
Afew years ago, a Black rock study found that while the aver age equity mutual fund in the United States over a 40-year
period pro duced an annual rate of return of 8.1 per cent, the aver age investor in the funds made only 2.1 per cent.
Black rock research ers attrib uted this to the fact that many retail investors tend to try to time the mar ket, but without much
suc cess. They panic at mar ket bot toms and sell and get exuber ant at mar ket peaks and buy. Buy ing high and selling low is
not a strategy that will lead to high long-term returns.
Investors are once again optim istic, driven primar ily by (a) an expect a tion of fur ther interest-rate cuts and (b) the belief
that AI will solve the world’s pro ductiv ity prob lems and lead to bet ter liv ing stand ards, higher GDP per per son and more
highly val ued com pan ies.
This optim ism has pro pelled the mar ket into uncharted ter rit ory. The Bu� ett indic ator – the ratio of total U.S. stock mar ket
value divided by GDP – in the U.S. is approach ing 200 per cent, well above the level we saw in early 2000 dur ing the dot-com
bubble. The S&P 500 trail ing price-to-earn ings ratio is the fourth highest in the last 124 years; the three pre vi ous peaks
were in Decem ber, 1921, June, 1999, and June, 2021 – just prior to the arrival of bear mar kets. The CAPE indic ator – which
uses real earn ings per share over a 10-year period to smooth out �uc tu ations in cor por ate pro�ts – also �ashes red, with
U.S. stocks at their most expens ive since 2000. Mar ket breadth is weak, with the top �ve stocks in the S&P 500 account ing
for about 27 per cent of mar ket cap it al iz a tion – a near record – com pared with 18 per cent in March, 2000.
And yet, 56.4 per cent of retail investors expect stock prices to rise over the next 12 months, based on a recent sur vey by the
Con fer ence Board.
Is such enthu si asm war ran ted? Is the expect a tion of fur ther interest-rate cuts too san guine? Could fall ing in�a tion, which
under lies expect a tions of interest-rate cuts, stop in its tracks or even worse, reverse its decline?
There is pre ced ent. In�a tion fell sig ni �c antly in 1971 from record-high levels in the years before – much like in 2023-24 –
only to rise sharply again in 1972-73, lead ing to higher interest rates.
Deg lob al iz a tion and/or nearshor ing will have a neg at ive e�ect on in�a tion as pro duc tion moves to more expens ive coun -
tries, with higher costs being passed on to con sumers. Pos sible global tar i�s will have a sim ilar e�ect, as will the fact that
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envir on mental, social and gov ernance reg u la tions have dis cour aged com mod ity com pan ies from invest ing in increased
pro duc tion. This may cre ate major short ages in metals down the road at a time of rising demand because of renew able
energy and elec tric-vehicle man u fac tur ing.
And all this hap pens while the West ern work force is shrink ing. Ger many, for example, will have �ve mil lion fewer work ers
by 2030. Fewer people are enter ing the work force, which will lead to higher wages. Bloomberg reports that wage growth at
the smal lest U.S. �rms has been accel er at ing at the highest pace in the last two years. Will wages at lar ger U.S. com pan ies
fol low suit soon?
In addi tion to a poten tial pickup in in�a tion threat en ing retail investor optim ism about rate cuts, other forces may lead to
higher interest rates.
First: the record U.S. �scal debt. And it is not just gov ern ment pro� igacy. Con sumers seem to be spend ing more than they
can a�ord. House hold excess sav ings are plum met ing.
Second, many for eign ers are dump ing U.S. Treas ur ies. For example, in the third quarter of 2024, Japan ese investors sold a
record US$62-bil lion of U.S. debt secur it ies, while Chinese investors sold US$51.3-bil lion, the second largest sum on record.
Third, global cent ral banks con tinue to sell U.S. Treas ur ies and buy gold.
This is hap pen ing while imbal ances in demand and sup ply of investable long-term cap ital will be push ing the real interest-
rate trend higher. This is because the demand for cap ital, driven by the need for renew able energy, EV and AI invest ments,
will far out weigh the sup ply of cap ital as retired baby boomers dis in vest rather than sup ply ing more cap ital to the mar kets.
Mean while, the optim ism around AI may be exag ger ated. In my opin ion, people over es tim ate the cap ab il it ies of AI, which
are not even close to where they need to be to become use ful. AI may sur charge pro ductiv ity, but for now this is purely
hypo thet ical. As Har vard Busi ness Review explains: AI su� ers from vague ness. His tor ic ally, new tech no lo gies have not
neces sar ily led to increased pro ductiv ity. A prime example being that pro ductiv ity has been trend ing down ward since the
1980s in the U.S. and around the world – des pite the emer gence of com puters and the inter net. As Nobel Prize-win ning eco -
nom ist Robert Solow once said: “You can see the com puter age every where but in the pro ductiv ity stat ist ics.”
All this is keep ing me up at night.
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