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Thought of the Month – Do investors need a Bubble?

There has been considerable speculation, no pun intended, that a hedge fund bubble has arrived.  Some market observers have gone as far as to say that bubbles are necessary to pacify investors.  We at FCL find this extremely amusing, and perhaps many investors and fund managers think likewise.  In other words, on one hand, history shows that bubbles are very painful when they burst and nobody likes to be left standing when the music stops, as it recently did with the telecom-media-tech ("TMT") meltdown.  On the other hand, with the lack of investment opportunities in the current choppy markets, some have said that the global wave of funds being invested in the hedge fund industry has led to a hedge fund bubble simply because investors have too few other interesting places to park their money (except cash, which many investors perhaps find too boring).  So now we seem to be operating on some sort of psychological level:  investors have recently been burned from TMT to Enron, from equity markets to the Argentina debt default.  

Yet here we go again – as some have said – investors seem to have a fundamental, emotional need to invest in something that allows them to have a good time, enjoy good conversation, feel some potential pain, and most importantly, have a chance to make a lot of money – sounds like a lottery right?!  Then can we say that investment products such as hedge funds are like any other product?  That is, do hedge funds fill an emotional need as well as a definable, quantitative need?  If so, does this mean like all new trends and shifts in emotions, that the stage is now being set for the creation of another bubble as investors switch gears and pile money into this investment vehicle?  Do bubbles simply fill a need and if so, does this mean they are not intrinsically bad even if they may adversely affect one's pocket book if or when a bubble bursts?  i.e., in addition to quantitative measures should we also consider qualitative measures of bubbles such as their impact on investors' psyches?

Why is the Sky Blue?  - Why do bubbles form, burst, and can a Hedge Fund Bubble exist?
All investors alike are constantly seeking new opportunities that look more attractive, (i.e., offer higher returns for a given level of risk), where they can shift their money. But what makes a bubble form? It usually starts off with a major sales hype full of promises that some investors buy into. As prices rise over time due to further promises of super-normal returns coupled with investors’ greed, more investors are attracted into this net simply because of fears that they could be left out. The rise in price is nothing more than a self-fulfilling prophecy or a balloon full of hot air, and suddenly a relatively benign marketing ploy has turned itself into an inflated bubble. By this time, very little effort is required to entice the remaining investors (often they are average, small investors who collectively hold a huge amount of capital) to join the party without even asking what’s left on the table, as they have already seen enough evidence of high returns. During this time, has anyone (other then a few brave souls) questioned whether price levels, P/E ratios, etc., are warranted?  At this point, the early partygoers are long gone with their stomachs full while the late arrivals can only find the crumbs left behind and cannot ask for a refund! They find that the exit doors are too narrow to get out, if not shut, and this is when panic erupts. The bubble bursts!   The initial euphoria created excess demand for something that was imaginary and had far less value than the market price.  This is what Alan Greenspan referred to as "irrational exuberance" back in 1996.

Sometimes it is difficult, especially with investment opportunities, to determine whether a proposed investment is sound due to a lack of transparency, lack of timely information, etc.  Even so, can the bubble scenario described above apply to hedge funds? Perhaps not. Hedge funds represent a ‘middle-man’ with more informed resources and advanced techniques that can enhance returns, although sometimes at a higher risk depending on the strategy focus. Hedge funds do not represent the asset itself but act as a ‘derivative’ whereby their returns depend on the performance of their underlying investments. One possible scenario that could arise is if a hedge fund grows too fast, it might find itself with excess capital that it cannot productively employ to generate expected returns, which could lead to mass redemptions, a liquidity crunch, and ultimately its possible collapse.  However this situation can hardly be described as constituting an industry-wide, hedge fund bubble unless of course many large hedge funds find themselves with excess capital and instead of returning capital and/or closing their funds to new investment, they choose to invest the excess capital in unproductive ways.  Furthermore, few interdependent links exist that can have a contagion effect on other hedge funds, except for perhaps a tarnishing of the reputation of the hedge fund industry as a whole.  (Other possible repercussions following a collapse, such as the effect on outstanding credit exposures that financial institutions have with other hedge funds, have not been included in this analysis.)

Nourishment – Is there a Hedge Fund Bubble in the making?

If we assume that the global equity market capitalization is somewhere around US$31 trillion at the end of 2000 1, and that approximately US$600 billion is invested in hedge funds, then hedge funds currently comprise about 2% of the total equity investment universe.  However, considering that global debt markets comprise another US$20 trillion or so and the fact that many hedge funds focus on debt markets, the percent of total debt and equity securities that hedge funds invest in might actually be much less.  On the other hand, considering that some hedge funds use leverage that on average seems to be somewhere between one and two times their capital bases, perhaps the 2% figure is reasonable.  If 2% of global public debt and equity securities are held by hedge funds, does this mean that there is a hedge fund bubble?  

Unfortunately the question is not that simple.  We must delve deeper into this question to determine how much capital hedge funds have invested in each major hedge fund strategy within each local market (e.g., from long-short and macro hedge funds to convertible arbitrage and fixed income relative value hedge funds).  We must then look at each local market one by one to see how much capacity is available for a particular strategy based on liquidity in the cash and derivatives markets (including stock borrowing and shorting restrictions, if any), spreads that can be earned from successfully executing arbitrage and relative value strategies, existing and potential margin lines, etc.   Given these arguments, it is highly unlikely that the point of saturation or over-saturation has been reached, or will be reached in the foreseeable near future.  There should be little concern over the fund industry as a whole; however individual funds need to be cautious that their particular strategy is not becoming overused which could result in lower margins / returns and the possibility of an asset-liquidity squeeze.  FCL will be happy to assist you in researching these issues in order to determine whether opportunities exist within certain strategies, and if so, the amount of capacity (i.e., capital including leverage) that could be employed to exploit such opportunities.  

For now it appears that there has been no definitive, public research in this area although a cursory glance seems to indicate 2% is a very low figure in comparison to total market capitalization and there is no reason to be alarmed at this stage.

1 International Federation of Stock Exchanges
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Feedback

As always, we greatly appreciate your comments and feedback. We realize that our ideas and information might be cutting edge, futuristic kind of stuff or mysterious in some ways. E-mail us anytime at help@financialcontrollimited.com if you would like a) for us to clarify anything, b) to recommend improvements to us, or c) to just debate with us – we like philosophy especially as it relates to financial services!
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