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			DEDICATION

			I dedicate this book to every hardworking American who wakes up in the morning asking themselves what went wrong.
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			CHAPTER 1

			“Groupstink”

			Never in the field of monetary policy was so much gained by so few at the expense of so many.

			—MICHAEL HARTNETT, BANK OF AMERICA MERRILL LYNCH CHIEF INVESTMENT STRATEGIST, NOVEMBER 1, 2015

			Early morning, December 16, 2008, with a drizzle of freezing rain falling, few would even glance at the line of inconspicuous Mercury Marquis sedans pulling up to Washington, DC’s Fairmont Hotel. Emerging from the luxurious four-star establishment, their Foggy Bottom home eight times a year, are eleven little-known bureaucrats with their contingent of requisite subordinates.

			There is no fanfare to mark the coming momentous decision they are to take on as they comfortably settle in for the ten-minute caravan to the neoclassical white marble edifice known as the Marriner S. Eccles Federal Reserve Board Building, located at Twentieth Street and Constitution Avenue NW.

			Another half dozen of their peers had already left their homes in nearby Georgetown or some other Washington suburb and they too are making their way to the same address for the all-important 9 A.M. meeting.

			Only one of these bureaucrats—the chairman, a mild-mannered former professor—might have been recognized in an American airport. The rest—unelected, immune to political pressure, mostly academics, and save one, inexperienced in the intricacies of running a major corporation, or even a small business—were virtually invisible outside the narrow world they inhabited despite the enormous power they wielded.

			As these seventeen people arrived, they stowed their coats and umbrellas, grabbed a cup of coffee or tea, and mingled, the low hum of their conversation perhaps more subdued than on similar occasions. The day before, the first of the two-day affair, had been extraordinary in both the dire picture it painted of the American economy and the realization that they would have to take bold and unprecedented action.

			That next sleety morning, they met again, determined to take action to prop up a faltering Wall Street, hopelessly mired in the greatest financial crisis since the Great Depression. Even as they convened, the wreckage of the previous three months still burned around them. Credit markets had seized up and fears for the fate of the economy were mounting.

			With a few exceptions, virtually all of those at the meeting were PhD economists who had earned doctorates at MIT, Yale, Harvard, Princeton, and other top American universities. They met under the auspices of the Federal Open Market Committee (FOMC), the decision-making body of the Federal Reserve System. They believed a lifetime of study in economic theory and monetary policy had given them unique insight to steer policy for the most powerful central bank in the world, the lender of last resort for failing Wall Street banks, and the U.S. government’s last line of defense against utter financial chaos.

			Created in 1913 after the Panic of 1907, the Federal Reserve was founded to keep the public’s faith in the buying power of the U.S. dollar. After failing miserably in the 1930s, the Fed aimed to be more responsive. This led the institution to find discipline in the rising macroeconomic models championed by top monetary theorists. During the ensuing “Quiet Period” in American banking, deposit insurance prevented panics, the Fed controlled interest rates and manipulated the money supply, and though occasional disruptions flared, like the failure of Continental Illinois National Bank and Trust Company in 1984, no systemic risk erupted for seventy years. The Fed had tamed the volatile U.S. economy.

			Until September 2008, when all hell broke loose in a worldwide panic that completely blindsided and, embarrassed the Federal Reserve. The Fed had used billions of dollars in taxpayer funds to bail out Wall Street fat cats. Everyone blamed the Fed.

			Just before 9 A.M., the door to the chairman’s office opened. Federal Reserve Chairman Ben Bernanke took his place in an armchair at the center of a massive oval table. The members of the FOMC found their designated places around the table; aides sat in chairs or couches against the wall. With staff, the room contained fifty or sixty people, far more than normal for this momentous occasion.

			In front of each FOMC member was a microphone to record their words for posterity. To a casual observer, the content of their conversation would be obscured by economic jargon.

			This day, their essential task was to vote on whether to take the “fed funds” rate—the interest rate at which banks lent money to each other in the overnight market—to the zero bound. The history-making low rate would ripple throughout the economy, affecting the price to borrow for businesses and consumers alike.

			Bernanke was calm but insistent. His lifetime of study of the Great Depression indicated this was the only way. His sheer depth of knowledge about the Fed’s mishandling of that tragic period was undoubtedly intimidating.

			By the end of the meeting, the vote was unanimous. The FOMC officially adopted a zero-interest-rate policy in the hopes that companies teetering on the brink of insolvency would keep the lights on, keep employees on their payrolls, and keep consumers spending. It would even pay banks interest on deposits.

			Free cash. We’ll even pay you to take it!

			As they gathered their belongings, everyone shook hands, all very collegial despite the sometimes vigorous discussion. They journeyed back to their nice homes in the toniest neighborhoods of America’s richest cities: New York, Boston, Philadelphia, Chicago, Dallas, San Francisco, Washington, DC.

			They returned to their lofty perches, some at the Eccles Building, others to the executive floors of Federal Reserve District Bank buildings, safely cushioned from the decision they had just made. Most of them were wealthy or had hefty defined benefit pensions. Their investments were socked away in blind trusts. They would feel no pain in their ivory towers.

			It took a few months, but the Fed’s mouth-to-mouth resuscitation brought gasping investment banks and hedge funds and giant corporations back to life. Wall Street rejoiced.

			But the Fed’s academic models never addressed one basic question: What happens to everyone else?

			In the decade following that fateful day, everyday Americans began to suffer the aftereffects of the Fed’s decision. By 2016, the interest rate still sat at the zero bound and the Fed’s balance sheet had ballooned to $4.5 trillion, thanks to the Fed’s “quantitative easing” (QE), the label given its continuing purchases of Treasuries and mortgage-backed securities.

			To what end? All around are signs of an economy frozen in motion thanks to the Fed’s bizarre manipulations of monetary policy, all intended to keep the economy afloat.

			The direct damage inflicted on our citizenry begins with our youngest minds and scales up to every living generation in our country’s midst.

			The journey could begin anywhere, but let’s start in Erie, Pennsylvania, an area of the country that was struggling even before 2008. The Fed’s high interest rates in the 1980s killed its steel and auto industries. The zero bound has dealt the region another devastarting blow. Now, in an Erie elementary school students are given stapled copies of “Everyday Mathematics” instead of an actual textbook. After a snowstorm, twenty-one buckets were deployed to catch leaks because there was no money to repair the roof. In the last five years, the Erie school district has laid off one fifth of its employees and closed three schools to cut costs. School officials are being forced to divert budgets earmarked for kids and facilities to cover the shortfall in its teacher pension fund, starved for yield in a zero-interest-rate environment where bonds return only 1 to 2 percent.

			This is not limited to Erie. By mid-2016, long-term returns for U.S. public pensions have dropped to the lowest levels ever recorded—a $1.25 trillion funding gap—forcing pension fund managers from New York to California to resort to ever-riskier investments to meet their legal obligations—and to cut services to make up the shortfall.

			Ruining Americans’ pension systems? The professor and the FOMC had not anticipated that particular side effect.

			And then there are the millennials, the 77 million young people born between 1980 and 1995. As private equity surged into real estate, purchasing homes to be used as rentals in search of higher yields, house prices have soared and the market share of first-time home buyers has dropped to its lowest level in almost thirty years. Nearly half of males and 36 percent of females age eighteen to thirty-four live with their parents, the highest level since the 1940s.

			Delaying household formation and all the consumer spending that goes with that? Not on the FOMC’s radar.

			Even with mortgage rates at record lows, stagnant wages have made it difficult for millennials to amass down payments. Builders anxious to maximize returns now focus on constructing expensive houses, leaving fewer starter homes for sale in urban areas favored by today’s young adults. It is an ominous trend for baby boomers. For many, home equity makes up the bulk of their retirement savings.

			Killing the move-up housing market? Nope, the FOMC didn’t foresee that either.

			Chances are pretty good that most boomers didn’t get the gist of the statement released by the Fed on that December day in 2008. A certificate of deposit (CD) now pays a hair above nothing. Those boomers—my mom among them—have taken a long hard look at their retirement accounts and realized with a sense of dread that a lifetime of scrimping and risk-averse investing has left their nest eggs vulnerable to serious erosion.

			With interest rates on CDs near zero, the average boomer household would need $10.6 million in principal to safely earn $15,930 in interest, the annual income at the federal poverty-line level for a family of two.

			Do your folks have $10 million in savings? Mine don’t.

			Of course, with $10 million, CDs might not be on the table, but that’s the point. Several hundred thousand dollars won’t do the trick without undue risk for aging boomers.

			The members of the FOMC knew their decision would screw savers and the risk-averse elderly. They didn’t care. They couldn’t afford to. Even when well-intentioned smart people save the world, there are always a few, or in this case, millions of inevitable casualties. C’est la vie!

			Sadly, there were no angry protests, no million-man marches on Washington that sent shock waves through our country after the FOMC issued its press release. Only the quiet, unheralded loss of some fundamental freedoms: the freedom to save for our retirements risk free, the freedom to sleep in peace knowing our pensions are safe, and the freedom for U.S. companies to invest in our nation’s future.

			The FOMC’s vote during its final meeting of 2008 didn’t come from nowhere. It was part of a long tradition of economic interference by well-meaning bureaucrats, going back to the 1930s and accelerating with Federal Reserve Chairman Alan Greenspan in the 1980s.

			Greenspan championed the era of financial deregulation that drove Wall Street to levels of greed that surprised even the most hardened investment banking veterans.

			His pragmatic response to every crisis on Wall Street? Lower interest rates, which Greenspan did again and again and again. Blow bubbles and pray they don’t pop.

			But they always do.

			In the late 1990s, dot-com companies soared far beyond true valuations; reality pricked that balloon in 2001.

			In response, Greenspan again aggressively lowered interest rates and blew another bubble, this time in housing, with catastrophic results that led to the worldwide meltdown in 2008.

			In response, his successor, Ben Bernanke, followed suit, pushing through a massive monetary policy experiment by lowering interest rates to zero and using QE to flood America with easy money.

			He based his policies on a lifetime of academic study. His theoretical models relied on the idea of the “wealth effect,” first articulated by British economist John Maynard Keynes. The concept assumed that free money would induce businesses to borrow, invest, and hire more employees. They in turn would buy homes, consume, and put savings into the stock market instead of CDs, where they would earn little to no interest. As their assets rose in value, people would spend more.

			The resulting wealth-effect tide would lift all boats. Hailed as a genius by other academics, Bernanke had every confidence his theories would work.

			When they didn’t, when the American economy continued to stagger, Bernanke doubled down. His models couldn’t be wrong; something else must be holding back the economy.

			Janet Yellen, who followed Bernanke as Fed chair, maintained his radical policies with gusto, determined that households and businesses would invest, buy, consume, damn it! Though many on the FOMC sought an exit plan, Yellen was even more married to the Keynesian model of economic growth than Bernanke. She continued to advocate for more QE, and has even raised the specter of negative interest rates.

			But real people haven’t responded the way academics anticipated in their wealth-effect models. Individuals, small businesses, and corporations alike have been flummoxed by Fed policy and made their own rational choices unforeseen by the FOMC.

			Cheap money, combined with uncertainty about the regulatory and tax landscape, has encouraged corporations to buy back their shares rather than invest in their future. Companies in the S&P 500 Index—the benchmark for America’s top five hundred publically listed companies—dispersed more than $600 billion to buy back their stock in 2014, and more than $500 billion in 2015.

			This strategy has been employed by companies as diverse as Apple, Bank of America, and ExxonMobil, which lost its prized AAA credit rating after one hundred years, based partially on the record amount of debt it incurred to buy back shares. Since 2005, U.S. corporations have disbursed an estimated $296,000 on share buybacks for every single new employee who has been hired.

			Because that’s the way the world works.

			“No wonder share buybacks and corporate investment into research and development have moved inversely in recent years,” wrote Rana Foroohar in an op-ed in the Financial Times on May 15, 2016. “It is easier for chief executives with a shelf life of three years to try to please investors by jacking up short-term share prices than to invest in things that will grow a company over the long haul.”

			Compared to the immediate post–World War II period, some American corporations now earn about five times more revenue from purely financial activities such as trading, hedging, tax optimization, and selling financial services, as compared to their core businesses.

			As a result, the labor market has atrophied. Though lots of so-called eat, drink, and get sick jobs—for waiters, bartenders, and health care workers—have been created, Fed policy effectively pulled the plug on long-term investment and compromised high-paying job growth.

			By mid-2015, only 62.6 percent of adult workers were employed or actively looking for a job, the lowest in nearly four decades. The so-called shadow unemployment rate is estimated to be as high as 23 percent. Many of these people will never come back into the workforce.

			Paychecks reflect the stagnation. Unless you are among the top 10 percent of earners, your income has barely grown or declined since 2006.

			Ultralow interest rates encouraged what economists refer to as “malinvestment.” Yes, the shale revolution created millions of high-paying jobs for workers with little college education. But when oil prices plunged, many of those high-paying jobs evaporated as quickly as they were created.

			The bailed-out auto industry drove its own form of malinvestment, pushing the subprime auto loan sector into overdrive. The last time around, Greenspan encouraged people to buy more house than they could afford. The result was a tsunami of foreclosures. This time, those same budget-strapped households have been encouraged to drive more car than their wallets can bear.

			Proof: a third of all cars traded in during 2015 had loans that were “underwater.” The owners had taken on debt for more than the value of the vehicles. Although the market for subprime car loans is nowhere near the size of the subprime mortgage market, it hurts the same people who can ill afford such hardships.

			Of course there are those who love zero interest rates.

			In five thousand years of record keeping, debt has never been cheaper. Stocks, bonds, real estate, yachts, planes, blue diamonds, you name it—Fed policies have fueled skyrocketing valuations across the full spectrum of asset classes. And bankers have happily issued debt against them all.

			Paradoxically, though returns on risky investments have been consistently strong, fewer average Americans are comfortable with the risk of owning the most common of the pack—stocks.

			The percentage of U.S. adults invested in the stock market fell from 65 percent in 2007 to 52 percent by the spring of 2016, a twenty-year low. Inflows into U.S. stock mutual funds—a good gauge of small-investor sentiment—were negative in six of the seven years since 2009. In 2015 alone, mutual fund investors withdrew $170.8 billion—this despite a bull market. Americans retrenched and retreated, especially those nearing retirement years. Fed-blown bubbles have decimated their savings not once, but twice.

			Though they might not be able to name the Fed as the party rigging the game, their instincts remind them about the old adage: Fool me once, shame on you. Fool me twice, shame on me.

			As for those mom-and-pop investors who remain in the market, they have little chance of escaping Fed policy because their assets are tied up in expensive and rigid 401(k) plans that emphasize index funds.

			The Fed’s artificially low interest-rate level has distorted the relationship between stocks and bonds. Rather than one providing cover when the other is in distress, asset classes have increasingly moved in concert. And though portfolio advisers make it sound safe, index investing will prove disastrous when markets finally correct.

			The one true growth industry? That would be all that high cotton harvested in high finance. Since 2007, world debt has grown by about $60 trillion, enriching legions of investment bankers one bond deal at a time.

			The Fed’s experiment has widened the inequality gap, angering millions of people who bought into the American dream and know it’s being stripped away from them. The global elite get ever richer while those who work for a living see their earnings stagnate—or worse, get laid off.

			The acclaimed Noam Chomsky documentary Requiem for the American Dream chronicles how the “concentration of wealth and power among a small elite has polarized American society and brought about the decline of the middle class.”

			Chomsky’s intent is to crucify conservatives. But had the predominantly liberal Fed leadership not facilitated the bad behavior of the elite by encouraging them to borrow at virtually no cost, their wealth and power would never have become as concentrated as it is today.

			The ostentatiousness with which the so-called one percent has flaunted its wealth has fueled the rise of anger and extremism, leading to the presidential campaigns of Bernie Sanders on the left and Donald Trump on the right.

			And politicians wonder about the genesis of a deeply divided and dispirited populace.

			Central bankers have invited politicians to abdicate their leadership authority to an inbred society of PhD academics who are infected to their core with groupthink, or as I prefer to think of it: “groupstink.”

			Annual borrowing costs for the United States since 2008 have hovered around 1.8 percent, thanks to an overly accommodating Fed, which allowed a dysfunctional Congress and the administration of former President Barack Obama to kick the responsibility down the road. Massive spending programs, however ill conceived, got funded with little opposition. Obamacare, anyone?

			According to the Congressional Budget Office (CBO), since 2008 federal debt held by the public has nearly doubled and now stands at 75 percent of gross domestic product (GDP). If this lunacy doesn’t end, debt will be 110 percent of GDP by 2036, exceeding the post–World War II peak of 106 percent.

			And yet feckless politicians get to brag that they’ve cut the deficit, a distinction lost on too many of us. Yes, it has cost less to run the government and fund the safety net. But it’s done nothing to staunch the run-up in our nation’s crippling debt load, which has tripled in just twenty years’ time.

			Were there voices of dissent to be heard in that conference room on that December day in 2008? Did anyone argue for the little guy, the cautious investor? Did someone in the room speak on behalf of pension fund managers now forced to take undue risks? What about the leadership of firms and big banks whose incentives are perverted to the extent that they no longer invest in our country’s future?

			The short answer is yes. I worked for one of those who pushed back against the majority. He was the lone member of the FOMC who voted against the professor’s theories at that fateful meeting.

			He fought the good but lonely fight, and I, in my capacity as trusted adviser, waged many a battle with him. But the sad truth is we lost the people’s war. In a world rendered unsafe by banks that were too big to fail, we came to understand the Fed was simply too big to fight.

			I wrote this book to tell from the inside the story of how the Fed went from being lender of last resort to savior—and then destroyer—of America’s economic system.

			During my nine-year tenure at the Federal Reserve Eleventh District Bank of Dallas, where I served as adviser to President Richard Fisher, I witnessed the tunnel vision and arrogance of Fed academics who can’t understand that their theoretical models bear little resemblance to real life.

			To tell this story, I have relied on firsthand experience, interviews with dozens of high-powered market players, reams of financial data, and publicly available documents from the Federal Reserve, including FOMC transcripts and other historical materials.

			People are waking up. And it’s about time. Although I do not believe it is right to end the Fed, it’s high time it was upended. Every American must understand this extraordinarily powerful institution and how it affects his or her everyday life and fight back.

		

	
		
			CHAPTER 2

			Who Would Buy That Crap?

			FED STATEMENT WORD COUNT: 252

			EFFECTIVE FED FUNDS RATE: 5.98%

			10-YR TREASURY RATE: 5.16%

			FED BANKS TOTAL ASSETS: $596.1B

			DATE: 1/1/2001

			How do we know when irrational exuberance has unduly escalated asset values, which then become subject to unexpected and prolonged contractions as they have in Japan over the past decade?

			—ALAN GREENSPAN, DECEMBER 5, 1996

			As I and one hundred other members of the sales force found seats in the conference room at Credit Suisse’s office a few days into January 2001, we grumbled and groused among ourselves. No Wall Street veteran liked being summoned to these dog and pony shows. That could mean only one thing: we were going to be told to sell something.

			My philosophy: if something was worth being sold, it would sell itself, so why were you wasting my time?

			At the front stood a handful of Harvard/Wharton investment bankers in Hermès ties, savvy enough to take off their jackets and roll up their starched sleeves in the face of an irreverent and skeptical audience.

			My colleagues and I had endured the road-show parade of the late 1990s Internet boom and were now witnessing its collapse. We had lost respect for guys like the self-serving analyst who told us Enron was a “table-pounding buy!” right up until a few days before the energy behemoth filed for bankruptcy.

			I had joined Donaldson, Lufkin & Jenrette in 1996 after finishing my MBA in finance and international business at the University of Texas. Inside DLJ, I was branded a rebel, a fair label since grade school, when my favorite question was “Why?”

			I can’t say my bosses always appreciated my attitude, but clients did, at least those with investing experience who cast jaundiced eyes at aggressive young salespeople paid on commission.

			For a twenty-six-year-old woman looking to make her mark, it was a fantastic time to be on Wall Street. In early December, DLJ threw a company Christmas party at the Rainbow Room atop Rockefeller Center. I remember the endless bottles of champagne, the abundance of sushi, the dazzling view of New York at night.

			I had struggled to keep body and soul together while carrying a heavy academic load with one aim: to get into a top-notch graduate program. Standing at the summit of New York’s financial world, my mind sent out a thought and a thank you: “Mom, I’ve made it.”

			No one at that party was worried about Fed chairman Alan Greenspan and his “irrational exuberance” comment earlier that month. Greenspan could have increased margin requirements and stopped many traders in their tracks. He didn’t, believing that an unfettered free market is the best allocator of resources. A true optimist.

			I had less of his faith in mankind. In a few short months, I’d learned plenty about how the investment banking world really worked.

			While in training at DLJ, my class of newly minted MBAs had watched the 1987 movie Wall Street. The corporate raider Gordon Gecko, played by a sleek Michael Douglas, was our role model. We adopted his mantra: “Greed is good.”

			We believed it, having arrived on Wall Street at the height of the dot-com mania. Yahoo went public, making instant millionaires of those who held its stock. Clients begged to buy into the next big thing.

			After a few years I was working with hedge funds, mutual funds, and wealthy individuals. DLJ didn’t silo its sales force, so I gained exposure to many different kinds of investors. I didn’t encourage my clients to ride the NASDAQ wave and never steered them into stuff that would have torpedoed their assets. Making money was great, but a girl’s gotta sleep at night.

			Not everyone felt the same way. I was shocked to see analysts, paid to be independent in their assessment of a publicly traded company’s prospects, lying to investors so they could make millions of dollars on individual deals that our firm was underwriting.

			I also had internal clients, the investment bankers. By day, they sold toxic stuff, which they’d never sink their own money into, out of the front door. When they got their multimillion-dollar bonuses, they’d invest in triple-tax-exempt New York municipal bonds and buy stock in Berkshire Hathaway. When the music stops and everyone else blows up, guess whose investments are liquid? That’s how Wall Street survives.

			Even though I played by my own rules, I was successful enough to rent an apartment on Fifth Avenue and buy Jimmy Choo shoes, on sale, of course. (I worked my way through college in retail. My motto: Never pay full price.) I was a single woman in New York at the height of HBO’s Sex and the City!

			Well, it wasn’t that wild for most of us. And frankly, it got lonely. Girlfriends mattered. I hung Christmas stockings for two best friends at Christmas and had the world over for an Italian feast—literally the only time I had food besides Dijon mustard in the refrigerator, much less cooked.

			During my tenure on Wall Street, from 1996 to 2002, I was only vaguely aware of the Federal Reserve as the “unseen hand.” Like the Wizard of Oz behind the curtain, Greenspan pulled levers and pushed knobs to control the biggest economic system ever created. Many of my colleagues saw the Fed as an impenetrable mystery, and they accepted that the Maestro knew best on our behalf.

			Greenspan rarely issued a statement after FOMC meetings to explain what the Fed would do. Anything he said about monetary policy was notoriously obscure. He had adopted the maxim of Montagu Norman, governor of the Bank of England from 1920 to 1944: “Never explain. Never excuse.”

			The few post-meeting notices about coming changes in monetary policy that the Fed issued were short, under two hundred words, and full of Fedspeak, code words that people on Wall Street parsed like witch doctors examining sheep entrails for clues to the future. Words like “slightly” and “moderately” in Fedspeak did not mean the same thing. Every nuance mattered.

			Two years after I arrived in New York, tremors shook the markets when the hedge fund Long-Term Capital Management (LTCM) shocked the Street by declaring it was on the verge of insolvency.

			The brainchild of John Meriwether, former head of bond trading at Salomon Brothers, LTCM was launched in February 1994 with $1.25 billion in capital and a cadre of hotshots who built financial models that would take bond arbitrage to never-before-seen heights of profitability.

			Meriwether hired PhD economists David Mullins, former vice chairman of the Federal Reserve, and Robert C. Merton and Myron Scholes, two academics who would share the 1997 Nobel Prize in Economics for creating a new method to value derivatives. (This unusual trio should have been investors’ first red flag.)

			By 1996, LTCM’s model-driven investments had proven phenomenally successful. The partners of the firm earned reputations as arrogant, conceited, and secretive, hiding their trades by scattering them among different banks so competitors couldn’t replicate their strategies.

			With its enormous success in the bond market, LTCM took its models into other areas of arbitrage: equity, swaps, and global markets. But in 1997, LTCM ran into trouble when Asian markets, starting with Thailand, began to crater.

			Americans fled risky investments and piled back into Treasury bonds, causing yield spreads to widen, which had not been predicted by LTCM’s models.

			By 1998, these unanticipated events turned the brainiacs’ assumptions on their heads. That August, when Russia defaulted on its debt, LTCM’s model-driven goose was cooked. As markets sank, the hedge fund lost $2 billion in the space of a month. By September, markets had destroyed 90 percent of its equity.

			LTCM’s partners frantically tried to raise money but no one was lending. The hedge fund wasn’t the only one flailing; fifty other firms would experience devastating losses if LTCM went under. At least $1 trillion was at risk.

			Greenspan moved quickly to lower interest rates. The heads of more than a dozen of the biggest banks on Wall Street were summoned to meet with William McDonough, then president of the New York Fed District Bank, to devise a bailout plan. Bear Stearns refused to pony up, but Lehman Brothers, Goldman Sachs, Merrill Lynch, Barclays, Bankers Trust, Chase Manhattan, even two French banks agreed to contribute millions to a $3.65 billion bailout package.

			Eventually LTCM was stabilized and over the next year dismantled. The management was allowed to remain; so much for tough love.

			The bailout didn’t require taxpayer money. But McDonough’s arm-twisting proved immensely important. Wall Street breathed a sigh of relief and traded jokes about how many Nobel Laureates it took to screw in a lightbulb. (None. No one had paid the electric bill so it didn’t matter!)

			The criticism of Greenspan was withering. The Fed’s responsibility was to supervise banks, not high-flying hedge funds. Besides, why had the Fed rescued LTCM and let five other funds go under? Greenspan had been advising central banks of foreign countries to let floundering institutions fail. The hypocrisy was obvious to his critics but not to Greenspan, who made no apologies.

			“Had the failure of LTCM triggered the seizing up of markets,” Greenspan told a congressional hearing, “substantial damage could have been inflicted on many market participants, including some not directly involved with the firm, and could have potentially impaired the economies of many nations, including our own.”

			LTCM was the canary in the coal mine for derivatives, but no one recognized it at the time. The rot unearthed by the Asian crisis continued to fester.

			On February 15, 1999, Greenspan and his two colleagues from Treasury, Robert Rubin and Larry Summers, appeared on the cover of Time magazine, dubbed “The Committee to Save the World,” as the continuing meltdown in Asian markets threatened to spread to the United States.

			I grabbed a copy of the magazine at a newsstand near my apartment. The story talked about the “Three Marketeers” deregulating banks, allowing more risk-taking while at the same time encouraging the creation of complex derivatives to mitigate risk. They were hailed as geniuses. I imagined my fellow Wall Streeters going to the cathedral in my neighborhood and lighting candles. Thanks be to God and Greenspan.

			In August 2000, my firm, DLJ, was purchased by Credit Suisse for $11.5 billion. By January 2001, when we were all called in for that companywide meeting, the Swiss company’s stodgier, more regimented culture had already collided with DLJ’s entrepreneurial spirit.

			The bankers began describing their new product: a $340 million collateralized debt obligation (CDO), essentially a bond composed of home mortgages sliced into various tranches that produced income streams. Each tranche had been rated by Moody’s, Standard & Poor’s, and Fitch Ratings, the three most important ratings agencies. The AAA rating stood at the top, then AA, and so on down the ratings ladder until the bottom, the “equity” tranche.

			The highest-rated tranches paid out first, as much as 10 percent, significantly higher than the average yield on a corporate bond with the same rating; the last to pay out was equity.

			Though the equity tranche produced no income stream, as home prices rose it had the biggest upside, returning as much as 20 percent. But it also promised no guarantees. Investors could lose everything if house prices went south.

			I had never heard of a CDO, nor had most people on our sales force. Everyone looked puzzled. Lew Ranieri, the legendary bond trader at Salomon Brothers, was credited with their invention and popularization.

			CDOs were completely unregulated. Even as they were bailing out LTCM in 1998, Greenspan, Summers, and Rubin made sure derivatives remained beyond regulators’ reach, going so far as to gang up and bully a woman named Brooksley Born in front of Congress.

			Born, a highly respected lawyer with twenty years of experience in practicing derivatives law, had been appointed in 1996 by President Bill Clinton to head a small agency called the Commodity Futures Trading Commission (CFTC).

			Born was alarmed at the incredible growth and opaque nature of the over-the-counter derivatives market, which included CDOs, mortgage-backed securities (MBS), credit default swaps (CDS), and many other sliced-and-diced products.

			In May 1998, Born’s agency published in the Federal Register a “concept release,” a paper on proposed rule changes asking dealers and participants in the derivatives market to voluntarily submit information.

			The reaction was swift and furious. Greenspan, Rubin, and Summers argued that spreading risk among thousands of market participants actually stabilized the global financial system. They and Wall Street’s dog pack of lobbyists began an all-out attack on Born.

			She was summoned to a lunch with Greenspan that Born has to this day refused to talk about. I can only imagine the encounter was unpleasant, Greenspan pulling out the “I know best” card, then following it with the “Who the hell are you?” card. Congressional hearings were hastily called. Greenspan, Rubin, and Summers lambasted Born, impugning her reputation and integrity.

			Eventually the proposed regulations were killed. Realizing she could not effect change, Born resigned on June 1, 1999.

			And the derivatives market continued to grow, made up of constantly evolving creations of smart folks like the ones standing in front of us at Credit Suisse in January 2001.

			“Who would buy this crap?” I thought that morning. The highest-rated tranches should be “money good.” But the rest looked dicey. I was supposed to shovel this dodgy stuff onto my hard-won clients? Nobody else said anything so I raised my hand and rephrased the question. Politely.

			“Can you describe to me who would buy the equity tranche?” I asked. A friend dug a warning elbow into my side.

			The guys at the front mumbled something, but the answer was really “nobody.” At least nobody who understood they were taking all the risk.

			I never sold any Credit Suisse CDOs, but my colleagues did, with great initial success.

			By 2004, everybody wanted to get their hands on CDOs, especially the equity tranches. House prices were soaring, all but eliminating the downside risk.

			In addition, investors such as pension funds could not meet their fixed obligations with low-yield government and corporate bonds. Greenspan had slashed interest rates in the aftermath of the tech implosion, dramatically cutting them from 6 percent to 5.75 percent on January 3, 2001, continuing in increments until the fed funds rate sat at 1 percent.

			Derivatives offered a way out of the yield desert. Pension fund managers took the bait; so did broker-dealers, who kept robust fees coming in by originating and managing CDOs.

			The CDO market exploded, with certain highly rated tranches offering much fatter returns than comparable sovereign bonds or corporate securities. By 2008, the derivatives market had quintupled to $531 trillion, up from $106 trillion in 2002.

			Before 2004, when the market for CDOs and MBSs was relatively small, the pool of underlying assets was well diversified, validating the expectation that they would perform well under most circumstances.

			But as the roles of banks, finance companies, and broker-dealers converged, something had to give to satisfy the immense demand. Underwriting standards were slashed. Still there were not enough loans to feed the derivative machine.

			Some banks, like HSBC, acquired mortgage lenders to gain direct access to loans. Thus commercial banks’ exposure to the subprime market exploded because of the sheer popularity of derivatives.

			By the time derivatives placed the whole system at risk, I had long since put that CDO dog and pony show out of mind. On leaving Credit Suisse in early 2002, I sold my book of business to the investment bank and signed a noncompete, meaning I couldn’t work at a Wall Street firm for a year.

			In the DLJ training program, I’d read Liar’s Poker by Michael Lewis, about life as a bond salesman under Ranieri at Salomon Brothers. In that world, leaving Wall Street for “equities in Dallas” equaled exile and implied failure. I didn’t care. I had fallen in love and was moving to Dallas to get married. In a post-9/11 world, I had become all too aware that life was short. I was happy to give it up for a handsome, funny man named John Booth.

			Even before Credit Suisse took over DLJ, I had started thinking about life after Wall Street. For several years, I’d been writing a newsletter for my clients, a hard-hitting business tool that got great feedback. That had inspired me to revisit a dream I’d had in high school, so I’d enrolled in night school at Columbia University to earn my second master’s degree, this one in journalism. (Did I mention that asking questions came naturally?)

			So I called up Robert Decherd, the CEO of Belo Corporation, owner of the Dallas Morning News, who had spoken to my class at Columbia. Since I had no track record at a newspaper, I offered to work on the business desk as an unpaid intern.

			In my first week, I landed on page A1 with a story about the Pension Benefit Guaranty Corporation and how airlines were strategically bankrupting themselves to slough off pension obligations—a ploy probably dreamed up by an investment banker. Reader response was immediate and irate. The Morning News offered me a job. Within six months I had my own column.

			After seeing outrageous tactics and deceptive practices on Wall Street, I wanted to educate the public about murky financial markets. And derivatives were among the murkiest.
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			The notion of a bubble bursting and the whole price level [of the housing market] coming down seems to me, as far as a nationwide phenomenon, is really quite unlikely.

			—ALAN GREENSPAN, FEBRUARY 27, 2003

			Bunny Harmon for Richard Fisher,” said a perky female voice.

			Sitting at my desk in the autumn of 2005, I thought, “Who the hell in this day and age doesn’t make his own phone calls?”

			Then I saw the caller ID: Dallas Federal Reserve Bank.

			Could it be that Richard Fisher? Harvard-Stanford-Oxford smart. Diplomat, expert on trade negotiations with China, former vice chairman for the strategy firm Kissinger McLarty, hedge fund manager, and now president of the Federal Reserve Bank of Dallas.

			Beyond his snazzy résumé, all I knew about Fisher was that he had a great head of silver hair and a mild case of foot-in-mouth disease.

			In June 2005, a few months after he’d taken over as bank president, Fisher had appeared on CNBC and suggested the Federal Reserve was “clearly in the eighth inning of a tightening cycle” after raising short-term interest rates from 1 to 3 percent over the previous year.

			“We have the ninth inning coming up in June,” Fisher said. “It may have to go into extra innings.”

			Clearly he loved baseball metaphors.

			Fisher’s comments that the Fed might end its rate-tightening cycle fueled a buying spree on Wall Street, a vivid example of how Fed officials can goose markets.

			In October 2005, Fisher gave another market-moving speech—a warning on government deficit spending. Blamed for a 95-point drop in the stock market, he’d been labeled a monetary hawk, tough on inflation. Unlike many other Fed District Bank presidents, whose public statements were cautious and rarely controversial, Fisher was determined to speak out and the markets noticed. But why would the president of the Dallas Fed be calling a lowly newspaper columnist?

			“Sure, put him through,” I said.

			A deep male voice came on the line.

			“You do know you’re in Dallas, Texas,” Fisher said with no preamble.

			“Excuse me?” I said.

			“I’ve been reading your columns,” Fisher said. “You should be writing for the Wall Street Journal. You could be a Jon Hilsenrath or Greg Ip.”

			Since both are widely read columnists with a deep knowledge of financial markets, I saw where this was going. Flattery. Pure unadulterated flattery. I wondered what Fisher wanted, since a lot of my reader response came from pissed-off people who wanted me fired.

			In the fall of 2005, that meant advertisers like real estate agents, home builders, and mortgage lenders. Instead of profitless companies going public, a new contagion had swept the nation.

			After the high-tech bubble burst in 2000, Greenspan pushed mortgage rates down to please the Clinton and Bush White Houses, as well as Congress, which wanted to extend home ownership to more people and keep the economy humming.

			At the same time, Greenspan was blowing up the industry the Fed was supposed to be regulating.

			Banks traditionally profited by capturing the difference between the interest rate at which they made loans and what it cost them to borrow. With rates so low, they had to make up what they were losing on that spread with volume, or trash their lending standards to charge higher interest rates to subprime borrowers.

			Relaxed mortgage lending standards sent house prices soaring around the country, especially in California, Florida, and Nevada. Households were buying a lot more home than they could afford, courtesy of subprime mortgages. The market was so hot it had started to look suspiciously like another bubble.

			The classic definition of an asset bubble was coined by economist Robert Shiller, who called it an unsustainable condition in which “price increases beget further price increases.”

			I preferred Warren Buffett’s definition: “It’s like most trends—at the beginning it’s driven by fundamentals; in the end, by speculation. It’s just like the old adage: ‘What the wise man does in the beginning, the fool does in the end.’” By all measures of the data, the fools had piled in.

			I first forecasted a housing bubble in a story that ran in the Dallas Morning News on January 2, 2003.

			“There’s definitely a housing bubble,” David Tice, portfolio manager of the Dallas-based Prudent Bear Fund, told me bluntly. “Greenspan’s notion that there is not one is preposterous.”

			I kept hearing every sort of excuse as to why it wasn’t happening, wouldn’t happen, couldn’t happen. But by August 2003, I was truly alarmed. The greatest real estate market in history, on a tear since 1991, had peaked in July 2003, with annual sales of existing homes reaching a record high of 6.12 million.

			The Fed’s fingerprints were all over this boom, and not just because of Greenspan’s low interest rates. In 1993, in response to initiatives by the Clinton administration to make housing more affordable for minorities and the poor, the Boston Fed produced a widely circulated paper called “Closing the Gap: A Guide to Equal Opportunity Lending.”

			“Lack of credit history should not be seen as a negative factor” in obtaining a mortgage, the Boston Fed guide noted. As an effort to counter “unintentional” racism in lending markets, the guide sanctioned lowering traditional mortgage-lending standards.

			Not enough saved for a down payment? No problem. The Boston Fed’s PhDs encouraged banks to allow loans from nonprofits or government assistance agencies to go toward a borrower’s down payment, though such borrowers are more likely to default on their mortgages.

			The Boston Fed distributed more than ninety thousand copies of this remarkably naïve guide. The mortgage industry, anxious to extend its reach and generate fees, embraced its suggestions.

			Jeff Jacoby of the Boston Globe had this to say about the campaign to lower mortgage standards, writing in 1995: “[Our banks] are knowingly approving risky loans to get the feds and activists off their backs. . . . When the coming wave of foreclosures rolls through the inner city, which of today’s self-congratulating bankers, politicians, and regulators plans to take the credit?”

			As home prices rose, the resulting boom fueled economic growth through mortgage equity withdrawal (MEW). Homeowners turned their houses into giant ATM machines, taking cash out to pay for appliances and furniture, not to mention boats, big-screen TVs, and college tuition.

			That drain of equity had a scary side. The number of subprime mortgages extended to people who could not qualify for conventional mortgages due to low income or poor credit had blasted into the stratosphere. But every adjustable-rate mortgage (ARM) contained a ticking bomb.

			As interest rates rose, borrowers’ mortgage payments would increase and many marginal households would no longer be able to afford their payments. If their equity had risen, they could survive—for a time—with MEW. But what happened if home values fell? Foreclosure. Multiply that by millions of mortgages.

			I warned Dallas readers against buying more house than they could afford. I battened down my own hatches, clipping coupons and getting my personal household completely out of debt, even making double payments to retire our mortgage.

			The data were so alarming that in April 2005 I predicted in a column that if the scorching real estate markets on the East and West coasts collapsed, the American economy would be devastated.

			From 2004 to 2007, Fannie Mae and Freddie Mac, the government-sponsored enterprises (GSEs), became the biggest buyers of subprime ARMs. The insolvency of the GSEs and hundreds of other mortgage lenders could wreak havoc on an unprecedented scale.

			Could the country withstand not only the loss of home equity, but the evaporation of jobs the boom had created in construction, lending, and real estate?

			The enigmatic Greenspan did admit that “froth” had perhaps entered the housing market and must be dealt with swiftly. But his reaction was snaillike. In mid-2004, Greenspan started raising the fed funds rate incrementally by 25 basis points a time. (A basis point is one-hundredth of 1 percent.) “Gradual” became Wall Street’s favorite word, a signal in the FOMC statement that Greenspan would make no sudden moves.

			In the summer of 2005, Ben Bernanke, then a member of the Fed Board of Governors, tried to douse concerns about the housing market.

			“We’ve never had a decline in house prices on a nationwide basis,” said Bernanke. “So, what I think is more likely is that house prices will slow, maybe stabilize, might slow consumption spending a bit. I don’t think it’s going to drive the economy too far from its full employment path, though.”

			Greenspan told Congress in July 2005 that if housing prices fell, “they likely would be accompanied by some economic stress, though the macroeconomic implications need not be substantial.”

			To which I wrote a column headlined: “Reality, Fed Are at Odds.”

			Two of the top economists at the New York Fed released a paper in October 2005 saying, “We still find little evidence to support the existence of a national home price bubble.”

			But anyone with eyes could see it happening.

			Greenspan continued to insist that the Fed couldn’t prevent an asset price balloon, only clean up the mess left behind when it popped. I strongly disagreed. Greenspan’s insistence on cutting rates from 6 percent to 1 percent in the aftermath of the tech bubble had created another, even larger bubble.

			I admit I harped on this theme. I had to remind one nervous editor that Saint Greenspan was a public figure. When the villagers came, I firmly expected to see the Fed chairman carrying a pitchfork and leading the charge.

			But Fisher didn’t mention my criticism of the Maestro. He said that I was wasting my talent writing for a local publication when I could reach a much wider audience.

			“Look, thank you very much,” I said. “But I’m barefoot, pregnant, and happy as a clam.” My second child was due in a few months. I joked that I was in “retirement” after the punishing pace of life on Wall Street.

			“I get it,” Fisher said. But before he hung up, he invited me to lunch. Sure, I said, my curiosity piqued.

			Fisher was a maverick inside the Federal Reserve, the most powerful and impenetrable institution in the world. What was he like? What did he really do? What did anyone at the Federal Reserve do?

			On the appointed day, I took an elevator at a downtown skyscraper to the Petroleum Club, established in 1934 during the heyday of Texas wildcatting by one hundred prominent oilmen, a private domain where they could eat, wheel and deal, and smoke cigars. Women had to dine in a separate room until 1980.

			I imagined the ghost of H. L. Hunt, the founder of a Texas oil and real estate dynasty, shuddering as I—wearing a stylish dress over my baby bump—followed the waiter through the formal dining room. One of his sons, Ray L. Hunt, a self-made oilman worth billions, was chairman of the Dallas Fed Board of Directors and had crusaded for Fisher’s appointment as president.

			“I put on my shoes for you,” I quipped as I sat down at Fisher’s table.

			Handsome, with piercing brown eyes and silver hair, Fisher gave new meaning to the word charismatic—old-school manners; impeccably dressed in an expensive suit and French cuffs, with cufflinks shaped like dollar signs. I had wondered if Fisher wanted to shut me up, but he had no agenda.

			We chatted about the collapsing housing market over salad. By the entrée, we were deep into a discussion about my ardent belief that the financial system was headed for disaster.

			Fisher made this pregnant woman feel smart and interesting. I later learned about the list of CEOs and small business owners he talked to before FOMC meetings. I’m sure Fisher made them all feel the same way.

			Our lunch ended on a friendly note. Quite nice, we’ll do it again sometime, good luck with the baby . . .

			One thing was for certain, writing the column was the best job I had ever had. Not only was I fulfilling my dream of educating people about perilous markets, I was also righting the wrongs of a childhood that left me scarred by the damage debt could wreak on a family.

			My brilliant but irresponsible father destroyed our family with an ever-growing mountain of unpaid bills that my hardworking mother could never overcome. The irony is, he was an investment adviser. Kind of like the doctor of yesteryear who could always be found in the smoking lounge, my dad saw himself as qualified to handle other people’s money though he couldn’t manage his own.

			From the outside of our beautiful home, in the right neighborhood of San Antonio, we looked as if we had achieved the American Dream, but from the inside, it was a never-ending discovery of more hidden debt and the inevitable conflict it ignited between my parents. As a teenager, I learned not to answer the phone for fear it would be a bill collector. I refused to have friends over in case our shameful secret got out. Eventually my childhood home went into foreclosure and was sold on the courthouse steps for one dollar more than my parents—in the process of divorce—owed on the mortgage.

			In my last semester of high school, I was one of fifteen students chosen to participate in the prestigious Scholars Program at New York University to study journalism. Half of my tuition and room and board would be paid; my family had to cover the balance. The day I received that acceptance letter was the happiest of my young life.

			Of course my parents had no savings. But I was devastated to learn I couldn’t apply for financial aid because my father had failed to file his income taxes for the previous few years. No tax returns, no financial aid. As far as I was concerned, no future. I vowed to quit writing that day and sadly kept that promise for many years to come. My relationship with my father never recovered.

			As a result, I hated debt of all kinds. My internal risk radar constantly scanned the financial landscape for danger, shaped by my personal history.

			I’d arrived on Wall Street in the midst of the greatest bull market since the Roaring Twenties. And at the height of deception—or should we say “optimistic enthusiasm.”

			Our DLJ sales force was subjected to the magic lantern shows by CEOs of dot-com firms whose profits existed only on paper in pro forma promises. Those lasted until the NASDAQ peaked on March 10, 2000, tumbling 37 percent over the next couple of months. Poof! Thousands of companies gone and with them investors’ hard-earned money.

			My master’s thesis at Columbia was titled “The Daily Crystal Ball,” and chronicled the intersection of two significant financial market innovations: 401(k) retirement savings plans and cable business news.

			Beginning in the mid-1980s, average Americans had evolved from spectators to active participants in the stock market. Their appetite for news to track their growing portfolios propelled the rise of CNBC, a business channel inspired by sports news networks, with shows like Squawk Box (must viewing) and colorful commentators like Maria Bartiromo.

			I had long been a CNBC addict. I loved the cascade of real-time information on the economy, the investigation of arcane market trends. (Like watching a “subtitled, multilanguage foreign movie gone mad,” as one professor of pop culture described it.) Bartiromo—the original “money honey”—was my imaginary BFF.

			The irony: CNBC’s popularity skyrocketed even as millions of Americans lost their retirement savings in the dot-com boom and bust.

			I saw my newspaper column as a way to educate people about Wall Street’s deceptive ways, deciphering market-speak and clueing them in to certain realities: Beware of brilliant mutual fund managers talking their books. Tread lightly in December when brokers are trying to clean mistakes off their P&Ls. And most importantly, resist the siren call of that table-pounding buy.

			In early 2006, those CDOs popped up again, in a column I wrote about systemic risk, a concept that most economists never think about or experience outside a textbook.

			Think Great Depression, or the stock market crash of 1987, when reactionary, simultaneous, automated selling pressures succeeded in overwhelming a stock market that was supposed to be impervious to shocks.

			Greenspan had ended his tenure as Fed chairman at the end of January 2006. Journalists praised him as the most visionary Fed chief of all time. As for any hardship suffered under his stewardship—well, economies are complex.

			I was not in the choir singing his praises. “Though I have immense respect for Mr. Greenspan, I think it is premature to draw conclusions about his legacy until his actions work their way through the global economy,” I wrote on January 30, 2006. “My fear is that we have paid a high price for the relative calm that prevailed during the Greenspan years.”

			In hindsight, two back-to-back columns I wrote in March 2006 about escalating systemic risk make it appear that I had psychic powers. Step this way, Madame Danielle will read your future.

			The mortgage market in the United States had reached a record $8.7 trillion, more than twice the size of the U.S. Treasury bond market, so big and so interconnected it had the power to take down the American economy.

			Whenever there were large swings in the Treasury market, automated sell or buy orders were triggered in the mortgage market. The collateral backing mortgages was stretched precariously thin; one in ten households had zero to negative home equity.

			One quarter of the mortgages written in the previous year had been subprime—and the rate of subprime delinquencies was pushing 12 percent.

			In the next two years, a quarter of all outstanding mortgages—an estimated $2 trillion worth—would reset at higher rates. Another reality: a record percentage of commercial banks’ earning assets were mortgage related. Throw the role net money hedge funds played in mortgages for good measure. And Greenspan didn’t see a problem? (Is it any wonder that years later Charlie Munger, Warren Buffett’s right-hand man, would call Greenspan “an amiable idiot”? Ouch.)

			I visited with Paul Kasriel, chief economist at Northern Trust Company, a wealth management firm. Known as the “econotrarian” on the Street, Kasriel told me he’d been concerned for some time that banks “had too many chips on one bet”—housing.

			“Smart” mortgages had exploded in popularity and variety, including no-document, no-down-payment, skip-a-payment, adjustable-rate loans that catered to those with less than sterling credit. These too were carved into tranches like a turkey at Thanksgiving. The juicy (and relatively safe) white meat of the AAAs here, the BB-rated dark meat there, and finally the ugly bits like the neck and the gizzard, the highly profitable but precarious equity tranches.

			The “cowboys”—managers of high-flying hedge funds—hungry for yield and not so concerned about risk, gobbled them all up, especially the equity tranches. That’s what cowboys do. But then MBSs and CDOs were adopted by traditionally risk-averse investment firms and commercial banks’ investment divisions.

			By 2006, sales of these derivatives had reached $503 billion, five times the volume of just three years earlier. They relied on the credit ratings agencies’ stamps of approval.

			Few buyers realized that the agencies had also helped create the MBS or CDO and stood to gain from its sale. The fine print said “these ratings are just opinions and investors shouldn’t rely on them.” People figured the disclaimers were there to make lawyers happy. After all, it was S&P, Moody’s, and Fitch; they sold trust.

			But by March 2006, the problems with subprime-mortgage defaults had started to reveal themselves. As people fell behind on their mortgage payments or defaulted altogether, MBSs had racked up $25 billion in losses. The value of the $340 million Credit Suisse CDO I had been asked to sell in 2001? It had dropped by $125 million.

			“So what if mortgage defaults are on the rise?” Kasriel asked. “No biggie except that U.S. commercial banks have a record exposure to the mortgage market. . . . If the housing bubble bursts, it is safe to say banks’ ability to lend will be seriously pinched for a time.”

			Kasriel was less concerned with the well-collateralized and highest-rated tranches. “But somebody has to own the worst of it; hedge funds hold a lot of this toxic waste.”

			To juice their returns, the cowboys were buying derivatives on credit or, as they say, “leveraging them up.” And who was financing the leverage on the “toxic waste”? Enormous commercial banks like HSBC. What happens when these critical backstops to the financial system themselves default?

			The house of cards collapses.

			Hair-raising. Systemic risk was firmly in place and virtually no one was talking about it. In a full-circle moment, I flashed to January 2001, back to that conference room at Credit Suisse. Derivatives had spread like kudzu, engulfing banks and hedge funds all over the world.

			Alarmed readers peppered me with e-mails. With great timing, William “Bill” Dudley, then chief economist at Goldman Sachs, issued a report on systemic risk, monetary policy, and bubbles. He either couldn’t or wouldn’t acknowledge that the United States was in the middle of a big fat housing bubble.

			But Dudley helpfully pointed out that the Federal Reserve “argues that asset prices should be considered in setting monetary policy only to the extent that movements in asset prices are anticipated to influence output and inflation.”

			So even if there was a housing bubble, the Fed wouldn’t act.

			“It is impossible to both achieve the central bank’s mandate in managing the trade-off between growth and inflation over the near term and also limit asset bubbles,” he said.

			But Dudley offered reassurance: banks like Goldman had such diversified assets that no one should fear systemic risk. Blah, blah, blah.

			Maybe Dudley was just shilling for his employer. After all, uninvested investors don’t generate fees.

			Dudley’s dry words aligned with the impression he’d made years earlier when I visited Goldman Sachs to meet with economist Jan Hatzius, a pioneer in research on how households had been affected by the transformation of their homes into cash machines. Hatzius was charisma cubed, Dudley not so much.

			The funny thing is: his unassuming nature fit nicely in the Federal Reserve culture. After working at Goldman Sachs from 1986 until 2007, Dudley (who had profited substantially after the company went public
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