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Welcome to the Bubble Economy
The market has shown what goes up comes down
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The vast majority of so-called experts issuing warnings about the real estate bubble have been
missing a far more ominous danger, and it is one few mavens on Wall Street wish to publicize. Not
only are we facing an enormous real estate bubble, we in reality are facing a series of growing asset
bubbles all spawning from the same mother-bubble. If this mother-bubble begins deflating (due to
its own weight or triggered by a catalyst), we can expect all the asset bubbles and our economy to be
dragged down in short order. As such, the danger is acute.
Let's reflect on how we got to this point: From 2000 to 2002, the United States economy suffered the
enormous shocks of the collapsing equity markets (NASDAQ, down 75 percent, S&P 500 down 38
percent) along with the Sept. 11, 2001, terrorist attacks. Nearly $7 trillion of U.S. investor wealth was
wiped out. Sensing that political talk was not enough to avert a financial disaster, the Federal
Reserve took the unprecedented action of reducing the fed funds rate from 6.50 percent in January
2001 to 1 percent by June 2003 – the idea being to keep the consumer purchasing at all costs in
order to prop up the economy.
This easy money policy, which in turn propelled extraordinary appreciation in highly leveraged real
estate, unintentionally gave birth to the mother of all bubbles, the liquidity bubble. This bubble is
akin to the Death Star in the original “Star Wars” movie in that it can attack and overwhelm any
target in its sites. However, this liquidity death star is not commanded by a Darth Vader with the
intent to kill. It instead is commanded by millions of investors awash in excess cash and who are
competing on the world stage for financial returns. These investors include national governments,
pension funds, hedge funds, private equity funds, endowments, mutual funds, money managers and
individual investors.
As any identifiable market, asset, sector or stock begins showing strong fundamentals and price
appreciation, the millions of money commanders within the liquidity bubble begin pouring money
on the targeted investment and ride herd on it until its valuation reaches the stratosphere. Simply
put, it is investment asset inflation: too much money chasing too few perceived worthwhile
investments. As such, this liquidity bubble has metastasized into a series of asset bubbles throughout
the economy:
U.S. real estate bubble: Since 2001, real estate appreciation nationwide has averaged 50 percent,
but on the coasts and highly populated areas it has been far higher.
Global real estate bubble: Since 2001, from Cabo San Lucas to London to Dubai to Shanghai – and
most places in between – real estate appreciation has skyrocketed.

Commodity bubble: Since 2001, the Dow Jones AIG Commodity Index has gone from 85 to 180, a
jump of over 110 percent.
Oil bubble – Since 2001, the price of oil per barrel has gone from $20 to nearly $70, a jump of over
245 percent.
Gold bubble: Since 2001, the price of gold per ounce has gone from $260 to $570, a jump of over
115 percent.
China bubble: With GDP growth of 9 percent to 10 percent, China has become the No. 1 destination
for direct foreign investment. In both 2004 and 2005 over $60 billion was invested by foreigners.
India bubble: With GDP growth of 6 percent to 7 percent, India has become the No. 3 destination
for direct foreign investment. In both 2004 and 2005 over $5 billion was invested by foreigners. In
tandem, Indian equity markets jumped 39 percent in 2005.
Japan bubble – A rather modest upturn in Japan's economy translated into a 40 percent jump in
the Nikkei Index in 2005.
Corporate earnings and equity market bubble: Corporate earnings growth has been impressive, but
is it based on bubble-laced revenue? If so, what does that say for stock valuations?
Google bubble: Google went public in August 2004 at a price of $85 and has recently reached $475.
A jump of over 450 percent in less than a year and a half.
Though we might like to think these returns represent normal and healthy market behavior, they do
not – especially not in the wake of the equity market collapse of 2000 to 2002 and its destruction of
$7 trillion of investor wealth, the Sept. 11 attacks and an economy of late that has produced meager
wage growth, the smallest job growth in the private sector of any economic recovery since the 1930s,
few new products and zero new industries. (That is, unless the development of China as the low-cost
producer of all our material desires is considered a new industry.)
We have experienced many bubbles and their subsequent collapses over the decades. They are a
natural part of the investment landscape and investor psychology: the Nifty Fifty stocks of the late
'60s and early '70s, gold and silver in the late '70s, oil and real estate in the mid-'80s, U.S. stocks in
1987, Japanese stocks and real estate in the late '80s, and technology and dot-com stocks in the late
90s. However, we have never experienced so many bubbles at one time as we have today.
The markets have repeatedly proven that, sooner or later, all asset bubbles collapse. It is only a
matter of time. Will the liquidity bubble and its offspring collapse under their own weight as the
NASDAQ did in 2000 to 2002, or will it take a catalyst such as Iran going nuclear to initiate their
descent? This remains to be seen. However, the risk of a massive destruction of capital followed by a
gut wrenching global economic downturn should not be dismissed.
With the risks now properly illuminated, Johnny Nash's song lyrics come to mind: “I can see clearly
now, the rain is gone, I can see all obstacles in my way
Gone are the dark clouds that had me blind. ... ”
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