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WHEN EQUITY BUBBLES BURST:
HOW TODAY'S RISKS DIFFER
FROM THE DOT-COM ERA

Diane Ellis, Senior Managing Director

Key Takeaways

e Similarities between current tech sector valuations and the late 1990s dot-com bubble raise questions
about how vulnerable banks are to a technology-led correction.

* In contrast to the equity-fueled dot-com era, today’s Al buildout largely has been led by stronger,
more diversified tech companies and funded internally or through debt obtained through private
credit or other nonbank intermediaries.

* Banks have grown their lending to nonbanks significantly, so a tech-led market correction could reach
banks through less-visible and harder-to-contain channels than during the dot-com crash.

e Higher public debt and lingering inflation risks could limit policymakers’ ability to respond as quickly
and forcefully as they did in 2001.

Today'’s Al- and Big Tech-driven equity markets have drawn comparisons to the late 1990s, when
enthusiasm for the internet fueled the dot-com bubble!. If markets were to correct sharply again, how
vulnerable would the banking system be?

The answer depends on where leverage resides, who absorbs losses, and how exposed banks are through
lending, funding, and fee-generating activities.

Unlike the 2008 Global Financial Crisis (GFC), which originated within the banking system from excess
leverage, poor underwriting, and concentrated housing exposure, the dot-com crash was primarily

an equity and corporate credit event. Despite a severe market decline and recession, it did not trigger
a systemic banking crisis.

Today, however, the environment differs in two important respects: private credit and nonbank lending
play a much larger financing role, and policymakers may have less room to respond with monetary
and fiscal support.

Changes to the Financing Ecosystem

Today's market shares certain patterns with that of the late 1990s in its elevated equity valuations,
concentrated market leadership, and enthusiasm surrounding potentially transformative technology,? as
well as rising debt levels®. One key difference is that today's financing structure creates different channels
through which stress could reach banks.
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During the dot-com era, internet startups largely relied on equity financing. Venture capital investors
funded rapid growth with the expectation of early IPOs, often before companies became profitable.
In 1999, technology firms accounted for 78 percent of all 476 IPOs, and more than three quarters of all
companies had negative earnings per share when they went public?. Pets.com became emblematic
of the era, collapsing just eight months after its IPO.

Although remembered as an equity bubble, the dot-com era also led to significant credit losses,
particularly in the debt financing of telecommunications infrastructure. Banks took large write-downs
on loans to firms such as WorldCom and Global Crossing® and later faced litigation tied to Enron
and WorldCom underwriting®.

Today's financing landscape is markedly different. Between 2023 and 2025, only 216 companies went
public, fewer than one-quarter of them technology firms’. Private capital now finances much of the
industry’s growth, allowing companies to remain private longer®. Meanwhile, the leading technology
firms funding Al buildout are more diversified, better capitalized, and more profitable than the companies
that dominated the dot-com era, funding much of their investment internally’. Some private technology
firms remain unprofitable despite lofty valuations'®, while their limited financial disclosure makes those
risks harder to assess. Although many of the most important Al companies remain private, developments
at those firms can still materially affect the valuations of publicly traded technology companies, creating
broader market spillovers'".

Beyond that, debt plays a much larger role in financing today’s Al buildout,'? with much of that leverage

residing outside the banking system through private credit and other nonbank lenders. Since the GFC,
lending to nondepository financial institutions has been banks’ fastest-growing loan category.” As a result,
a technology-led correction could reach banks through less visible—and potentially harder-to-contain—
channels than it did during the dot-com era.
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The Dot-Com Bust: Market Shock, Limited Banking Stress

After a dramatic late-1990s rally fueled by enthusiasm for internet and technology stocks, equity markets
reversed in March 2000. The NASDAQ fell roughly 75 percent from its peak, erasing more than $5 trillion
in market value and taking about 15 years to fully recover."

The correction triggered a mild recession marked by weaker corporate profits, declining business
investment, rising corporate defaults, and higher commercial and industrial loan losses.”” Despite these
pressures, the U.S. banking system remained resilient. Banks entered the downturn in strong financial
condition, and although higher loan loss provisions reduced earnings, stronger net interest margins and
securities gains largely offset the decline, leaving industry profitability relatively stable (see Chart 1)."¢

Problem banks increased from 76 in mid-1999 to 146 by September 2002, but failures peaked at just 11
institutions in 2002,"® mostly because of idiosyncratic credit problems rather than technology exposure.

NextBank, an internet-only credit card bank, was the failure most closely associated with the internet boom."?

CHART 1

Bank Income Declined in the Wake of the Dot-Com Crash but Rebounded due to Stronger Net
Interest Margins and Securities Gains
Net Operating Income and Securities Gains, 1998Q1-2002Q1
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Overall, the dot-com bust exposed pockets of weakness but did not threaten the stability of the banking
system. Unlike the period before the GFC, banks entered the dot-com downturn with relatively strong
balance sheets and were not burdened by excessive leverage or concentrated exposures.

Bank Performance: Divergence Beneath the Surface

Although the banking industry remained resilient overall, performance varied across business models.
Large and Complex Banks

Large banks faced the greatest earnings pressure because of leveraged corporate lending and capital

markets exposure.?’ Loan losses (see Chart 2), weaker IPO and M&A activity, litigation related to

underwriting practices, and delayed reserve recognition all weighed on results.?’?2

CHART 2

The Largest Banks Saw the Biggest Increase in Net Charge-off Rates After the Dot-Com Crash
8-quarter average change, 2000Q2-2002Q1 vs. 1998Q1-1999Q4, by bank asset size
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Credit deterioration also was recognized gradually, with reserve build-up lagging the weakening in
corporate credit quality (see Chart 3).

CHART 3

Reserve Coverage Fell More for Larger Banks Than Smaller Banks After the Dot-Com Crash
8-quarter average change, 2000Q2-2002Q1 vs. 1998Q1-1999Q4, by bank asset size
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* Reserve Coverage Ratio evaluates Total Loss Allowance to Noncurrent Loans divided by Total Noncurrent Loans and [ eases.

Regional and Community Banks

Regional and community banks generally performed better in the years following the dot-com bubble
because they had limited exposure to speculative technology and telecom lending and were less
dependent on capital markets activity. Mortgage refinancing supported many consumer-focused
institutions after Federal Reserve rate cuts, although lower rates compressed margins.?* Overall, credit
losses and profitability declines remained modest.

Today’s Banking Conditions

Today, the banking industry appears to be in a stronger position than it was on the eve of the dot-com
crash. Profitability is slightly higher, with a four-quarter average return on assets of 1.28 percent as of 2Q26
compared with 1.26 percent as of the 1Q00. Also, banks hold more capital, liquidity, and loan loss reserves
than they did entering the previous cycle, suggesting greater resilience even as risks increasingly reside
outside the traditional banking system.?

2 Federal Deposit Insurance Corporation, Quarterly Banking Profile, fourth quarter 2001.

24 Federal Deposit Insurance Corporation, Quarterly Banking Profile, second quarter 2026, August 25, 2026,
https://www.fdic.gov/quarterly-banking-profile/quarterly-banking-profile-2q-2026#charts-and-data.html.
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Policy Response Helped Support Banks

The policy response to the dot-com bust helped cushion the banking system. After tightening policy in
1999, the Federal Reserve reversed course in 2001, cutting rates 11 times by a total of 475 basis points, from
6.5 percent to 1.75 percent.?®

The rate cuts steepened the yield curve, reduced funding costs, expanded net interest margins (NIMs) for
many banks (see Chart 4), and generated securities gains as bond prices rose.

CHART 4

Bank Net Interest Margins Expanded as Monetary Policy Eased After the Dot-Com Crash
Average bank net interest margin and Fed funds effective rate, 1998Q1-2002Q1
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Smaller banks, however, benefited less initially, as their NIMs declined through much of 2001 (see Chart 5).

CHARTS

Fed Rate Cuts Benefited Large Banks but Created Headwinds for Smaller Banks Following the Dot -Com Crash
8-quarter average change, 2000Q2-2002Q1 vs. 1998Q11999Q4, by bank asset size
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Beyond monetary policy, Congress provided fiscal support through the Economic Growth and Tax Relief
Reconciliation Act of 2001, including $38 billion in tax rebates?® as part of a broader $1.35 trillion tax cut.?’
Together, fiscal and monetary easing supported liquidity and a 6.6 percent compound annual growth rate
in deposits from 2001-2003.7%

Today's policy backdrop may be less supportive. Higher public debt and lingering inflation risks could
limit policymakers' ability to respond as quickly or forcefully as they did in 2001. Also, the shift of credit

intermediation to less transparent nonbank institutions without access to the federal safety net could make

stress events harder to diagnose and contain.?’
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Nonbank Lending Plays a Bigger Role Today

The biggest difference today is that much more leverage resides outside traditional banks in private credit
funds and other nonbank lenders. A market correction may emerge not through conventional commercial
lending but through nonbank funding channels.

Bank lending to nondepository financial institutions has been the fastest-growing loan segment since the
GFC. Outstanding balances reached $1.5 trillion as of June 30, 2026, representing 10.9 percent of total
bank loans and leases, up from 3.2 percent a decade earlier.>” Including these loans raises banks' effective
exposure to commercial credit to roughly 29 percent of total loans, exceeding commercial and industrial

loan concentrations during the dot-com era.*’

Much of this exposure is concentrated at the largest banks and includes lending to private equity funds,
mortgage finance companies, business and consumer credit intermediaries, and other leveraged financial

entities.??

A severe market correction could produce credit losses on banks’ loans to nonbank intermediaries, reduce
collateral values, and trigger liquidity draws or even result in fire-sales, which put further downward
pressure on asset values.** Unlike 2000, stress could spread through more opaque funding channels,
where valuations are set by managers without the benefit of observable market prices®* and complexity
and data gaps may expose banks to risks that are more difficult to monitor and measure.*®

Conclusion

The dot-com crash suggests that the impact on banks of a sharp equity correction depends less on the
size of the market decline than on how risk is transmitted through the financial system. Banks with
significant exposure to affected sectors, capital-markets, or other vulnerable financing channels are likely
to be hit hardest, while institutions with diversified earnings, stable deposits, and strong capital should
prove more resilient.

The biggest unknowns today are whether policymakers will have the flexibility to respond as aggressively
as they did in 2001 and how private credit markets will perform under stress.

For bank management, the key question is not whether technology valuations resemble the dot-com era,
but whether today’s financing structure has created exposures that are less visible and therefore harder
to identify, monitor, and manage under stress.
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