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August 12th, 2019 

 

Who Knows? 

The title of this week’s missive isn’t intended 

to be used as a scapegoat or easy out for my 

inability to rationalize or explain the current 

economic or capital market backdrop at the 

moment.  With each passing day I find myself 

conducting more research, seeking out the 

wisdom and views of other sharp minds, and 

stress testing our analysis – and yet at the end 

of the day, I find myself more perplexed than 

where I started.  I hear the talking heads in the 

media talking with unbridled confidence about 

what impact such and such event will have on 

this or that, yet there is very little attention 
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paid or push back given as to where their 

thesis could be wrong.  Unless of course it’s a 

negative view or an accounting of the present 

fundamental backdrop that is less than 

constructive – on the rare occasion that such 

an interview is conducted, then the challenge 

to such a view is intense and aggressive.  This 

makes sense from the standpoint that the last 

thing anyone wants to do is irresponsibly 

allow fearmongering and negative hyperbole 

to go unchecked.  But the unfortunate reality 

is that sometimes bad things happen and there 

is little anyone can do about it other than be 

prepared to weather the storm and rebuild in 

the aftermath.   

 

I am of the view that we are approaching or 

are in one of those storms at the present 

moment.  Admittedly, I don’t think there is 

any way of knowing with a high level of 

confidence or conviction how it will unfold in 
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the months and years ahead, but I do think we 

are living through a period of history that will 

be written about in textbooks in the years and 

decades to come.  Let me highlight a couple of 

charts to help put into context the big picture 

I’m referencing.   

 

The below chart plots two ways to look at 

population growth around the world from the 

year 1700 through 2100.  As you can see, the 

annual growth rate of the world’s population 

peaked in 1968 at 2.1% and as of 2019 that 

rate has declined to 1.08%.  The green shaded 

section highlights the absolute level of the 

world’s population, currently estimated to be 

7.7 billion and is estimated to expand to over 

10 billion by the end of this century.   
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Both of these ways of looking at population 

growth indicate that the world’s population is 

still expanding, but it is the slowing in the 

pace of the growth rate (the rate of change) 

that is having an economic impact on both 

growth and inflation readings from around the 

world.  From an economic and financial 

markets perspective, think of it as a pie that is 

no longer expanding at a fast-enough pace, 

thus inviting individuals / regions from around 
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the world to begin to compete/fight/defend for 

a larger portion of the pie.  Keep in mind 

when you’re thinking about the world in this 

context, you’re talking about secular changes 

that take shape over decades and not months 

or years.  So, this is sure to be an extremely 

slow, but persistent trend. 

 

I lack the authority, gravitas, and/or 

conviction to proclaim that this alone is the 

driving force behind the splintering of 

geopolitics around the world or the 

broadening shift towards nationalism, but 

understanding the importance of the input 

function of labor share (population growth) to 

the economic equation of output, growth, and 

inflation helps provide a little bit of context to 

a very high level view of some of the 

devolution we’ve witnessed in the World 

Order over the past decade.   
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The next chart I want to highlight is the below 

chart put out by Merrill Lynch’s research team 

which tracks global bond yields from the year 

1900 to the present.  As you can see, global 

interest rates are at 120-year lows, and to boot, 

nearly $15 trillion of global debt now carries a 

negative interest rate.  I must admit that 

negative interest rates still make little to no 

sense to me, but just because it makes no 

sense doesn’t change the fact that its today’s 

reality.     
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Consider that last week, German 10-year bond 

yields hit a record low -60 basis points, French 

10-year Oats fell to -27 basis points (these 

were +30 basis points as recently as May), the 

30-year bond in the Netherlands yields -2 

basis points, and the first place prize for the 

most insane yield is the Swiss 30-year bond 

with a -37 basis point yield.  Looking at these 

negative yields provides some context for why 

investors can’t buy enough 30-year U.S. 

Treasury bonds with a luscious +2.13% yield.   

 

Understandably, in this era of immediate 

gratification and investor fixation with short-

term performance, the bigger picture context 

of what consequences such a backdrop may 

engender gets readily brushed aside.  In a bit 

of irony, on the front page of today’s WSJ is 

an article titled “Investors Weigh Specter of 

Subzero Rates” – I’ve got news for all of us: 
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there is no precedent for this, no playbook, 

and no section in any of our financial 

textbooks explaining how this is supposed to 

work out.  Coming out of the Global Financial 

Crisis back in ’08 -’09, zero percent interest 

rates and QE (central bank asset purchases) 

were supposed to be short-term solutions to 

stabilize the financial system, and after they 

had their intended impact (which they did in 

stabilizing and saving the system) they were 

going to be removed.  Instead, these short-

term unconventional monetary policy tools 

have become conventional and brought about 

seven years of 0% interest rates and asset 

purchases.  Since then the Fed has been able 

to shrink their balance sheet by a mere $800 

billion and only raise the Fed Funds rate from 

0% to 2.50% before they were forced to stop 

tightening due to its negative impacts on the 

global economy.   
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In addition to a record setting bull market in 

equities, historically low global bond yields, 

and the weakest post WWII economic 

recovery on record, we have record global 

debt levels both on an absolute basis and 

relative to GDP.  In the chart below (from 

Gluskin Sheff’s David Rosenberg) is an 

accounting of the increase in global debt in 

comparison to global GDP over the previous 

two cycles.   
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So, at the peak of the economic cycle in 2001, 

global debt was $86 trillion and global GDP 

stood at $33 trillion.  From the peak of that 

cycle to the peak of the economic cycle in 

2007, we saw global debt increase to $116 

trillion – a $30 trillion increase while global 

GDP rose to $58 trillion – a $25 trillion 

increase.  What this amounted to was global 

debt outstripping global GDP by about 20% 

from cycle peak to cycle peak.  Now compare 

that to where we are today where global debt 

currently totals $244 trillion – $128 trillion 

higher than in 2007, and global GDP totals 

$85 trillion – $27 trillion higher than in 2007.  

So, in this current expansion we’ve seen 

global debt outstrip global GDP by a factor of 

almost 5:1. It makes you wonder, without the 

dramatic increase in global debt, would we 

have had a recovery at all?  Keep in mind, 

these debt figures are total debt which 

includes governments, corporates, and 
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households – sure, one could get into the 

nuances of where the excesses are at this time, 

but to do so loses sight of the big picture, 

which is that global debt dynamics are very 

unstable and are likely the biggest driving 

force behind why interest rates have to go 

down even further.  How do you value 

positive cash-flow generating entities in a 

negative/zero interest rate environment?  

That’s a good question, but perhaps the price 

action in gold and bitcoin over the past couple 

of months provides a good point of reference. 

 

Speaking of earnings and positive cash-flow 

generating entities, let me hit on an 

uncomfortable truth when it comes to the 

earnings back drop of the U.S. equity market.  

First off, and this is an important point, the 

earnings profile of the 500 companies that 

make up the S&P 500 is a different data point 

than the overall economy-wide earnings that 
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are accounted for in the NIPA accounting in 

the quarterly GDP report.  According to the 

latter, overall economy wide profits are lower 

today than they were at their cycle peak back 

in 2014.   

 

 
 

This isn’t to say that overall net income for the 

S&P 500 isn’t higher today than it was back in 

2014, because it is, but the big increase in 

earnings is the result of a rise in EPS (earnings 

per share).  Let’s use Apple as an example of 
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how astute corporate managers have become 

in this low interest rate, sluggish economic 

growth environment.  Michael Santoli of 

CNBC put out an interesting article on this 

subject at the end of July and the table below 

is from that article.  In his table he detailed 

that the bottom-line Net Income for Apple is 

expected to be just under $54 billion this year.  

This is only marginally above what Apple 

earned in its fiscal year 2015 earnings.  So 

over the course of 4 years, the overall earnings 

for Apple are little changed, its revenue is 

higher by 12%, but its EPS (earnings per 

share) are higher by roughly 50% and its stock 

price has gone from $125 in the summer of 

2015 to $200 today.    
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Also keep in mind that Apple’s long-term debt 

increased by $40 billion over this four-year 

period (from $53 billion to $94 billion) of 

which Apple used much of the proceeds from 

the debt increase to buyback 1 billion shares 

of its common stock.  Hence the magic of 

financial engineering in a low interest rate 

world where companies can borrow cheaply, 

buyback their stock to reduce their share 

count, raise their EPS, all the while masking a 

stagnation in bottom line net income.  Look, 

this is by no means an investment opinion on 
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Apple, nor does it account for potential future 

growth or any other factors – this is more than 

anything an illustration of just how important 

of a driver low interest rates and stock 

buybacks have become for the U.S. equity 

market.  As was illustrated in the previous 

chart, overall economic profits don’t 

necessarily have to increase for the equity 

market to appreciate – other factors to 

consider are improving profit margins, 

multiple compression (in Apple’s case its P/E 

has gone from 13.5x to 17.5x over four years), 

and/or TINA (There Is No Alternative) in a 

low/negative interest rate world. 

 

What’s an investor to make of all this?  Well, 

what has become clearer over the last several 

months is that the U.S. economy is losing 

momentum in a major way.  Both the July 

ISM manufacturing and ISM non-

manufacturing indexes slid to three year lows, 



The articles and opinions in "Capital Market Musings and Commentary" are for general information only, and not intended to provide specific investment advice. 

Performance, dividends and other figures have been obtained from sources believed reliable but have not been audited and cannot be guaranteed. Past 

performance does not ensure future results. Investing inherently contains risk including loss of principle. Corey Casilio is a founding partner of Casilio Leitch 

Investments, a legal business entity. Advisory services offered through Casilio Leitch Investments, a CA State registered investment advisor. 

 

the internals of the July employment report 

weren’t nearly as rosy as the headline figure 

implies with both factory hours and overtime 

cooling off materially, the OECD Composite 

Leading Indicator for the U.S. has slipped 

back to levels last seen in 2009, and the 

10’s/2’s yield curve has compressed to cycle 

lows – it’s 6 basis points away from joining 

the 3-month/10-year yield curve in inversion 

territory.  FYI, the 3-month/10-year yield 

spread slipped to its deepest inversion of the 

cycle last week at -36 basis points (-35 basis 

points today), and at these levels it suggests 

that a recession is almost unavoidable.  

Outside of the U.S., the picture looks even 

worse with Europe perhaps already in 

recession, Asian trade data is still declining 

(although we may be reaching a trough level 

at the moment, and if not, then perhaps in the 

next couple of months), and the ongoing trade 
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war between the U.S. and China is evolving 

into a global currency war.   

 

All the while, in the face of this backdrop I 

hear commentator after commentator on 

bubblevision lament on how fairly or cheaply 

valued U.S. equities are.  Well tell that to Mr. 

Buffett, who reportedly reduced Berkshire’s 

equity exposure by $1 billion last quarter and 

boosted its cash reserves to a record level (see 

“Buffett Backs Off U.S. Stock Rally” in the 

National Post last week).  Here is a guy with 

some very deep pockets and a very successful 

history of identifying value for shareholders 

and investors over the long-run, yet since 

September of 2018 Berkshire’s cash balance 

has increased from $104 billion to over $122 

billion – someone isn’t a big believer in the 

rally we’ve seen in the U.S. equity market this 

year.   
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Yeah, it’s not difficult to construct a rather 

pessimistic investing view at the moment and 

given the big picture outlook I hit on earlier, it 

has some fundamental support.  But here’s the 

‘if’, and it’s a big one – no one is better off if 

we were to go through a global recession.  A 

global recession at this time with the 

imbalances that exist at this moment is, to be 

honest, a rather scary thought experiment.  

Just because this is the case doesn’t mean it 

can’t or won’t occur, but what it does say to 

me more than anything else is that the powers 

that be around the world will pull out all the 

stops to delay, avert, or stop such an outcome 

from getting going or getting too deep.  This 

puts investors in the precarious position of 

having to react and adapt in real-time to the 

potential onslaught of policy tools that will be 

enacted should this snowball gain even a bit 

more momentum than it has today.   
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With that being said, there really are only 

three ways the history books teach us about 

how to get out of an over-indebtedness 

problem: 

 

1. Growth – you can grow your way out of 

it, but if the recent tax cut and bloated 

government spending stimulus package 

teaches us anything, this doesn’t seem to 

be a possibility.  What we learned from 

that stimulus package is that it was good 

for a short-term positive jolt to the 

economy, but at current debt levels (even 

with low interest rates) the additional debt 

accumulation overwhelms any lasting 

long-term benefits. 

 

2. Default – you can always default on the 

debt, but given one entity’s liability is 

another entity’s asset, a default cycle 

would likely only lower the overall 
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standard of living for everyone.  

Moreover, one of the biggest takeaways 

from the GFC is that the political will 

doesn’t exist for the level of pain this 

option would require given the policy 

actions the politicians put in place to 

bailout the banks back in 2008.   

 

3. Inflation – you inflate your way out of 

your over-indebtedness by using rising 

prices to give the illusion of growth while 

asset prices, the cost of living, and 

nominal growth outpace the price of 

outstanding debt.   

 

Option 3, in my opinion, seems like the most 

likely and the path of least resistance for 

policy makers to choose.  However, keep in 

mind (and I’ve said this previously), to get to 

the policy tools that will be employed to 

achieve this objective (perhaps negative 
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interest rates, helicopter money, MMT, 

interest rate caps…anything and everything is 

a possibility) will likely require some level of 

chaos, pain, and destruction before enough 

public support can be garnered to approve of 

such extreme policies.  It’s this possibility that 

long-term investors need to be focused on, 

because if such a sequence of events were to 

materialize, I would argue that in the midst of 

the chaos, portfolio exposures should be 

transitioning from a defensive, capital 

preservation orientation to a growth and 

inflation-oriented profile.  However, don’t be 

too impatient in anticipating or front-running 

such an evolution because a lot could happen 

between then and now, including the 

possibility that this isn’t the direction that 

policy makers take, or that it even works.    

 

For the here and now, my capital markets and 

investment view continues to be one where 
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investors should focus on allocating capital in 

a way that focuses on preservation of capital.  

Looking back over the last 18 months, this 

could have been achieved in any number of 

ways with U.S. equities little changed from 

where they were in January of 2018, bond 

yields have round-tripped and then some, 

while international equities and emerging 

markets peaked and have since declined 

between 10 – 30% depending on the market.  

The only major asset class that has made a 

material move (in that it has broken out of 

what was a four-year trading range) has been 

gold which is trading at $1,522/oz today, and 

since pushing above the $1,360 resistance 

level in May, it hasn’t looked back.  Silver is 

starting to catch up as it broke above $17/oz 

today – another key resistance level for the 

higher beta of the precious metals.  So a 

portfolio allocation to high quality, low beta, 

dividend paying equities (this doesn’t imply 
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all dividend paying stocks make the cut), long 

duration sovereign debt (preferably with a 

positive yield – which implies mostly U.S. 

Treasuries), and a decent allocation to 

gold/silver is an asset mix that I think makes 

sense for the current environment.  One other 

area that is starting to catch my interest is 

international equity markets, and emerging 

markets in particular.  Keep in mind that in a 

global recession these regional equity markets 

will get hit hard, but you also must consider 

that they are currently trading at trough cycle 

low valuation levels, the emerging markets 

index is -25% off its January 2018 peak, a lot 

of bad news is currently priced in, dividend 

yields in some areas double the U.S. equity 

market, and if the world is going to reflate, 

then these regions are going to be a big part of 

it.   
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Then again, who knows? As I’ve said before, 

a lack of imagination about what may or may 

not be coming down the pike, in my opinion, 

may prove to be one of the biggest hindrances 

for future investment success.          
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