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The Big Fat Ugly Bubble 

Bubbles are difficult to discern until after the fact 

Donald Trump echoed the ever-growing populist refrain that the markets are in a “big fat ugly bubble.”  The nature of a 

financial bubble is such that it is very difficult to pinpoint prior to its culminating “pop.”  There has been a plethora of 

research on the subject—financial participants generally recognizing Manias, Panics and Crashes, by Charles 

Kindleberger as the go-to authority.  In the book, Kindleberger outlines the five phases of a bubble, and provides a 

working rubric that might shine some light on whether equities are in bubble territory.   

The five phases of a bubble are: displacement, boom, 

euphoria, crisis, and revulsion.  All bubbles are initially 

rooted in some disruptive event that is the powder keg 

and catalyst for ensuing price action (displacement).  The 

dot-com bubble in the late 90’s was anchored in internet 

development and accessibility.  The Real Estate bubble in 

2006 was grounded in falling interest rates and the 

expansion of credit.  Both were disruptive changes that 

on some fundamental level increased earnings potential 

for specific industry cohorts.  In each case, the initial 

boom was rooted in improved prospects but eventually 

gave way to the euphoric phase where price diverged 

from fundamentals.  During the dot-com bubble, all 

discounted cash flow valuation was thrown out of the 

window.  “Get big fast” became the mantra, and the 

belief that return on capital would materialize due to the 

exponential sales growth that the internet would surely 

provide.  IPO’s were abundant, often rising three fold on 

the very day of their offering.  Capital flowed like wine, 

until, well, it didn’t.  In 2006, the real estate bubble had 

its own “new paradigm”—the belief that home prices 

could never fall.  Lenders were willing to lend to any and 

all applicants because their appreciating collateral would 

always cover any losses.  We all know how both of these narratives ended.  The Euphoria phase gave way to a crisis and 

eventual revulsion after asset prices had crashed.  And as obvious as these bubbles seem now, very few had the 

foresight to protect capital, much less make money. 

The current market lacks many of the tell-tale signs of a bubble 

The S&P 500 is up over three-fold since the 2009 bottom.  Moreover, the current bull market is well into its seventh 

year, a long expansion by historical measures.  However, it is important to draw a clear distinction between cycles and 

bubbles.  The economy is cyclical by nature—recessions and bear markets are historical commonplace, and they are 

markedly different than a “bubble.”  Morgan Housel, a former contributer to the Wall Street Journal and the Motley 

Fool, and current partner at the Collaborative Fund, depicts an economic cycle in the below diagram: 



Housel writes, “This cycle is self-reinforcing, because if 
assets didn’t get expensive they’d offer big returns, and 
offering big returns attracts capital, which makes them 
expensive. That’s why cycles are everywhere and we can 
never get rid of them.  To me a bubble is when this cycle 
breaks. I have my own definition: It’s only a bubble if 
return prospects don’t improve after prices fall. It’s when 
an asset class offers you no hope of recovery, ever (Or an 
amount of time that rounds to forever). This only happens 
when the the entire premise of an investment goes up in 
smoke.  That was true of a lot of dot-com stocks, which 
weren’t bargains after they fell 90% because there was 
still no tangible company backing them up. It was true of 
homes in the mid-2000s, because you stood no chance of 
enjoying a recovery if you were foreclosed on. It was true 
of Holland’s 1600s tulip bubble, as the entire idea that 
tulips had any value went up in smoke.  But it wasn’t true 
of stocks in 2007. Yes, the market fell 50%. But that made it so cheap – particularly compared to the alternative of bonds 
– that buyers instantly came rushing back in. Prices hit a new all-time high by 2013.”  Housel’s delineation between 
cycles and bubbles is cogent and straight-forward, and the reason that I have adopted it here. 

In terms of the current market, it is difficult to make the case that we are in a bubble.  Both the euphoria and divergence 
from fundamentals that define a bubble are glaringly lacking.  There is a reason why this has been the “most hated bull 
market of all-time,” a characterization that has become commonplace in the mainstream press.  Moreover, investor 
sentiment is far from levels that would reflect public enthusiasm for equities, much less the greed, delusion, and the 
“new paradigm” that has accompanied prior “bubbles.”  For example, the American Association for Individual Investors 
(AAII) Sentiment Survey indicates that only 24% of investors are Bullish.  For reference, the ten-year average is 37%.  It 

has been below this average for the last 47 weeks.  In fact, 
only two weeks in the last 78 have been above this ten-
year average.  The Bull-Bear difference is firmly negative, 
as shown in the chart to your left (white line), and is more 
indicative of a market bottom than a top.  This is hardly 
the sentiment that one might expect during a euphoric 
blow-off top.  The last time that sentiment was this lousy 
was in May, and we published a perspective piece 
entitled, “Pocket Aces: Play or Fold.”  We wrote, “Over the 
next six months, market pundits are going to continually 
question why this market keeps moving higher. They will 
try to pinpoint fundamental reasons why the equity 
market is undervalued, or that economic conditions are 
improving. These may be true. They may not be. But the 

reason we will move higher, is because of positioning. Bearishness prevails, and the street is underinvested.”  Since that 
time, the market has climbed 4.5% in the face of seasonal weakness, and an unforeseen Brexit vote.  Today, bearishness 
still persists—an AAII Bullish reading between 20 and 30 percent occurs only 18 percent of the time, and on average 
presages the S&P 500 is up 7.5% over the next six months.   

Market valuations, while high by some measures, have not decoupled from company fundamentals.  The chart below 
shows the S&P 500 versus its trailing twelve months earnings per share.  Interestingly enough, market prices did diverge 
from underlying earnings during the late 1990’s.  However, they did not become too stretched in 2006 prior to the Great 
Recession.  This further supports Housel’s classification of the 2008 bear market as a cyclical correction rather than a 
“bubble.”  Equity prices were entirely justified by underlying earnings, and adjusted in response to a cyclical 
deleveraging cycle and earnings recession.  There was no irrational exuberance coming into 2008, just an inability by 
market participants to understand the systemic repercussions of an overly-leveraged system.  The point I am making is 
not that the market can’t go down (it can), but there is no evidence that we are in a bubble, just progressing through a 

http://www.holbrookholdings.com/pocket-aces-play-or-fold/


late cycle recovery.  Any market pullback will be a 
reasonable reaction to subdued earnings expectations.  
Even then, technical factors are still very supportive of this 
market:  investor psychology is pervasively bearish, 
interest rates remain subdued, and the supply of stock has 
dwindled (below) due to M&A, corporate buy-backs, and a 
less-than-robust IPO calendar.  Perhaps this is the reason 
that the corporate earnings recession since 2014 has not 
prevented market indices from breaking out to new all-
time highs.  In terms of the equity market, we are not in a 
bubble, nor is it big, and it certainly isn’t fat.  Such claims 
will continue to manifest themselves in the political arena, 
where fear-mongering and demagoguery can often yield 
votes.  But when it comes to your pocketbook, pay them 
no heed.  Our service-based economy continues to improve and the major indices have already shown their resilience in 
the face of an earnings recession, which is likely to end this quarter. 

Sovereign debt might be another story 

Investors should consider, given all of the rhetoric declaring 

bubbles in corporate credit, equity markets, and risk-assets, 

that perhaps the only real bubble is one of fear and the 

safe-haven assets that it inflates.  I hesitate to use the term 

“bubble” (using Housel’s construct) given that high-quality 

sovereign bonds will likely always have intrinsic value.  

Instead, I’ll just make the case that a thirty-plus year bull 

market in sovereign debt, combined with banking 

regulatory changes, relentless disinflation, and post-crisis 

investor paranoia, has left the asset class overvalued.   

Utilizing Kindleberger’s “Anatomy of a Bubble” construct, the state of the sovereign debt market is marked by many 

characteristics endemic during a mania phase.  It’s difficult to watch CNBC without a headline interview about interest 

rates and why they will continue to move lower.  Analysts continue to project anemic growth in developed, and in some 

instances, emerging markets.  Global disinflation is a trend that very few believe will reverse.  The seemingly never-

ending decline in yields has now manifested itself in a “new normal”—an interest rate environment that will be “lower 

for longer,” based on the notion that the neutral inflation 

rate is markedly lower than it has been in the past.  

Paradigm shifts are telltale signs of the bubble mentality.  

Interestingly, the Federal Reserve’s confidence interval for 

the future path of the Fed Funds rate is large enough to 

drive a truck through, as illustrated in the following chart.  

By their own admission, the inflation and rate cycle may be 

the same as they always have been.  Meanwhile, the 

global NIRP experiment is running its course, as Central 

Banks rethink the notion that they can affect aggregate 

demand.  The BoJ and the ECB have halted their rate cuts 

and the acceleration of their QE programs.  There is 

anecdotal evidence that negative interest rates have the 

exact opposite effect on savings than originally 



anticipated.  It is entirely plausible that individuals 

increase their savings when the return expectations on 

those savings are lower.  Imagine that, people actually 

have the ability to forecast the amount of money they will 

need in retirement and adjust their consumption habits 

accordingly.  Pension funds do the same, opting to adjust 

their portfolios in favor of risk assets so as to mitigate 

their funding deficits.  Insurance companies?  If rates 

remain this low, premiums are going to have to rise 

precipitously or new policies will simply not be 

underwritten.  Back in February, Holbrook published a 

perspective entitled, “Negative Rates are a Policy 

Mistake.”  I wrote, “negative savings rates will not revitalize aggregate demand, but rather curtail it, and will ensure 

continued under-investment in the economies that adopt them.”  Central Banks continue to operate under the incorrect 

notion that they can affect aggregate demand, and data will continue to support the sterility of such policy.  At this 

point, if aggregate demand does increase, it will not be a result of monetary policy, but rather demographic changes, 

and credit expansion for a deleveraged consumer—more on this later.  In any case, the sovereign debt market has 

incorporated a host of new paradigms and policy shifts in response to an interest rate cycle that could potentially be the 

same.  If there is an asset class that resembles a bubble, it is safe-haven assets.  Again, I prefer the term “overvalued” 

since there will always be a place for safe-haven assets in investor portfolios.  

The Fundamental Reasons for Rising Rates 

We briefly noted how investor sentiment has adopted the 

“lower for longer” mantra.  The OIS market is pricing in one 

full rate hike over the next 5 years, and only a full 

percentage of tightening over the next thirty.  Meanwhile, 

the Fed’s median projection for Fed Funds is 2.5% by the 

end of 2019.  Obviously, the bond market disagrees with 

the Federal Reserve when it comes to the path of short-

term rates.  This in itself is not surprising.  The Fed has 

moved the goalposts and sent false tightening signals on 

more than one occasion.  What is concerning is that term premiums are at all-time lows.  Investors have a choice to 

continually reinvest short-term T-Bills over the next ten years, or to invest in a ten-year treasury bond and hold to 

maturity.  Theoretically, the two strategies should produce comparable returns.  However, investors in the ten-year 

treasury typically demand a higher rate of return because longer-dated treasuries have considerable volatility given their 

duration.  This additional yield is the term premium.  As you can see in the above chart, term premiums are negative and 

at their lowest levels ever.  This implies that longer-term treasury investors are actually paying a premium for volatility.  

Investors are not only fighting the Federal Reserve by actively ignoring the Fed’s stated path for short-term rates, but 

they are not being compensated for the chance of being wrong.  It is precisely this hubris that could result in a massive 

recalibration across the yield curve.  Remember, the Fed lacks credibility--until it doesn’t.     

Positioning and market hubris are the accelerant for the end of a three-decade bull market in treasuries.  However, it 

will ultimately be an improving economy that provides the spark that lights up the yield curve.  Over the last year, the 

U.S. would have gone into recession, if it were not for the resiliency of the U.S. consumer.  Real GDP has grown 1.3% 

despite government expenditures being virtually flat, net exports subtracting .2%, and gross private domestic 

investment subtracting a whopping .5%.  The U.S. economy has inched forward on the shoulders of the U.S. consumer 

and it was able to do so because individual balance sheets have deleveraged, the job market is strong, and incomes are 

rising.  Here are a few facts to illustrate: 

1)  Household Debt to Net Worth is at the same level it was in the mid 80’s 
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2) Debt service as a percentage of disposable income is at the lowest levels ever recorded 

3) Initial jobless claims are at the lowest levels since the early 1970’s and as a percentage of the workforce, the 

lowest level ever 

4) Job openings are at an all-time high 

5) Quit rates have rebounded to pre-recession levels 

All of these data points suggest that the missing piece, wage growth, will likely accelerate over the next couple of years.  

The Census Bureau just released a report showing that median incomes rose 5.2% in 2015, the first statistically 

significant increase since 2007, and one of the largest year-over-year increases ever.  Wages are trending higher, and by 

many measures bottomed in 2012.  The Atlanta Fed’s 

hourly wage tracker is close to 3.5%.  Historically when 

the U.S. economy reaches full employment, which it did 

this year, accelerated wage growth has almost always 

followed.  The U.S. consumer is healthy and getting 

healthier and will likely continue to make positive 

contributions to overall growth.  Meanwhile, the 

detractors from growth (investment spending, 

government spending, and net exports) are facing 

significantly less headwinds.  Both presidential 

candidates have infrastructure plans that will boost 

government spending.  Policy makers across the globe 

are calling for additional fiscal measures  in response to 

an acute rise of populism—a backlash against post-Recession austerity.  The headwinds of the commodity crash are 

largely behind us, as capex by mining and material companies have already been slashed to essential maintenance.  And 

finally, the U.S. economy just absorbed one of the strongest year-over-year increases in the U.S. dollar over the last 40 

years.  Manufacturing and industrial production have experienced the ill-effects of greenback appreciation, however, as 

illustrated in the chart below, that shock is waning.  The U.S. dollar may continue to appreciate, but much of the damage 

is behind us. 

 

The market continues to overestimate the impact that monetary policy has on rates.  The truth is that interest rates are 

a function of inflation, and inflation is a function of demographic trends.  In a prior perspective, “The Bond Bubble Burst, 

and the Death of the Disinflation Trade,” I made the case that the demographic shifts in the United States over the last 

thirty years had largely run their course and that these disinflationary forces would soon subside.  I encourage everyone 

to read it, but what follows is a quick synopsis. 
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Inflation is highly correlated with the relative size of a 

young and productive cohort, as you can see in the 

adjacent chart.  When the young cohort increased as a 

percentage of the overall population, so too did inflation.  

Conversely, the abrupt change in the early 1980’s in the 

inflation trend coincided with a decrease in this cohort’s 

relative size.  This correlation makes perfect sense.  

Younger generations are typically classified as “spenders” 

while older generations are more likely to save in 

preparation for retirement.  As a result, the money 

multiplier effect for an economy is much more prevalent 

when the younger cohort is relatively larger.  More 

money chasing goods and services results in price 

inflation.  The key point is that the precipitous fall in the 

younger cohort is already behind us, and based on Census 

projections, will not re-accelerate until 2030.  As 

evidenced in the second chart, those between the ages of 

15 and 44, dropped from 47.3% of the population in 1990 

to 40% in 2015.  This has been immensely disinflationary.  

The millennials will largely offset the effects of the aging 

baby boomers.  The Census Bureau projects the younger 

cohort to decline about 1.3% of total population by 2030, 

bringing a halt to the demographic disinflation that the 

U.S. has experienced over the last twenty-five years.   

Other disinflationary forces will also be waning, namely, 

the labor supply glut that has persisted for the better part 

of forty years.  Globalization has enabled U.S. 

corporations to access cheap labor overseas and has resulted in stagnant wage growth for American workers, but the 

incentives for offshoring and outsourcing are dwindling.  Not only have wages in Emerging Markets increased six-fold 

over the last fifteen years, but there are other motives for corporate “onshoring” including but not limited to: 

accessibility to cheaper energy, easier access to capital, streamlined supply chain management, better quality control, 

and brand reputation just to name a few.  Ironically, or perhaps serendipitously, these secular changes are occurring at 

the very time that the populist movement embodied by Trump is gaining steam.  Voters often do not have the patience 

for secular demographic forces to take effect. 

Currently, the United States has a tightening labor market, a deleveraged consumer, strengthening wage growth, a core 

inflation rate at 1.7%, and demographic trends that have stabilized.  And yet, we have a fixed income market that has 

priced-in perpetual disinflation and a “new normal” for interest rates.  It is precisely this dichotomy that makes duration 

and investor’s enemy. 

Quarter Three in Review 

The third quarter started with the markets still reeling from the Brexit vote.  Safe-haven assets caught a bid as gold 

rallied and sovereign yields fell.  For a brief period, the fixed income market was pricing in a Fed rate cut by the end of 

the year.  The remainder of the quarter was spent reversing the Brexit reaction as non-farm payroll data for June, July 

and August averaged gains of 226k per month.  Improving macro-economic data was buttressed by a decent earnings 

season--S&P 500 companies beat consensus earnings estimates by an average of 4.25%.  When all was said and done, 

the major market averages were higher across the board, corporate spreads had tightened, yields had risen, and 

breakeven inflation rates had increased.  Quarterly performance for an array of indices can be seen below.    

34

36

38

40

42

44

46

48

50

1
9

4
0

1
9

5
0

1
9

6
0

1
9

7
0

1
9

8
0

1
9

9
0

2
0

0
0

2
0

1
0

2
0

1
5

2
0

2
0

2
0

2
5

2
0

3
0

2
0

3
5

2
0

4
0

2
0

4
5

2
0

5
0

2
0

5
5

2
0

6
0

P
er

ce
n

ta
ge

 o
f 

To
ta

l P
o

p
u

la
ti

o
n

Source: U.S. Census Bureau

U.S. Population Aged 15-44



 

On the surface, risk-asset returns were strong, but not 

eye-popping.  The signifance of third quarter price action 

lies beneath the surface, and the sector rotation that is 

occurring.  High-dividend paying sectors like consumer 

staples, real estate, and utilities lagged considerably.  

Meanwhile, technology, industrials, and financials were 

the strongest outperformers.  Third quarter performance 

illustrates how Fed dependent this market has become.  

The prospect of rising rates has started taking its toll on 

higher yielding sectors--a stark reversal from the first half 

of the year.  Meanwhile, cyclical sectors are forging ahead 

and providing the leadership that this market needs to 

continue its breakout to all-time highs.  The “bad news is 

good news” mantra that has supported this market for the 

last seven years (because of Fed intervention) is in the 

preliminary stages of morphing into something quite 

different.  Positive economic data has recently been met with market concern about rising rates.  Hawkish comments 

from vice chairman Stanley Fisher and Eric Rosengren at the Boston Fed were enough to derail the equity rally in early 

September.  It wasn’t until a dovish speech by Lael Brainard, coupled with soft manufacturing surveys and retail sales 

data, that the equity market found its bearings.  Recently, risk-asset appreciation has been inextricably linked with 

yields.  When treasuries sell off, and interest rates move higher, the equity market falls as well, and vice versa.  The chart 



below illustrates how correlated these two markets have become.  The negative correlation is because the chart tracks 

S&P 500 performance relative to the ten-year yield.  If it tracked treasury prices, the correlation would be positive.     

 

Negative correlations (between yield and equity markets) tend to persist until tangible action is taken by the Federal 

Reserve.  The market is an efficient discounting mechanism, which is why the “buy the rumor, sell the news” strategy 

works more often than not.  I expect that inter-asset correlations will continue, until the fixed income market prices in a 

rate hike (meaning the market probability rises to over 70% -- currently it is 60% by the end of the year).  Once this 

occurs, equity markets will be able to embrace positive economic data in the face of rising rates, and move higher.   

There are two other notable developments in the fixed 

income markets that occurred in the third quarter.  First, 

the ten-year treasury-bund spread has broken through 

resistance, marking an end to almost two years of 

consolidation.  This is important since it serves to illustrate 

the dichotomy between the U.S. and Eurozone economies.  

There is a false belief among investors that U.S. rates 

cannot move higher given the state of the global economy.  

This is just wrong.  Rates have been diverging since 2011, 

and I suspect that they will continue to do so.  And if, 

perchance, the Eurozone experiences their own taper-

tantrum analogous to what happened in the U.S. in 2013, treasury rates will no doubt feel the effect.  Secondly, while 

treasuries have provided attractive currency hedged yields for foreign investors, they recently turned negative which 

could crimp foreign demand for treasuries.        

 Conclusion 

Donald Trump’s populist assertion that we are in a “big fat ugly bubble” may appeal to those voters who resent the 

status quo and would rather not admit that stock market gains are a function of an improving macro environment and 

solid earnings trends.  However, there is very little evidence to support the statement.  U.S. growth may not be as robust 

as it could be, but there are fundamental reasons to be optimistic.  The U.S. consumer has deleveraged.  Jobs are 

abundant.  Wage increases are accelerating.  Investment, fiscal, and currency headwinds are waning.  And the U.S. 

economy continues to diverge from the structural weakness of other developed markets.  Demographically, the U.S. is in 

a much more solid position than Japan, Germany, and a number of other countries.  Not only does the macro-economic 

data support this, but so too does market data.  The U.S. equity markets continue to outperform their developed market 

counterparts, and rate divergence is likely to continue. 



This article is distributed for informational purposes only and should not be considered investment advice or a 

recommendation of any particular security, strategy or investment product. It contains opinions of the author which are 

subject to change without notice. Forward looking statements, estimates, and other information contained herein are 

based upon proprietary and other sources. Information contained herein has been obtained from sources believed to be 

reliable, but are not assured as to accuracy.  Past performance is not indicative of future results. There is neither 

representation nor warranty as to the current accuracy of, nor liability for, decisions based on such information. 


