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Forever blowing bubbles

Asset price bubbles are like buses right now: you wait a while and then several turn up at once. The bond
bubble has been inflating for quite some time and has been well documented, but there are increasing
signs of a bubble in prime residential property and now the world’s equity markets. What is going on? Why
are the prices of assets being driven to such heights when the world’s financial and economic woes are
nowhere closer to being solved than they were a few years ago?

A key characteristic of this bull market has been the continual, generally disparaging, cry that it has been
powered by Quantitative Easing (QE) and the loosest monetary policy in centuries. This has been
described as a form of ‘oxygen’ to push markets ahead. This may be so, but the current market recovery is
no less real because of this: all bull markets are powered by something, and it is nearly always liquidity.
Without excess liquidity, there is no spare cash to buy assets. Granted, the scale of liquidity to hand is
much greater this time around, and it is the scaling back of this which will eventually present the ultimate
challenge to central banks. It is not impossible, however, to believe in an environment where QE is
gradually throttled back, precisely in tune with a global economic outlook that gets better by the day. We
are not suggesting that this is happening now, but there are clear signs that the US is recovering, and in
due course Europe will too. It will be a delicate operation, but the metaphorical 'oxygen' that has been
provided to markets can be slowly withdrawn as the economic recovery starts to provide its own, real,
oxygen.

Any such manoeuvre will inevitably be hazardous and there will be periods when markets will think that
central banks have got it all wrong. These will be the days and weeks when markets exhibit the sort of
behaviour that Japan demonstrated last week. But it is a possible outcome, and it continues to be the
irrefutable case that investors face the dilemma of where to put their money: inflation is a resting beast that
could awake at any time, cash is not a viable option, and equity markets are probably the smallest bubble
but, crucially, the one that does at least offer value, growth prospects, rising dividends, and, over time,
protection from the general debasement of currency and other hazards looming over the horizon. It
remains a time for strong nerves, but those who have them should be adequately rewarded.
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