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January 12, 2018 

Dear Fellow Investors, 

This past year was a great time to be invested in the stock market. With two weeks of 2018 already in the 

books, the economy shows no signs of slowing down so we remain optimistic about the prospects for the 

companies in which we have invested. However, even though we like to celebrate the great years like this past 

one, we do like to caution investors that 2017 was hardly a typical year, and we don’t expect this to go on 

forever. The market fluctuates and tends be cyclical. We believe the best way to prepare for the unexpected is 

to invest in high-quality companies and not try to time the market. We do, however, think the global 

economy is looking strong at this point and that bodes well for businesses in the new year.   

 

Midway Capital Value Portfolio Returns 

 
Midway Composite 
(net of fees) 

S&P 500 TR Index Difference 

Q4 2017 4.63% 6.64% -2.01 

2017 Year to Date 21.64% 21.83% -0.19 

Annualized Return Since 
Inception 

10.74% 10.42% +0.32 

Total Return Since Inception 163.5% 156.5% +7.0 

    

Data reflect total returns (including dividends) net of fees as of 12/31/2017. Inception date is 7/1/2008. 
Returns are unaudited. Your individual returns reported on your statements may vary from the composite 
depending on when you invested and upon any special instructions or restrictions applicable to your account. 
The composite return is the time-weighted return of all our accounts added together into one big pool. We 
believe it is the best indication of how the average client fared during these time periods.  

 

Stocks Heat Up and Bonds Cool Down 

The fourth quarter of 2017 was marked by a few developments worth watching. There were rallies in a 

number of stocks of riskier or low-quality companies. That is common in a year with large gains for the stock 

market, but it means that investors are taking on more risk. That can have consequences down the road. 

Probably the best example of an overheated market is the bitcoin craze. (Just to be clear, we view bitcoin as a 

speculation rather than an investment and would not recommend it.) But the fact that stocks shoot up when 

management announces anything related to “blockchains” or “cryptocurrencies” is certainly a red flag. In case 

you missed it, photography company Eastman Kodak (KODK) made headlines in this way. Prior to Tuesday, 
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Kodak shares had declined 80% over the past year. When it announced it was beginning a “major blockchain 

initiative” the shares more than tripled. We are reminded of the DotCom bubble of 1999-2000 when adding 

“.com” to your company’s name was a ticket to instant riches – until it wasn’t.  

The other noteworthy development is an inflection point in the bond market. Bond guru Bill Gross made 

headlines this week by pronouncing a bear market for bonds, something that hasn’t happened for 25 years. A 

bear market for bonds would mean that bond prices fall while yields rise. Interest rates have been falling for 

the past quarter century, meaning that bond yields – the interest payments you get from a bond you own – 

have been getting lower. If yields for new bonds are getting higher, then investors will sell their old bonds 

with lower yields in favor of new bonds with higher rates of interest. That will depress the prices of the lower 

yielding bonds, hence bond prices fall overall. If this inflection point is indeed real, then it has a few key 

consequences for investors. For bond investors, it means the bonds you own will be worth less if you sell 

them before maturity. But more broadly, it means that investors are expecting inflation. It’s the clearest signal 

we’ve seen yet that prices might be on the rise this year.  

 

Tax Reform: What is the Best Way to Tax Americans? 

The tax reform legislation just passed by Congress has been a hot topic recently, and it has sparked a number 

of questions from our clients. Corporate tax changes, in particular, have led to questions about what types of 

taxes actually make sense and why. This is a fascinating, if esoteric, area of economic theory and behavioral 

science. All taxes are not created equal, so assuming a government must tax its citizens, what is the best and 

fairest way to do that? 

Taxes do two things. They raise money for government, but they also change behavior by discouraging the 

thing that is taxed. Many economists argue that it makes sense to tax things society wants to discourage. A 

cigarette tax is a perfect example. We as a society would like to discourage smoking because of its adverse 

health effects; therefore, a hefty tax on cigarettes not only discourages smoking by making it expensive, it also 

raises money for government. The same argument can be made for a carbon tax, a gasoline tax, and a 

sweetened beverage tax.  

Sin taxes like the cigarette tax sound like a win-win, unless of course a.) it works so well that people stop 

smoking and therefore it brings in no money or b.) the tax is so high that it is worth a smoker’s time to dodge 

it by buying cigarettes in other locations or on the black market. So paradoxically, the government has a 

vested interest in people continuing to smoke and it can’t make the tax so high that people avoid paying it. 

Still, even though they are not perfect, sin taxes make a lot of sense as a way to raise money. Why don’t we 

have more sin taxes? People don’t like them. No one (except an economist??) wants to pay more for gasoline 

or soda. Here in Cook County, our wildly unpopular sweetened beverage tax was repealed just two months 

after it was enacted. Many of our neighbors had been driving to Indiana to buy their favorite sodas without 

the tax.  

If it makes sense to tax things society wants to discourage, then why do we tax things like employer payrolls 

and personal income? Surely everyone could agree that we want people’s paychecks to be high and we want 

businesses to create jobs. Taxing these things means that there is a strong incentive to hide income and 

minimize payrolls. Some people prefer to be paid in cash for just this reason. Black market and “under-the-

table” income goes untaxed. Many economists advocate for taxes on consumption instead, which would 
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encourage saving and discourage spending. National sales taxes and value-added taxes are very unpopular, 

though. People often go to great lengths to avoid the taxes and they are regressive, meaning that a rich person 

pays the same tax on a hamburger as a poor student. 

How about taxing imports? President Trump is a big fan of this type of protectionism. At first glance it may 

look like a tax on foreigners, but in fact we are taxing the consumers who buy imported goods. Take 

avocados for an example. We get about 80% of our avocados from Mexico, with only about 10% grown 

domestically. In 2017, we imported more than 2 billion pounds of avocados. Putting a tax of $1 per pound on 

the popular green fruit could raise $2 billion, though it would also raise prices by about 75 cents per avocado. 

That would probably discourage avocado buyers, who would consume fewer avocados because of the price, 

thereby resulting in less than the anticipated $2 billion in tax revenue and more angry avocado lovers. 

Moreover, the brunt of the tax would be borne by avocado buyers, not foreign exporters.  

Now for the tax that has sparked much debate: the corporate tax. Most people think taxing corporations is a 

no-brainer because companies have lots of money. Plus, corporations don’t vote. However, most economists 

from both the left and the right agree that the corporate tax makes little sense and it should be eliminated.1 

When the government taxes corporate profits, a company has less money to invest into its business. It can’t 

build factories, improve products, or hire more people. It also can’t return money to its owners, who are not 

only shareholders like us, but also pension funds and charities. With the 35% corporate tax rate (21% in 2018) 

on profits, the government leaves only 65 cents of every dollar for businesses to reinvest. Dividends to 

shareholders are already 35% lighter, even before we pay taxes on them ourselves. That means the 

government effectively takes about 50% from every dollar of our dividends before we can begin to spend it.   

Many people argue that corporate taxes are meant to tax the rich. If this is the true intention, then 

governments would do better to tax these people directly because the rich pay only a small share of the 

corporate tax. Economist estimate that only 41% of corporate taxes are actually borne by the owners of 

capital, with the rest of the burden falling largely on workers whose wages are lower.2 If you tax an employer, 

that leaves less money for employees. The property tax is a parallel example. If property taxes go up, 

landlords raise rents and tenants pay more. The owners of capital could be the rich, and some certainly are. 

However, the majority of corporate stock is owned by retirement plans.3 So the majority of corporate taxes 

are paid by retirement accounts, pension plans, and workers.  

This is an incredibly inefficient way of taxing the wealthy. If we want to tax wealthy people or corporate 

CEOs, we need to do so directly. Taxes on corporate profits have led to some major distortions in economic 

behavior, like excessive debt, and firms moving offshore. It also makes the U.S. a less attractive place to set 

up a business and lowers the overall wages paid to employees. Despite the serious flaws in this tax, it remains 

popular with voters because the impacts to them are not obvious. But only people pay taxes, so in reality the 

burden of this tax is passed along to consumers via higher prices, workers via lower wages and investors via 

                                                      

1 Planet Money podcast from 2012 on economists' tax reform ideas 

https://www.npr.org/sections/money/2012/07/18/156928675/episode-387-the-no-brainer-economic-platform 

2 Norton, Rob. Corporate Taxation. The Concise Encyclopedia of Economics. 

http://www.econlib.org/library/Enc/CorporateTaxation.html.  

3 http://www.businessinsider.com/who-actually-owns-the-stock-market-2016-5 
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lower returns. They just don’t realize it, making the corporate tax an easy way to raise revenue without 

upsetting taxpayers.  

Finally, there is one tax that is actually popular. People line up eagerly to part with their hard-earned money. It 

might be the perfect tax if it didn’t fall mostly on the poorest people. That is the lottery. It’s been called a 

voluntary tax for stupid people. Economists call it regressive and inefficient. Yet half of American buy at least 

one lottery ticket in their lifetimes. It may be the oldest tax in America, dating back to 1612 when King James 

I used it to raise money for Jamestown. The numbers are hard to pin down, but more than half the money 

spent on the lottery goes to government coffers. Approximately 40% of the money from ticket sales goes to 

the states that administer lotteries, then about half the prize money for the winners must be paid as a 

"windfall" tax.4  Annual lottery spending in the U.S. is astoundingly high, at more than $300 per adult, but is 

actually concentrated among the poorest third of the population. So this method of taxation falls mostly on 

the people with the least money to spare.  

Turning back to our original question of what taxes are the best or the fairest, it’s not hard to see why tax 

reform is so difficult and divisive. Taxes that economists recommend as efficient and effective are often 

incredibly unpopular.  However, we do believe that meaningful debate on tax reform is a good start. We are 

encouraged to see the intelligent conversations it has sparked among our clients and we hope that future tax 

overhauls will benefit from today’s debates among the voters, and maybe eventually, the lawmakers.  

 

The Tail Wagging the Dog 

Speaking of taxes, there’s a fuzzy intersection between making tax-conscious investment choices and allowing 

taxes to drive one’s investing. On the one hand, it’s important to minimize capital gains taxes by offsetting 

any gains with losses. One of the advantages of owning individual securities (vs. funds, for instance) is that we 

can sell investments that have lost money to cancel out a realized gain. However, a big unrealized gain can 

make an investor reluctant to sell because Uncle Sam will take some of the proceeds. Investors are willing to 

settle for a lower return in the future in order to avoid paying taxes now. Most humans have a tendency to 

prefer avoiding losses to reaping gains. Economists and psychologists call this loss aversion. The pain of 

losing $5 is twice as great as the pleasure in finding $5.  

Great investors recognize these human tendencies and endeavor to make the rational choice. This one is 

simple: more money is better than less money. It’s easier to see with some concrete numbers. Say an investor 

expects her stocks to earn at least 10% per year. She buys ABC stock for $100 and after 5 years the stock is 

worth $250 – an annual return of about 20%, which is better than expected. The investor revisits her 

assumptions around this time, and doesn’t see a way ABC can possibly return more than 5% per year in the 

future. Not happy with this return, she sells the stock, pay the capital gains tax, and finds an investment that 

will deliver an acceptable return (10% or more).  After she sells and pays 20% in capital gains taxes, she has 

$220 that is all hers after tax. (Stock sold for $250;  $100 cost;  $150 gain X 20% = $30 tax;  $250-$30= $220) 

Alternately, she can keep holding ABC and accept a lower 5% return. If she holds on, she has the full $250 to 

invest, but some of that will need to be paid as tax when she sells in the future. Let's assume ABC returns 5% 

                                                      

4 https://www.theatlantic.com/business/archive/2015/05/lotteries-americas-70-billion-shame/392870/ 
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per year as she expects over the next five years. If we check back at the end of year 10, the original 

investment in ABC will be worth a total of $319. She sells, pays tax, and ends up with $275.  

On the other hand, if she had sold ABC after year 5, paid the tax, and invested the $220 in another stock – 

XYZ – which returned 10% per year, she would have $354 in year 10. That's more than the $319 ABC would 

be worth if she had kept it. After selling XYZ and paying tax, she ends up with $327. So the investment in 

XYZ is the clear winner, even after paying tax.   

When we make our investing decisions, we remember that first and foremost, we’re investors. We can't let 

the tail wag the dog. Strategies for minimizing taxes are important, but we can't lose sight of the goal of 

investing: making money.  

 

Your partners in investing, 

 

Rachel Barnard, PhD, Todd Schrade, CPA, and the Midway Capital Team 


