boosts the transmission rate high enough above the removal rate for an optimistic view of the market to become widespread. Arguments that this boom is unlike past bubbles—I call them “new era” stories—become more prominent and seemingly credible. In the recent housing boom, such optimism was much in evidence . . .

 

In this sort of environment, skeptics have a hard time of it. No one has perfect information, and people—quite rationally—infer a great deal from the actions of others. As a bubble expands, some skeptics begin to disregard their own judgment because they feel that everyone else simply couldn’t be wrong. Contrarian voices become softer, which only makes it harder for the remaining skeptics to justify their views. Over time, the quality of information that can be gleaned from the behavior of others becomes worse and worse.23


No one is immune from this “boom thinking.” All of a sudden, buying a home—once seen as the ultimate responsibility—was available to everyone . . . and their pizza boy.


Renters: A Morality Play

It never hurts to be well acquainted with one’s past even if that past happens to include mistakes. At the height of the housing boom, many mistakes were made . . . and made again.

This “play” written in April of 2005, offers some insight into what those who made themselves players in the biggest bubble of all time were thinking.

Cast of Characters:

A.W.: Renter #1

T.D.: Renter #2

K.I.: Renter #3

L.S.: Unwitting Speculator #1

C.D.: Unwitting Speculator #2

M.N.: Real Estate Investor

A.P.: 30-Year Fixed Rate New Homeowner

Chorus: Café patrons and waitresses

 

TIME and SCENE: Mid-spring 2005 A.D., our great nation is in the throes of a tenacious housing bubble. Whole cities have been tantalized, wooed, and seduced by this Siren song of easy wealth; entire populations rendered giddy by profits . . . on paper. Nearly every conversation heard around the dinner table . . . across the bar . . . in a cab . . . is focused on one subject: the housing market. DISCLAIMER: Any and all events in this dramatic reenactment are purely nonfictional. Any resemblance to real life is intentional, not at all coincidental. Some liberty may have been taken with the facts, but we swear it was in good faith.



Setting the Stage 

The scene opens in Café Hon, a locally famous Baltimore eatery in the trendy suburb (sic) of Hampden, where big hair and gaudy make-up are curiously in vogue and admired. Seven colleagues from the Daily Reckoning’s HQ are seated around a Formica-topped table.

Lacking an additional 30-year fixed mortgage holder, the table less-than-fairly represents the breakdown of mortgages nationwide: roughly 60 percent fixed rate, 40 percent ARM . . . 25 percent of all new mortgage originations in 2004 were real estate investors.

L.S. (Unwitting Speculator #1) is closing on a house the following day. Mere hours stand between her and the single biggest financial transaction of her young life. Can those stalwart pessimists (Renters #1, #2, and #3) lash her to the mast in time to save her from the Siren’s tantalizing tune? We shall see, dear reader . . . below . . .


Act I: A Mortgage Broker’s Wet Dream 

Renter #1: Hey, L.S . . . I’m going to ask you one question. Your answer will determine how much I speak for the rest of this meal. Is your loan . . . an adjustable-rate mortgage?

Unwitting Speculator #1: Not at all. It’s interest only.

 

[A gasp is heard. Ominous Lon Chaney-style horror music rises from the background.]

 

Renter #1 (face wincing): Why . . . why?! [Screams of horror coming from the kitchen.]

 

Unwitting Speculator #1: What?! I was tired of throwing away money on rent every month. I wanted to invest in something real . . . and build equity. Besides, we’re going to sell in five years, anyway. So we’re cool.


[Somebody snickers.]

Renter #2: That doesn’t make sense. You are still throwing away money. The only difference now is you pay a finance company instead of a landlord.

Renter #3: And what if you can’t sell in five years . . . doesn’t that make you nervous?

Unwitting Speculator #1: [muffled unintelligible remarks . . . something about the location of the house . . . a leafy street . . . children on bikes . . . speed humps . . . shiny happy people . . . ]

Renter #3: Answer the question. What if you can’t sell?

Unwitting Speculator #1: Well . . . I am a little nervous. [nervous laughter] We’re risking a huge amount of money . . . more money than I’ve ever known. But hey, you only live once!

Unwitting Speculator #2: Oh, come on, don’t listen to them. I have an interest-only mortgage, too. [More gasps of horror.] These guys are all gloom and doomers. Remember, they work for the Daily Reckoning.

 

[Renters’ heads snap in unison to glare at Unwitting Speculator #2]

 

Renter #1: And . . . what about you, aren’t you nervous?

Unwitting Speculator #2: Nope. I try to take life one day at a time. I don’t look that far ahead. I’m doing okay right now . . . and besides, in five years, I hope to be married.

 

[Unwitting Speculator #2 holds up both hands with her fingers crossed. Smiles.]

 

All (in unison): Awwww.

Unwitting Speculator #1: Don’t you know it’s bad luck to cross your fingers with both hands?


Act II: Unseemly Profits 

Real Estate Investor: What about you Renter #1, why do you rent?

 

Renter #1: Well, we live down by the water . . . in the neighborhood we want to live in . . . and it’s cheaper than a mortgage. And to tell you the truth, I just don’t understand the market anymore. Let me give you an example. When we lived in the same neighborhood before moving to Paris back in 2000, the house across the street went on the market for $97,000. The price was so high, everyone thought the owners were nuts. It was a different time. A friend finally bought the place for $87,000, gutted it, and started renting to college students. We moved to Paris for four years. Last year, when we were moving back, we looked for a place to buy in Fell’s Point . . . low and behold, we saw the same property on the market. Guess how much?

All (in unison): How much . . . tell us!

Renter #1: $357,000. A fourfold increase in just as many years!? Tell me, what market—any market—can sustain that kind of growth?

Real Estate Investor: Hey, a lot of people I know would say that’s still cheap. Besides, it sounds like you were a damn fool to move to Paris. You should have held on for the ride. Still, I think you’re right. The market is getting frothy . . . that’s why I just sold my Baltimore properties.


[Puzzled looks of intrigue.]

Renter #1: Yeah, that’s probably a good move. You bought in nice and early, and now you’ve sold near the top. Then you put the proceeds into a resort property in West Virginia . . . everyone knows that’s an undervalued market.

 

[Fiddle-heavy bluegrass music wafts from the kitchen. More nods of agreement around the table.]

 

Real Estate Investor: Yup. The price is up already. We only put 10 percent down, but by the time of closing we had accumulated enough equity, the bank said they weren’t going to require mortgage insurance. We’d already amassed an additional 10 percent of equity!

30-Year Fixed: Hell yeah! We made over $30,000 on our house before we’d even slept there!

Unwitting Speculator #2: Yeah . . . same here . . . my house is way up already, so I have a good margin of safety. And when I get married . . .

All (in unison): Awwww.

Renter #1: Hey, 30-year fixed, I know you’ve already made money on your house, but what do you see in the future?

30-Year Fixed: I have a response, but first I’d like to make a comment . . . There are some neighborhoods that will always hold value. [muffled remarks . . . something about the location of the house . . . a leafy street . . . children on bikes . . . speed humps . . . shiny happy people . . . yada, yada . . . ]

Renter #1 (with much enthusiasm): Au contraire! Baltimore is a case study of good neighborhoods gone bad. Look at Druid Hill . . . beautiful row homes. Back in the 1920s F. Scott Fitzgerald and Gertrude Stein held garden parties and entertained European royalty up there. Now look at it. Hell might offer better refuge for a family of four. On the other hand, in the 1970s respectable folk wouldn’t let their children go down to Fell’s Point unchaperoned. It was a haven to bikers, ne’er-do-wells, and urchins of the night. Today, they’re building spec homes on the water that start at a million plus . . .

Renter #3: Too bad the harbor smells so bad . . .

All (sighing): Yeah . . .

 

[Pregnant pause. A moment of quiet reflection.]

 

Chorus: At this point, it’s not clear what conclusion, if any, can be drawn from the play. When will the housing bubble burst? Is it a bubble at all? Or . . . will prices keep rising for five years, handing the interest-onlys the last laugh; leaving the renters, humbled once again with egg on their faces . . . and feeling like chumps? Well, dear reader, this is what makes a market. Still, the renters bumble on . . .


Act III:The Intervention 

Unwitting Speculator #1 (jolted with excitement turning to Renter #1): Oh, that reminds me, can I have the day off tomorrow? I’m closing on my house. [Turns to the table.] Should I wear a suit?

30-Year Fixed: Nah . . . you don’t have to wear a suit for those yahoos.

 

[Snickers]

 

Renter #1: Sure, you can have a day off. But I forbid you to use one of these.

[Renter #1 holds up a pen. Renter #2 and Renter #3 smile at each other.]

 

Renter #3 (smugly): Ahhh . . . No pens, no signing.

Renter #2 (smug and grinning): Yeah . . . no pens.

30-Year Fixed (gesticulating expansively, raises his voice): Ah, don’t listen to them . . . (mutters to himself) for crissakes.


[Check arrives. Curtain falls.]

Your Own Personal ATM

As evidenced by the story above, the way our parents and grandparents viewed owning a home was rapidly deteriorating. A home was no longer just a place to live—it was an investment. This pile of bricks and granite countertops was going to make you big money.

It seemed like a sure thing. Home prices were on the rise from 1997 on, nationwide at around 8 percent per year, but in some areas—most notably, Los Angeles County, Las Vegas, and Miami—homes were going up 20 to 30 percent in a single year.

Speculators swooped in, buying up houses just to “flip” them for a profit. In Florida, for instance, buyers were taking up condos that hadn’t even been built yet. In Miami, flipping condos came to be a profitable speculation. Speculators would buy a group of 5 or 10 condos even before a single shovelful of dirt had been displaced. The idea was to sell the contracts to other speculators while the place was being built. The second buyer would then sell to yet another buyer when it was completed. Neither the first, nor the second, nor the third buyer had any intention of living in the condo.

The trouble was that the object of their speculation looked rather lonely and forlorn when it was finally put up. Driving by at night, it was noticeable that few of the condos had lights on. Most were empty . . . waiting for their ultimate buyer; the poor sap who would actually live in the place and, presumably, pay for it.

This eventually became such a problem for developers that they tried to squeeze out the speculators, insisting that buyers take up only one of the condos . . . and move in within a specified period of time. In some projects, developers announced special offers . . . which had prospective buyers camping out all weekend in order to  get a good place in line to buy when the doors opened on Monday morning.

The special offers and incentives, not to mention the creative financing that was being thrown at them made it impossible for the average homeowner to resist the siren song of the real estate market. They weren’t going to sit idly by and watch their home rise in value and not take advantage of it somehow. After all, from 1997 to 2007, total housing values rose from $8.8 trillion to $21.5 trillion.24

Your home became your own personal ATM, and the allure of this “free money” was so great that homeowners hopped over to their local banks to get at them, and then whined their way deeper into debt. The financial industry, ever ready to separate a fool from his or her money, rushed to the scene with the offer of home equity lines of credit that could be used “for everyday expenses, like groceries and gas.”

Thus did the world’s mouth (as the United States has been called) gobble down its own houses one brick at a time. Homeowners, thinking they were getting something for nothing, believed they were merely taking some of their gains off the table—like selling a few shares of appreciated stock. Little did they realize they were selling the table itself . . . along with the kid’s bathroom and the family room.

If, for example, the house went from a $100,000 price to a price of $200,000, the homeowner may feel he can “take out” $100,000 of equity and still be living in a $100,000 house. But what he is actually doing is selling half the house to the mortgage lender. Even if the higher prices stick, he still has to live somewhere . . . and now he has to “rent” half his house from the mortgagor.

When a real estate bubble bursts, there are at least two losers—the borrower as well as the lender—and neither walks away easily. The borrower still has to pay his mortgage or he loses his house, and often must pay a mortgage that is higher than the value of the house. Many cannot or will not pay, which bounces the loss back onto the lender.

But such is the cold, cold world we live in that the appeal of rising asset values—whether real or paper—is almost irresistible.


The Trendsetter State

At the height of the boom, the average house in San Jose, California, sold for half a million dollars. How many people in the San Jose area  can afford a $500,000 house? We don’t know, but we suspect that the number is less than the number of owners.

Americans have became convinced that buying as much house as you can—even more than you can comfortably afford—was a shrewd financial move. But the real bubble action was happening farther south, in Los Angeles County. At the peak of the real estate boom, in 2005, NAHB/Wells Fargo Housing deemed LA County the least affordable metropolis in the nation, where only 14 percent of the population could afford to buy a home.25

To plug this gap between affordability and purchase prices, the California boom relied heavily on exotic financing, such as an adjustable-rate mortgage, and because of this reliance, the gap between affordability and purchase prices widened to extreme proportions.

By 2005, almost 40 percent of the state’s homeowners—compared to 29 percent nationally—paid at least one-third of their income for housing, according to the Public Policy Institute of California. Even worse than that, one-fifth of all homebuyers paid more than half of their incomes for housing.26

Recalls Eric Fry, editor of The Rude Awakening: “Without easy credit, and lots of it, California real estate could never have achieved its epic valuations. Credit not only enabled first-time buyers to ‘stretch’ a bit, it also enabled and emboldened speculative builders, second-home buyers, second-home builders and every other variant of housing market participant/speculator.

“But because financing became so exotic, and speculative participation in the market became so great, the simultaneous unwinding of both has been as pleasant as hanging out with your in-laws during a root canal.”27

The number and variety of nontraditional mortgages flourished from 2001 to 2007 . . . adjustable rate mortgages became common, as did zero-down payment mortgages, mortgages with alluringly low starter rates . . . including interest-only mortgages, flexible payments, and “stated income” applications, in which the borrower is left to use his own imagination in describing his financial circumstances.

These actions and innovations of the lenders, along with the federal government’s housing policies were to help Americans buy their own homes, or words to that effect. Easy credit was meant to increase homeownership. Renting a house was seen as a kind of social failure, like dropping out of high school or driving an old Pinto. They had  “democratized” the credit market, lenders and government officials alike claimed. Yes, now not only rich speculators could lose their shirts. The common man could lose his, too!

The obvious effect of all these innovations was to turn Americans into a race of housing speculators, not of homeowners. Instead of actually buying and paying for a house, marginal buyers were enticed into these innovative mortgage products, which were more like options to buy a house rather than an actual purchase of one.

As time went on, more and more homeowners became gamblers, betting that property values would rise fast enough so they could refinance again, all of them forgetting one important fact: A house is a house. It provides a service, but it doesn’t provide any more service if it is quoted at $500,000 than if it is quoted at $300,000. Same roof. Same air-conditioning. Same everything. Except, when it is said to be worth more, two noxious things result. First, the homeowner can “take out” some of the equity and feel like he is still ahead of the game. He doesn’t worry about it when prices are rising, when the loan comes due, he can always take out a little more. Gradually, he gets deeper and deeper into debt. And then, inevitably, his house goes down in price and he gets into trouble.

The other awful consequence is the cost of owning the home goes up. As the house becomes more “valuable,” typically the cost of property taxes, insurance, and upkeep mount. Thus, the net value, or net service, an owner gets from his house actually goes down. He has the same roof over his head, but it costs him more.

What the housing mania pointed out, like the tech boom before it, is that a man can make a fool of himself whenever he wants. Generally, he pays the price himself and the rest of the world goes on with its business. But in order to get a real public spectacle going, you need to separate cause from effect. Because it is only when a fellow thinks he can get away with something that he really lets loose.




THE ETERNAL PROMISE OF A NEW ERA

The surfeit of information available to us—through the cable, cell phone, e-mail, IM, Facebook, Twitter—now makes people dumber in another curious way. People become numb to the subtle details and  nuances that they actually observe. As processing information takes time and effort, the more of it you have to deal with, the more likely you are to seek shortcuts. Popular interpretations offer a substitute for careful reflection or observation. In other words, instead of actually figuring things out for themselves, people become more susceptible to collective thinking. Public thinking replaces individual thinking—simply because there is too much information to process. Unable to keep up with all the data from Wall Street, for example, people are forced to rely on summaries from CNBC or TheStreet.com.

The pretense of the Information Age was that the introduction of the silicon chip and the World Wide Web had suddenly revealed the value of information. In fact, the amount of information available to people has steadily increased over the past 200 years with new technology and new material: the telegraph, telephone, teletype, radio, television, fax, Minitel, and cheap printing processes. An individual in the twentieth century had vastly more information than an individual in the eighteenth century.

During the tech boom, people were being lured into believing that the stock market would never fail them. During the real estate bubble, otherwise average Americans believed above-average things to be true of their humble homes. Now, in 2009, Americans are once again being lulled to sleep by the soothing words of their president.

It seems that after the past eight years, the U.S. people would be critical, jaded, even, of the next person to take over at 1600 Pennsylvania Avenue. But no . . . it turns out that Dubya disappointed Americans so much that they are willing to lap up every word Barack Obama says—even if it’s just the regurgitation of the same mottos and mantras that have been with us since the beginning of time.

“Obama is having the kind of honeymoon that no president-elect has had in at least 30 years,” said CNN polling director Keating Holland. “It’s no surprise that Americans have a positive view of anything Obama might do—at least until he does something controversial.”28

As we often say, people believe what they need to believe when they need to believe it. And not unlike the lure of the Information Age of the past 10 years, in the winter of 2009, the American people believed “Yes, We Can!”

Unbeknown to most, they were being ushered into a couple of “new eras.” Obama lays out them out in his inauguration speech.

“What is required of us now is a new era of responsibility—a recognition, on the part of every American, that we have duties that we do not grudgingly accept, but rather seize gladly, firm in the knowledge that there is nothing so satisfying to the spirit, so defining to our character, than giving our all to a difficult task.”

He also speaks of ringing in a “new era of peace”: “. . . we cannot help but believe that the old hatreds shall someday pass, that the lines of tribe shall soon dissolve, that as the world grows smaller, our common humanity shall reveal itself, and that America must play its role in ushering in a new era of peace.”29

Now, don’t get us wrong. We have nothing against peace . . . or responsibility, for that matter. What this shows is that once again, Americans are blindly following the herd, believing whatever is fed to them, just as they did during the “Information Age.”

Is it just a coincidence that mass thinking has emerged with mass media . . . or that mass thinking has consequences of its own?
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