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October 18, 2020 

Dear Fellow Investors, 

As this very unusual year progresses, things have become even more interesting and perplexing. The Fed has 

poured money into the economy, yet we don’t have massive inflation. The stock market is up, yet most stocks 

are lagging a few big technology behemoths fueled by speculative money. In short, it is a minefield the likes 

of which we haven’t seen before. With an election around the corner, things may get even more interesting.  

 

Midway Capital Value Portfolio Returns 

 
Midway Composite 
(net of fees) 

S&P 500 TR Index Difference 

Q3 2020 6.31% 8.93% -2.62 

Year to Date 2020 -3.81% 5.57% -9.38 

Annualized Return Since 
Inception 

9.35% 10.52% -1.17 

Total Return Since Inception 198.8% 240.5% -41.7 

Data reflect total returns (including dividends) net of fees as of 9/30/2020. 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.  

 

The Financial Markets Inhabit their Own Magical World 

Have you ever wondered if reality TV is actually real? Well, it’s not. It turns out that (surprise) the editors and 

producers play fast and loose with the truth to find the scenes that play well on TV. Blind dates aren’t actually 

blind. Baking show contestants get three months to come up with a “spontaneous” cake. The couple 

shopping for a home? They already bought one and the other choices are just red herrings.  

We get that same reality TV feeling from the financial markets these days. The Fed has been printing money 

and the government spent trillions of dollars to stimulate the economy, but there is no sign of inflation. The 

press will tell you that “the market” is up but that increasingly just means that speculators are pouring money 

into five big technology stocks that are already overpriced. Increasingly, this TV version of reality doesn’t pass 

the sniff test. So we have decided to take you behind the curtain and explore what’s really going on.  
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You may recall in our Q1 investor letter, we said that the United States was taking a flier on Modern 

Monetary Theory – printing money in order to pay bills. We noted at the time that printing money has 

historically led to inflation, followed by hyperinflation, followed by a complete economic collapse.  

So how’s it going? Well, complete economic collapse was averted, hyperinflation certainly isn’t here, and even 

garden-variety inflation is absent. It’s so conspicuously absent, in fact, the Fed has stated repeatedly that it 

wants 2% inflation, and it’s willing to tolerate periods above two percent in order to achieve that long-term 

average. This raises a question: if all that printed money didn’t cause inflation, what did it do? We think it 

actually did lead to inflation, but not where the Fed wants it.  

Normally, printing money and distributing it to the populace would almost certainly cause prices to increase. 1  

The CARES Act set aside trillions of dollars in direct payments to individuals on a scale never before 

attempted. The Paycheck Protection Program alone provided around $660 billion to small businesses. That is 

equivalent to approximately $2,000 for every American – child, adult, retiree, or student. This is on top of 

thousands of dollars in tax relief and unemployment benefits. To stoke inflation, Americans would need to go 

spend that money on things already in demand. The increased demand would lead to price increases. That 

hasn’t happened. In fact, very few categories have shown significant price increases.  

In contrast, there is one place prices have been spiking: the stock market. The current market rally 

corresponds with the personal savings rate reaching its highest level since the Gerald Ford administration. We 

believe this is evidence that money from the CARES act poured into the stock market in the first half of the 

year. The resulting spike in demand for stocks has driven the S&P 500’s operating PE ratio to the highest 

level since 2009.2 Translation: the price that investors are willing to pay for a stock relative to its earnings has 

risen substantially. That’s like price inflation, in that buyers are willing to pay more money for the same 

product.  

However, the Fed doesn’t consider increasing stock prices (or real estate prices, or bond prices) when it looks 

at traditional measures of inflation, so in its eyes, inflation doesn’t exist. This is a problem for the Fed because 

inflation is a key ingredient in America’s long-term fiscal health. For starters, the Treasury is issuing 30-year 

bonds that pay 1.50% interest to maturity. Coupled with 2% inflation, that means someone who buys a 30-

year bond will see 0.50% of his or her money evaporate each year. While that is bad for the bond investor, 

this scenario would be great for the US Treasury because it could pay its debts in less valuable future money.  

There is no guarantee of 2% inflation, though. Inflation doesn’t actually come out of that 1.50% interest 

payment, and it’s important to understand when it’s removed from the equation. If you buy a treasury bond 

for $1,000, the government will pay you $15 per year in interest. This is a certainty. And it will pay you $1,000 

 

1 Technically, the Treasury borrowed money by selling bonds on the open market. The Fed then purchased government 

bonds from the open market. Thus, the Fed – the only entity in the world that can create dollars out of thin air – printed 

money and used it to buy government debt that was, in turn, used to finance these programs.  

2 The second and third quarter 2020 operating PE ratios were 24.75 and 28.52, respectively. The third quarter of 2009 

came in at 26.69 with surrounding quarters significantly lower. If prices and forecasts for 2020/21 hold, the S&P is likely 

to exhibit behavior not seen since the dot-com market of the late 90s. 
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when the bond matures in 2050. This is also a certainty. However, if inflation averages 2% per annum, the 

value of $1,000 erodes by about 2% per year. After year one, that $1,000 is worth $980. After 10 years, it’s 

worth $820, and after 30 years, it’s worth $552.07. This is effectively the Fed’s solution to America’s debt 

problem: make it much easier to pay off the debt when it comes due. People buying America’s bonds today 

are either bad at math, they think a small negative return is a good deal in light of the alternatives, or they 

have doubts that the Fed will be able to deliver its desired level of inflation.  

Unfortunately for the Fed, it can’t dictate the rate of inflation. It can pull strings, though. Already, the Fed has 

lowered interest rates. It also pumped dollar after dollar into the economy in hopes that people would gin up 

demand for more consumer goods – more clothes, TVs, and tires. So far this hasn’t worked. What it has 

done, is to make bonds unattractive to investors like us who want positive returns. It has also increased prices 

for bond alternatives like real estate (office buildings, warehouses, apartment buildings, etc.) and companies 

that are for sale. Some of these companies trade on the stock market.   

Increasing stock prices would typically be good news for investors, and indeed many investors have seen their 

assets increase despite the pandemic. But don’t believe everything you hear about “the stock market.” The 

press characterizes the market using a few key indexes as benchmarks. Increasingly, these benchmarks do not 

represent the majority of companies or the majority of the economy. Last quarter we wrote about this 

phenomenon – a few big stocks appreciating far beyond a reasonable valuation while the economy struggles. 

These large companies, mostly in one single industry, have skewed the index returns so dramatically that an 

index like the S&P 500 no longer represents the overall stock market, let alone the economy.  

We have always compared our returns to the S&P 500 index because it is an easy alternative to active 

management. Anyone can invest in a fund tracking this index for a relatively low price. However, we no 

longer feel this is appropriate. If we need to recommend index investments to our clients, perhaps in their 

company retirement plans, we go with more diversified funds, or with a basket of holdings that invest in a 

wide range of companies: large and small, domestic and international, spread broadly across industries and 

geographies.  

The S&P 500 used to be diversified, with 500 companies across the spectrum. Now it is dominated by a few 

mega-cap technology companies. Because this index owns larger positions in larger companies (weighted by 

market capitalization), the top five holdings represent 21% of the portfolio. By contrast, they only represent 

1% of all the companies included in the index. So investors own twenty times more Apple, Microsoft, 

Amazon, Facebook, and Google than they would if the portfolio were equally balanced. Making things worse, 

these stocks trade at nosebleed valuations.  

High prices make for lousy investment returns. If a company makes an annual profit of $10 million per year, a 

price of $100 million implies a 10% return. Investors who have spent all this cheap Fed-supplied money 

buying companies have driven up their prices. A business that makes an annual profit of $10 million today 

sells for around $250 million. That implies a 4% return. That’s better than zero, of course, and better than a 

negative return. Consequently, there’s a lot of money chasing these smaller returns. As investors grow 

hungrier, their propensity to make stupid mistakes increases.  

This situation creates a great deal of risk. It puts a lot of very expensive eggs in one basket. An equivalent 

situation might be a basketball team with one star player who plays every minute of every game and earns 

twenty times more than his other 99 teammates, most of whom never leave the bench. It can work for a 

while, but one injury puts the team’s whole season at risk.  
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This kind of risk is unacceptable to us, which is why we haven’t jumped on the bandwagon of owning 

overpriced technology stocks. We are very deliberate and careful about allocating our portfolio so it is not 

overly exposed to one industry or geography. We own large and small companies. We seek firms that are out 

of favor with the markets in hopes of buying a dollar for fifty cents. In other words, we are seeking to 

minimize risk for our clients. That used to be a key feature of broad market index funds too.  

If you are increasingly disillusioned with the “market” as a proxy for the economy, you are not wrong and 

you are not alone. Masses of investors chasing a few large stocks have distorted the way the market is valued. 

It’s like the run on toilet paper at the beginning of the pandemic, which caused people to buy more than they 

needed out of fear. Greed and fear have always distorted markets and this time is no exception. There will be 

a return to rationality eventually, but we probably can’t expect that during a global pandemic.  

We are entering uncharted territory now. In the wake of the CARES act and Fed actions, stocks are up and 

it’s cheap to borrow. However, risks abound. The $27 trillion pile of national debt doesn’t look any more 

manageable than it did ten years ago. Moreover, we don’t expect the Fed to concede defeat. There will be 

more attempts to increase inflation. These may or may not be successful and they could well result in 

unintended consequences, the likes of which we have seen this year already. Whatever the case, we expect the 

rules of investing to keep changing, perhaps very quickly. In our brave new world, it’s becoming increasingly 

dangerous to follow the crowd or rely on the old habits forged in another era.  

 

Your partners in investing, 

 

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


