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Specter of a Crisis Looms
Over Cradle of Innovation

By BRAD STONE
and CLAIRE CAIN MILLER

SAN FRANCISCO — Since thecred-
it crisis began gripping the financial
world, SiliconValley has watched from
the sidelines, secure in the faith that it
was insulated from the coming storm.

That faith is now being seriously un-
dermined. High-tech entrepreneurs,
investors and executives now believe
the question is when, not if, the finan-
cial chaoswillhurtAmerica’scradle of
innovation.

From San Francisco to San Jose, the
effects are already palpable. During
the week of September 28, Apple lost
16.3 percent of its value as investors
reasonably concluded that consumers
would shun expensive gadgets over the
holidays in favor of lower-ticket items
— or paying down their credit cards.
Shares in Yahoo and eBay are at their
lowest levels inyears.

Other ominous signs abound. Semi-
conductor makers, many of which
finance their capital-intensive opera-
tions with debt, have been hit hard.

According to a quarterly survey by
Mark V. Cannice, director of the Uni-
versity of San Francisco Entrepre-
neurship Program, the confidence of
venture capitalists has plummeted to
the lowestlevel since the survey began
in 2004. “Everyone is worried about
their budgets and everyone is wor-
ried about the economy,” said Jayant
Kadambi, founder of Yume, a three-
year-old online video advertising firm.
“These are the conversations we have
these days.”

The main drivers of Silicon Valley’s
growth are start-up companies and
the venture capitalists who back them.
Many say that these engines of inno-
vation are still moving along. Never-
theless, a pall of anxiety seems to be
spreading.

“Funding will tighten up. We are cer-
tainly going to see some ripple effects,”
said Ron Conway, a prominent venture
capitalistwho has invested in hundreds
of Web start-ups over the last decade.

Start-ups that have less than six
months of cash in the bank “better re-
duce costs,” Mr. Conway said. “I will
certainly be advising my companies to
do that.”

Ashlee Vance contributed reporting.

Silicon Valley has recited several
calming mantras to itself during the
prolonged economic turbulence. Peo-
ple are spending more and more time
on the Internet — and advertising will
inevitably follow. Blue-chip tech firms
like Google, eBay and Cisco have bal-
ance sheets loaded with cash, not debt.

Yet nonstop economicgloom inother
parts of the economy seems to have
shaken the faith of even the most sub-
limely confident. Discussions of the
economic crisis dominate conversa-
tions in the Valley. Technology blogs
offer prescriptions for riding out the
crisis and intense debates over what
percentage of start-ups are destined
to fail.

In the hardest-hit sectors of the
overall economy, companies appear
to be cutting their Internet spending.
General Motors said in September that
it was cutting its digital ad spending,
after saying earlier this year that it
would dedicate $1.5 billion, half its an-
nual budget, to online advertising.

Many Valley start-ups have still
been reporting successful fund-rais-
ing. Butan increasing number of those
that have raised money say theyfeel as
if they slipped through a rapidly clos-
ing door. In early September, Skydeck,
a 10-employee start-up that allows
people to use the Web to organize their
mobile phone calls and text messages,
raised $3 million in venture capital.
The very next weekend, the govern-
ment took over Fannie Mae and Fred-
die Mac, and Lehman Brothers filed for
bankruptcy protection.

“When | woke up on Monday morn-
ing | was pretty happy to have our
fund-raising behind us,” said Jason
Devitt, the company'’s founder. “This
week, | received a slew of e-mail con-
gratulating uson raising money in this
economy. Clearly there’'sareal aware-
ness ofthe impact.”

Jonathan Abrams, who founded the
social networking pioneer Friendster,
now runs a party-planning start-up
called Socializr. Mr. Abrams is unim-
pressed with the Valley’'s readiness in
general, saying numerous uninspired,
copycat entrepreneurs are obsessed
with the internal gossip and minutiae
ofthe industry.

“It seems to me like the industry is
stillin denial,” he said.
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Jason Devitt, a start-up founder, says that fund-raising
has become more difficult in Silicon Valley.
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Party’s Over:
Wall Street
Lights Dim

By TIM ARANGO and JULIE CRESWELL

As the proprietor of Harry’s Cafe,
a landmark saloon in Manhattan'’s fi-
nancial district, Harry Poulakakos, 70,
has seen his share of ups and downs on
Wall Street. During the 1987 stock mar-
ket crash, Harry’'sfilled up at4 p.m. and
stayed open all night. But the upheaval
he’switnessing nowis, he said, the worst
in decades.

“I hope thisis going to be over,” he said.
“1f Wall Street is not active, nothingis ac-
tive.” Mr. Poulakakos isn’t planning to
disappear. But the cultural tableau and
the social swirl that once surrounded
Harry’'sare certainly fading.

“It’sthe beginning ofthe end ofthe era
ofinfatuation with the free market,” said
Steve Fraser, a historian and author of
“Wall Street: America’s Dream Palace.”
“It’sthe end of the erawhere Wall Street
carries high degrees of power and pres-
tige. And it'sthe end of the era of conspic-
uous displays of wealth. We are entering
anew chapter in our history.”

To be sure, living large and flaunting it
are unlikely to exit the American stage,
infused as they are in the country’s
spirit. But historians, economists and
pundits are busily debating the ways in
which Wall Street’'sdemise will filter into
the popular culture.

It’'s an era that traces its roots back
more than two decades, when suspen-
dered titans first became fodder for
books and movies. It'san erawhen eager
young traders wearing khakis and tot-
ing laptops became dot-com millionaires
overnight. And it is an era that roared
into hyperdrive during the credit boom
ofthe last decade, when business-school
graduates and mathematicians raked in
millions by trading and betting on ever
more exotic securities.

Over all, the pastquarter-century has
redefined the notion of wealth. In 1982,
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the first year of the Forbes 400 list, it
took about $159 million in today’sdollars
to make the list; this year, the minimum
price ofentry was $1.3billion.

“The money was big in the '80s, com-
pared to the '50s, '60s and '70s. Now it's
stunning,” said Oliver Stone, who di-
rected the 1987 film “Wall Street” and is
the son of a stockbroker. “I thought the
'80s would have been an end toacycle. |
thought there would be a bust. Butthat's
notwhat happened.”

Now, with jobs, fortunes and invest-
ment banks lost, a cultural linchpin
seems to be slipping away.

“This feels very similar, historically,
to 1929 and the emotions that filled the
air inthe months and years thatfollowed
the crash,” Mr. Fraser said. “There is a
sense ofextraordinary shock and aston-
ishment, which is followed by a sense of
rage, outrage and anger directed at the
centers offinance.”

In response, some will inevitably
downsize.

“The yacht is probably the first thing
to go,” said Jonathan Beckett, in a tele-
phoneinterview from Monte Carlo as he
attended the annual Monaco Yacht Show
last month. Mr. Beckett, the chief execu-
tive of Burgess, ayacht broker, said that
for the past eight years there have been
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Above, ajubilant New York Stock
Exchange on New Year’s Eve, 1971.
Left, limousines lined up at the
Lehman Brothers headquarters in
Manhattan, pre-bankruptcy.

few sellers in the market.

Ostentatious homes are also up for
sale. While brokers say they have yet to
see an avalanche of high-end sales, they
do say that upheaval is present in the
minds ofbuyers.

In all likelihood, the real estate market
couldbe frozen for the next 6to 18months
or so as buyers and sellers struggle to
reach agreement on prices, said Barba-
ra Corcoran, who has spent years sell-
ing high-end luxury properties to New
York’'selite.

“The buyers have jumped to the side-
lines and the sellers refuse to budge on
their prices, completely in a state of dis-
belief that anything has changed,” she
said.

Even if the current crisis leads to a
prolonged slowdown, people may still
flock to finance jobs. But they may have
to recalibrate their expectations.

“There’s no question that people on
Wall Street are going to make less mon-
ey,” said Jonathan A. Knee, a Columbia
Business School professor and author of
“The Accidental Investment Banker.”

Like any cultural force concerned
about its legacy, the financial world has
a custodian of its past. On Wall Street, it
can be found atthe Museum of American
Financial History, just a block from the
New York Stock Exchange.

Located in a grand space once occu-
pied by the Bank of New York, itfeatures
a long timeline charting major market
events. The last eventit notes is the pop-
ping of the dot-com bubble earlier this
decade.

Robert E. Wright, afinancial historian
at New York University who is a cura-
tor of the museum, said that there were
still many unknowns about how recent
eventswould be recalled.

“1f the economic system shuts down
andwe go infor adeep recession, itprob-
ably isthe end ofan era,” he said.

The museum has already started col-
lecting mementos from the currentcrisis
to poston itswall.
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Lesson From a Credit Crisis: When Trust Vanishes, Be Worried

Casualties of the Financial Meltdown

In 1929, Meyer Mishkin owned a shop in New
York that sold silk shirts to workingmen. When the
stock market crashed that October, he turned to
his son, then a student at City College, and offered
aversion ofthis sentiment: It serves those rich

scoundrels right.

Ayear later,as Wall Street’s
problems were starting to affect the
broader economy, Mr. Mishkin’s
store wentoutofbusiness. He nolon-
ger had enough customers. His son
had to go towork to supportthe fam-

ily, and Mr. Mishkin never held asteadyjob again.

Frederic Mishkin — Meyer’'sgrandson and, un-
til he stepped down in August, an ally of Ben Ber-
nanke’son the Federal Reserve Board — told me
this story the other day, and its moral is obvious
enough. Many people in Washington fear that the
country is starting to spiral into a terrible down-
turn. And to their horror, they see the public, and
many members of Congress, turning into modern-
day Meyer Mishkins, more interested in punishing
Wall Street than saving the economy.

All ofwhich may be true. Butthere isgood rea-
sonfor the public’s skepticism. The experts and
policy makers have failed to tell acompelling story
aboutwhy they’re so afraid.

It's not enough to say that markets could freeze
up, loans could become impossible to get and the
economy could slide into its worst downturn since
the Great Depression. For now, the crisis has had
little effect on most Americans, beyond their re-
tirement account statements. So the specter ofa
depression can sound alarmist.

Mr. Bernanke and his fellow worriers need to
use their power as public officials to teach alittle
lesson on the economics of acredit crisis.

Almost no economist thinks thateven aterrible
downturn would look like the Depression. The
government has already responded more aggres-
sively thanitdid in Herbert Hoover’'s day. On Octo-
ber 3,Congress gave final approval to a $700 billion
bailout for the financial system and central banks
in the United States, England and Europe coordi-
nated acutin rates on Wednesday in an effort to
stanch the financial crisis. So a Depression-like
contraction — a 30 percentdrop in economic activ-
ity —is highly unlikely.

Butthe Depression is still relevant, because the
basic mechanics of how the economy might fall
into asevere recession look quite similar to those
that caused the Depression. In both cases, acredit
crisisis at the center of the story.

At the start of the 1930s, despite everything that
had happened on Wall Street, the American econo-
my had notyet collapsed. Consumer spending and
business investmentwere down, but not horribly
so. In late 1930, however, arolling series of bank
panics began. Investments made by the banks
were going bad — or, in some cases, were rumored
to be going bad — and nervous customers besieged
bank branches to demand their money back. Hun-
dreds ofbanks eventually closed.

Once abankin agiven town shutits doors, all the
knowledge accumulated by the bank officers there

Atimeline of bailouts, buyouts and takeovers of financial services companies in the U.S. O and Europe

since the subprime mortgage crisis began.

Figures are assets as last reported and do notinclude the value of securities that some companies, notably Fannie Mae and Freddie Mac, guaranteed.

2007 Market interventions 2008
JuLy SEPT. by central banks -, JAN. MARCH APRIL JuLy AUG.
000
IKB Deutsche  Northern Countrywide Bear Dusseldorfer IndyMac  Alliance Roskilde
Industriebank ~ Rock Financial Stearns Hypothekenbank Bancorp & Leicester Bank
$79.0 216.8 1721 32.3 153.4 7.9
ASSETS, IN BILLIONS failed
SEPT. 7 29 30
SEPTEMBER 2008
Freddie Mac Merrill — Lehman Washington
879.0 Lynch Brothers "A.L.G. Fhbos Mutual Dexia
) 966.2 639.4 1,049.9 1,356.5 309.7 913.0
Fannie Mae failed
885.9
Hypo Real Bradford
Fortis Wachovia  Estate & Bingley  Glitnir
1,533.2 812.4 622.2 104.0 48.9

Market interventions by the Federal Reserve or the European central banks

© DECEMBER 18 The
European Central Bank
injects $500 billion into the
financial system. The
Bank of England auctions
off $20 billion in three-
month loans.

O DECEMBER 12 Central
banks of the United
States, the European
Union, Canada and
Switzerland announce a
plan to provide at least
$90 billion in short-term
financing to banks.

Source: Bloomberg

effectively disappeared. Other banks weren’t
nearly aswilling to lend money to local businesses
and residents because the loan officers at those
banks didn’'tknow which borrowers were less reli-
able than they looked. Creditdried up.

“If aguy has agood investment opportunity and
he can'tget the funding, hewon’tdoit,” said Mr.
Mishkin, who’s now an economics professor at Co-
lumbia University in New York. “And that'swhen
the economy collapses.”

As ayoung academic economistin the 1980s, Mr.
Bernanke largely developed the theory that the
loan officers’ lost knowledge was a crucial cause of
the Depression. He referred to this lostknowledge
as “informational capital.” It means thattrustvan-
ished from the banking sector.

The same thing is happening now. Financial
markets are global, sothe problem isn't that the
failure of any single bank locks individuals or
businesses out of the credit markets. Instead, the
nasty surprises of the last 13months — the sort of
turmoil that once would have been unthinkable —
have caused a breakdown in informational capital.

The currentfears can certainly seem irrational.
Most households and businesses are still infine
shape, after all. Sowhy aren’t some banks step-
ping into the void and taking advantage of the

© MARCH 7 The Federal
Reserve offers up to
$200 billion in 28-day
loans to banks and big
financial institutions.

© MARCH 11 The Federal
Reserve offers investment
banks up to $200 billion in
Treasury securities in
exchange for mortgage-
backed securities.

newly high interest rates to earn some profit?

There are two chiefreasons. Oneisfairly basic:
bankers are nervous that borrowers who look solid
today may not turn out to be so solid.

The second reason is abit more complex. Banks
own alotoflong-term assets (like mortgages) and
hold alot of short-term debt (which is cheaper than
long-term debt). To pay off this debt, they need to
take outshort-term loans.

In the currentenvironment, bankers are ner-
vous that other banks might shut them out, out of
fear, and stop extending that short-term credit.
This, essentially, brought about the collapse of Wa-
choviaand Glitnir Bank in Iceland. To avoid their
fate, other banks are hoarding capital, instead
of making seemingly profitable loans. And when
capital is hoarded, further bank failures become

© MARCH 21 The
European Central Bank
offers up to $24 billion in
loans to help banks shore
up balance sheets. The
Bank of England offers up
to $10 billion in loans.

© SEPTEMBER 18 The
Federal Reserve, the
European Central Bank, the
Bank of England, the Bank
of Japan and the central
banks in Switzerland and
Canada make $180 billion
available in currency swaps.
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all the more likely.

The crucial pointisthata modern economy
can'tfunction when people can’teasily get credit.
It takes awhile for this to become obvious, since
most companies and households don’t take outbig
new loans every day. Butitwill eventually become
obvious, and painfully so.

In the end, this really isn’t about Wall Street. It's
aboutreducing the risk that something really bad
happens. Unfortunately, there is noway to accom-
plish that without also extending a helping hand to
Wall Street. Thatiswhere our credit markets are,
and we need them to startworking again.

“We are facing a major national crisis,” as Meyer
Mishkin'sgrandson says. “To do nothing right
now is to dowhatwas done during the Great De-
pression.”



