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Bubble Watch: Part 2
This month, we continue to explore the

possibilities of bubbles developing in the current
art markets by means of data analysis.
As we explained previously, market bubbles are
defined as a dramatic escalation in the volume of
trading in assets of a given category at prices that
exceed their fundamental value, which is followed
by a precipitous drop. Rational expectations put
the fundamental value of an asset at equal to its
discounted expected cash flow. For most assets it is
relatively easy to determine such income—dividends
for stocks, for example. In the case of art, however,
returns have little to do with production and labor
costs, and are rarely guaranteed. Instead, investors
can count on an aesthetic return. To overcome
the challenge of establishing fundamental value, we
have used a new and direct statistical method of
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bubble detection, by analyzing more than a million
auction records over the past 36 years using a
statistical modeling tool based on the augmented
Dickey-Fuller test (adf).
As last month’s analysis showed, it seems
that a bubble is forming indeed in the postwar and
contemporary sector, and another may be in
the making in American art, although the market for
19th-century European art has remained rather
quiet. This month we look at three other highprofile categories: Impressionist and modern, Latin
American art, and Old Master paintings. In the
Imp/mod category, there was a 50 percent drop in
the market in the aftermath of the Japanese real
estate bubble of the early 1990s; prior to that,
Japanese buyers had driven prices for French
Impressionist works to stratospheric heights. As
this month’s charts show, that market segment
has gradually recovered over the past two decades.
Record sales in the Imp/mod category in 2014,
however, may signal a divergence from a pattern
of steady growth, portending another bubble.
Investments in Latin American art and Old
Master paintings, on the other hand, appear to be
more stable, showing more measured growth,
although the former is beginning to exhibit signs
of speculative behavior. By roman Kraeussl
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Untitled, 1918, a
gouache on board by
Rafael Pérez Barradas,
carries an estimate of
$80,000 to $100,000
when it goes under
the gavel during the
Latin American sale at
Sotheby’s New York
on November 19.

INDICES FOR THREE ART MARKET SECTORS, 1979–2015
All three indices show an upward trend, especially for the Impressionist and modern category. Since the latest correction in 2008–09, the index for
the Imp/mod segment more than doubled, from 551 to 1162, which it achieved in June 2015.
Impressionist/modern index
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DETECTING A BUBBLE
We clearly see that all three segments bubbled in the late 1980s, and all corrected in the early 1990s, after the bubble burst. Since then, all have
remained steady aside from a marginal bump in the Impressionist and modern and American categories in 2008. With extraordinary Imp/mod records
in 2014, prices in the category are beginning to exhibit signs of mania, having crossed the red line.
99% critical value sequence
old masters forward aDF sequence

Impressionist/modern forward aDF sequence
latin american forward aDF sequence
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