
Financial Manias
Most of my white papers are educational in nature focusing 
on explaining critical financial concepts, discussing current 
economic issues, or identifying anomalies in the capital 
markets. This one is different; it is mostly about fun. However, 
there will be a serious component in that I will discuss one 
area of the capital markets that has some of the characteristics 
of a financial mania. I have been interested for many years 
in “bubbles” which are defined as situations in which the 
price of an asset is based on implausible and unrealistic 
views about the future and significantly exceeds any notion 
of “intrinsic value.” A somewhat technical definition used 
by some researchers is a circumstance in which the price is 
more than two standard deviations above its long-term trend. 
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“At the root of all financial bubbles  
is a good idea carried to excess.”
– SETH KLARMAN (PROMINENT HEDGE FUND MANAGER)



One key aspect of bubbles is that they are generally identifiable only after the fact because it is so 
difficult to overcome the emotion and optimism of the moment. Specialists in behavioral finance and 
sociologists have done a great deal of work to explain the progression of bubbles and the psychology 
and sociology involved. I will include some of this information, but my main interest is describing some 
of history’s most prominent bubbles because they are fascinating and occasionally amusing as well.

A Brief Introduction to Bubbles
I will discuss five of history’s most significant bubbles covering a period of three hundred and 
seventy years. That in itself is an interesting statistic because it demonstrates that human beings 
never really learn; we are always susceptible to “new era” thinking. There are perhaps another fifty 
bubbles of varying size that we could examine, (See my colleague Morrow Bailey’s paper Bitcoin, 
Blockchain, and Bubbles) but the five I have chosen are particularly well-known and illustrative. 
To make these discussions a little more cogent, a little background information on the nature of 
bubbles would be helpful.
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The five bubbles are presented in 
chronological order and you will find 
that they all follow the same basic 
pattern with a few interesting twists.

New Paradigm-Initial excitement is generated by a new investment 
opportunity, new technology, or new way of thinking about the world. As 
indicated by the quote at the beginning of this paper, the initial rationale 
for a bubble is generally sound. Prices begin to rise but at a modest rate.

Euphoria-All caution is thrown to the wind and investors join the party 
based on the “greater fool” theory that someone will always buy the asset 
from them at a higher price. Many buyers employ leverage. FOMO or “fear 
of missing out” becomes the prevailing emotion.

Crash-Panic and major 
financial destruction.

Boom-Prices accelerate as many 
participants enter the market. This stage 
is associated with increasing media 
coverage and widespread interest.

Profit Taking-The “smart money” 
quietly exits.

While the circumstances 
and timing will certainly 
be different in each 
instance, bubbles 
typically unfold over the 
course of five stages:

02

04
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Tulip Mania
Because this mania took place between 1634 and 1637, documentation 
is somewhat scarce leading some to question the commonly held 
account. There does not seem to be any serious disagreement 
regarding the extent of the swings in tulip prices, but the debate 
rages over whether there were very many actual participants in the 
bubble and significant financial damage when it popped. However, 
it is generally considered the first, and perhaps most famous bubble, 
so I have included it with the caveat that some of the details are the 
subject of controversy. 

Tulips were first imported into Holland from Turkey in 1593, and the 
early 1600s saw the beginning of commercial cultivation. Tulips were 
initially confined to the gardens of the wealthy but slowly found their 
way into the homes of middle class citizens who wished to emulate the 
affluent. The major impetus to the mania occurred when the mosaic 
virus strain resulted in exotic, multicolored bulbs with interesting 
patterns. Speculators began to purchase bulbs in 1634 leading to 
organized trading on the Amsterdam Stock Exchange starting in 1636. 
As prices rose, people of all social and economic strata entered the fray 
and some purchased their bulbs using leveraged derivative contracts. 
At the peak, prices had increased fifty-nine fold in only sixteen months 
and the price of a single bulb could purchase a mansion on the most 
prestigious canal in Amsterdam. For no particular reason, prices 
dropped somewhat beginning in February of 1637 leading to margin 
calls that in turn stimulated forced liquidation. The following chart 
has been pieced together using the limited data that is available so 
it may not be entirely accurate. However, it provides a striking and 
poignant picture of the bubble.

For no particular reason, 
prices dropped somewhat 
beginning in February of 
1637 leading to margin calls 
that in turn stimulated 
forced liquidation.
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While the collapse certainly impacted some speculators, the available evidence suggests that the 
damage to the overall Dutch economy was fairly limited. Regardless, this bubble is still widely 
cited as a parable of greed and reckless speculation.

The South Sea Company
The South Sea mania is noteworthy in that it was supercharged by a great deal of skullduggery 
and corruption in addition to the normal speculative fever inherent in a bubble. In the early 1700s, 
officials in Great Britain were searching for a means to deal with a large government debt burden 
which also included future payouts to winners of government sponsored lotteries who were given 
annuities rather than immediate cash payouts. They devised a scheme in which government debt 
and the lottery payments were converted into shares of a newly formed stock company that was 
given a monopoly on providing slaves and supplies to the Caribbean and South America. (The 
South Seas)  The management of the company then hyped the profit opportunity (which never 
materialized), bribed politicians, made loans to important people to buy shares, and purchased 
their own shares in order to give the appearance of price momentum. They were successful in 
creating speculative fever such that the stock price rose from £128 in January of 1720 to a peak 
of £1000 in August of the same year.

c o n t i n u e d  o n  n e x t  p a g e  >

TULIP PRICE INDEX 
1636-37
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 When the price ultimately collapsed, banks and goldsmiths who had financed a good deal of the 
speculation were ruined and the overall GDP of Great Britain was significantly impacted. One 
famous victim of the bubble was Sir Isaac Newton whose transactions in the stock are depicted 
in the following chart:  

Apparently, Newton’s finances ultimately recovered to the point that he died a wealthy man. 
However, in regard to the South Sea Company, he famously said “I can calculate the motions of 
heavenly bodies, but not the madness of people.”

SOUTH SEA STOCK 
December 1718 - December 1721

Source(s): Marc Faber, Jeremy Grantham, Sir Isaac Newton
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The Japanese Asset Bubble
This bubble is particularly interesting because it involved two different assets: land and stocks. 
The causes of the bubble are complex and still being debated but they include: aggressive lending 
by financial institutions, poor risk management on their part, financial deregulation, protracted 
money supply growth, and tax policies that favored land speculation. However, at the center of 
it all were overconfidence and euphoria; classic bubble behavior. As shown below, the Nikkei 225 
stock index rose from ¥12,598 in September of 1985 to the peak of ¥38,915 at the end of 1989  
only to decline 60% by August of 1992. At today’s price of ¥22,269, it is still 43% below the peak. 
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The next chart illustrates the bubble in real estate and you will note that commercial real estate prices 
doubled in ten years only to give up all of the gains and then some in the subsequent decade. The 
decline in prices caused the failure of a number of banks and securities firms ultimately necessitating 
the injection of ¥9.3 trillion by the Japanese government. One interesting side-note is that the real 
estate frenzy was not confined to their home country in that Japanese investors purchased the Pebble 
Beach Resort and Rockefeller Center in the U.S. only to sell them several years later realizing losses of 
$340 million and $600 million, respectively.

While there are a number of other factors in play, most notably demographics, one of the great tragedies 
of the bubble and its aftermath is that the Japanese economy has been relatively stagnant since then 
growing at only a 1.6% annual rate.
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The Dot Com Bubble
This is a classic bubble in that it began with a truly legitimate rationale; 
technological innovation was indeed leading to a “New Era.”  The 
release in 1993 of Netscape’s Mosaic browser made the World Wide 
Web available to millions of users as the percentage of households in the 
U.S. owning computers rose from 15% to 35% between 1990 and 1997. 
This unleashed an incredible boom in entrepreneurship that was also 
fueled by low interest rates and abundant venture capital. The prevailing 
mantra was “achieve scale” so newly formed companies spent lavishly 
on advertising, recruitment of employees, and entertainment resulting 
in large operating losses and significant capital burn rates. Investors 
funneled money to companies that had not generated revenue much less 
earnings and ignored traditional valuation metrics such as price earnings 
ratios substituting price to eyeballs and other questionable yardsticks. 
Consistent with the “boom phase” that was discussed in the introduction 
to this paper, individual investing became very popular including a large 
number who left previous occupations to “day trade.” And, their frenzy was 
fed by a variety of new media outlets that encouraged the abandonment 
of outdated ways of thinking about security selection.

The net result of all this was that the NASDAQ Index rose 400% between 
1995 and 2000 selling at a peak PE ratio of 200. In 1999, thirteen large-cap 
technology stocks rose by more than 1000% and seven others increased 
in price by more than 900%. By way of comparison, the S&P 500 rose 
19.5% that year. The peak occurred on March 10, 2000 coinciding with 
an announcement that the FED would increase interest rates, a number 
of articles pointing out the rate of cash burn by startups, an unfavorable 
antitrust ruling against Microsoft, and several failed mergers. The NASDAQ 
declined 78% to its nadir in October of 2002. A number of companies 
that had enjoyed successful IPOs failed within months, some companies 
and their executives were convicted of fraudulent accounting, a number 
of investment firms were fined for misleading investors, and the U.S. 
experienced a mild recession in 2000 and 2001. One long-term benefit 
of this bubble is that venture investors became very focused on capital 
efficiency and burn rates rather than growth at any cost. 

One long-term benefit 
of this bubble is that 
venture investors became 
very focused on capital 
efficiency and burn rates 
rather than growth at  
any cost.
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The Housing Bubble
In many ways, this was the most destructive bubble in that it led to the 
Great Financial Crisis that easily could have morphed into another Great 
Depression were it not for heroic action on the part of central banks and 
governments. The causes of the bubble are still the subject of competing 
academic papers, but the following represent some of the critical factors:

• Relatively low interest rates

• Previous legislation designed to increase home ownership

• Securitization of mortgages

• The development of the subprime mortgage industry

• Lax regulation of banks

• Fraud on the part of borrowers, lenders, appraisers, and  
securities firms

• Speculative fever on the part of investors

Nobel Laureate Robert Shiller has amassed an index of home prices 
beginning in 1890, and the following chart, which covers the period up 
to mid-2006, provides the basis for the interest at that time in residential 
real estate as an investment:

The causes of the  
bubble are still the  
subject of competing 
academic papers ...

INDEX OF HOME PRICES (1890-2006)
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While there were several periods of relatively flat prices, you will note 
there had never been a serious decline and the average rate of annual 
appreciation had been about 3.5%. Also, note the acceleration in prices 
beginning in late 1990s. The housing bubble was characterized by 
many forms of speculative behavior including purchase by individuals 
of multiple investment properties, significant increases in mortgage 
balances, withdrawal of home equity that was used for consumption, 
and, as was the case in the Dot Com Bubble, migration of many people 
into real estate careers from other occupations. 

Many purchasers had opted for mortgages with low “teaser” interest 
rates that would increase to market levels after a specified period. The 
immediate cause of the bursting of the bubble was a significant increase in 
defaults and foreclosures associated with the inability of many borrowers 
to handle their newly increased debt service. The peak in the bubble 
occurred in mid-2006 with the Shiller Price Index declining 27% to the 
trough in 2012 and not recovering to the peak level until late in 2016. A 
discussion of the fall-out from this bubble would consume a long paper, 
but a few of the consequences were:

• A recession lasting from October of 2007 to March of 2009  
in which real GDP fell 4%

• An increase in the unemployment rate to more than 10%

• The outright failure or mandated merger of a number of financial 
services firms

• A 50% decline in the U.S. stock market

• The necessity for massive stimulus by governments and central 
banks around the world, much of which remain in place to  
this day

The causes of the  
bubble are still the  
subject of competing 
academic papers ...
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Important notes  
and dIsclosures

This White Paper is being made 

available for educational purposes only 

and should not be used for any other 

purpose. Certain information contained 

herein concerning economic trends and 

performance is based on or derived from 

information provided by independent 

third-party sources. Diversified Trust 

Company, Inc. believes that the sources 

from which such information has 

been obtained are reliable; however, it 

cannot guarantee the accuracy of such 

information and has not independently 

verified the accuracy or completeness of 

such information or the assumptions on 

which such information is based.

Opinions expressed in these materials 

are current only as of the date appearing 

herein and are subject to change without 

notice. The information herein is 

presented for illustration and discussion 

purposes only and is not intended to be, 

nor should it be construed as, investment 

advice or an offer to sell, or a solicitation 

of an offer to buy securities of any type 

of description. Nothing in these materials 

is intended to be tax or legal advice, and 

clients are urged to consult with their 

own legal advisors in this regard.

Tying it all together
There are a number of consistent themes that are found in each of the 
bubbles discussed: the initial justification for the increase in prices was 
reasonable, participation drew in experienced professionals in addition 
to amateurs, excessive leverage was employed by many, some form of 
poor behavior if not outright corruption was generally present, and the 
ultimate damage to the overall economy was frequently widespread. Most 
important, researchers in the field of Behavioral Finance have identified a 
number of inherent biases and behaviors that cloud the ability of investors 
to make rational decisions, and many of them are painfully obvious in 
bubbles. Specifically:

• Overconfidence-overestimation of one’s knowledge and ability

• Self-attribution-the notion that good outcomes are the result 
of skill and poor outcomes the result of bad luck

• Hindsight-the mistaken belief that one had special insights that 
resulted in the ability to predict the outcome

• Confirmation-Focusing only on information that confirms  
a preconceived idea while ignoring opposing points of view

• Herding-a tendency to follow the lead of other investors

• Narrative fallacy-the tendency to succumb to good “stories” 
rather than objectively evaluate facts and data

None of us is immune.  
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The Caution Light
On June 30, 2020, we published a paper titled The Great Divide 
that described the significant outperformance of five stocks (Apple, 
Microsoft, Amazon, Google, and Facebook) resulting in the highest level 
of concentration in the S&P 500 Index in history. Since publishing that 
paper, the trend has accelerated with a year to date (8/18) increase in 
price for these stocks of 44.5% versus a 4.9% increase in the S&P 500 
Index. By the way, that means that the other four hundred and ninety-five 
stocks have fallen 6.8% on average. Amazon’s price alone has risen more 
than 77%. On July 2nd, Bloomberg published an article titled Blistering 
NASDAQ Momentum is Approaching Dot-Com Escape Speed that pointed 
out some of the similarities between today’s market and the Dot-Com 
bubble. Clearly, these are great companies that are uniquely benefiting 
from changes in behavior necessitated by Covid-19. But, have investors 
entered the euphoria phase? As has been stated several times, bubbles 
are generally only visible in hindsight but we will be watching very closely. 

“The essence of a speculative bubble  
is a sort of feedback, from price  
increases, to increased investor  
enthusiasm, to increased demand,  
and hence further price increases.”
– NOBEL LAUREATE ROBERT SHILLER


