
 
 

 
 
 
 
 

                   “Nothing so undermines your financial judgment as the sight of your neighbor getting rich.” 
                     & J.P. Morgan, 1837 – 1913, American financier and banker who dominated corporate finance during his time 
 

IS THERE IRRATIONAL EXUBERANCE IN FINANCIAL MARKETS? 
 

He has been hailed as one of the foremost scientific 
intellects the world has ever known, revolutionizing the 
sciences of physics, mathematics, and astronomy. To this 
day, he is considered one of the most influential scientists 
of all time and a key figure in the scientific revolution. As 
a result of his work, he was elected President of the Royal 
Society of London in 1703 and was knighted by Queen 
Anne during a royal visit to Trinity College in 1705, making 
him only the second scientist to receive the accolade after 
Sir Francis Bacon in 1703. He was wealthy by the 
standards of the day 
and usually a cautious 
investor. 
 
Yet for all his 
brilliance in the fields 
of science and 
mathematics, Sir 
Isaac Newton (1642-
1727) ended up 
making some 
financially disastrous 
decisions in the stock 
market. The scientist 
who is credited with discovering the law of universal 
gravitation was evidently unfamiliar with the laws of 
financial gravity: what goes up must come down, and 
what goes up the most will come down the hardest. 
 
Newton was an early investor in the South Sea Company 
and profited handsomely as the price of the stock rose 
over the course of the 1710s. At the beginning of 1720, 
the House of Lords passed the South Sea Bill which 
allowed the South Sea Company a monopoly to conduct 
England’s trade with Spanish colonies in the West Indies 
and South America. The bill sparked a speculative frenzy 
for its shares, with prices soaring from £128 in January to 
£330 in March and £550 in May (see top graph next page). 
Sensing that the market was getting out of hand, Newton, 
who at that time had around 40% of his considerable 
wealth in South Sea stock decided to liquidate his stake 
at a large profit.  
 
But speculative buying ran rampant through the summer 
of 1720 and the value of South Sea shares rose 

to dizzying heights. By mid-June, the acclaimed physicist 
got swept up in the wild enthusiasm of the market. He 
could no longer stand the thought of the money he’d 
‘lost’ by selling too soon and put almost all of his 
investable capital back into the stock at twice the price he 
had sold at in the spring. South Sea shares eventually 
reached a peak of around £1,000 in July as ‘fear of missing 
out’ (known as FOMO) on riches drove the price ever 
higher. At that point, the company’s market worth was 
about twice the value of all the land in Britain! 

 
But fortunes turned 
shortly thereafter 
when the price of 
South Sea shares 
suddenly started to 
slide at the end of the 
summer. The slide 
became a precipitous 
collapse and by 
December, prices 
had tumbled back to 
£124, leaving a large 
number of 

overextended investors in financial ruin and producing a 
severe economic downturn. It was England’s most 
notorious speculative mania and the first of many 
economic and financial crises.  
 
Newton’s losses totaled as much as £20,000 (between $4 
million and $5 million in 21st century terms). He had lost 
all his early profits and a good bit more besides. 
Surveying his losses, he allegedly said that he could 
“calculate the motions of the heavenly bodies, but not 
the madness of the people.”  
 
That year was the first time the term ‘bubble’ was used to 
describe booms and busts in financial markets. While the 
term ‘bubble’ has never been formally defined, it can be 
described as a steep increase in the price of an asset over 
a period of time, followed by a steep decrease in its price. 
We believe that AQR co-founder Cliff Asness summed it 
up best when he postulated that ‘the term ‘bubble’ 
should indicate a price that no reasonable future 

outcome can justify.’ 



With equity markets at or close to record highs and 
several traditional market-top signals flashing amber, 
concerns are once again mounting as to whether financial 
markets may have entered bubble territory. An increasing 
number of Wall Street professionals see the lofty prices of 
everything from equities to bitcoin, housing prices to the 
soaring value of newly public companies as clear signs 
that the financial system is once again on the verge of a 
major reset. Meanwhile, Google searches for the term 
‘stock market bubble’ reached an all-time high in January 
(see bottom graph this page). 
 
Clearly, the combination of extraordinary fiscal stimulus 
and ultra-expansionary monetary policy to combat the 
pandemic and, more recently, optimism on the 
coronavirus vaccine have 
provided a positive 
backdrop for financial 
markets and driven up 
prices of many asset 
classes simultaneously, 
fueling what’s been called 
an ‘everything bubble.’ 
High valuations alone are 
not necessarily indicative 
of a bubble, however, as 
that word implies a 
speculative mania where 
irrational investors push 
prices up to 
unsustainable levels.  
 
In their recent book 
‘Boom and Bust: A Global 
History of Financial 
Bubbles’, authors William 
Quinn and John Turner 
present a novel 
framework they dub the 
‘bubble triangle’ for 
assessing and 
understanding booms 
and busts. They use the 
analogy of a ‘fire’ to 
describe speculative 
bubbles. A fire is 
‘destructive, self-
perpetuating and difficult to control once it begins.’ And 
just as fire needs oxygen, fuel, and heat, a speculative 
bubble needs assets that are easy to trade (oxygen); 
abundant money and credit (fuel); and large numbers of 
speculators (heat).  
 
Given sufficient levels of these three components, a fire 
can be started by a simple ‘spark’ which, the authors 
argue, usually comes from two sources: ‘technological 
innovation (think bitcoin) or government policy.’ Today, 
all four of these bubble preconditions are in place and 
investors would be remiss to ignore these warnings since 
bubbles are much easier to see after they collapse than 

during the heat and smoke of a speculative fire. Of 
course, finding signs of speculation and timing a collapse 
are two totally different things. In late 1996, then-Federal 
Reserve chairman Alan Greenspan warned of ‘irrational 
exuberance,’ but stocks kept rising until early 2000. 
 
There has been a lot of agonizing about bubbles lately 
and the signs of excess are hard to miss. The popularity 
of commission-free stock trading and easy-to-use trading 
apps like Robinhood have attracted a new type of 
amateur traders that have emerged as one of the key 
drivers of the stock market, as the trading saga 
surrounding GameStop and other popular meme stocks 
illustrates. As Lance Roberts, author of Real Investment 
Advice puts it: “retail investors are generally long 

confidence and short 
experience.” 
 
Similar examples of 
speculative behavior 
permeating the markets 
are the rapid proliferation 
of SPACs, the meteoric 
rise in the price of bitcoin, 
a massive spike in the 
volume of bullish call 
options, and the historic 
surge in margin debt. 
 
Without a doubt, the 
hottest acronym in the 
world of finance has been 
SPAC, or special purpose 
acquisition company.  
SPACs raise cash while 
listed on a public 
exchange for the purpose 
of merging with a private 
company in an effort to 
take it public without the 
complexity of a typical 
initial public offering, or 
IPO. With more than a 
week left in March, SPACs 
have already raised $87.9 
billion, exceeding the 
total issuance in all of last 

year, according to data from SPAC Research. Already, the 
shares of many SPACs are down 20% or more from their 
February highs and issuance has slowed as a result. 
 
Since the COVID pandemic began in early March last 
year, Bitcoin’s price has risen more than 1,000% and 
surpassed the $60,000 mark earlier in March. Corporate 
adoption is widely believed to have been behind the 
cryptocurrency’s astonishing price rise, up 100% year-to-
date, after highly publicized investments from companies 
like Tesla, Square and MassMutual. But there’s also real 
fear of a crypto bubble that could pop at any moment. In 



fact, 62% of respondents of an Investopedia survey 
believe that bitcoin is in bubble territory.  
 
Another instance where investors are taking things too 
far, too fast is that last year’s options trading volume was 
45% higher than the previous record set in 2018 (see top 
graph this page). Much of this trading has come from 
amateur traders hoping to make fast gains by buying calls 
(i.e., bets on a rising market). The current CBOE put-to-
call ratio, which shows how many contracts are betting on 
gains compared with those betting on losses through 
‘put’ options, of 0.4 is nearly identical to the 0.39 it 
registered in March 2000 at the peak of the dot-com 
bubble. 
 
A year ago, when the pandemic 
shut down the economy, total 
margin debt – the amount of 
money borrowed to invest in the 
stock market – stood at $479 
billion. Since that time, margin 
borrowing rose sharply to an all-
time high of $813 billion in 
February (see graph next page). 
Margin trading amplifies the 
performance of a portfolio, for 
better or worse. While high levels 
of margin debt are not necessarily 
a sell signal, they are 
an indication of 
investors’ appetite for 
speculative trading. 
The higher margin 
debt levels rise, the 
higher the risk that 
even a moderate 
price correction in 
equities could trigger 
a wave of margin 
calls, which in turn 
could lead to higher 
volatility and 
exacerbate the 
selling pressure on 
stocks. 
 
We could add the red-hot housing market to this list, as 
rock-bottom mortgage rates, coupled with a shift to 
working from home have fueled home sales and led to a 
spike in home prices across the country. Realtor.com’s 
market data for the week ending March 6, shows that the 
median home price of all the listings increased by 14.3% 
over last year, its 30th consecutive week of double-digit 
price growth. That spurred many homeowners to 
refinance and cash in $152.7 billion of the equity in their 
home last year, an increase of 41.7% from 2019 and the 
highest refinancing cash-out dollar amount since 2007, 
according to Freddie Mac. Likewise, the volume of home 
equity lines of credit, or HELOCs, more than doubled in 

2020 from a year earlier to $74.9 billion, spurring 
comparisons to earlier bubbles.  
 
But perhaps the most telling sign is this: there are now 
more real-estate agents than homes for sale in the U.S. 
According to the Wall Street Journal, just 1.04 million 
homes were on the market at the end of January. In the 
same month, the National Association of Realtors (NAR) 
had 1.45 million members – that’s nearly 40% more agents 
hunting for deals than there are houses on the market! 
 
This brings us to a question that an increasing number of 
Wall Street professionals has recently raised: is the stock 

market in a bubble that’s about 
to burst? Since the benchmark 
S&P 500 index bottomed on 
March 23rd last year, stocks 
staged a breathtaking recovery 
and are now up 81% from the 
low as investors are looking 
across the valley of the 
contraction and anticipating a 
relatively quick recovery. This 
optimistic view is being driven 
by supportive financial 
conditions, the continued rollout 
of Covid-19 vaccines, strong 
earnings growth, and a pickup in 

the global economy. 
Any hiccups on those 
fronts could stall the 
market’s recent rally. 
 
Even with a projected 
24% jump in earnings 
in 2021 and another 
15% gain in 2022, it is 
getting incrementally 
more difficult to 
justify the stock 
market’s current 
valuations. According 
to data from FactSet, 
the 12-month forward 
P/E ratio for the S&P 

500 is 21.6, which is above the 5-year (17.8) and the 10-
year average (15.9) (see bottom graph this page). That 
statistic is heavily skewed higher by a select group of 
significantly overvalued mega-cap technology stocks that 
are also some of the market index’s largest components. 
 
There is, however, another way to look at stock valuations: 
equities look more reasonable if we consider the 
backdrop of low interest rates. Given the exceptionally 
low yields on Treasuries today, equities look more 
attractive relative to the bond market. That’s exactly the 
conclusion of Robert Shiller, the Nobel prize winning 
economist who wrote ‘Irrational Exuberance’. He points 
out that ‘with interest rates where they are right now, on 



a relative valuation basis, stocks are not that expensive at 
all.’ 
 
Another reason to give this bull market the benefit of the 
doubt is the massive leadership change over the past few 
months. High-flying growth stocks, which have been the 
market leaders for some time have faltered in recent 
months as rising bond yields and expectations of an 
economic rebound spurred a powerful rotation out of the 
‘stay-at-home’ names that drove markets higher for most 
of last year and into economically sensitive cyclical value 
stocks in sectors like Energy and Financials. These value 
stocks (slower growers with attractive valuations) have 
consistently lagged behind growth stocks over the past 
five years and especially during the pandemic. The 
market rotation thus far is 
indicative of investors 
seeing a path toward 
economic normalization. 
 
Although parts of the 
financial markets may be 
experiencing bubbles 
today and valuations on 
certain companies might 
have run ahead of 
fundamentals, we do not 
currently believe that 
equities as a whole are in 
a bubble, especially 
considering the 
supportive interest rate 
environment. Still, a 
pullback or correction 
cannot be ruled out, as much enthusiasm seems 
discounted in equity prices and all four of the bubble 
preconditions mentioned earlier are in place. Market 
corrections, defined as declines of between 10% to 20%, 
occur about every two years, on average.  
 
INVESTMENT IMPLICATIONS: 
It’s been one year since equity markets bottomed, 
beginning an epic rally that confounded and caught so 
many by surprise. Powered by accommodative monetary 
and fiscal policy support, the world economy rode a V-
shaped recovery that remains on track to surpass pre-
pandemic GDP levels and should translate into a 
meaningful rise in corporate profits. Domestically, real 
GDP growth of 7% looks possible for 2021, which would 
be the best calendar-year outcome since 1984. Yet even 
accounting for favorable fundamentals, the current 
environment marked by an abundance of cheap money 
has inflated multiple asset bubbles, making investing an 
even greater challenge. If multiple asset markets are 
simultaneously overpriced, investors have fewer options 
and the benefits of diversification – reduced portfolio risk 
– are harder to find. 
 
The threat of higher inflation and a sharp rise in long-term 
interest rates has caused investors to pivot away from 

technology-heavy growth stocks toward more cyclical 
value stocks that have the potential to benefit from an 
economic recovery. Given the prospects for rapidly 
accelerating growth this year, we believe that cyclically 
oriented sectors offer further upside potential. Investors 
should brace themselves for more volatility along the way 
however, with inflation and interest rate worries being the 
primary source of anxiety. Moreover, today’s elevated 
equity valuations and low interest rates imply that forward 
looking asset class returns could be lower than the 
historical average. 
 
As we navigate the current investment landscape, our 
focus is on building portfolios that are resilient and well-
diversified to weather a wide range of potential 

outcomes. We favor 
high-quality companies 
with strong balance 
sheets, cash flows and 
preferably an attractive 
dividend yield. Portfolio 
diversifiers, such as gold 
and other commodities 
could provide a hedge 
against a future inflation 
surprise due to excessive 
monetary creation. Given 
attractive valuations and 
a forecast for global 
synchronized growth, 
international stocks in 
developed markets 
could provide investors 
with diversification 

across global regions. 
 
While bond yields remain historically low, we believe that 
proper fixed income allocations will remain an effective 
way to protect well-diversified portfolios against equity 
market declines. We continue to keep the average 
duration of the bonds low. (Duration is a measure of a 
bond’s sensitivity to interest rate changes. Generally, the 
higher the duration, the more a bond will fall if interest 
rates rise and vice versa). However, if yields rise as we 
anticipate, we would use it as an opportunity to gradually 
add some longer-term bonds for more income. 
 
Authors Quinn and Turner conclude that “the chief lesson 
for investors from [their] book is that they need to act like 
fire-safety inspectors, examining each situation to see if 
the elements of the bubble triangle are present and 
looking out for political or technological sparks.” 
Investors can never know with any confidence when a 
bubble will pop and the market will turn. That’s why our 
biggest responsibility as your trusted financial advisors is 
to act as your ‘fire-safety inspectors’ by continually 
assessing the risks and rewards in the markets, to stay 
focused on your long-term financial goals, and to guard 
against the mistake made by the brilliant Sir Isaac Newton 
in the South Sea bubble.                                      APRIL 2021 
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