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THE END OF THE FREE LUNCH, BUT IT 
DOESN’T MEAN YOU STILL CAN’T EAT 
 
Real interest rates are increasing. Real interest rates are 
the spread between the nominal interest rate and expected 
inflation. So real interest rates translate to a real increase 
in purchasing power. The U.S. bond market has not had 
real positive interest rates available without taking credit 
risk since about 2012. What does this mean for equities? 
There are plenty of rationales for rebalancing out of 
equities into cash and fixed income right now. We are going 
to explore a few of them, and also present the case for 
continuing to take investment opportunity in equity markets 
as well. We do not see a scenario where bond investments 
outperform stock investments over the next five to ten 
years. Keep that in mind as you read. 
 
The first case for declining equity pricing has to do with cost 
of capital, and inflationary input costs. Cost of capital is the 
cost of financing capital equipment, acquisitions or real 
estate. As real interest rates rise, it becomes more costly 
to take on debt to invest in projects. Pair that with 
inflationary pressures on wages, and detrimental tariffs that 
can add unseen costs into supply chains, you come out 
with declining profitability. Many analysts are talking about 
peak growth, peak profitability, and thus peak valuations. If 
all of these premises are found to be true, the rationale to 
sell today makes sense. 
 
The second case for declining equity pricing – higher 
interest rates and a massive debt burden will sink 
corporations in the event of a downturn. In this low interest 
rate environment companies have taken on historic 
amounts of debt. Some of those companies will eventually 
bleed red from the debt burden if they have not locked in 
low rates. The real question facing this historic debt 
burden, is how many of those companies need to borrow 
further to maintain ongoing operations? This is where the 
debate can start. We agree higher interest rates and a large 
debt burden are not good for equities, but a lot of the debt 
that was taken on was taken because there was a tax 
arbitrage from foreign operation cash flow and borrowing in 
the United States. Companies were able to borrow money 
(at very low rates), use it to pay for operations, then use the 
cash held overseas to pay the interest on the loan and 
 

 
 
 
 
 

avoid paying taxes because they could write it off as an 
interest expense. That game is over, after the new tax laws 
took hold. This is a wait and see game, but we certainly 
think overburdened companies in cyclical industries like 
Auto’s and Homebuilding are in danger. 
 
The third case for declining equity pricing – Why would I 
take equity risk or market risk when I can make 3%, and 
1% over inflation guaranteed in bonds. This case is the 
most ironclad. How much equity risk an investor takes on 
is really based upon their time frame of investment and 
available opportunity. If all of our clients could get 6% 
guaranteed in low risk bonds, we would be buying those 
bonds like crazy. After this historic market run up, investors 
are asking is this the time to start taking some money off 
the table and start looking for bond yields that they can live 
off of. The answer is all based on time frame. We would be 
highly surprised, even with all of the potential risks out 
there, if equities don’t beat treasuries over the next ten 
years. The real question is do you need to take equity risk, 
or has the run up in equities given you as an investor 
enough capital to be able to buy some safer assets? 
 
The case for equities is much simpler than the many 
reasons to not own equities. Peak growth may be 
happening, but that does not mean revenues are declining. 
It just means they won’t be growing as quickly. If revenues 
continue to grow, many companies these days have such 
efficient operations that it will be hard to make the case that 
markets are at peak profitability.  Your last unit of widgets 
sold is typically your least expensive unit to make, so even 
with tariffs and higher wages, it is hard to make the case 
for peak profitability now. The debt burden on some 
companies does raise red flags, but most of that debt was 
taken out by companies that can easily afford that debt, like 
Microsoft or Apple. Other companies, like Micron, took out 
that debt two years ago, and paid a lot of it back with their 
cash flow. Where the real extension and danger lies are in 
deep cyclicals like autos, and commodity producing 
companies in energy and mining. Those companies have 
very little control over the price of their end product, and 
cannot pass on higher interest expense costs to the 
consumer.  
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The equity markets need healthy skepticism. However, a 
10% correction makes equities look very attractive. 
Valuations in equities can compress (lower P/E ratios etc.), 
and they should compress. But if earnings keep growing, 
equity markets will too. There are very few cases in the 
companies that we follow where we don’t see higher 
demand for the offered products over the next three to 
seven years. This may be the slow-down of an amazing 
bull market, but it does not mean the end of making money 
in equity markets. We should all remember the only reason 
this is a discussion is because we are in a good economic 
environment with real growth. 
  
THE ACT OF GIVING 
 
Below is an updated list of some organizations our clients 
are helping today.   
 

All Local Food Banks 
 www.sfmfoodbank.org 
 www.shfb.org 
 www.foodbankccs.org 
 www.refb.org 
 

Bloom Marin 
www.bloom.org 

 

Maya’s Music Therapy 
www.mayasmusic.org 

 

Friends of the Urban Forest 
www.fuf.net 

 
Guide Dogs for the Blind 

www.guidedogs.com 
 

Doctors without Borders 
www.doctorswithoutborders.org 

 

The Nature Conservancy 
www.nature.org 
 

National Kidney Foundation 
www.kidney.org 
 

Guide Dogs of America 
www.guidedogsofamerica.com 
 

Golden Gate National Parks Conservancy 
www.parkconservancy.org 
 

Fine Arts Museums of San Francisco 
www.famsf.org 

 

Canine Companions for Independence 
   www.cci.org  
 

Alzheimer’s Association 
 www.alz.org 
 
 
 
 

 
The Foundation for Rotary International  
   www.therotaryfoundation.org 
 

Wildcare 
 www.wildcarebayarea.org 
 

Homeward Bound of Marin 
 www.hbofm.org 
 

Whistlestop 
 www.whistlestop.org 
 

  FINCA 
 www.finca.org 

 

Sonoma Land Trust 
 www.sonomalandtrust.org 
 

Friends of the Earth 
 www.foe.org 

 

 The American Friends Service Committee 
 www.afsc.org 
 

 Amnesty International 
 www.amnestyusa.org 
 

 Eastside College Prep  
www.eastside.org 

  

 Northern Sierra Partnership 
  www.nothernsierrapartnership.org 
 

 American Bird Conservancy 
 www.abcbirds.org 
 

 The Cornell Lab of Ornithology 
 www.birds.cornell.edu 
 

 Mono Lake Committee 
 www.monolake.org 
 

 California Trout 
www.caltrout.org 

 

 Tahoe Rim Trail 
 www.tahoerimtrail.org 
 

 Ocean Conservancy 
 www.oceanconservancy.org 
 

Global Fund for Women 
 www.globalfundforwomen.org 
 

Marine Applied Research & Exploration 
 www.maregroup.org 
 

Marin Agricultural Land Trust 
 www.malt.org 
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