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I’ve seen a lot of bubbles in my time and I have studied even more in 
history, so I know what I mean by a bubble and I systemized it into a 
“bubble indicator” that I monitor to help give me perspective on each 

market. We now use it to look at most markets we are in. I want to show you 
how it works and what it is now showing for US stocks. 
What I mean by a bubble is an unsustainably high price, and how I measure it is with the following six measures. 

1. How high are prices relative to traditional measures?

2. Are prices discounting unsustainable conditions?

3.  How many new buyers (i.e., those who weren’t previously in the market) have entered the market?

4. How broadly bullish is sentiment?

5. Are purchases being financed by high leverage?

6.  Have buyers made exceptionally extended forward purchases (e.g., built inventory, contracted 
forward purchases, etc.) to speculate or protect themselves against future price gains?

Each of these six influences is measured using a number of stats that are combined into gauges. In the stock 
market we do it for each stock that we are looking at. These gauges are combined into aggregate indices by 
security and then for the market as a whole. The table below shows the current readings of each of these 
gauges for the US equity market as a whole, and the chart below it shows the aggregate reading derived by 
combining these gauges into one reading for the stock market going back to 1910. It shows how the conditions 
stack up today for US equities in relation to past times. 

Current Conditions Compared to Previous Bubbles
Roaring
1920s

Dot-Com
Bubble 2007

Today:
Total Mkt

Today:  
Emerging Tech

1 Prices Are High Relative to Traditional Measures Bubble Bubble No Bubble Somewhat Frothy Frothy

2 Prices Are Discounting Unsustainable Conditions Bubble Bubble No Bubble No Bubble Frothy

3 New Buyers Have Entered the Market Bubble Bubble Frothy Frothy Bubble

4 There Is Broad Bullish Sentiment Bubble Bubble Frothy Frothy Bubble

5 Purchases Are Being Financed by High Leverage Bubble Bubble Bubble Somewhat Frothy Bubble

6 Buyers/ Businesses Have Made Extended Forward 
Purchases Frothy Bubble Bubble No Bubble Somewhat Frothy

 
In brief, the aggregate bubble gauge is around the 77th percentile today for the US stock market overall. 
In the bubble of 2000 and the bubble of 1929 this aggregate gauge had a 100th percentile read.
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There is a very big divergence in the readings across stocks. Some stocks are, by these measures, in 
extreme bubbles (particularly emerging technology companies), while some stocks are not in bubbles.  
The charts below show the share of US companies that these measures indicate being in a bubble. It is about 
5% of the top 1,000 companies in the US, which is about half of what we saw at the peak of the tech bubble. The 
number is smaller for the S&P 500 as several of the most bubbly companies are not part of that index. 

 

Aggregate 
size of bubble 
companies
remains about
half of the tech
bubble

0%

2%

4%

6%

8%

10%

12%

95 05 15

Top 1,000 Companies
Share of Market Cap in a Bubble

0%

2%

4%

6%

8%

10%

12%

95 05 15

S&P 500
Share of Market Cap in a Bubble

 
We took the stocks that are in bubbles and created a basket of the “bubble stocks” to keep a close eye on them. 
The chart below shows their performance and the performance of our basket of the top 500 companies. This 
market action is reminiscent of the “Nifty Fifty” in the early 1970s and the dot-com bubble stocks in the late 
1990s, both of which I remember well. It scores similarly to the bubble stocks of the late 1920s, which I can’t 
remember because I wasn’t alive then. 
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While I won’t show you exactly how this indicator is constructed because that is proprietary, I will show you 
some of the sub-aggregate readings and some indicators.
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1. How High Are Prices Relative to Traditional Measures?

The current read on this price gauge for US equities is around the 82nd percentile, shy of what we saw in the 
1929 and 2000 bubbles. 

USA Prices Gauge Percentile
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2. Are Prices Discounting Unsustainable Conditions?

This measure calculates the earnings growth rate that is required to produce equity returns in excess of bond 
returns. This is derived by looking at individual securities and adding up their readings. Currently this indicator 
is around the 77th percentile for the aggregate market. This indicator shows that while stock prices in aggregate 
are high in relation to the absolute returns they are to provide, they are not extremely high in relation to their 
bond market competitors. In both 1929 and 2000 this measure was at the 100 percentile. 

USA Discounting Gauge Percentile
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3. How Many New Buyers (i.e., Those Who Weren’t Previously in the Market) Have Entered the Market? 

A rush of new entrants attracted by rising prices is often indicative of a bubble. That is because they are typically 
entering the market because it is hot and because they are unsophisticated. This was the case in both the 1929 
and 2000 equity bubbles. This gauge has reached the 95th percentile recently due to the flood of new 
retail investors into the most popular stocks, which by other measures also appear to be in a bubble. 

USA Entrants Gauge Percentile
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4. How Broadly Bullish Is Sentiment?

The more bullish the sentiment, the more people have already invested, so the less likely they will invest more 
and the more likely that they will sell. Our aggregate market sentiment gauge is now around the 85th 
percentile. Once again, it is heavilyconcentrated in the “bubble stocks” rather than most stocks. 

USA Sentiment Gauge Percentile
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As shown below, IPOs have been exceptionally hot—the hottest since the 2000 bubble.
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The current IPO pace has been brought about by the sentiment previously mentioned, as well as the SPAC 
boom, as these blank-check acquisition companies have lower regulatory hurdles and greater flexibility to 
bring more speculative companies into the public markets. The main reason the overall read on both sentiment 
and aggregate frothiness for the entire market is shy of what we saw in past bubbles is that not all players 
are showing the same degree of exuberance. For example, sentiment from professional equity managers has 
moderated recently to more average levels, and corporate financial engineering (in the form of buybacks and 
M&A) remains mediocre as they are still working through the hit from the pandemic.

5. Are Purchases Being Financed by High Leverage?

Leveraged purchases make the underpinnings of the buying weaker and more vulnerable to forced selling in a 
downturn. Our leverage gauge, which looks at the leverage dynamics across all the key players and treats 
option positions as a form of leverage, is now showing a read just shy of the 80th percentile. Like some of 
our other bubble measures, there is high leverage being deployed by the retail segment (using options) 
in “bubble stocks,” while there is much less leveraging by other investors and in non-bubble stocks.
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As shown below, volume in single-stock call options is at record highs. Retail purchases of options have been 
the big contributor to this surge. Outside the retail sector we aren’t seeing excessive leveraged buying.
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6. To What Extent Have Buyers Made Exceptionally Extended Forward Purchases?

One perspective on whether expectations have become overly optimistic comes from looking at forward purchases. 
We apply this gauge to all markets and find it particularly helpful in commodity and real estate markets where 
forward purchases are most clear. In the equity markets we look at indicators like capital expenditure—whether 
businesses (and, to a lesser extent, the government) are investing a lot or a little in infrastructure, factories, etc. 
It reflects whether businesses are extrapolating current demand into strong demand growth going forward. 
This gauge is the weakest across all our bubble gauges, pulling down the aggregate read. Corporations are 
the most important entity in terms of driving this piece via capex and M&A. Today aggregate corporate capex 
has fallen in line with the virus-driven hit to demand, while certain digital economy players have managed to 
maintain their levels of investment. Similarly levels of M&A activity remain subdued so far.
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What one chooses to do with this is a tactical decision. Even if this gauge is perfectly accurate (which it is not) 
timing tops and bottoms based on it is precarious because while it shows what neighborhood these stocks are 
in, there is nothing precise about it. So it is tough to pick the levels and timing of tops and bottoms based on 
it. Having said that, we have found that it is a pretty good predictor of relative performance of stocks over the 
subsequent three to five years. As a result, while it contributes to our increasingly favoring non-bubble stocks, 
we need to combine it with timing indicators. I just wanted to pass this along to you because I found it helpful 
and thought you might too in light of what’s now going on in the markets.
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