Greenspan’s ‘irrational
exuberance’ and the Dow

by Marcia Merry Baker

On Dec. 5, 1996, Federal Reserve Board Chairman Alan
Greenspan warned of “irrational exuberance” in the stock
and other asset markets, in a speech to the annual dinner
lecture of the American Enterprise Institute, in Washington,
D.C. His remarks were widely reported, and the next day
saw wild gyrations in the U.S. stock markets. What was the
level of the Dow Jones (formerly) Industrial Average index
at the time? A mere 6,400. Since then, as of this spring, the

Greenspan’s ‘bubble’ talk

OnJune 17,Federal Reserve Chairman Alan Greenspan
testified before the U.S. Congress’s Joint Economic
Committee, praising America’s prosperity,and then ad-
mitting the existence of a “bubble” problem in U.S.
financial markets.

What to do? Leave it to the Fed, he said.

“While bubbles that burst are scarcely benign, the
consequences need not be catastrophic,” Greenspan
said. Echoing his December 1996 “irrational exuber-
ance” warning, he said that the Fed can take “preemp-
tive actions” which “can obviate the need of more dras-
tic actions at a later date that could destabilize the
economy.” He hinted at an imminent hike in interest
rates. Greenspan tried to talk down the scale of the
bubble, saying, “Bubbles generally are perceptible only
after the fact.”

He did not reference such obvious facts as that,
when he took office in 1987, as Fed chairman, the capi-
talization of the U.S. stock market was $2.7 trillion,
and there were approximately $3 trillion in derivatives
outstanding in the United States. Today, the U.S. stock
market capitalization is $16 trillion and total U.S. deriv-
atives are $55 trillion. He said, in his Fed-speak, “The
1990s have witnessed one of the great bull stock mar-
kets in American history. Whether this means an unsta-
ble bubble has developed in its wake is difficult to as-
sess.”
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Dow Index has hit 11,000.

In December 1996, Greenspan stated, “But how do we
know when irrational exuberance has unduly escalated asset
values, which then become subject to unexpected and pro-
longed contractions as they have in Japan over the past
decade? And how do we factor that assessment into monetary
policy? We as central bankers need not be concerned if a
collapsing financial asset bubble does not threaten to impair
the real economy, its production, jobs, and price stability.
Indeed, the sharp stock market break of 1987 had few nega-
tive consequences for the economy. But we should not under-
estimate or become complacent about the complexity of the
interactions of asset markets and the economy.”

Greenspan’s 1996 statement was seen as an attempt to
prick and draw some of the air out of the inflating U.S. stock
market bubble. The Dow Jones Average had risen by 40%
over the prior 20 months. Even at the time, Greenspan’s jaw-
boning to get a controlled, limited deflation of the stock bub-
ble was seen as a highly dangerous move under the circum-
stances, because it could produce a blow-out, given the highly
leveraged nature of the markets.

If it was a danger then, it is a guaranteed blow-out today.

Greenspan’s other message at the time, was on the threat
of chain-reactions of financial payments failures, and sys-
temic financial crises. Speaking of the Fed’s intention to avert
instability, he said, “Doubtless, the most important defense
against such crises is prevention. Recent mini-crises have
identified the rapidly mushrooming payments system as the
most vulnerable area of potential danger. We have no toler-
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ance for error in our electronic payment systems. Like a break-
down in an electric power grid, small mishaps create large
problems. Consequently, we have endeavored in recent years,
as the demands on our system have escalated (we clear $1.5
trillion a day on Fedwire), to build in significant safety
redundancies. . . Along with our other central bank col-
leagues, we are always looking for ways to reduce the risks
that the failure of a single institution will ricochet around the
world, shutting down much of the world payments system,
and significantly undermining the world’s economies. Ac-
cordingly, we are endeavoring to get as close to a real time
transaction, clearing, and settlement system as possible. This
would sharply reduce financial float and the risk of
breakdown.”

Thus, Greenspan made reference to real underlying prob-
lems, while offering ridiculous non-solutions. Today the
problems have intensified to the breaking point.

Brazil’s ‘virtuality
pact’ about to pop

by Lorenzo Carrasco

There exists among the main communications media and pub-
lic and private institutions in Brazil,akind of “virtuality pact,”
a sort of fairy tale that nothing is wrong, that everything has
returned to normal despite the crisis that followed the Russian
debt moratorium of last Aug. 17, and then the Brazilian maxi-
devaluation of January 1999. Just a panic, nothing more. “No-
body talk about the crisis, and it won’t come back,” seems to
be the idea behind the pact.

But the reality behind this “virtuality pact” is that it is a
calculated part of the environment created by the decision of
U.S. Federal Reserve Board Chairman Alan Greenspan to
hyperinflate the world economy, by reducing primary interest
rates, as a means of simply postponing the explosion of the
global financial bubble. Thus, the “rapid recovery of Brazil’s
credibility,” which the Cardoso government insists on pres-
enting as its great victory, is about as solid as the hyperinflated
bubble that sustains it. The truth is that no government has
spent as much of the country’s shrinking public revenues as
President Fernando Henrique Cardoso has, in trying to hide
the undeniable truth of the bankruptcy of Brazilian public
finance. In fact, the more he tries to hide the truth, the more it
seems to surface.

According to Brazilian Central Bank figures, the liquid
debt of the public sector, both public and private, reached a
half-trillion reals (Brazil’s currency, more than $300 billion)
in April, which is four to five times more than the public-
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private sector debt by that same period in 1995. If we take the
most optimistic estimate of an annual interest rate of approxi-
mately 25%, the cost of interest on this debt will still be $75
billion in 1999 —$6.5 billion a month, or significantly more
than 80% of the tax revenues collected in 1998.

But this is a best-case scenario, which supposes an ex-
change rate of 1.7 reals to the dollar by the end of 1999, an
average annual interest rate of 27%, and the general assump-
tion that Greenspan will keep the primary interest rate at the
Federal Reserve frozen. Even if Greenspan’s hyperinflation
madness could be indefinitely sustained, the situation in Bra-
zil might still enter a new phase of collapse in August, when
the enormous task of rolling over a half-trillion reals has to
be faced.

The scenario grows worse in view of the fact that the early
1999 devaluation of the real did not produce the expected
rapidly increasing the trade surplus, thereby reducing the bal-
ance of trade deficit. The agreement with the International
Monetary Fund (IMF) assumed an $11 billion trade surplus
in 1999, but if even $3 billion is reached, it will be a miracle.
This, of course, will increase the pressure for more foreign
capital, and the emission of more public bonds, which are
today largely indexed to the dollar.

An IMF ‘virtual reality’ pact

To hide this calamity, the agreement struck with the IMF
draws a veil over the issue of how this debt will be paid,
presupposing a flow of eternal and unlimited foreign capital.
It concentrates instead only on the demand that the Brazilian
government must produce a primary fiscal surplus (that is,
before payment of interest on the public debt) of 3.5% of
Gross National Product, in order to keep from further worsen-
ing the debt picture. The IMF is no longer concerned with
the so-called nominal deficit, because this includes interest
payments on the public debt, which they expect to remain
quite high. Maintaining a primary surplus means cutbacks in
every public budget line without exception, and an intensified
dismantling of public companies and concessions, through
privatization. It also means implementation of so-called
“structural reform,” which includes an increase in taxes, re-
duction of pension and retiree funds, and massive layoffs of
still more public workers.

This policy has created conditions of accelerated social
disintegration. For example, unemployment in the state of
Sdo Paulo, the most industrialized in the country, was 17.8%
in January, 18.7% in February, 19.9% in March, and 20.3%
in April. This means that nearly 1.8 million heads of families
are without incomes.

Despite IMF Managing Director Michel Camdessus’s de-
nials that the IMF has ordered cutbacks in Brazilian social
spending, the reality is that, by the end of this February, the
Cardoso government had already slashed the 1999 anti-pov-
erty budget by an addition 2.04 billion reals, leaving just six
of the original 31 federal programs still with their budgets
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