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BUBBLES R US




Oops!I did it again.


BRITNEY SPEARS, MAY 2000










On October 9, 2006, with the Dow hovering near a record 12,000, the markets got a jolt. Google, the eight-year-old money machine, announced it would buy YouTube, the eighteen-month-old Web video-sharing phenomenon, for $1.65 billion in stock.


Uh-oh. Stocks at multiyear highs. A young tech company using its high-flying stock to snarf up, at a seemingly outrageous valuation, a company with little revenues but gazillions of eyeballs. (YouTube held its financials closely but loudly trumpeted the 100 million videos viewed daily at the site.) The positive reaction in the stock market. (Googles stock rose 8.5 points on the news, creating enough new value to make the transaction essentially free.) The rumors and gossip surrounding the acquisition targets also-ran peers, like Facebook. It sounds like a tale from the late 1990s dot-com bubble, wrote astute deal observer Andrew Ross Sorkin in the New York Times. Less astute deal observer Matt Lauer seconded the notion, opening the October 11 Today show with this irresistible teaser: Bubblicious. Could Googles billion-dollar purchase of YouTube signal another dot-com boom?


Bollocks.


Despite the medias rush to portray the deal as a return to the glory days of 1999, before Lauers hairline and CNBCs ratings had receded so dramatically, the Google-YouTube tie-up emphatically did not herald a return of the dot-com bubble. Rather, it was a logical and historically resonant result of the 1990s bubble. Google, the dork-powered cream of the Web 2.0 crop, was founded in 1998, gained critical mass amid the postbust tristesse, went public in August 2004, and instantly took flight. Superior search algorithms account for Googles astonishing performance and profitability. The stock market valued Google that day at about $128 billionmore than it did most components of the Dow Jones Industrial Average. And while the company used about 2 percent of its high-flying stock as currency, Google could have simply written a check. It had about $9.8 billion in cash and marketable securities on its balance sheet.


But all that code would have been worthless if not for the excess human and technological capacity surrounding the Internet that was created in the 1990s. Google prospered by hiring engineers and computer scientists, many of whom had been made redundant after the bust; by lashing together hundreds of thousands of cheap servers; by tapping into an installed base of 172 million U.S. Web surfers, many whom enjoyed zippy broadband connections; by selling ads to hundreds of thousands of online advertisers desperate for leads, links, and clicks; and by placing ads on blogs and social networking sites.


YouTube, which went from zero to 100 million videos per day in the time it takes an infant to learn to walk, was likewise built on infrastructure laid down in the 1990s. Without near-universal broadband (ever try streaming a video over a 56K dial-up modem?) and the spread of what Forbes publisher Rich Karlgaard calls the continuing cheap revolution in technology, teens would not be able to make videos on their PCs and digital cameras, upload them to the Net quickly, and post links on their MySpace pages. Theres much more to the Web 2.0 phenomenon than Google and YouTube: the virtual universe Second Life; Wi-Fi networks; the burgeoning blogging industry; iTunes; the $211.4 billion e-commerce juggernaut, growing at 20 percent per year; and the $16 billion online advertising industry. Next, add the macroeconomic numbers that are more difficult to crunch. How much cash do corporations save each year due to falling data transmission and storage costs? Whats the value of the time savedand hence money earnedfrom instant messaging, file sharing, BlackBerrys, the online phone service Skype, ordering groceries online through Peapod, using Google to conduct research, and outsourcing insurance claims processing to Bangalore? In the years since the bubble burst in 2000, the way Americans work and communicate has changed dramatically, in large part because the technological infrastructure laid down in the 1990s has been put to such remarkable use.


The cycle seen in fiber optics and dot-coms in the 1990s and the early part of this decadea burst of frantic building and excess capacity, outlandish hype, and cutthroat price competition, bankruptcy and consolidation, self-pity and finger-pointing, short-term losses for many and long-term gains for everybodyis nothing new. Similar manias and bubbles surrounded other promising economic and technological developments: the telegraph in the 1840s and 1850s, the railroads in the 1880s and 1890s, stocks and credit in the 1920s. These bubbles, and their contribution to Americas remarkable record of economic growth and innovation, are the subject of this book.





Whats an investment bubble? Theres no satisfying textbook definition. But it goes something like this. In every generation, people arise to proclaim that a new technology or a new set of economic assumptions and financial tools promise untold riches. The new, new thing will both alter history and free us from its musty grasp. As a result, the old rules simply no longer apply. Promoters concoct pro forma numbers that extrapolate impressive short-term trends indefinitely into the future. Evangelists and proselytizers urge people to abandon reason and steady habits, and browbeat those who steadfastly stick to their sense of rationality. As telecom promoter George Gilder put it in a December 31, 1999, premillennial op-ed in the Wall Street Journal, The investor who never acts until the financials affirms his choice is doomed to mediocrity by trust in spurious rationality. Yes, there are always some fuddy-duddy doubters. In 1995, surveying an unfolding investment craze in a new technology, one pessimist wrote: A few will pay off, but when the frenzy is behind us, we will look back incredulously at the wreckage of failed venture and wonder, Who funded those companies? What was going on in their minds? But, hey, what does Microsoft founder Bill Gates know about new technologies that George Gilder doesnt?


As the bubble takes shape, a chorus of pundits, shills, and true believers concoct eminently solid reasons why this time is different. The authors of the 1999 howler Dow 36,000, James Glassman and Kevin Hassett, and Irving Fisher, the Yale economist who in 1929 proclaimed that stock prices have reached what looks like a permanently high plateau, genuinely believed that the nation stood on the verge of a new era. So did Henry OReilly, whose enthusiasm for the telegraph was so great that he rounded up capital and strung up wires throughout Pennsylvania and Ohio in the 1840s, heedless of the utter lack of demand for the service. And so did David Lereah, chief economist of the National Association of Realtors, who in February 2005 published a book bearing the top-calling title Are You Missing the Real Estate Boom? The Boom Will Not Bust and Why Property Values Will Continue to Climb Through the End of the Decadeand How to Profit from Them. Naturally, housing prices peaked in a matter of months.


As the bubble takes flight, the sector swells to an out-size part of the economy and pushes up demand for the commodities and services it consumes. Now the phenomenon crosses over into the larger consciousness, even if only a small portion of Americans are financially caught up in it. The striking thing about the stock market speculation of 1929 was not the massiveness of the participation, wrote John Kenneth Galbraith. Rather it was the way it became central to the culture. I still remember, with astonishing vividness, the guys behind the counter at my rotisserie chicken place in New York watching CNBC in 1998 and holding forth about the utility of options. Meanwhile, crooks, charlatans, frauds, and mountebanks are elevated into visionaries. In his 2000 book, Telecosm, George Gilder predicted that Bernie Ebberss MCI WorldCom stands ready to release many more trillions of dollars in wealth in Internet commerce and communications and threaten monopolies around the globe. He is a hero of the dimensions of Rockefeller and Milken. (That wasnt the dumbest projection in Gilders book. This was: Profits will migrate toward newspapers and magazines.)


The bubble fully aloft, investors and managers are seized by pervasive me-tooism, a conviction that the fourth, fifth, and sixth movers will enjoy first-mover advantage. Every khaki-clad MBA in the dot-com era had a business plan in his pocket, arguing that if he could take just 5 percent of whatever space he happened to be in, hed be golden. Unfortunately, fifty other khaki-clad MBAs had the exact same idea. In the United States, a good business gets fundedand then funded again and againespecially when a sector is hot. At the end of 2006, there were sixty-three ethanol refineries with a combined annual capacity of 5.4 billion gallons under construction; during 2006, total production capacity was 5.3 billion gallons. The same mentality led railroad promoters to build multiple trunk lines traversing the continent to connect business centers. Railway mileage in the United States nearly doubled between 1880 and 1890; by 1893, one-quarter of the U.S. rail system was in bankruptcy.


Meanwhile, an important parallel process takes place. During bubbles, a great deal of money and energy is spent building up the mental infrastructure surrounding a new technologyconvincing people to invest, to use new media, to make Internet phone calls, to reserve hotel rooms by telegraph, to send grain by rail instead of by canal barge, to buy stocks and investment trusts instead of leaving cash under the mattress. Part of the madnessand brillianceof the 1990s was the eagerness of so many companies to run businesses at negative margins in order to attract users. Kozmo.com, a New Yorkbased courier service, would deliver a Snickers bar to your desk. Amazon.com had a business model predicated on losing money, the more the better! The competition created by excess capacitytoo many e-retailers, too many fiber-optic providers, too many railroads, too many telegraphs, too many condos competing for too few customersinevitably leads to vicious price competition that is a positive good for consumers.


Next comes the end stage. As business plans start to go sour, managers panic. They slash prices feverishly, cook the books, or just plain lie. Joseph Schumpeter, the economist who promulgated the notion of creative destruction, compared the upper strata of an entrepreneurial economy to a hotel, always full but with guests always checking in and checking out. When bubbles start to deflate, the guests at the Schumpeter Hyatt pick one anothers pockets, clobber one another senseless, and then leave without paying the bill.


Finally, when economic reality catches up to dreams and hype, the bubble bursts. Pop! Its the airship Hindenburg at Lakehurst, New Jersey, in May 1937, a massive explosion followed by bankruptcies, declining asset values, red-faced brokers, and promotional books piling up on the remainder tables. Oh, the portfolios! Like the solid citizens of River City in The Music Man, hardworking and utterly gullible, we were all too eager to look beyond the obvious scam and see the potential for a tremendous wind orchestra. In the nonfiction version, however, Dr. Harold Hill doesnt stay to marry the librarian. He leaves town, gold coins spilling out of his pockets as he hops the train. As fiber-optic behemoth Global Crossing went bust in 2002, founder and CEO Gary Winnick, who sold tons of stock at the top, was puttering around his obscene $94 million residence in Bel Air. And we think: how could we be so stupid, so thick? How could we imagine that Pets.com, sending fifty-pound bags of Kibbles n Bits through the mail, was a viable business model? How could we join Condo Flip and use credit cards to put down payments on unbuilt Miami condos?


A period of ritualized mourning and self-flagellation worthy of the Shiite Ashura follows. Ironically, a chronically underpaid lotjournalistsfinally prosper as book-length jeremiads are commissioned. And so we have a rich history of bubble literature, morality tales that highlight greed, navet, the tendency toward madness and criminality. The public mind was in a state of unwholesome fermentationThe hope of boundless wealth for the morrow made them heedless and extravagant for today, Charles Mackay wrote of the eighteenth-century South Sea Bubble in his 1841 volume, Memoirs of Extraordinary Popular Delusions. John Kenneth Galbraith, in his enduring classic The Great Crash, 1929, described the mass escape into make-believe, so much a part of the true speculative orgy. Roger Lowensteins best-selling 2004 postmortem, Origins of the Crash: The Great Bubble and Its Undoing, flays fin de sicle America for a mass refusal to acknowledge reasoneven a mass indifference to reason.


Its hard not to read these books without feeling a sense of self-loathing, shame, and embarrassment, and to leave the library with a firm lesson in hand. Excessively speculative investments in fixed assets are badbad for investors, bad for employees of the bubble companies, and bad for the economy.


Of course theyre right. But what if theyre only half right? While the literature on bubbles and their piercing is deep and rich, the literature on the positive aspects of bubbles is slim. And yet. One cant help but think that the sack-cloth-and-ashes approach misses part of the story. The pernicious downsides of bubbles are obvious: the financial losses and corruption, the wasted efforts and resources, the deep wounds and the scars they leave. Six years after management decided to accept AOLs high-flying stock as currency, Time Warners shareholders are still bitter and angry at then-CEO Gerald Levin for accepting the deal. Levin, who retreated to Santa Monica to create a high-end holistic mental health clinic, is too blissed out to care. But what about the upside? Hasnt anyone ever made the case for bubbles? Or at least for some bubbles?





It seems like a tough case, in part because losses are so easily definedMr. Investor buys a hundred shares of Cisco Systems at 70 in 2000. It falls to 18. Hes out $5,200. MCI WorldComs investors saw nearly $180 billion in market capitalization evaporate. But the gainseconomic, social, and culturalare less obvious and more difficult to calculate. It is always thus. Economists noteand have provedthat Wal-Mart has made significant contributions to overall productivity, and provides benefits to millions of consumers in the form of lower prices for everything from giant jars of pickles to Garth Brooks CDs. But the mom-and-pop hardware store that closed in the wake of Wal-Marts arrival, and the American factory that closed because Wal-Mart demanded its products be sourced in China, makes better copy. Just so, the tales of short-term woe experienced by bubble-burned investors, who constitute a minority of the population, frequently overlook the substantial long-term benefits that accrue to everyone, and to the economy at large, in the years after.


And if you take the long viewin this case, a pretty long viewits possible to detect a pattern that emerges in bubbles and their aftermaths. Especially bubbles that leave behind a new commercial and consumer infrastructure. With apologies to Oliver Stone, these bubbles, for lack of a better word, are good. These bubbles are right; these bubbles work. Thanks to the American penchant for creative destruction and the U.S. bankruptcy system, investorsand the economy at largetend to get over bubbles quickly. Bourgeois practicality, suppressed during the bubble, resurfaces. The stuff built during infrastructure bubbleshousing and telegraph wire, fiber-optic cable and railroadsdoesnt get plowed under when its owners go bankrupt. It gets reusedand quicklyby entrepreneurs with new business plans, lower cost bases, and better capital structures. And when new services and businesses are rolled out over the new infrastructure, entrepreneurs can tap into the legions of users who were coaxed into the market during the bubble. This dynamic is precisely what has made Google the it company of this decade. Solar-powered, Prius-driving, earnings-guidance-refusing, dont-be-evil Google, a company that like so many others was built on the wreckage of Global Crossing and eToys.


Looking back, many similarly iconic companies and industries that have stimulated economic growth, and that helped define Americas commercial culture, were either formed in those hothouse bubble environments or can trace their origins to their aftermaths. Consumer packaged goods and mass retailing, data services and mass media, the vast financial services sector, tourism, telecom, and what venture capitalists still call the Internet space. Sears, the Associated Press, Western Union, Fidelity Investments, Googlethey may all have developed anyway. But they certainly would not have developed as they did without the Pop! dynamic.




	Between 1846 and 1852, the number of telegraph miles in the United States rose more than tenfold, from 2,000 to 23,000. Excess capacity caused prices to plummet, and most telegraph companies, mainly backed by small local investors, wilted. Within a decade, most lines ended up in the hands of a single consolidator, Western Union. The country wound up with a utility that businesses of all sizes could use. And the rapid spread of cheap telegraphy set other key industrial innovations into motion: the creation of the Associated Press and a quantum leap in news gathering, national markets in stocks, commodities, and business information.


	The investment mania surrounding railroads created a commercial platform that midwifed a national market for goods and services. A spasm of overbuilding in the 1880s spawned vicious rate wars. By 1893, nearly 25 percent of the railroad miles in the United States were in bankruptcy. This time, bondholdersmany of them foreignerswere the losers. The winners: J. P. Morgan and other consolidators, as seven large groups wound up controlling about two-thirds of the nations rail system by the early twentieth century. Consumers and businesses won, too. Many of the industries and companies that would define the twentieth century were built over cheap, far-reaching rail freight systems: Montgomery Ward and Sears, Roebuck, the transport of refrigerated food, and national brands of packaged goods.



	The 1929 stock market crash helped plunge the U.S. economy into a deep depression and scared off an entire generation of investors. The Dow Jones Industrial Average wouldnt regain its 1929 peak until 1954. But in contrast to the other Pop! episodes, the importance of the investment and credit bubble of the late 1920sand the long-term advantage it createdlay almost wholly in the response it stimulated. As part of the New Deal, the Roosevelt administration and Congress created a new financial infrastructure for the nation: the FDIC (Federal Deposit Insurance Corporation), which made it safe for people to bank again; the Securities and Exchange Commission, which made it safe for people to invest again; and the Investment Company Act, which laid the foundation for the modern asset management business. Such innovations helped bring into being the nations capital-intensive, credit-driven economy and paved the way for Americas global financial dominance in the second half of the twentieth century.


	During the coincident, mutually reinforcing dot-com and fiber-optic bubbles of the 1990s, companies plowed some $30 billion into the ground, building 90 million miles of fiber-optic cable. In 2001, it was estimated that just 5 percent of the fiber-optic capacity was being used. Consumer-oriented firms, from Amazon.com to Webvan, likewise squandered billions of venture capital and public money on breakneck expansion plans. In the end, however, they wired the nation, and brought millions of people into the new medium. In 2006 some 84 million Americans, 42 percent of households, had broadband access at home, according to Nielsen/NetRatings. The list of companies built on this platform includes Vonage and Skype, Google, eBay, and Infosys.


	With the aid of Federal Reserve chairman Alan Greenspan, the U.S. economy cycled almost directly from the dot-com mania into a real estate and housing credit bubble. All the signs are there: the departure from historic trends, the parabolic charts, the invest-at-all-costs mentality, the easy dismissal of sober-minded analysts like Yale economist Robert Shiller, who warned of a real estate bubble in his book Irrational Exuberance. In 2004, 23 percent of homes were bought for investment purposes, according to the National Association of Realtors, and 26 percent of mortgages in the first half of 2006 were interest-only mortgages. Its too soon to make any conclusions about the long-term impact of this infrastructure bubble. But so far its salutary effects include the creation of a huge number of jobs and the inflow of investment into long-neglected urban areas.


	F. Scott Fitzgerald wrote that there are no second acts in American life. But as venture capitalist John Doerr noted in October 2006, There are plenty of second acts in American business. Indeed, many of the same folks who brought us the fiber-optic and dot-com bubble of the 1990s have returned for an encore. Bill Gross, the visionary behind Internet incubator Idealab (PETsMART. com, eToys, Free-PC), has transformed seamlessly into an alternative energy Barnum. In 2001, he founded Energy Innovations, a suddenly hot firm that builds commercial solar energy grids. Vinod Khosla, the former partner at venture-capital power Kleiner, Perkins (Excite@Home), is now an ethanol evangelist. The language emanating from Silicon Valley is eerily familiar. Alternative energy start-ups can change the world, reduce global warming, free America from its ties with tyrannical Middle Eastern regimes, combat inflation, and save the planetall while making investors rich beyond belief. As they say in the blogosphere: developing.




What to make of this uniquely American cycle of bubbles and innovation? Of course, bubbles are not uniquely American. There was the tulip bubble in Holland in the seventeenth century, and the South Sea bubble in Britain in the early eighteenth century, in which entrepreneurs created new companies and sold stock based on little more than a one-sentence plan. The most famous of the legendary bubble companies, Edward Chancellor wrote in his chronicle of speculation, Devil Take the Hindmost, was that for carrying on an undertaking of great advantage but no one to know what it is. (In other words, a hedge fund.) But in general, the rollouts of new technologies in other developed economies have proceeded at a slower and more orderly pace than in the United States, and as a result they have created far less collateral economic activity and spurred less innovation. Because European governments tended to get involved in the rollout of new technologies like the telegraph and the Internet at an earlier stage, they forestalled the types of bubbles that developed in the United States. And its obvious that the United States has dealt with and processed economic failure more efficiently and effectively than Europe, in part by creating new infrastructure. In the 1930s, the United States responded to the depression by creating the New Deal; Germany responded by creating a fascist regime that set the world on fire.


The Pop! dynamic, in other words, is another brief in the case for American Exceptionalism, the notion that the United States has traced a unique path of social, economic, political and cultural development. A doctrine now fashionable on the right, modern American exceptionalism started in the center, with the 1955 book The Liberal Tradition in America, by Harvard political scientist Louis Hartz. The United States wasnt plagued by the socialism, fascism, or violent revolutions that ravaged the Old World, Hartz argued, precisely because it had no history of feudalism against which the masses could revolt.


The assertion that the United States has followed a unique path of historical economic development isnt particularly controversial. Michael Milken noted in the Wall Street Journal that China and India combined to produce nearly half the worlds economic output in 1820 compared to just 1.8 percent for the U.S. Today, the United States, with about 4 percent of the worlds population, accounts for about one-quarter of the globes output. And each year, it adds about $308 billion in gross domestic product, an amount roughly equal to the economy of South Korea. No economy has matched the combination of stability, growth, and scale that the United States has shown for the last 150 years. And no economy has demonstrated the ability to post sustained, consistent growth off such a gigantic base. Is it possible that investment bubblesparticularly those that result in the creation of new national commercial and consumer infrastructureshave proven to be a competitive advantage for the U.S. economy?


Clearly, the way in which Americans rush headlong into investment bubbles, process their failure, and get started on the next one is exceptional. In The Hypomanic Edge, psychologist John Gartner argues that the neurotic penchant for jumping off financial cliffsand then walking awayis part of the American character. Over the centuries, immigrants constituted a self-selecting group of people with short attention spans, tendencies toward enthusiasm, an inflated sense of their own capabilities, and a high level of resiliencyall crucial character traits for entrepreneurs. Who else would get on a leaky boat to endure the passage across the Atlantic for an unknown future? This argument is what I call the Officer Krupke theory of economic growth: were not deprived on account of were depraved.


Its tempting to view bubbles as episodic outbursts of American entrepreneurial id. But theres more to the story than national character. Bubbles can form only under certain conditions. Somebody has to provide the soap and the water and the equipment that allows them to be mixed in proper proportion. Character, emotions, and individuals matter. But so do structure, laws, and systems. And the Pop! dynamic could not have played out were it not for Americas unique legal, regulatory, and political infrastructure.


The assumption among economic and business historians is that government action follows periods of exuberant private-sector behavior. Carlota Perez, the Venezuelan economist who wrote Technological Revolutions and Financial Capital: The Dynamics of Bubbles and Golden Ages, argues that technological revolutions are ultimately recognized as a threat to the established way of doing things in firms, institutions and society at large, and thus inspire government reaction. Debora Spar, the Harvard historian who proposed a schematic view of innovation in her 2001 book, Ruling the Waves, argued that the government sets rules only after a period of entrepreneurial chaos. Theyre half right.


Because the United States is seen as a free-market nirvana, the role government has played in contributing to the creation of bubbles, piercing or ending them, and helping the economy recover from them, is frequently overlooked. In factand this is the second assumption that animates this bookgovernment, through tax credits and patent policies, procurement and legislation, the tax code and direct subsidies, has helped foment, incubate, kick off, and sustain these booms. Congress commissioned Samuel Morses first telegraph line and granted massive tracts of federal lands to railroad builders. During the Depression, the Roosevelt administration created a new financial infrastructure. The 1996 Telecommunications Act helped spur the fiber-optic blowout, and the housing bubble would have been impossible without Federal Reserve chairman Alan Greenspan, the government-sponsored enterprise Fannie Mae, and the mortgage interest deduction. The alternative energy businessa boomlet well on the way to the bubbleis a harmonic convergence of subsidies, tax credits, and half-baked industrial policy. Meanwhile, the American legal and regulatory infrastructurethe bankruptcy code, the securities regulation regimeallows the economy to process the creative destruction created by investment booms and busts.


Before we proceed, a few words of disclosure. Im neither an academic economist nor academic historian by profession. This is not an exhaustive study of every bubble that has taken place in the New World since the armor-clad conquistadors arrived in the late fifteenth century. I wont be covering the land speculation of the late eighteenth century, the Florida real estate bubble postWorld War I, or the still-unfathomable Ricky Martin bubble of 1999. The rollout of the telephone or the craze for starting auto companies, while important episodes, didnt inspire the amount of volatility and lunacy I look for in bubbles. This isnt a unified theory of investor behavior or efficient markets or a comprehensive investigation into asset price changes over time. Rather, its an argument based on historical research, reporting, and up-close observation.



And this is not to say that all bubbles are good for the economy (book titles and subtitles always lapse into hyperbole). To repeat, theyre useful only when they leave behind a commercial infrastructure that others can use. Still, I believe that seeking the upside of bubbles can shed some light on the cycle of entrepreneurship and capital formation that has distinguished this countrys development. If were casting about for a reason as to how the United States has built itself essentially from nothing to become, for all its faults and failings, the most powerful and prosperous nation in the history of mankind, we have to at least entertain the possibility that bubbles might have played a positive role. And if thats true, then maybe all us chumps who bought Cisco at $70, or used the words interactive commerce space in conversation, or who took out an interest-only negative amortization mortgage to buy that fourth preconstruction condo in Miami, have done our part to make Americas economy the envy of the world. A final bonus: the bitter experience does yield some lessons as to how people can profit from the madness of the crowds, or at least avoid getting hurt as badly as the doofus next door who bought WorldCom at the top and then bought it again on the dip.


Is all of this a misguided effort to find nobility in our gullibility and greed? Vision in navet? Virtue in venality? Wisdom in collective ignorance?


I report, you decide.
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