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ALL ABOARD
Dan Rice, whom biographer David Carlyon dubbed "the most famous man you've never heard of," is one of
history's most legendary clowns. Coming to prominence in the 1840s, Rice, also a singer, dancer, humorist,
strong man, and animal trainer, started his career with "Spalding's North American Circus." After becoming one
of America's most recognizable names, he started his own tour, traveling the country, with fellow performers,
by wagon. The circus at this time was seen as adult entertainment, complete with political commentary and
risqué humor, and Rice became so popular that presidential nominee Zachary Taylor saw fit to attend a
performance. Impressed, Taylor asked the famed entertainer to join him on the campaign trail. Rice responded
by telling the future twelfth president to "jump on the bandwagon," an invitation to ride along with the wildly
popular tour.
The phrase, of course, has become a common English idiom. And "the bandwagon effect," the phenomenon
whereby individuals come to embrace beliefs, ideas, fads and trends simply because other people have done
so, has made its way into the lexicon of arenas ranging from sports to fashion to...investments. (You knew we'd
get here eventually.)
It can be seen now, with the widely held notion that the market, indisputably at an all-time high, is way
overvalued. This bandwagon is packed, folks shoulder to shoulder, but we're not ready to board.
Let us explain why.
While there is no such thing as a truly "risk-free" asset, the term is used to describe investments-US and
Canadian treasury bills, German treasury discount papers, etc.-with the highest likelihood of repayment and
lowest risk of default. Over the last century, the "risk premium"-the return in excess of the risk-free rate-for
large stable company stocks has averaged between 4.5% and 6.5%. When "risk-free rates" were around 4.5%
(like they were before the 2008/2009 crisis), equity investors looked for returns between 9.0% and 11.0%. With
current risk-free rates close to 1.0%, equity investors are willing to accept returns of between 5.5% to 7.5%.
When you take dividends (cash paid out to investors) into account, investors are likely to accept annual stock
appreciation levels of 3.0% to 4.5%. This means that investors are willing to pay higher prices for the potential
future price appreciation and cash flows from their investments. This measure of value is known as the P/E
(Price to Earnings) ratio.
Long term historic P/E ratios usually range from 14.0 to 17.5 times a company's earnings. Two very important
variables determine this range: interest rates and inflation. Long-term averages of these are 3.5% to 4.0% for
risk-free interest rates, and 2.0% to 3.0% inflation. Contrast that to current risk-free rates of 1.0% and 1.9%
inflation. The current P/E ratio is around 20.4 times (in the last 12 months) and 16.4 times (expected over the
next 12 months) estimated earnings. That doesn't appear high, may even be low, and investors today are
willing to pay the price.
There are many components to inflation, but let's focus on two key ones. First, "demand-pull"-when aggregate
demand outpaces aggregate supply-as it relates to rising commodity prices, in particular, oil. In order to limit
supply and create a higher price, OPEC has been working on cutting production and creating a tighter
supply/demand balance. And it appears to be working-oil prices have jumped over 13% since mid-June.
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But there's a fly in the ointment: North American oil producers reacted to this change. Once oil prices pushed
past $50-a point at which US and Canadian energy companies can profitably produce oil-they increased
production. This is going to keep commodity inflation lower, longer. Until global demand grows enough to
absorb this flexible production, there is little concern (without an external shock) that raw material prices will
lead to higher than expected inflation.
The other potential inflationary concern comes from the low unemployment rates seen in North America.
Canadian unemployment hit a new post-2008 low of 6.2%, while the US rate is at 4.2%. This has led some to
worry about "cost-push" inflation-where increased prices for labor leads to increased prices for goods and
services. A labor shortage often forces employers to offer higher salaries and benefits to attract new workers.
And a company's profits slow or decrease. Sounds simple, but the theory is based on unemployment statistics,
which are complex, and don't take into account the job participation rate (the number of folks who could be
working).
In the US, previous to 2009, the job participation rate averaged above 66%. From 2009 to 2014, that number
dropped to just below 63%, and presently sits at 63.1%. Canada has fared a little better with their participation
rates dropping from around 67% to a low of 62% before rebounding to the current 66%. A look at raw
population and labor force numbers shows why this may be a significant factor in the future.
The US population is almost 327 million, 156 of whom make up the work force. If the job participation rate rose
just 3%, back to the pre-2009 average rate, an additional 4.7 million people would have a job or be in search of
one. (This does NOT include natural population growth and immigration, which have added almost 3 million
workers a year to the labor force over the last several years.) In order to absorb those additional workers, US
average monthly job growth will have to move from 175,000-225,000 (the current monthly rate
notwithstanding the recent hurricane shock which should subside within the next couple of months) to a
robust 275,000-325,000 new jobs each month. If the demand for workers increased to those levels and the
participation rate increases, we could start to see wage inflation, pushing overall inflation higher. But, job
creation like this is a very tall order.
It's likely the markets will, in fact, become overvalued. But that time's not now, despite the rush to proclaim it
so. When one hops on the bandwagon, they do so without close scrutiny. Evidence points to interest rates
inching up and inflation staying in check for the foreseeable future. Barring an external shock to the financial
system, values should move slowly, but steadily, upward.
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