
Jy has produced low double-digit 
average annual returns, when one 
could earn triple-digit annual returns 
inW'sting in residential real estate. 
Because of the eA'1reme leverage in the 
real estate market (investors need 
only commit capital equal to 5, 10, or 
20 percen t of the val ue of the proper­
ty), a 30 percent appreciation in price 
translates into returns ranging from 
50 to SOO percent. 

Once again, investor dreams of 
instant riches were shattered when 
this bubble began to leak air earlier 
this year. In many parts of the coun­
try, the inventory of homes for sale 
has expanded from one or two times 
monthly closings to 9 to 12 times 
monthly closings. As you might 
expect, home prices have started to 
decline. In Naples Florida, for exam­
ple, several properties recently sold at 
auction for prices 20 to 40 percent 
below the prices paid in 200S. And 
the situation could get worse before it 
gets better. Real estate speculators are 
now experiencing the negative impact 
of leverage. Put down 20 percent in 
equity to buy a property and a 
decline in value of 20 percent will 
result in a 100 percent investment 
loss. 

I am not sure of the root causes of 
investment bubbles. Certainly greed 
plays a role. The prospect of big 
returns during short periods gradually 
lures more and more investors who 
continually inflate prices. At some 
point demana wanes. and the bubble 
begins to deflate. A rush of investors 
tC'l the exits causes the bubble to 
burst. 

There me several things I do know 
about inv stmen! bubbles. First, 
when an investment bubble bursts, 
it's rarely fun. Second, any invest­
ment that promises excessive returns 
is accompanied by excessive risk 
Third, no matter how long they last, 
investment bubbles eventually burst 
Fourth, like bubbles made of soap 
and water, when investment bubbles 
burst, your money instantaneously 
disappears into thin air. Finally, 
although it is possible to make 
money when an investment bubble 
begins to expand, those around at the 
end usually lose most if not all they 
have invested. 

It is not possible to sidestep invest­
ment bubbles. If aU of us did, specu­
lative fever would be muted and bub­
bles would cease to e.xist However, 
savvy investors know that there are 
two questions which must be 
answered before undertaking any 
investment: what is the return and 
what is the risk? If you spot invest­
ment returns that are too good to be 
true, you have most likely spotted the 
next investment bubble that will 
expand and eventually burst. 

Gerald W. Perritt 

Opinions expressed are those of 
Dr. Perritt and are not intended to be a 
forecast of future events, a guarantee of 
future results, nor investment advice. 
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