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April 13, 2018 

Dear Fellow Investors, 

The past three months have been marked by uncertainty. A pending trade war has made markets and 

businesses uneasy about making new investments. Tariffs could be devastating to the economy and that 

possibility creates a mountain of uncertainty, encouraging companies to hide in their shells until the situation 

is clearer. Ironically, the economy is booming, and without the threat of a trade war we would expect markets 

to be very strong. Normally, all the cars on this road would be racing along at top speed, but the possibility of 

rough roads ahead has forced everyone to slow down and drive more cautiously. We’re no exception.  

 

Midway Capital Value Portfolio Returns 

 
Midway Composite 
(net of fees) 

S&P 500 TR Index Difference 

Q1 2018 0.98% -0.76% +1.74 

Annualized Return Since 
Inception 

10.56% 10.06% +.50 

Total Return Since Inception 166.1% 154.6% +11.5 

    

Data reflect total returns (including dividends) net of fees as of 3/31/2018. 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.  

 

Was Someone Skipping Class When We Discussed Smoot-Hawley? 

We are perplexed. History has clearly shown that tariffs and trade wars are just bad ideas. Isn’t this what we 

learned from the disastrous Smoot-Hawley tariffs and the Great Depression? While not everyone remembers 

this lesson from high school history, markets and investors are keenly aware of it. There is broad consensus 

among economists and businesses that tariffs are economic suicide. The threat of tariffs and a trade war has 

spooked markets during the past few months, and for good reason. In case it’s been a while since you studied 

this topic, we have put together the following as a quick vade mecum on trade policy: 

Frequently Asked Questions 

o Why is the US threatening to impose tariffs? 
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The Trump administration seems to have two motivations. First, it wants to increase the number of jobs 

in certain industries, particularly manufacturing. It sees foreign competition as the biggest threat to these 

jobs. Second, it wants to force China to liberalize its trade policies and decrease the trade deficit.  

o That all sounds good. Won’t tariffs accomplish these goals? 

Unfortunately, no. Tariffs ultimately cause the whole economy to contract and often lead to devastating 

trade wars. As an example, the Smoot-Hawley tariff in 1930 put a levy on imported eggs. The Canadians 

reacted by matching it with their own tariff. The amount of American egg exports plunged by 99% 

following that and both Americans and Canadians paid more for their eggs.1 Other countries won’t sit 

back and let their export industries be hurt; they will retaliate. That’s a trade war.  

o Can we win a trade war? 

There are no winners in a trade war, only losers.   

o Won’t this help the steel/aluminum industries in the US? 

Some producers of steel and aluminum do seem genuinely supportive of the tariffs. In the short term, 

these companies will probably benefit from higher prices. Prices, in fact, are already rising. This is caused 

by panic buying as manufacturers fear shortages of steel and aluminum when the tariffs kick in. In the 

long run, however, markets will come to an equilibrium. If prices rise too high, manufacturers will find 

substitutes for steel and aluminum or they will move production of the finished goods offshore. The 

temporary benefits won’t be enough to offset the huge downstream effects as users of steel and 

aluminum (car makers, farm equipment makers, construction firms, etc. ) are forced to raise prices and 

therefore sell fewer products. Anyone who consumes steel and aluminum will be hurt.  

o It’s been a long time since I learned about the Smoot-Hawley tariff. Are tariffs really that bad? 

The Smoot-Hawley tariffs were enacted in 1930 and were one of the causes of the Great Depression. 

Indeed some economists think the tariffs were the primary cause. During the election that brought in 

Herbert Hoover, the US economy was booming. However, farmers were not faring as well as other 

industries, such as manufacturing, so Hoover campaigned on a platform promising agricultural tariffs to 

let farmers share in the prosperity. Congress originally proposed tariffs on only a few imported 

agricultural goods but that quickly snowballed to include over 20,000 imported agricultural and industrial 

goods because no domestic industry wanted to miss the chance to have tariffs on its own products. Our 

trading partners retaliated with tariffs of their own and there was a full-blown trade war. By 1933, exports 

had decreased by 61% and imports were down 66%. Unemployment went from 8% to 25% and both 

Smoot and Hawley lost their seats in the next election.2  

o If everyone agrees tariffs are terrible for the economy, why is Trump using them? 

That’s a head-scratcher. Trump certainly knows these facts about tariffs. Gary Cohn, who had been one 

of Trump’s closest advisors, resigned from his post as director of the National Economic Council after 

                                                      

1 Douglas Irwin quoted in “Blow for Blow.” The Economist, April 7, 2018. p. 60.  

2 For a very entertaining version of the full story on Smoot-Hawley, we highly recommend this episode of NPR’s Planet 

Money. https://www.npr.org/sections/money/2018/03/30/598365735/episode-833-worst-tariffs-ever 
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he repeatedly failed to dissuade Trump from using tariffs. We are certain he would have heard all the 

arguments from Mr. Cohn.  

o Could it be a bluff? 

Maybe. Various members of the administration have suggested it’s a bluff, but others, including the 

President, have said that they are willing to take some casualties from American industry to force China 

into concessions. It’s still a dangerous move, though. It’s akin to Trump waving a bomb in a room full of 

people and threating to blow himself up – and take everyone with him - if his demands aren’t met. So 

investors hope it’s a bluff, because otherwise, it’s a disaster for the whole economy. As Harvard 

economist Gregory Mankiw puts it, “It just seems to me to be a not very smart threat to be making, given 

that it would not be rational to follow through with it.”3 

o What if China doesn’t cave and the tariffs are enacted? 

It looks like farmers would be the first group thrown under the bus. Farmers are already feeling uneasy 

and wondering if they are pawns in this game. Prices for some agricultural products dropped immediately 

after China announced its retaliatory tariffs. A wave of farm failures and bankruptcies would probably be 

coupled with rising prices on almost everything Americans buy from abroad. That would cause the 

economy to shrink and produce a lot of angry voters, notably farmers who overwhelmingly supported 

Mr. Trump in the last election. Like Smoot and Hawley, President Trump could be another casualty of 

such a policy.  

o Aren’t China’s trade practices unfair? This is a real problem, right? 

Yes. There is broad agreement among economists and business leaders that some Chinese trade practices 

are both unfair and harmful to free trade. China has substantial trade barriers that make importing 

foreign goods expensive and it does force many foreign companies to share their proprietary technology 

as the price of doing business in China.  

o Are US trade practices unfair as well? 

Yes. Take a look at the Harmonized Tariff Schedule (https://hts.usitc.gov/current) to see just how many 

tariffs the US imposes on foreign goods. One example is the system of price controls known as the US 

Farm Bill. The sugar subsidy, for example, guarantees a minimum price for sugar that can’t fall below 

22.9 cents per pound.4 The sugar subsidy guarantees that US sugar producers can sell their products at a 

price that is currently higher than the price of sugar on the open market. It’s a lot higher – on average 15 

cents more per pound. While that is great for producers, sugar users in the United States, particularly 

manufacturers, can’t afford to use sugar in their products because the price is too high. Most are forced 

to use corn sweeteners or move their factories out of the US. You may remember the time in 1984 when 

both Coke and Pepsi switched from using sugar in their drinks to high fructose corn syrup. The reason 

was the exorbitant price of sugar. US manufacturers pay more than double the price for sugar as their 

overseas competitors. These tariffs benefit a handful of farmers at the expense of millions of consumers 

and manufacturers. Our trading partners are not happy about such subsidies.  

                                                      

3 https://www.nytimes.com/2018/04/11/business/economy/trump-economists.html 

4 https://www.npr.org/sections/money/2018/03/16/594317824/episode-454-the-lollipop-war 

https://hts.usitc.gov/current
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o It sounds like these trade barriers are harmful on both sides. What can be done if tariffs aren’t 

the answer? 

We’d like to see diplomacy lead to global free trade. In our ideal world, both the US and its trading 

partners would open up their markets to more liberal trading policies. The US is not the only country 

affected by unfair Chinese trade practices, so forming a coalition with our allies to confront China head-

on could be very effective.  

o How should investors react to this situation? 

We think it’s wise to be prepared for some fallout. We do believe that most world leaders have grudgingly 

embraced free trade as an economic necessity and eventually the US will come back to that position as 

well, but it could be a very bumpy ride until then.  

 

Why Americans Can’t Delete Facebook 

The other major news event that roiled markets during the first quarter was the Facebook data scandal. Since 

58% of Americans use Facebook, odds are you are one of them and that you are well aware of the details.  

We were thinking of competitive advantages in reference to the ongoing “#DeleteFacebook” campaign. As 

you know, we like to own companies with sustainable competitive advantages and we've been following 

Facebook closely, though we don't yet own any. Warren Buffet popularized the idea of an economic moat – a 

defensive wall around a company that makes it impossible for competitors to steal its business. Facebook is a 

great example of a firm that has built a very strong moat. In fact, the moat is so strong that even unhappy 

consumers just can’t bring themselves to push the “delete” button.  

Facebook has an enviable data set to sell to advertisers. Its users provided a treasure trove of information 

that’s essentially unmatched. Aside from the obvious basics, (name, e-mail address, age) Facebook users have 

joined groups of similar interests, uploaded geo-tagged photos, and have dutifully tagged all the individuals in 

said photos and added captions. They’ve clicked on news stories of interest, and have conducted personal 

one-on-one conversations using Facebook’s messaging apps, including the popular WhatsApp software. For 

Facebook, the challenge isn’t collecting data, it’s distilling the overload of information into something useful.  

Facebook has been terrifyingly successful in this task, and now it has a deep data set on 2.2 billion users who 

are kind enough to provide regular updates on how their lives have changed. Replicating this data set is nearly 

impossible; equally complex are the algorithms that make the data useful. If an advertiser had to choose 

between Facebook’s data set and a competitor (perhaps Google, which just reads your e-mail, tracks your 

movement via smartphone maps, and knows what you’re searching for on the internet) Facebook wins in 

almost every way. It’s no wonder Facebook earns about three times5 as much as its next closest competitor 

when it comes to displaying online ads. Even better, the display ad market is expected to grow 70% by 20216.  

                                                      

5 https://www.emarketer.com/Article/Google-Facebook-Increase-Their-Grip-on-Digital-Ad-Market/1015417 

6 https://www.forrester.com/US+Online+Ad+Spending+Will+Grow+By+70+Percent+From+20172021/-/E-

PRE10106# 
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So is #DeleteFacebook a threat to the company’s moat? Even if half of Facebook’s users actually delete their 

accounts, 15% of the world’s population will remain regular users, providing updates on their lives. However, 

we doubt whether it’s feasible for half of Facebook’s users to delete their accounts and indeed in his 

Congressional testimony, CEO Mark Zuckerberg says there’s been no mass exodus. Americans are 

concerned. Many feel violated and angry. But they can’t delete Facebook. One typical user says he’s tried 

other platforms and “I would love to be able to delete Facebook. But unless I can convince my current set of 

friends, my friends from high school, my friends from college, my parents, my siblings, to move over there en 

masse, it doesn’t seem like going over there will be a similar experience.”7 He is hoping Congress will regulate 

social media, but is not optimistic. In the meantime, the company has its rolodex of at least 2.2 billion entries 

and $41 billion in cash in order to start and promote new business opportunities. Any way you look at it, this 

is one amazing moat.  

There are other ways to breach Facebook’s moat, though. The government could slap privacy restrictions on 

Facebook, or it could levy huge fines. What probably keeps Facebook execs up at night is the possibility that 

Facebook is a trend whose expiration date is near, and the push to delete Facebook is the start of a slow fade 

to irrelevancy. To that point, congressional hearings and hash tags are a distraction from the work that has to 

be done to ensure Facebook’s crown jewels are protected for the years and decades to come. In the 

meantime, Facebook occupies a position like Equifax before it. Consumers and politicians alike have been 

unified in their disdain for the company’s data privacy and protection. But Facebook’s true customers – the 

advertisers – have little motivation to look for an alternative while Facebook’s users are willingly giving up 

their data for free.  

 

Notes and Asides 

We invite you to look at Midway Capital’s updated website. You can still find the same information there, but 

we’re updated to a more modern, mobile-friendly interface. We’re also in the process of adding all our past 

quarterly letters to the site with handy abstracts that summarize the content. You can see these at  

www.midwaymgt.com/archive.  

 

Your partners in investing, 

 

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

                                                      

7 NPR Morning Edition 4-13-18. https://www.npr.org/2018/04/13/602091004/facebook-users-react-to-privacy-

breaches 

http://www.midwaymgt.com/archive

