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Economics	  
• 	  Economic	  forecas<ng	  is	  like	  trying	  to	  drive	  a	  car	  blindfolded	  and	  
following	  direc<ons	  given	  by	  a	  person	  who	  is	  looking	  out	  of	  the	  back	  
window.	  

• 	  The	  First	  Law	  of	  Economics:	  	  For	  every	  economist,	  there	  exists	  an	  equal	  
and	  opposite	  economist.	  

• 	  The	  Second	  Law	  of	  Economics:	  	  They're	  both	  wrong	  

• 	  A	  student	  was	  taking	  a	  class	  taught	  by	  Milton	  Friedman	  at	  the	  University	  
of	  Chicago.	  	  AMer	  a	  late	  night	  studying,	  she	  fell	  asleep	  in	  class.	  

– 	  This	  sent	  Friedman	  into	  a	  liNle	  <zzy,	  and	  he	  came	  over	  and	  pounded	  on	  
the	  table,	  demanding	  an	  answer	  to	  a	  ques<on	  he	  had	  just	  posed	  to	  the	  
class.	  	  Michelle,	  now	  awake,	  said,	  "I'm	  sorry,	  Professor.	  	  I	  missed	  the	  
ques<on,	  but	  the	  answer	  is	  increase	  the	  money	  supply."	  
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John	  Kenneth	  Galbraith	  
•  The	  free-‐enterprise	  economy	  is	  given	  to	  recurrent	  
episodes	  of	  specula<on.	  These	  great	  events	  and	  
small	  …	  over	  the	  years	  and	  centuries,	  part	  of	  
history."	  	  	  

•  "The	  more	  obvious	  features	  of	  the	  specula<ve	  
episode	  are	  manifestly	  clear	  [in	  which	  assets]	  when	  
bought	  today,	  are	  worth	  more	  tomorrow.	  This	  
increase	  and	  the	  prospect	  aNract	  new	  buyers;	  the	  
new	  buyers	  assure	  a	  further	  increase.	  Yet	  more	  are	  
aNracted;	  yet	  more	  buy;	  the	  increase	  con<nues.	  The	  
specula<on	  building	  on	  itself	  provides	  its	  own	  
momentum."	  	   3	  



John	  Kenneth	  Galbraith	  

•  ”At	  some	  point	  in	  the	  growth	  of	  a	  boom	  all	  
aspects	  of	  property	  ownership	  become	  irrelevant	  
except	  the	  prospect	  for	  an	  early	  rise	  in	  price.”	  	  

•  “Thus	  the	  rule,	  supported	  by	  the	  experience	  of	  
centuries:	  the	  specula<ve	  episode	  always	  ends	  
not	  with	  a	  whimper	  but	  with	  a	  bang.	  There	  will	  
be	  occasion	  to	  see	  the	  opera<on	  of	  this	  rule	  
frequently	  repeated.”	  
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Momentum	  Buying	  
•  The	  essence	  of	  the	  boom	  is	  momentum	  buying.	  	  
•  Whether	  stocks	  or	  real	  estate,	  the	  issue	  is	  no	  longer	  one	  of	  “value”	  
•  The	  whole	  no/on	  of	  “value”	  becomes	  irrelevant.	  	  
•  Momentum	  buying	  involves:	  	  

–  (1)	  iden/fy	  an	  upward	  trend	  	  
–  (2)	  pay	  almost	  any	  price	  to	  get	  aboard	  the	  trend	  
–  (3)	  wait	  a	  bit	  for	  someone	  ("a	  bigger	  fool")	  to	  come	  along	  and	  drive	  

up	  the	  price	  further	  
–  (4)	  sell	  to	  him.	  Who	  has	  not	  received	  a	  circular	  urging	  purchase	  of	  a	  

common	  stock	  at	  50	  that	  not	  so	  long	  ago	  was	  at	  1	  or	  2?	  	  
•  By	  inves<ng	  further	  into	  the	  boom,	  they	  create	  more	  demand,	  

driving	  prices	  further	  up.	  
•  	  As	  this	  upward	  momentum	  spiral	  expands,	  the	  lure	  of	  quick	  wealth	  

becomes	  enormous.	  
•  Those	  who	  held	  back	  in	  the	  beginning	  are	  sucked	  in	  toward	  the	  end	  

of	  the	  boom	  as	  by	  a	  gigan<c	  vacuum.	  	  
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Why	  Booms	  Re-‐occur	  

•  The	  ignorance	  of	  the	  history	  of	  booms	  and	  busts	  
is	  a	  theme	  that	  was	  oM	  repeated	  by	  JKG.	  He	  
suggested	  that	  there	  are	  many	  characteris<cs	  in	  
common	  between	  boom/bust	  cycles	  over	  the	  
past	  400	  years	  

•  Another	  factor	  is	  the	  realis<c	  expecta<on	  that	  
the	  Government	  and	  central	  banks	  will	  "bail	  out"	  
speculators	  through	  with	  monetary,	  fiscal	  policies	  
and	  ac<ve	  interven<on	  if	  and	  when	  the	  bubble	  
pops.	  	  

6	  



Basis	  for	  Bubble	  Forma<on	  
•  In	  general,	  most	  bubbles	  begin	  with	  an	  idea	  that	  has	  some	  merit	  

–  New	  World	  markets	  in	  the	  1700s	  
–  Rapid	  expansion	  of	  automobile	  produc<on	  and	  highways	  with	  

electrifica<on	  of	  much	  of	  the	  country	  in	  the	  1920s	  
•  Access	  to	  warmer	  climates	  like	  Florida	  

–  New	  financial	  media:	  Holding	  companies	  in	  1920s;	  mutual	  funds	  in	  
1980s	  –	  2000s	  

–  Wide	  use	  of	  computers,	  robo<cs,	  automa<on,	  satellites	  in	  the	  1980s	  
–  Development	  and	  expansion	  of	  Internet	  in	  the	  late	  1990s	  	  
–  Expecta<on	  for	  great	  expansion	  of	  renewable	  energy	  in	  the	  2000s	  

•  The	  problem	  is	  that	  expecta<ons	  for	  quick	  returns	  outrun	  reality	  
–  Many	  of	  the	  ini<al	  hot	  investments	  burn	  out	  
–  Only	  stronger	  ones	  persist	  aMer	  inevitable	  collapse	  (e.g.	  Amazon.com)	  
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Role	  of	  the	  Federal	  Reserve	  
•  While	  theore<cally,	  the	  responsibility	  of	  the	  Fed	  is	  to	  stabilize	  the	  

economy	  by	  exercising	  constraint	  over	  budding	  bubbles	  through	  
monetary	  policy	  

•  In	  actual	  prac<ce	  the	  Fed	  is	  beholden	  to	  the	  current	  poli<cal	  
administra<on	  that	  desires	  to	  be	  returned	  to	  office	  at	  the	  next	  
elec<on.	  	  

•  History	  amply	  demonstrates	  that	  people	  are	  much	  happier	  when	  
their	  assets	  are	  growing	  by	  leaps	  and	  bounds,	  than	  they	  are	  when	  
the	  Fed	  constrains	  the	  money	  supply	  to	  keep	  the	  economy	  in	  check.	  	  

•  As	  a	  result,	  the	  Fed	  has	  ac<vely	  intervened	  many	  <mes	  aMer	  1980	  
to	  prop	  up	  faltering	  asset	  markets	  and	  perhaps	  unwirngly,	  support	  
expansion	  of	  bubbles.	  	  
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Lower	  Interest	  Rates	  
•  While	  the	  common	  belief	  is	  that	  reduced	  interest	  rates	  s<mulate	  

business	  by	  reducing	  the	  cost	  of	  borrowing,	  	  

–  it	  seems	  likely	  that	  the	  major	  effect	  of	  reduced	  interest	  rates	  is	  
mainly	  to	  discourage	  saving,	  and	  the	  funds	  that	  would	  have	  gone	  
into	  saving	  then	  migrate	  into	  paper	  assets:	  stocks	  or	  real	  estate.	  	  

•  The	  valua<on	  of	  these	  assets	  rises	  as	  demand	  increases,	  producing	  
what	  Mr.	  Greenspan	  called	  the	  "wealth	  effect"	  in	  which	  people	  feel	  
wealthier,	  spend	  more,	  and	  s<mulate	  the	  economy.	  	  

•  Lower	  capital	  gains	  taxes	  also	  contribute	  to	  such	  booms.	  	  

•  Hence,	  the	  s<mulus	  for	  business	  produced	  by	  lower	  interest	  rates	  is	  
mainly	  a	  consequence	  of	  bubble	  forma<on.	  	  
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Bubbles	  of	  the	  18th	  Century	  
•  The	  Bri<sh	  government	  was	  in	  precarious	  financial	  condi<on	  and	  its	  bonds	  

traded	  at	  deep	  discounts.	  
•  The	  South	  Sea	  Co.	  was	  created	  ~	  1719	  to	  reduce	  payments	  on	  government	  

debt	  in	  return	  for	  exclusive	  rights	  to	  trade	  with	  Spanish	  America.	  
•  Holders	  of	  Bri<sh	  government	  bonds	  could	  use	  their	  depreciated	  bonds	  at	  

face	  value	  to	  acquire	  South	  Sea	  shares.	  	  
•  South	  Sea	  Co.	  agreed	  to	  accept	  lower	  interest	  payments	  from	  the	  

government	  on	  the	  bonds	  they	  acquired.	  
•  Everyone	  seemed	  to	  benefit:	  

–  The	  government	  was	  able	  to	  reduce	  the	  interest	  payments	  on	  the	  public	  debt	  
–  	  Bondholders	  would	  receive	  [what	  seemed	  to	  be]	  full	  value	  for	  their	  bonds	  
–  The	  new	  company	  would	  presumably	  be	  able	  to	  reap	  large	  profits	  from	  future	  

trade	  with	  the	  Americas	  
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South	  Sea	  Company	  
•  Wild	  claims	  made	  for	  demand	  for	  luxury	  merchandise	  in	  the	  New	  World.	  
•  Frequent	  references	  to	  large	  deposits	  of	  precious	  minerals	  in	  South	  

America.	  
•  It	  was	  widely	  assumed	  that	  the	  South	  Sea	  Co.	  could	  achieve	  great	  

profitability	  from	  trading	  with	  Spanish	  colonies	  in	  the	  New	  World.	  
•  SSC	  loaned	  shares	  to	  high	  officials	  in	  the	  government,	  and	  bought	  them	  

back	  when	  share	  prices	  rose,	  genera<ng	  profit	  for	  poli<cians	  based	  on	  no	  
investment.	  

•  Meanwhile,	  the	  South	  Sea	  Company	  acquired	  an	  aura	  of	  legi<macy	  on	  the	  
claim	  that	  all	  the	  top	  government	  officials	  had	  "invested"	  in	  the	  company.	  

•  The	  stock	  rose	  eight-‐fold	  from	  January	  to	  June	  1720.	  
•  However,	  the	  Spanish	  government	  forbade	  foreign	  na<onals	  from	  trading	  

with	  its	  colonies,	  a	  policy	  that	  seemed	  unlikely	  to	  change.	  
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South	  Sea	  Company	  
•  Success	  of	  the	  South	  Seas	  Co.	  ini<a<ve	  caused	  a	  country-‐wide	  frenzy	  as	  

ci<zens	  developed	  a	  feverish	  interest	  in	  inves<ng;	  	  
–  in	  South	  Seas	  primarily,	  but	  in	  stocks	  generally.	  	  

•  A	  number	  of	  other	  joint-‐stock	  companies	  then	  joined	  the	  market,	  making	  
usually	  fraudulent	  claims	  about	  other	  foreign	  ventures	  or	  bizarre	  schemes,	  
and	  were	  nicknamed	  “bubbles”.	  

•  However,	  the	  areas	  involved	  were	  Spanish	  colonies,	  and	  Great	  Britain	  was	  
then	  at	  war	  with	  Spain.	  	  

•  The	  bubble	  popped	  at	  the	  end	  of	  the	  summer	  of	  1720,	  and	  the	  stock	  price	  
dropped	  by	  a	  factor	  of	  eight	  in	  September.	  	  

•  A	  number	  of	  people	  around	  the	  country	  lost	  all	  their	  money	  and	  the	  South	  
Sea	  Company	  Directors	  were	  arrested	  and	  their	  estates	  forfeited.	  
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The	  "night	  singer	  of	  shares"	  sold	  stock	  on	  
the	  streets	  during	  the	  South	  Sea	  Bubble.	  
Amsterdam,	  1720.	  
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Mississippi	  Company	  
•  John	  Law	  escaped	  to	  France	  where	  he	  did	  the	  same	  thing.	  
•  Holders	  of	  bonds	  could	  use	  their	  depreciated	  French	  bonds	  at	  face	  value	  to	  

acquire	  Mississippi	  Co.	  shares.	  	  
•  Mississippi	  Co.	  agreed	  to	  accept	  lower	  interest	  payments	  from	  the	  French	  

government	  on	  the	  bonds	  they	  acquired.	  
•  Everyone	  seemed	  to	  benefit:	  

–  the	  government	  was	  able	  to	  reduce	  the	  interest	  payments	  on	  the	  public	  debt	  
–  	  bondholders	  would	  receive	  [what	  seemed	  to	  be]	  full	  value	  for	  their	  bonds	  
–  The	  new	  company	  would	  presumably	  be	  able	  to	  reap	  large	  profits	  from	  future	  

trade	  with	  the	  Americas	  
•  The	  stock	  rose	  by	  a	  factor	  of	  ten	  in	  a	  buying	  frenzy	  
•  The	  Mississippi	  Company	  went	  through	  the	  same	  type	  of	  cycle	  –	  a	  runaway	  bubble	  

followed	  by	  a	  popped	  bubble.	  
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Florida	  Land	  Boom	  –	  1920s	  
•  Miami	  had	  become	  one	  frenzied	  real-‐estate	  exchange	  with	  2,000	  real-‐

estate	  offices	  and	  25,000	  agents	  marke<ng	  house-‐lots	  or	  acreage....	  	  
–  The	  city	  fathers	  had	  been	  forced	  to	  pass	  an	  ordinance	  forbidding	  the	  sale	  of	  

property	  in	  the	  street,	  or	  even	  the	  showing	  of	  a	  map,	  to	  prevent	  inordinate	  
traffic	  conges<on	  

•  By	  1925	  they	  were	  buying	  anything,	  anywhere,	  so	  long	  as	  it	  was	  in	  Florida.	  	  
–  One	  had	  only	  to	  announce	  a	  new	  development,	  be	  it	  honest	  or	  fraudulent,	  be	  

it	  on	  the	  Atlan<c	  Ocean	  or	  deep	  in	  the	  wasteland	  of	  the	  interior,	  to	  set	  people	  
scrambling	  for	  house	  lots	  

•  By	  the	  height	  of	  the	  1920s	  land	  boom,	  a	  single	  piece	  of	  land	  was	  changing	  
hands	  as	  many	  as	  six	  /mes	  a	  day.	  	  
–  "Binder	  Boys"	  sold	  land	  for	  a	  small	  down	  payment,	  the	  understanding	  being	  

that	  the	  land	  would	  probably	  sell	  at	  a	  higher	  price	  before	  the	  next	  payment	  
came	  due.	  There	  always	  seemed	  to	  be	  another	  buyer	  hoping	  to	  jump	  into	  the	  
market,	  causing	  the	  prices	  to	  skyrocket	  further.	  

17	  



18	  



Florida	  Land	  Boom	  –	  The	  Fall	  
•  The	  Florida	  land	  boom	  began	  to	  collapse	  in	  the	  spring	  and	  summer	  of	  

1926.	  	  
•  People	  who	  held	  binders	  were	  defaul<ng	  on	  their	  payments.	  	  
•  Many	  of	  those	  with	  paper	  profits	  found	  that	  the	  proper<es	  they	  owned	  

were	  preceded	  by	  a	  series	  of	  purchases	  and	  sales,	  all	  at	  10%	  down,	  	  
–  and	  as	  many	  of	  these	  defaulted,	  the	  only	  op<ons	  were	  to	  either	  hold	  onto	  the	  

land	  at	  a	  great	  loss,	  or	  default.	  	  

•  The	  land	  was	  oMen	  burdened	  with	  taxes	  and	  assessments	  that	  amounted	  
to	  more	  than	  the	  cash	  received	  for	  it,	  and	  much	  of	  the	  land	  was	  blighted	  
with	  a	  partly	  constructed	  development.	  	  

•  As	  the	  defla<on	  expanded,	  two	  hurricanes	  added	  the	  finishing	  touch	  to	  
the	  burs<ng	  bubble.	  The	  hurricanes	  leM	  four	  hundred	  dead,	  sixty-‐three	  
hundred	  injured,	  and	  fiMy	  thousand	  homeless	  	  
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Millions	  of	  Dollars	  
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The	  Boom	  of	  the	  1920s	  
•  Real	  economic	  gains	  in	  the	  period	  1925-‐1929:	  	  

–  Value	  of	  output	  rose	  13%	  in	  five	  years	  
–  Increase	  in	  automobile	  produc<on	  was	  23%	  in	  3	  years	  
–  Industrial	  produc<on	  increased	  by	  64%	  in	  7	  seven	  years	  (aMer	  the	  

down	  year	  of	  1921).	  	  
–  The	  Federal	  Reserve	  index	  of	  industrial	  produc<on	  rose	  	  

•  from	  a	  depressed	  value	  of	  67	  in	  the	  recession	  of	  1921	  	  
•  to	  100	  in	  1924	  to	  126	  in	  mid-‐1929.	  	  

–  Automobile	  produc<on	  reached	  5.4	  million	  vehicles	  in	  1929,	  an	  
increase	  of	  a	  million	  over	  1926.	  

•  	  Wages	  were	  not	  going	  up	  much	  but	  prices	  were	  stable.	  
•  	  However,	  as	  in	  all	  booms,	  the	  price	  of	  assets	  soon	  rose	  far	  higher	  

than	  the	  real	  increase	  in	  prosperity,	  producing	  a	  bubble	  in	  which	  
stock	  valua<ons	  were	  bid	  up	  to	  very	  high	  levels.	  (not	  unlike	  2012?)	  
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Factors	  that	  contributed	  to	  the	  
economic	  boom	  of	  the	  1920s	  	  

•  Gradual	  transi<on	  from	  agrarian	  na<on	  toward	  an	  industrial	  na<on	  	  
•  Advent	  of	  mass	  produc<on	  in	  electrically	  powered	  factories	  with	  

assembly	  lines	  producing	  products	  efficiently	  at	  low	  prices	  	  
•  Automobiles	  became	  commonplace	  	  
•  Widespread	  electrifica<on	  
•  Taxes	  were	  low	  and	  businesses	  and	  individuals	  were	  able	  to	  retain	  

much	  of	  their	  earnings.	  
–  The	  uppermost	  income	  tax	  bracket	  during	  the	  second	  half	  of	  the	  

1920s	  was	  25%	  –	  the	  lowest	  it	  has	  ever	  been.	  	  
–  Similarly,	  the	  capital	  gains	  tax	  was	  the	  lowest	  it	  has	  ever	  been.	  	  

•  There	  was	  an	  ample	  money	  supply.	  	  
•  Adver<sing	  became	  a	  big	  business	  and	  America	  became	  a	  

consumer	  society	  driven	  by	  the	  urgings	  of	  the	  adver<sers.	  	  
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Stock	  Market	  in	  1920s	  

•  “The	  stock	  market	  did	  not	  rise	  by	  slow,	  steady	  steps,	  but	  by	  great	  vaul<ng	  
leaps.	  On	  occasion	  it	  also	  came	  down	  the	  same	  way,	  only	  to	  recover	  and	  
go	  higher	  again”	  -‐	  JKG	  
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Explana<ons	  for	  the	  Crash	  
•  Many	  explana/ons	  have	  been	  offered.	  	  

–  Most	  lean	  toward	  the	  view	  that	  the	  rise	  of	  the	  1920s	  was	  not	  acutely	  abnormal,	  and	  
special	  circumstances	  caused	  the	  downfall	  of	  the	  markets	  and	  the	  ensuing	  depression.	  	  

•  One	  common	  "explana/on"	  is	  based	  on	  credit	  /ghtening	  	  
–  JKG	  disagreed:	  The	  bubble	  mentality	  was	  so	  frothing	  that	  investors	  were	  happy	  to	  pay	  

double-‐digit	  margin	  interest	  rates	  to	  plough	  more	  money	  back	  into	  the	  stock	  market	  In	  
late	  1929,	  investors	  were	  happy	  to	  pay	  margin	  interest	  rates	  ~20%	  

•  The	  Federal	  Reserve	  System	  published	  a	  report	  in	  2003	  that	  concluded:	  
–  "Even	  at	  the	  1929	  peak,	  stocks	  were	  undervalued	  rela0ve	  to	  the	  predic0on	  of	  

theory."	  
–  Apparently,	  the	  Federal	  Reserve	  believed	  that	  even	  aMer	  the	  spectacular	  rise	  in	  stock	  

prices	  of	  the	  laNer	  half	  of	  the	  1920s,	  stocks	  s<ll	  remained	  underpriced.	  	  
–  However,	  JKG	  described	  the	  Federal	  Reserve	  in	  1929	  as	  "a	  body	  of	  startling	  

incompetence"	  and	  there	  seems	  to	  be	  no	  reason	  to	  suggest	  that	  this	  has	  changed	  in	  the	  
past	  80	  years.	  

•  What	  seems	  to	  be	  missing	  from	  the	  explana/ons	  for	  the	  crash	  (except	  for	  
wri/ngs	  of	  JKG)	  is	  that	  the	  crash	  was	  a	  natural	  and	  unavoidable	  consequence	  of	  
the	  specula/ve	  rise	  that	  preceded	  it.	  	  
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S&L	  prior	  to	  1980	  
•  The	  Savings	  and	  Loan	  (S&L)	  ins<tu<ons	  of	  America	  were	  founded	  for	  the	  

purpose	  of	  providing	  funding	  for	  residen<al	  homes.	  

•  Prior	  to	  the	  late	  1970s,	  most	  home	  mortgages	  were	  at	  a	  fixed	  interest	  
rate,	  typically	  for	  30	  years,	  but	  occasionally	  for	  shorter	  terms.	  	  

•  S&Ls	  were	  highly	  regulated	  and	  typical	  requirements	  included:	  
–  Fixed	  upper	  limits	  to	  the	  interest	  they	  were	  allowed	  to	  pay	  on	  deposits.	  

–  They	  were	  not	  allowed	  to	  borrow	  long-‐term.	  

–  Requirements	  for	  maintaining	  capital	  as	  a	  percentage	  of	  assets.	  

–  Business	  was	  limited	  to	  loans	  for	  residen<al	  housing.	  Loans	  were	  not	  
permiNed	  for	  non-‐residen<al	  construc<on,	  raw	  land	  investment,	  or	  other	  
enterprises.	  (However,	  Texas	  approved	  a	  major	  liberaliza<on	  of	  S&L	  powers	  in	  
1967).	  

•  At	  least	  400	  stockholders	  with	  no	  single	  investor	  owning	  more	  than	  25	  %	  

•  Typically,	  mortgagee	  paid	  down	  at	  least	  20%	  of	  the	  value	  of	  the	  property	  
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Mortgage	  and	  Interest	  Rates	  
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Interest	  Rates	  circa	  1980	  
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S&L	  in	  the	  1980s	  
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Deregula<on	  
•  In	  the	  late	  1970s,	  deregula<on	  as	  a	  generic	  policy	  was	  in	  the	  air.	  	  

–  The	  trucking	  and	  airline	  industries	  had	  already	  been	  deregulated.	  	  
–  It	  seemed	  obvious	  that	  regula<ons	  on	  S&Ls	  should	  be	  relaxed	  

•  Reagan	  was	  elected	  in	  1980	  and	  he	  made	  a	  bad	  situa<on	  much	  worse	  –	  
via	  a	  variety	  of	  “shenanigans”	  
–  Swept	  state	  rules	  and	  regula<ons	  aside	  
–  Eliminated	  L-‐T-‐V	  requirements	  (allowed	  ~	  zero	  down	  payment	  loans)	  
–  Originators	  of	  new	  S&Ls	  were	  allowed	  to	  start	  (capitalize)	  their	  S&L	  with	  land	  

or	  other	  non-‐cash	  assets	  rather	  than	  money	  	  
–  S&L	  were	  allowed	  to	  make	  all	  sorts	  of	  non-‐mortgage	  loans,	  loans	  on	  vacant	  

land,	  and	  loans	  far	  from	  their	  region	  
–  Allowed	  a	  single	  stockholder	  to	  own	  a	  S&L	  
–  Changed	  the	  defini<on	  of	  net	  worth	  so	  fewer	  S&Ls	  would	  have	  to	  be	  declared	  

insolvent	  
•  Meanwhile,	  Reagan	  decimated	  the	  staff	  of	  the	  FSLIC	  
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Deregulated	  S&Ls	  
•  The	  only	  way	  out	  seemed	  to	  be	  to	  rapidly	  acquire	  huge	  volumes	  of	  new	  

loans	  to	  dilute	  the	  overhang	  from	  past	  loans,	  and	  repair	  the	  balance	  
sheet.	  	  

•  AMer	  1982,	  S&Ls	  were	  deregulated	  allowing	  them	  to	  pay	  very	  high	  interest	  
rates	  
–  The	  period	  from	  1982	  to	  1985	  was	  characterized	  by	  extremely	  rapid	  growth	  

fueled	  by	  an	  influx	  of	  deposits	  into	  ins<tu<ons	  willing	  to	  pay	  above-‐market	  
interest	  rates.	  	  

–  With	  money	  flowing	  so	  plen<fully,	  risk	  takers	  gravitated	  toward	  the	  S&L	  
industry,	  altering	  ownership	  characteris<cs.	  	  

–  S&L	  invested	  heavily	  in	  construc<on	  loans	  for	  condominiums,	  office	  buildings,	  
shopping	  centers	  and	  hotels,	  casinos	  to	  fast-‐food	  franchises,	  ski	  resorts,	  and	  
windmill	  farms,	  junk	  bonds,	  arbitrage	  schemes,	  deriva<ve	  instruments,	  etc.	  	  	  

–  As	  the	  FDIC	  Report	  said:	  
–  "Although	  more	  than	  a	  few	  of	  these	  new	  owners	  engaged	  in	  highly	  

publicized	  cases	  of	  fraudulent	  ac0vity,	  many	  others	  were	  just	  greedy.”	  	  
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The	  AMermath	  
•  The	  final	  cost	  of	  the	  S&L	  debacle	  was	  $160	  billion	  of	  which	  $132	  billion	  was	  borne	  by	  

taxpayers	  
•  The	  person	  most	  responsible	  for	  the	  depth	  and	  extent	  of	  the	  Savings	  and	  Loan	  Scandal	  of	  the	  

1980s	  was	  President	  Ronald	  Reagan.	  	  
•  S&Ls	  were	  allowed	  (perhaps	  even	  encouraged)	  to	  run	  wild	  with	  investment	  schemes	  backed	  

by	  the	  FSLIC	  that	  would	  have	  been	  considered	  unimaginable	  in	  prior	  years	  
•  A	  large	  por<on	  of	  the	  funds	  eventually	  paid	  out	  by	  the	  federal	  government	  to	  bail	  out	  failed	  

S&Ls	  could	  have	  been	  avoided	  by	  <mely	  and	  effec<ve	  ac<on	  before	  the	  problem	  escalated	  
out	  of	  hand.	  	  

•  The	  government	  guarantee	  of	  insured	  deposits	  exposed	  US	  taxpayers	  to	  the	  risk	  of	  loss	  –	  
while	  the	  profits	  made	  possible	  by	  deregula<on	  and	  forbearance	  would	  accrue	  to	  the	  owners	  
and	  managers	  of	  the	  savings	  and	  loans.	  

•  In	  1987,	  aMer	  auditors	  said	  that	  at	  least	  $50	  billion	  was	  needed,	  some	  Congressmen	  
reluctantly	  proposed	  to	  raise	  the	  $5	  billion	  budget	  to	  $15	  billion.	  It	  was	  voted	  down	  258-‐153.	  

•  Lowy	  in	  reviewing	  the	  policy	  of	  "keeping	  zombie	  S&Ls	  open"	  put	  it	  very	  succinctly:	  "the	  delay	  
cost	  a	  whole	  lot.”	  
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The	  Bull	  Market	  of	  1982-‐1999	  	  

Crash	  of	  1987	  
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History	  Repeats	  Itself?	  
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The	  Bull	  Market	  of	  1982-‐1999	  
•  The	  stock	  market	  took	  off	  in	  August	  1982,	  and	  began	  a	  spectacular	  17-‐year	  rise	  to	  1999,	  	  

–  with	  a	  few	  hiccups	  along	  the	  way	  (including	  the	  crash	  of	  1987)	  
•  Income	  taxes	  and	  capital	  gains	  taxes	  were	  sharply	  reduced	  during	  this	  era,	  while	  government	  

deficits	  soared	  	  
•  The	  advent	  of	  401(k)-‐re<rement	  plans	  poured	  billions	  into	  the	  stock	  market.	  	  
•  There	  was	  a	  widespread	  and	  pervasive	  belief	  that	  stocks	  were	  proven	  to	  be	  the	  best	  long-‐term	  

investment,	  and	  there	  was	  a	  concomitant	  belief	  that	  there	  would	  quickly	  be	  a	  recovery	  from	  any	  
temporary	  downturn.	  	  

•  Mergers	  and	  acquisi<ons,	  and	  stock	  buyback	  programs	  reduced	  the	  number	  of	  shares	  available.	  	  
•  Big	  gains	  were	  possible	  from	  corporate	  takeovers,	  and	  the	  advent	  of	  junk	  bonds	  for	  this	  purpose	  

expanded	  the	  opportuni<es.	  	  
•  The	  advent	  of	  the	  dot.com	  revolu<on	  poured	  fuel	  on	  a	  raging	  fire,	  driving	  the	  flames	  to	  

unprecedented	  heights.	  Ini<al	  public	  offerings	  were	  greeted	  with	  wild	  enthusiasm.	  	  
•  Viewpoints	  on	  how	  and	  why	  to	  value	  stocks	  became	  much	  more	  subjec<ve	  and	  all	  the	  old	  

standards	  were	  discarded.	  	  
•  The	  tax	  code	  provided	  a	  very	  generous	  treatment	  of	  interest	  payments	  on	  debt.	  Interest	  payments	  

on	  debt	  were	  fully	  deduc<ble.	  Buying	  assets	  with	  borrowed	  funds	  meant	  shiMing	  much	  of	  the	  cost	  
to	  the	  federal	  government.	  
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The	  dot.com	  bubble	  
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Dot.com	  Example	  

Today,	  you	  can	  buy	  
a	  facsimile	  stock	  
cer<ficate	  (suitable	  
for	  framing)	  for	  
$69.95	  	  
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Dot.com	  Example	  
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The	  sub-‐prime	  mortgage	  bubble	  
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The	  Real	  Estate	  Boom	  
•  When	  the	  dot.com	  stock	  market	  bubble	  deflated	  in	  the	  spring	  of	  2000,	  the	  Federal	  Reserve	  

rushed	  in	  to	  try	  to	  preserve	  the	  stock	  market	  bubble,	  or	  at	  least	  mi<gate	  the	  depth	  of	  the	  
ensuing	  debacle.	  	  

•  It	  seems	  likely	  that	  the	  Federal	  Reserve	  System	  has	  a	  primary	  goal	  to	  prop	  up	  ballooning	  
stock	  markets,	  and	  was	  alarmed	  at	  the	  steep	  drop	  in	  the	  stock	  indices,	  par<cularly	  the	  
NASDAQ	  in	  2000-‐2001.	  

•  	  The	  Federal	  Reserve	  believed	  that	  it	  had	  to	  act.	  The	  federal	  funds	  rate,	  which	  had	  wavered	  
between	  5%	  and	  6%	  from	  1994	  to	  March	  2001,	  was	  successively	  reduced	  to	  4%	  in	  May	  2001,	  
to	  3%	  in	  September	  2001,	  to	  2%	  in	  November	  2001,	  and	  as	  low	  as	  1.25%	  and	  even	  1.0%	  in	  
2002	  and	  2003.	  	  

•  Millions	  of	  households	  refinanced	  their	  mortgages	  during	  this	  period.	  Many	  increased	  the	  
amount	  of	  principal,	  oMen	  using	  ARMs	  with	  their	  “teaser”	  rates	  

•  Others	  sold	  and	  traded	  up	  to	  higher	  priced	  homes	  at	  lower	  interest	  rates	  
•  House	  prices	  rose	  as	  demand	  increased	  due	  to	  lower	  payments	  
•  Somewhere	  around	  2003-‐4,	  the	  character	  of	  this	  rising	  market	  changed.	  Speculators	  moved	  

in	  and	  began	  replacing	  those	  who	  buy	  homes	  to	  live	  in	  as	  their	  principal	  residences.	  	  
•  Speculators	  bought	  homes	  with	  the	  inten<on	  of	  turning	  them	  over	  to	  a	  later-‐arriving	  

speculator	  perhaps	  within	  a	  year	  or	  two.	  With	  low	  or	  even	  zero	  down	  payments,	  they	  had	  
liNle	  to	  lose.	  	  
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No	  Money	  Down	  
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Residences	  as	  ATMs	  
•  As	  house	  prices	  inflated,	  households	  withdrew	  cash	  from	  their	  

houses	  in	  three	  ways:	  	  
•  (1)	  by	  selling	  their	  houses	  at	  inflated	  prices,	  	  
•  (2)	  by	  refinancing	  their	  mortgages	  at	  higher	  levels	  of	  principal,	  	  
•  (3)	  by	  acquiring	  "line	  of	  credit"	  loans	  in	  addi<on	  to	  their	  

mortgage(s)	  using	  their	  houses	  as	  collateral.	  	  
•  The	  cash	  that	  they	  took	  out	  of	  refinancing	  spent	  on	  vehicles,	  other	  

consumer	  goods,	  vaca<ons,	  educa<on,	  and	  medical	  services	  –	  and	  
also	  to	  pay	  off	  other	  forms	  of	  debt	  that	  had	  non-‐tax	  deduc<ble	  
interest.	  	  

•  Example	  of	  couple	  in	  Corona	  
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Extrac<on	  of	  funds	  from	  homes	  
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If	  Time	  Permits	  
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Money	  Supply	  and	  Interest	  Rates	  
•  Investment	  public's	  faith	  in	  the	  effec<veness	  of	  monetary	  

policy	  by	  central	  banks	  
•  Each	  hint,	  innuendo	  or	  implica<on	  in	  Federal	  Reserve	  is	  given	  

great	  weight	  and	  has	  an	  immediate	  short-‐term	  effect	  on	  the	  
stock	  markets	  	  

•  Typically,	  central	  banks	  lower	  interest	  rates	  when	  they	  fear	  
stagna<on	  in	  the	  economy	  

•  However,	  as	  this	  s<mulus	  generates	  a	  boom,	  central	  banks	  
are	  loath	  to	  s<fle	  the	  boom	  by	  raising	  interest	  rates	  because	  
of	  poten<al	  nega<ve	  poli<cal	  consequences	  	  

•  They	  don't	  want	  to	  be	  the	  rain	  that	  falls	  on	  the	  investors'	  
picnic	  
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Ini<a<on	  of	  Booms	  
•  Kindleberger	  and	  Aliber	  (K&A),	  	  following	  Minsky:	  

–  an	  upward	  boom	  can	  be	  ini<ated	  by	  "an	  exogenous	  outside	  shock	  to	  
the	  macroeconomic	  system	  ...	  if	  sufficiently	  large	  and	  pervasive.”	  

•  New	  technology	  
–  See	  next	  slide	  

•  Domino	  effect	  
–  AMer	  one	  bubble	  collapses,	  remaining	  funds	  pop	  up	  in	  a	  new	  related	  

bubble	  
•  Money	  supply	  and	  interest	  rates	  

–  See	  following	  slides	  
•  Develop	  new	  geographic	  areas	  

–  Americas	  in	  1700s,	  Florida	  in	  1920s	  
•  Financial	  innova<on	  

–  Holding	  companies	  in	  1920s,	  Mutual	  funds,	  401Ks	  in	  1980s	  to	  2000s	  
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Role	  of	  Central	  Banks	  

•  K&A	  concluded	  that	  central	  bankers	  "have	  been	  
exceedingly	  reluctant	  to	  aNempt	  to	  deal	  with	  asset	  price	  
bubbles	  or	  even	  to	  recognize	  that	  they	  exist	  or	  could	  
have	  existed"	  	  

•  The	  answer	  seems	  to	  be	  that	  they	  don't	  want	  to	  be	  the	  
Grinch	  who	  stole	  Christmas	  

•  Central	  banks	  would	  rather	  allow	  a	  bubble	  to	  expand	  
than	  be	  accused	  of	  opposing	  prosperity	  

•  The	  Fed	  has	  been	  unable	  to	  detect	  existence	  of	  a	  bubble	  
in	  any	  previous	  episode	  
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The	  Roaring	  1920s	  
•  If	  you	  query	  "Google"	  on	  the	  Internet,	  you	  find	  a	  huge	  number	  of	  ar<cles	  

and	  websites	  that	  address	  the	  stock	  market	  crash	  of	  1929	  and	  the	  ensuing	  
depression	  of	  the	  1930s,	  	  

•  But	  there	  are	  rela<vely	  few	  sites	  that	  deal	  with	  the	  actual	  boom	  of	  the	  
1920s,	  which	  was	  clearly	  a	  proximate	  cause	  of	  the	  crash	  and	  the	  ensuing	  
economic	  depression.	  	  

•  The	  reason	  for	  this	  seems	  to	  be	  that	  we	  have	  a	  deep	  and	  pervasive	  belief	  
in	  our	  society	  that	  it	  is	  only	  right	  and	  natural	  that	  stocks	  should	  go	  up,	  
even	  by	  huge	  percentages,	  and	  such	  increases	  in	  asset	  prices	  are	  neither	  
unreasonable	  nor	  demanding	  of	  explana<on.	  	  

•  However,	  when	  stocks	  go	  down,	  that	  is	  considered	  to	  be	  remarkable	  and	  
deserving	  of	  study	  and	  examina<on.	  When	  stocks	  crash,	  it	  is	  a	  na<onal	  
calamity	  requiring	  inves<ga<ons,	  allega<ons	  and	  accusa<ons.	  
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The	  Crash	  
•  During	  the	  month	  of	  October,	  1929,	  jumps	  of	  as	  much	  as	  10%	  in	  

one	  day	  occurred,	  and	  the	  NYTI,	  which	  had	  peaked	  at	  449,	  
oscillated	  between	  292	  and	  415,	  ending	  the	  month	  at	  344	  (down	  
22%	  from	  the	  August	  peak).	  	  

•  On	  Tuesday,	  October	  29,	  1929,	  an	  unprecedented	  16,410,030	  
shares	  were	  traded	  and	  the	  market	  suffered	  a	  loss	  of	  about	  13%.	  	  

•  During	  the	  week	  the	  market	  lost	  30%	  of	  its	  value.	  
•  By	  November	  13,	  the	  NYTI	  dropped	  to	  235,	  a	  48%	  drop	  from	  the	  

peak.	  	  
•  The	  stock	  market	  con<nued	  to	  drop	  precipitously	  into	  1932,	  when	  

it	  actually	  finished	  below	  the	  low	  point	  of	  1922.	  	  
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Banks	  and	  Mortgages	  
•  The	  whole	  concept	  of	  banking	  ins<tu<ons	  providing	  mortgages	  depends	  on:	  	  

–  (1)	  short-‐term	  interest	  rates	  paid	  by	  banks	  on	  deposits	  and	  CDs	  to	  acquire	  funds	  
–  (2)	  long-‐term	  interest	  rates	  on	  mortgages	  that	  produce	  income	  for	  the	  banks.	  	  

•  This	  process	  for	  funding	  residen<al	  housing	  is	  dependent	  on	  the	  stability	  of	  interest	  rates,	  
and	  constraints	  on	  infla<on.	  	  

•  Typically,	  a	  S&L	  need	  a	  spread	  between	  mortgage	  interest	  and	  depositors'	  interest	  of	  ~2%	  to	  
break	  even.	  	  

•  If	  short-‐term	  interest	  rates	  rise,	  the	  spread	  between	  mortgage	  interest	  and	  depositors'	  
interest	  may	  shrink,	  and	  banks	  start	  to	  lose	  money	  on	  loans.	  	  
–  When	  short-‐term	  interest	  rates	  rise,	  compe<<ve	  interest	  rates	  from	  other	  sources	  (money	  market	  

accounts,	  government	  notes,	  ...)	  tend	  to	  siphon	  off	  funds	  from	  the	  S&L	  if	  the	  rates	  are	  higher	  than	  
the	  S&Ls	  are	  allowed	  to	  pay	  depositors.	  	  

•  Thus	  the	  en<re	  structure	  of	  the	  banking	  system	  for	  residen<al	  mortgages	  is	  fundamentally	  
unstable	  because	  a	  future	  rise	  in	  short-‐term	  interest	  rates	  can	  make	  the	  income	  from	  long-‐
term	  mortgages	  inadequate	  to	  cover	  bank	  expenses,	  and	  the	  bank	  will	  operate	  at	  a	  deficit.	  	  
–  This	  became	  a	  major	  problem	  at	  the	  end	  of	  the	  1970s	  and	  into	  the	  1980s	  as	  short-‐term	  

interest	  rates	  soared.	  	  
–  Today	  (2012)	  we	  have	  a	  <me	  bomb	  if	  short-‐term	  rates	  rise	  to	  say	  2	  to	  3%	  
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The	  S&L	  Crisis	  

•  Mutual	  savings	  banks	  and	  S&Ls	  were	  losing	  money	  
because	  of	  upwardly	  spiraling	  interest	  rates	  and	  asset/
liability	  mismatch.	  	  

•  Net	  S&L	  income,	  which	  totaled	  $781	  million	  in	  1980,	  
fell	  to	  nega<ve	  $4.6	  billion	  and	  nega<ve	  $4.1	  billion	  in	  
1981	  and	  1982	  	  

•  Tangible	  net	  worth	  for	  the	  en<re	  S&L	  industry	  was	  
virtually	  zero,	  having	  fallen	  from	  5.3	  percent	  of	  assets	  
in	  1980	  to	  only	  0.5	  percent	  of	  assets	  in	  1982	  	  

61	  



Fraud	  and	  Misconduct	  
•  Pizzo,	  Fricker	  and	  Muolo	  	  	  described	  the	  "loo<ng	  of	  America's	  S&Ls"	  in	  500	  pages:	  “an	  enormous	  

record	  of	  bad	  management,	  deceit,	  and	  criminality”	  
•  Example:	  Centennial	  Savings	  and	  Loan	  in	  a	  small	  town	  (Guerneville,	  popula<on	  1,700)	  in	  Northern	  

California	  that	  began	  with	  an	  investment	  of	  $2	  million	  in	  1977	  	  
–  hired	  a	  "go-‐go"	  man	  as	  its	  president	  	  
–  acquired	  large	  amounts	  of	  money	  from	  brokered	  deposits	  at	  above-‐market	  interest	  rates	  
–  went	  	  into	  the	  construc<on	  business	  by	  paying	  an	  exorbitant	  sum	  for	  a	  local	  construc<on	  company.	  	  
–  purchased	  a	  stretch	  limousine	  in	  the	  president's	  name	  
–  bought	  25	  luxury	  cars	  for	  management	  use	  
–  leased	  a	  twin-‐engine	  turboprop	  airplane	  
–  bought	  and	  remodeled	  an	  office	  building	  for	  itself	  at	  a	  cost	  of	  $7	  million	  
–  bought	  a	  property	  from	  the	  president	  for	  10	  <mes	  what	  he	  paid	  for	  it	  
–  hired	  a	  European	  chef	  full-‐<me	  
–  paid	  for	  lavish	  trips,	  furniture	  and	  remodeling	  of	  property	  owned	  by	  the	  president.	  	  
–  The	  president	  and	  the	  chairman	  of	  the	  board	  declared	  $800,000	  bonuses	  for	  themselves	  in	  1983	  –	  totaling	  2/3	  of	  the	  

reported	  income	  of	  Centennial.	  	  
–  But	  in	  1985,	  regulators	  finally	  closed	  down	  Centennial	  as	  insolvent.	  	  
–  At	  that	  <me,	  Centennial	  had	  swelled	  to	  $404	  million	  in	  assets	  (compared	  to	  about	  $2	  million	  three	  years	  prior).	  	  
–  Eighty	  percent	  of	  the	  $435	  million	  in	  deposits	  were	  high-‐cost	  brokered	  CDs	  (it	  is	  normal	  that	  this	  should	  be	  less	  than	  

20%).	  	  
–  Thirty-‐six	  percent	  ($140	  million)	  of	  Centennial's	  loans	  were	  <ed	  up	  in	  high-‐risk	  ventures	  owned	  by	  cronies	  or	  

subsidiaries	  of	  Centennial.	  	  
–  Finally,	  26	  charges	  were	  filed	  by	  the	  FBI	  against	  the	  former	  president	  of	  Centennial,	  but	  he	  died	  not	  long	  aMer	  -‐	  some	  

say	  by	  suicide.	  	  
–  The	  final	  bill	  to	  the	  public	  was	  $165	  million.	  	  
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Real	  Estate	  Boom	  
•  The	  number	  of	  real	  estate	  licenses	  in	  California	  grew	  from	  305,000	  in	  early	  2002	  to	  526,000	  

in	  early	  2007.	  By	  2007,	  one	  out	  of	  every	  50	  adults	  in	  California	  had	  a	  real	  estate	  license!	  

•  A	  frenzy	  seems	  to	  have	  gripped	  the	  banking	  industry	  to	  market	  the	  greatest	  number	  of	  
mortgages	  regardless	  of	  the	  generosity	  of	  the	  terms	  or	  the	  ability	  of	  the	  borrower	  to	  make	  
future	  payments.	  	  

•  As	  more	  and	  more	  of	  those	  with	  good	  credit	  had	  already	  purchased	  or	  refinanced,	  the	  
banking	  and	  mortgage	  industry	  and	  builders	  turned	  to	  those	  with	  lesser	  credit	  ra<ngs.	  

•  While	  these	  mortgages	  were	  being	  marketed,	  profits	  to	  banks	  soared.	  Almost	  all	  aNen<on	  
was	  on	  short-‐term	  profits	  from	  up-‐front	  loan	  fees,	  while	  longer-‐term	  liabili<es	  were	  ignored.	  	  

•  There	  was	  a	  huge	  expansion	  in	  mortgage-‐backed	  securi<es	  that	  were	  purchased	  by	  many	  
leading	  banks	  and	  investment	  ins<tu<ons.	  	  

•  Homebuilders	  responded	  to	  increased	  house	  prices	  by	  significantly	  increasing	  the	  number	  of	  
homes	  built	  per	  year.	  Many	  of	  these	  new	  homes	  were	  concentrated	  in	  "hot"	  areas	  where	  the	  
rate	  of	  home	  building	  were	  much	  greater	  than	  for	  the	  na<onal	  average.	  

•  "Flipping"	  became	  the	  modus	  operandi	  for	  buying	  houses.	  It	  is	  es<mated	  that	  20%	  of	  house	  
purchases	  in	  California	  from	  2002	  to	  2007	  were	  by	  people	  who	  didn't	  live	  in	  the	  houses,	  and	  
this	  percentage	  increased	  significantly	  from	  2005	  to	  2007.	  
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Real	  Estate	  Boom	  

•  Many	  people	  bought	  several	  houses	  on	  liNle	  or	  no	  
money	  down	  and	  sat	  back	  to	  await	  capital	  gains.	  	  

•  Even	  more	  stretched	  their	  finances	  beyond	  the	  
breaking	  point,	  knowing	  that	  they	  could	  not	  meet	  
monthly	  payments	  for	  too	  long,	  with	  the	  expecta<on	  
that	  a	  10	  to	  20%	  per	  year	  price	  increase	  would	  bail	  
them	  out	  	  

•  Note:	  The	  10-‐20%	  profit	  is	  on	  the	  house	  price.	  For	  an	  
investor	  who	  puts	  5%	  down	  on	  the	  house,	  the	  profit	  on	  
his	  investment	  is	  200-‐400%.	  For	  an	  investor	  who	  puts	  
no	  money	  down,	  the	  profit	  margin	  is	  infinite	  	  
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Bubbles	  Invite	  Charlatans	  
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The	  Next	  Bubble?	  
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•  Michael	  Moore	  in	  his	  
film:	  “Capitalism:	  An	  
American	  Love	  
Story”	  
–  Points	  out	  that	  the	  
words	  “union”	  and	  
“welfare”	  appear	  in	  
the	  cons<tu<on	  	  

–  but	  “free	  enterprise”	  
and	  “capitalism”	  do	  
not	  
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The	  way	  we	  are	  now	  

•  Job	  Loss	  
•  Redistribu<on	  of	  Wealth	  
•  Free	  Trade	  
•  Reliance	  on	  Paper	  Assets	  (vs.	  wages)	  
•  Debt,	  Debt	  and	  more	  Debt	  

•  Temporary	  or	  Permanent?	  
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Job	  Loss	  
•  Job	  elimina<on	  from	  automa<on,	  Internet	  sales	  and	  non-‐human	  

communica<ons	  have	  finally	  surpassed	  gains	  in	  produc<vity	  	  

•  Corpora<ons	  don't	  need	  as	  many	  employees	  as	  they	  used	  to	  

•  These	  cutbacks	  in	  employment	  are	  not	  temporary;	  they	  are	  permanent.	  	  

•  The	  main	  weapon	  against	  job	  loss	  by	  Obama	  is	  to	  cut	  interest	  rates.	  
However,	  dropping	  interest	  rates	  to	  zero	  will	  not	  restore	  former	  jobs.	  	  	  

•  We	  are	  now	  have	  a	  lot	  more	  people	  of	  working	  age	  than	  we	  need	  to	  
conduct	  the	  commerce	  of	  our	  na<on.	  	  

•  Thus,	  we	  will	  divide	  into	  three	  classes:	  the	  rich,	  the	  workers,	  and	  the	  out-‐
of-‐workers.	  	  

•  The	  rich	  and	  the	  workers	  will	  go	  on	  as	  usual	  and	  that	  part	  of	  the	  economy	  
will	  not	  change;	  it	  will	  just	  be	  a	  decreasing	  percentage	  of	  the	  total	  
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Redistribu<on	  of	  Wealth	  
•  Since	  Reagan	  was	  elected	  in	  1980,	  the	  Republican	  Party	  in	  the	  U.S.	  (with	  

acquiescence	  of	  the	  Democrats)	  has	  enacted	  tax	  policies	  that	  greatly	  favor	  the	  rich	  	  
•  This	  has	  led	  to	  an	  upward	  redistribu<on	  of	  assets	  in	  America	  
•  An	  unprecedented	  number	  of	  very	  wealthy	  people	  sucked	  up	  the	  wealth	  of	  

America	  	  
–  leaving	  the	  middle	  classes	  struggling	  to	  get	  by,	  	  
–  And	  removing	  funds	  from	  the	  marketplace	  into	  sequestered	  paper	  

investments.	  	  
•  This	  money	  is	  like	  a	  <de	  pool,	  surging	  in	  and	  out	  of	  asset	  markets,	  but	  it	  is	  

insulated	  from	  consumer	  purchases,	  which	  are	  the	  backbone	  of	  our	  economy.	  	  
•  Since	  1980,	  tax	  rates	  on	  the	  upper	  brackets	  have	  been	  the	  lowest	  in	  history	  except	  

for	  the	  roaring	  20s.	  
•  	  It	  is	  interes<ng	  that	  taxes	  on	  capital	  gains	  (where	  the	  rich	  make	  most	  of	  their	  

income)	  has	  always	  been	  much	  lower	  than	  earned	  income	  from	  wages.	  	  
•  While	  the	  Republicans	  complain	  that	  the	  Democrats	  want	  to	  “redistribute	  wealth”	  

by	  taxing	  the	  rich,	  the	  Republicans	  have	  done	  all	  the	  redistribu<on	  of	  the	  past	  
three	  decades,	  and	  that	  redistribu<on	  was	  upward,	  not	  downward.	  
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Free	  Trade	  
•  The	  policy	  of	  free	  trade	  has	  allowed	  transfer	  of	  many	  manufacturing	  

facili<es	  from	  the	  U.	  S.	  to	  overseas,	  par<cularly	  China,	  	  
–  allowing	  them	  to	  produce	  cheaper	  goods	  with	  cheaper	  labor,	  	  	  
–  which	  is	  a	  boon	  to	  those	  in	  America	  with	  jobs	  who	  can	  purchase	  cheap	  

products	  made	  in	  China,	  	  
–  but	  at	  the	  same	  <me	  causes	  a	  shrinkage	  of	  job	  availability	  in	  America.	  	  

•  As	  a	  result,	  a	  growing	  frac<on	  of	  the	  popula<on	  cannot	  afford	  the	  cheaper	  
goods	  from	  China.	  	  

•  Related	  problems	  occur	  in	  the	  problem	  of	  balance	  between	  the	  poorer	  
and	  richer	  countries	  within	  the	  European	  Common	  Market.	  	  

•  American	  corpora<ons	  are	  now	  making	  greater	  profits	  overseas	  than	  they	  
are	  domes<cally,	  and	  they	  have	  huge	  reservoirs	  of	  cash	  overseas	  sirng	  
fallow	  because	  they	  would	  be	  taxed	  in	  brought	  back	  to	  the	  U.	  S.	  	  
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Reliance	  on	  Paper	  Assets	  
•  Star<ng	  with	  the	  great	  stock	  bull	  market	  of	  1982	  to	  1999,	  

–  proceeding	  through	  the	  dot.com	  balloon,	  
–  and	  thence	  to	  the	  housing	  bubble	  of	  2002-‐2007,	  	  
–  and	  finally	  the	  stock	  bull	  market	  of	  2009-‐2011,	  	  

•  we	  have	  become	  too	  reliant	  on	  paper	  assets	  (rather	  than	  wages	  from	  
work)	  as	  a	  source	  of	  wealth.	  	  

•  We	  keep	  bidding	  up	  paper	  assets	  to	  outrageous	  levels	  thinking	  that	  is	  a	  
real	  source	  of	  wealth	  –	  un<l	  they	  collapse	  of	  their	  own	  weight.	  	  

•  This	  saw	  tooth	  paNern	  of	  overbuying	  and	  overselling	  leads	  to	  excessive	  
spending	  during	  boom	  <mes	  and	  reluctance	  to	  pull	  back	  during	  slack	  
<mes,	  further	  exacerba<ng	  the	  debt	  problem.	  	  

•  The	  growth	  of	  stock	  prices	  has	  hugely	  outpaced	  the	  growth	  of	  produc<vity	  
and	  produc<on	  	  

75	  



Debt,	  Debt	  and	  More	  Debt	  
•  At	  the	  interna<onal,	  federal,	  state,	  county,	  municipal	  and	  personal	  levels,	  people,	  

organiza<ons,	  ins<tu<ons	  and	  governments	  have	  spent	  beyond	  their	  means	  for	  decades	  	  
•  Un<l	  finally,	  there	  is	  a	  growing	  realiza<on	  that	  this	  is	  no	  longer	  viable.	  	  
•  So,	  we	  find	  that	  at	  all	  levels,	  we	  are	  overspent	  with	  phantom	  money	  that	  exists	  only	  as	  loan	  

balances	  on	  paper	  that	  will	  never,	  ever	  be	  paid	  back.	  	  

•  At	  all	  these	  levels,	  we	  have	  become	  used	  to	  a	  higher	  level	  of	  spending	  and	  resist	  strongly	  any	  
proposed	  cutbacks	  in	  spending	  or	  increases	  in	  taxes	  to	  cover	  these	  excessive	  spending	  
habits.	  	  	  

•  Eventually,	  the	  world	  will	  realize	  that	  the	  U.	  S.	  Government	  debt	  is	  a	  Ponzi	  scheme.	  	  
•  In	  a	  Ponzi	  scheme,	  you	  provide	  unsustainable	  returns	  to	  investors,	  using	  new	  money	  coming	  

in	  to	  pay	  the	  old	  investors.	  As	  long	  as	  many	  of	  the	  old	  investors	  reinvest	  their	  paper	  earnings,	  
and	  don’t	  withdraw	  from	  the	  fund,	  it	  can	  keep	  going	  a	  long	  <me.	  	  

•  Holders	  of	  U.	  S.	  bonds	  are	  the	  investors	  in	  the	  U.	  S.	  Government.	  The	  U.	  S.	  Government	  
spends	  more	  than	  it	  takes	  in	  in	  taxes.	  To	  cover	  this	  shor~all,	  they	  borrow	  new	  money.	  With	  
that	  new	  money,	  they	  pay	  interest	  on	  the	  old	  loans.	  The	  total	  deficit	  keeps	  growing.	  As	  long	  
as	  new	  money	  keeps	  coming	  in,	  this	  process	  seems	  to	  be	  sustainable.	  However,	  no	  Ponzi	  
scheme	  has	  ever	  lasted	  forever.	  	  
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Temporary	  or	  Permanent?	  

•  From	  the	  Democrats’	  point	  of	  view,	  we	  are	  just	  in	  a	  temporary	  economic	  cyclic	  
downturn,	  and	  if	  we	  can	  put	  enough	  band	  aids	  on	  the	  wound,	  we	  can	  cure	  the	  pa<ent	  
and	  go	  back	  to	  prosperity.	  	  

•  The	  Democrats	  see	  borrowing	  and	  raising	  the	  debt	  limit	  as	  a	  temporary	  evil,	  necessary	  
to	  combat	  this	  temporary	  disease	  of	  the	  economy.	  	  

•  The	  Republicans	  think	  we	  can	  cut	  the	  deficit	  by	  reducing	  taxes	  
•  However,	  there	  seems	  to	  be	  a	  permanent	  restructuring	  of	  the	  economy	  that	  is	  neither	  

curable	  nor	  reversible.	  	  
•  When	  the	  Government	  adds	  more	  workers,	  that	  just	  adds	  to	  our	  debt	  burden.	  	  
•  Corpora<ons	  have	  found	  a	  way	  to	  do	  well	  with	  fewer	  employees.	  That’s	  the	  boNom	  

line.	  
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Role	  of	  the	  Federal	  Reserve	  
•  “Plunge	  Protec<on	  Team”	  to	  prevent	  destabilizing	  stock	  market	  declines	  by	  ac<ve	  

interven<on.	  	  
•  Long	  Term	  Capital	  Management	  crisis	  in	  1998	  
•  AMer	  September	  11	  terrorist	  aNacks,	  the	  Federal	  Reserve	  and	  large	  Wall	  Street	  

firms	  supported	  the	  main	  stock	  markets	  by	  buying	  shares	  as	  panic	  selling	  ensued.	  	  
•  Before	  the	  2003	  Iraq	  invasion,	  the	  US	  and	  Japan	  reached	  an	  agreement	  to	  

intervene	  in	  stock	  markets	  if	  a	  financial	  crisis	  occurred	  during	  the	  war.	  	  
•  The	  stability	  of	  domes/c	  stock	  markets	  is	  considered	  by	  the	  US	  government	  to	  

be	  a	  maXer	  of	  na/onal	  security.	  Interven/ons	  are	  jus/fied	  on	  grounds	  that	  
health	  of	  the	  US	  financial	  markets	  is	  integral	  to	  American	  preeminence	  and	  
world	  stability.	  	  	  

•  Government	  regulators	  asked	  market	  par<cipants	  to	  buy	  stocks	  in	  October	  1989	  to	  
prevent	  another	  plunge.	  When	  this	  proved	  ineffec<ve,	  large	  brokerage	  firms	  
intervened	  in	  the	  futures	  market.	  The	  recovery	  was	  remarkably	  similar	  to	  the	  
miraculous	  turnaround	  in	  equi<es	  the	  day	  following	  the	  1987	  crash.	  	  

•  The	  Fed	  will	  aNempt	  to	  stabilize	  plunging	  stock	  markets	  by	  purchasing	  stock	  index	  
futures	  contracts.	  There	  are	  implica<ons	  that	  the	  government	  supported	  the	  stock	  
market	  in	  1987,	  1989	  and	  1992.	  	   78	  


