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October 11, 2019 

Dear Fellow Investors, 

The global economy is changing. Trade is global and its flow ripples through every area of the American 

economy, which is more dependent than ever on overseas activity. Trade is a double-edged sword, though. 

Everyone is richer because of trade and specialization but we are also dependent on our partners. When the 

global economy starts slowing or contracting, as it is now, it is not longer a world away. The recession 

brewing in the US manufacturing sector is a direct result of global issues. This is why the upbeat message 

from the White House concerning trade in recent days is so welcome by the markets. Progress in ending the 

protracted trade war may be the only thing that can pull the world back from the brink of recession.  

 

The third quarter, just ended, reflected this distinct lack of optimism. Bond prices rallied, as did gold and 

defensive stocks. Bankers were discussing the possibility of negative interest rates. The frothy IPO (Initial 

Public Offering) market fizzled as several money-losing, over-valued companies were snubbed by investors 

looking for quality, not hype. Investors will be looking for a bit of good news to brighten the next few 

months. We’re hopeful too, but still cautious.  

 

Midway Capital Value Portfolio Returns 

 
Midway Composite 
(net of fees) 

S&P 500 TR Index Difference 

Q3 2019 1.24% 1.70% -0.46 

2019 Year To Date 19.85% 20.55% -0.7 

Annualized Return Since 
Inception 

9.98% 10.12% -0.14 

Total Return Since Inception 191.5% 195.7% -4.2 

Data reflect total returns (including dividends) net of fees as of 9/30/2019. 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.  

 

Coming Soon to a Bank Near You…Negative Interest Rates? 

What is your very first memory of an interest rate? True, this might not be as salient as your first car or your 

first kiss, but most people can remember things like the mortgage rate on their first house. Maybe you 
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remember how much interest 

you earned on your first savings 

account. Many of us remember 

the late 1970s and early 1980s 

when interest rates spiked to 

levels no one had ever seen. 

The graph to the right shows 

the U.S. Federal Funds Rate (an 

interest rate benchmark) from 

1954 to the present1 and points 

out how anomalous that period 

was. Even if we go back to the 

very earliest data in the late 

1700s, interest rates on government bonds never rose above 10%.  That would explain why most people 

remember those unusual interest rates during 1979-1982.  

Next question: what are “normal” interest rates? What would you expect to pay on your mortgage? How 

much interest would you expect to receive on a savings account? Would your answer any of those questions 

with “zero” or “less than zero”?  

Of course not. Even if you are 100 years old, the lowest Fed Funds Rate you ever experienced was 0.25% in 

December 2008, the depth of the financial crisis. You’ve never had a 0% mortgage. If you are a saver, you 

have been extremely frustrated recently with the paltry rates paid on savings accounts, which seem unfairly 

stingy. Yet Europe and Japan have negative interest rates and our president recently derided Federal Reserve 

members as “boneheads” for not following suit.2 Are negative rates coming to a bank near you? 

To most of us, even the concept of negative interest rates seems crazy. Banks would pay you to take out a 

loan. You would pay the bank a fee to keep money there, so checking accounts would have fees. That sounds 

like stepping through the looking-glass. It sounds even worse to bankers, who make money on loans. Yet the 

CEO of JPMorgan reports that his bank is discussing it.3  

In truth, our financial system as we know it has evolved over 250 years with positive interest rates so there is 

no precedent. That doesn’t make it impossible, however. The argument for negative interest rates goes like 

this: we need to stimulate the economy. If it costs you money to keep your cash in the bank, you are likely to 

do something else with it. You might put it under the mattress or in the cookie jar. But the government hopes 

that you would choose to invest it in the expectation of earning some return. In addition, you are encouraged 

to borrow large sums to buy something like a house or a business. In Denmark, borrowers can get a negative-

rate mortgage, meaning that the bank pays them to have a mortgage.  

It’s unclear whether this topsy-turvy policy would fly in America. The jury is out on whether it works abroad, 

but much of the data suggests it hasn’t been a big success in Europe or Japan. It’s even unclear whether the 

 

1 https://www.macrotrends.net/2015/fed-funds-rate-historical-chart 

2 https://www.barrons.com/articles/trump-ignores-the-downsides-of-negative-interest-rates-51568280604 

3 https://www.nytimes.com/2019/09/11/business/economy/trump-fed-negative-interest-rates.html 

https://www.macrotrends.net/2015/fed-funds-rate-historical-chart
https://www.barrons.com/articles/trump-ignores-the-downsides-of-negative-interest-rates-51568280604
https://www.nytimes.com/2019/09/11/business/economy/trump-fed-negative-interest-rates.html
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Fed has the authority to set rates below zero. However, as global manufacturing is slowing and the disastrous 

trade war is sucking money out of the economy, a recession may be on the horizon. If that happens, the Fed 

would almost certainly cut interest rates to stimulate the economy. These rates are already low at 1.82% so the 

Fed can’t make any big moves unless it goes below zero. That option could easily be on the table in the near 

future.  

Even though negative rates sound wrong to our ears, accustomed to positive interest rates all our lives, we 

have actually been living very close to that world for the past eleven years. That’s the reason that some of the 

conventional investing wisdom no longer works. Back in the 1950s when most of the rules of thumb for 

investing were first codified, things were different. Remember the “100 minus your age” rule? That states that 

your allocation to stocks should be 100 minus your age. So if you are 60, you need 40% stocks and 60% 

bonds. That piece of wisdom no longer seems wise, though, with people living longer and bonds having very 

low yields, currently lower than stocks. We don’t recommend that for retirees, and indeed most studies show 

retirees running out of money with an allocation like that.  

In 1952, the life expectancy for an average man was 66 years. Government bonds yielded 3%. Based on those 

inputs, the old rule of thumb is fine. But today the average American lives to 79 years, we count women in 

the data, and bonds yield 1.7%. There is no way we would recommend a client aged 60 have 60% of his or 

her money in bonds which don’t grow, generate a paltry amount of interest, and might need to sustain this 

person for another 40 years. Higher life expectancies and lower interest rates have forced savers to put more 

into investments with growth and income potential. If rates go lower, savers will be forced to do more of this 

– or risk running out of money in retirement.  

The takeaway from all this is that we are moving into uncharted territory. Interest rates going negative would 

be a psychological milestone. Yet it would be merely continuation of policies that the Fed has followed since 

the financial crisis. This is not your grandfather’s central bank, nor is it your grandfather’s economy.  

 

The Extinction of the Unicorns 

Speaking of recent new trends, we may be seeing the end of the “unicorn era” in Silicon Valley. A “unicorn” 

refers to a startup with a valuation over $1 billion. The term was supposedly coined by venture capitalist 

Aileen Lee in 2013 when there were 39 unicorns. She chose the term because it represented something 

mythical and rare. She estimated that crop of unicorns represented the top 0.07% of all startups.4 This was an 

elite club, with supreme bragging rights. 

With so many people hunting the next unicorn, financiers began throwing money at promising startups. Two 

years later, the number of unicorns had tripled to 115.5 This had the effect of increasing competition among 

financiers. No one wants to wear the label of “that guy who passed on the $1 billion startup when it was 

selling for only $10 million.” Thus, Silicon Valley investors started shoveling even more money at startups. As 

long as the growth continued, more money flowed into companies, producing higher valuations, more buzz, 

and a larger pool of overconfident investment managers. 

 

4 https://techcrunch.com/2013/11/02/welcome-to-the-unicorn-club/ 

5 https://bits.blogs.nytimes.com/2015/07/05/unicorns-a-fitting-word-for-its-time-and-place 
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The problem is that dumb money can create a self-fulfilling prophecy. If a speculator buys 1% of a lemonade 

stand for $5 million, he’s just invested in a $500 million business. (The value of the business is based on what 

investors are willing to pay for the shares – not on any objective measure.) The next step is to find an even 

greater fool willing to pay $5 million for 0.5% (half of his share), and they are both unicorn investors.  

The plan all along was to foist this mess off on the greatest fool of all – the public stock market, whose 

investors would be star-struck at the possibility of owning their very own unicorn! But in a rare moment of 

sanity, the stock market balked. Fitness equipment company Peloton launched its IPO on September 25. As 

of this writing, shares have fallen 23%. Office landlord WeWork scrapped its IPO after markets suggested 

that investors were willing to pay only a third of the amount it was expecting. WeWork was valued at $47 

billion earlier this year, but the IPO valuation was in the $15-$20 billion range. Neither of these companies 

make a profit.  

By way of example, let’s consider a lemonade stand operating in Silicon Valley. This stand sells $448 of 

lemonade during the week, with costs of $268: profit is $180. But then advertising, recipe testing, payroll, and 

administrative costs bring overall profit down to $24. Taxes remove an additional $2. All in all, the stand’s 

owners get to keep $22 for a week’s work. If this lemonade stand were valued like a unicorn, it would be 

worth $79,000. What rational businessperson would get excited for $22 per week when the cost is nearly 

$80,000? That $22 would have to increase tenfold for the deal to start making sense. Most unicorns are even 

more ridiculous.  

Let’s put all our unicorns in context of the lemonade stand. On this scale, the lemonade stand named “Uber” 

loses $60 per week and sells for $49,000. WeWork loses $33 per week; it was aiming for a valuation of $47,000, 

but it pulled its public offering when the market would only offer $15,000 - $20,000. Our first example, the 

$80,000 lemonade stand that showed a $22 profit? You may know it as “Amazon.”  

Indeed, this is what we hear most often from unicorn investors: They’re looking for the next Amazon. And 

Amazon’s results are impressive. Sales grew from $150 million at the 1997 IPO to $230 billion last year. But 

profits have always been hard to come by. For any of the unicorns’ prices to make sense, they either need to 

exhibit Amazon-like growth, or they need to double their prices without losing a customer. These results are 

extremely rare. Perhaps the firm that actually lives up to the promise of its startup valuation should be 

considered a unicorn: rare indeed.  

We think it’s a good sign that unicorns are no longer being embraced unquestioningly by the public markets. 

This gives us much-needed reassurance that sanity may eventually prevail. The extinction of the unicorns 

would mark the end of an era of excess, much like the popping of the dot-com bubble in 2001. We believe 

investors will again focus on profitable companies and leave the unicorns in the story books. Though we do 

feel a twinge of regret. The unicorns and their unlikely sagas make such good theater! 

 

Your partners in investing, 

 

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


