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Jim Cramer Was Right About The Fed In 2007---They Still Know Nothing! (Part 1)

By David Stockman. Posted On Thursday, February 14th, 2019

In August 2007 when Bear Stearns' imploding securitized mortgage funds and the downfall of Countrywide Financial were puncturing a big crack in the housing bubble, Jim Cramer famously delivered a rant on CNBC that was heard by central bankers around the world.
The jist of it was that the collapsing subprime mortgage bubble was going to take the stock market down with it---so the job of the Fed was to immediately and aggressively open up the money spigot and arrest the sell-off in its tracks. No questions asked.

Indeed, as the voice of a new generation of entitled traders who had been house-trained by the Fed to expect ever rising markets and an always at the ready Fed Put, Cramer didn't offer a single reason as to why it was the job of the Eccles Building to prop up the S&P 500.

Nor was there the slightest acknowledgement that the insane speculation that had built up by then in the subprime mortgage market and securitization meth labs of Wall Street was due for a painful correction.
By Cramer's lights, the Fed needed to act massively and preemptively to save what was actually the Greenspan housing and credit bubble. Yet Bernanke and the hawkish St. Louis Fed President, William Poole, were allegedly too stupid to understand what was required:

Bernanke has to open the discount window. That's how bad things are out there...... Alan Greenspan told everyone to take a teaser rate and then raise the rate 17 times and Bernanke is being an academic.   It is no time to be an academic. It is time to get on the Bear Sterns call, listen, open the darn Fed window. He has no idea how bad it is out there. He has no idea! He has no idea!
.... I have talked to the heads of almost every single one of these firms in the last 72 hours and he has no idea what is like out there. NONE! And Bill Poole has NO IDEA what it's like out there. My people have been in this game for 25 years and they're LOSING THEIR JOBS and these firms are gonna GO OUT OF BUSINESS and he's nuts. They're NUTS! They know NOTHING!
We actually agree with Cramer, but for an entirely different reason. To wit, the then tottering financial bubble was caused by the nation's central bankers because they hadn't known what they were doing for years. And as we shall demonstrate in several more posts on this them, they still don't.

Back then, in a belated attempt to rein-in the insane dotcom and tech bubbles of the 1990s, Greenspan & Co had raised the fed funds rate to 6.5%, and finally did bring them to ground. But rather than learning a lesson about the dangerous error of its new "wealth effects" doctrine, the Fed quickly panicked after the S&P 500 lost 55% of its peak value and the NASDAQ-100 had plunged by a heart-stopping 84%.
The lesson of, of course, is that the financial markets are the essential clockwork of capitalism. By their very nature they are exposed to bouts of fear and greed that can easily run out of control.

Wall Street requires, therefore, the checks and balances and stern discipline that comes from the free market and the prospect of fatal losses as well as big gains; and it should never be coddled via the kind of heavy-handed support of speculation that the Greenspan Fed had indulged in after the Long-Term Capital crisis of August-September 1998, the Mexican peso crisis of 1994 and the Black Monday meltdown of October 1987.

That is to say, by the time the stock market reached its delirious heights in March 2000, immense damage had been done to its internal control mechanisms. Virtually every semblance of free market discipline had been extinguished by the Fed's stock price-keeping operations. The punters and gamblers down in the casino now believed they were plying riches in one-way markets that the central bank would always underwrite with the Greenspan Put.

In the historic scheme of things, in fact, the punters and get rich quick speculators of the 1990s tech and dotcom bubbles needed to suffer in the abyss of loss for years and years until this kind of Cramerite mentality and modus operandi had been expunged from the system. The Fed had made a giant mistake fostering the bubble after 1987 and then letting it run out of control through the end of the 1990s.
Needless to say, Alan Greenspan was a Washington pussy-footer who craved the adoration of the movers and shakers on both end of the Acela Corridor. So when the staggering losses which ensued from the crash of his first giant mistake became realized during the course of the year 2000, he panicked and doubled down on his error.

That's plain as day in the chart below. Between December 2000 and June 2004, the Greenspan Fed lowered its policy rate 17 consecutives times, as Cramer had correctly noted, thereby making clear to the punters and speculators of Wall Street that the dotcom crash and tech wreck weren't a matter of honest injun after all; and that the Fed would go to any length necessary (they original "whatever it takes") to reflate the financial bubble.

After all, taking the Fed funds rate from 6.5% to 1.0% without respite or looking back was absolutely unprecedented. In fact, a 1.0% fed funds rate was Great Depression stuff and actually worse. The money market had actually never dropped much below 2.0-2.5% during the very worst of the 1930s bottom.

More crucially, Greenspan's forced draft march of the Fed funds rate toward the zero bound for the first time in the Fed's history introduced the fatal disease that would be repeated for most of the next two decades. To wit, it pegged the funds rate (red bars) below the inflation rate (purple bars) for nearly 50 months running.

This was an absolute off-the-charts experiment by all historical experience and previous monetary thought. Yet there was actually nothing remotely like the Great Depression happening on the main street economy at the time, as measured by the fact the real final sales had barely turned negative during the shallow 2001 recession.

So what the weak-kneed Maestro actually accomplished was to fuel Wall Street with the mother's milk of speculation like never before. That is, the level of carry trades based on cheap repo, trading house credit and options and futures based derivatives literally exploded in volume and intensity.
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One measure of this was the explosion of the mortgage market, which in turn fueled the housing price bubble and all the ills that eventually attended the subprime boom.
The crucial point is that, overwhelmingly, the explosion of GSE securitizations (Fannie Mae and Freddie Mac) and Wall Street funded private label mortgage securitizations was a carry trade arbitrage. The new "assets" being created (long-term debt backed by mortgages) were being heavily funded with shorter-term liabilities that were being driven to the heretofore un-approached 1.0% boundary by the panicked hand of the Greenspan Fed.

As is evident in the chart below, the eruption of mortgage debt after Greenspan instituted his 17-meeting rate-cutting campaign was stunning. Even during the last three years of the tech boom from 1999-2000, the net year-over-year increase in home mortgages outstanding only ranged between $200-$400 billion.

But by the top of the mortgage boom in the spring of 2006, the net issuance rate was approaching $1.2 trillion on an annualized basis. Literally, the residential housing sector of the US economy was being flooded by a heretofore unimagined flood of money---both for new construction and also the refi of existing properties (the infamous MEW machine which we will cover in Part 2).
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Needless to say, price always follows the money, and Greenspan's mortgage flood was no exception. During the six year period between 2000 and 2006, the Case-Shiller index of home prices more than doubled, even as the level of household mortgage debt outstanding rose from $4.5 trillion to $9.4 trillion.

As we have indicated previously, the insane eruption of mortgage debt and home prices during the Greenspan housing bubble marked something new and dangerous under the sun. That is, the Fed was no longer even pretending to be in the monetary policy business as traditionally understood relative to management of bank reserves and the growth rate of the bank-based money supply.

Now it was all about wealth effects management, pegging interest rates and financial asset prices and fueling a phony debt based prosperity, which will eventually be proved to be a grand historic theft from the economic future.

Moreover, not only was this new regime of Keynesian monetary central planning an affront to all previously known canons of sound money and finance and a dangerous extension of unaccountable state power, but it also fostered a vicious speculative culture in the canyons of Wall Street that made the whole regime even more virulent.

What it fostered, of course, was Cramerism. The latter has come to believe that markets must always go up and recessions (the only time they go down) must be prevented at all hazards, and by use of every tool and instrument of state power which can be bought to bear on the stock market.

At the end of the day, Cramerism is why the FOMC has been reduced to a school of jelly-fish and also why Washington can elect 
1. any President----from Obama to Trump---and 
2. any Congress--- from the Tea Party Class of 2010 to the Dem Green New Dealers of 2018
---and the same thing happens: The nation's fiscal accounts plunge ever deeper and more irretrievably into debt.

It is not surprising, therefore, that this week the public debt passed the $22 trillion mark with virtually zero commentary on the danger. At the same time, one of the latter day full monte Keynesians and Washington lifers on the Fed, Lael Brainard, announced today that the Fed's balance sheet shrinkage should end this year.

At the current $50 billion monthly rate, therefore, the end target of $3.5 trillion comes into view. What that means, of course, is that 
1. in response to the collective Wall Street and Washington Cramerite rant that happened after the Greenpsan housing bubble came crashing down, the Fed will have created $2.6 trillion of permanent, fraudulent central bank credit in barely a decade; and
2. the Fed's denizens believe that the US financial system will be no worse for the wear.
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The below is from https://en.wikipedia.org/wiki/William_Poole_(economist)
 In a July 10, 2008, interview with Bloomberg News discussing two government-sponsored enterprises (GSEs)—Fannie Mae and Freddie Mac—Poole said, "Congress ought to recognize that these firms are insolvent, that it [Congress, presumably -FNC] is allowing these firms to continue to exist as bastions of privilege, financed by the taxpayer."[5] The common and preferred equity shares of both GSEs declined sharply following Poole's comments, which prompted several Congressmembers, the OFHEO regulator, the Treasury Secretary, and President George W. Bush to make comments that were seen as supportive to the GSEs in order to stem fears that Fannie Mae and Freddie Mac would require a government bailout.

Poole was the 2009 keynote speaker at the Tulane Corporate Law Institute.

In a major article in April 2009 about Obama Administration Treasury Secretary Timothy Geithner and his role in the national and global financial crisis, William Poole was reported to have said that the Fed, by effectively creating money out of thin air, not only runs the risk of 'massive inflation' but has also done an end-run around Congressional power to control spending. Many of the programs 'ought to be legislated and shouldn't be in the Federal Reserve at all,' he contended." The article reported that, "[a]s the Fed became the biggest vehicle for the bailout, its balance sheet more than doubled, from $900 billion in October 2007 to more than $2 trillion today."[6]
[Bill Poole graduated a year ahead of me from Swarthmore.  –FNC]
