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Market Review & Outlook 

The Fed supported consumers and businesses with $3 trillion funding in about 3 months.  When added to the 
amount injected by the U.S. Treasury, their combined efforts produced an unprecedented level of financial 
support reaching nearly $5T dollar in stimulus, representing $35,000 per U.S. taxpayer, and 25% of U.S. GDP. In 
the short-term, these measures likely restored stability to the global economy and financial markets by staving 
off a collapse in aggregate demand on Main Street, as the economy lost more than 20 million jobs in a matter 
of weeks, representing about 15% of the U.S. work force. It also helped avoid a credit crunch on Wall Street 
and likely averted a systemic deleveraging event in the global credit markets.     

The Federal Reserve unleashed an historic level of monetary easing spanning markets, asset classes, risk 
profiles, and geographies. Acting as a lender of last resort, the Fed extended credit to Wall Street and Main 
Street using a combination of lending channels including the SBA EIDL (Small Business Administration 
Economic Injury Disaster Loan) lending program. This activity of the Fed has ballooned the size of its balance 
sheet reaching a record level of >30% of nominal GDP, which is well above its prior peak of 25% of GDP 
reached in 2014. The types of securities financed by the Fed includes investment grade and high yield bonds, 
municipal bonds, collateralized loan obligations (CLOs), commercial paper securities, and leveraged loans.  One 
of its major areas of activity was the derivatives market where its lending activity peaked in May at $400B in 
the form of short-term FX swaps which were aimed as injecting liquidity in the off-shore dollar market. These 
conceptually can be thought of as a secured loan from the lender’s perspective with foreign currency pledged 
as the loan’s collateral.  The vast majority of the money went to the European Central Bank (“ECB”) and the 
Japan Central Bank (“JCB”), which each in turn provided local investors U.S. dollar loans to help them refinance 
debts, thereby avoiding a forced deleveraging in dollar assets held by foreigners, in our opinion.    

Rivaling the Fed’s response, the federal government’s “Cares Act” offered a comprehensive policy response to 
ensure that this time Main Street received its share of a government bailout.  The spending bill delivered a 
decisive and unprecedented stimulus program which included direct financial support for Main Street in the 
form of one-time tax rebate payments and expanded unemployment benefits.  At $1.7 trillion in estimated 
total costs (excluding about $450 billion authorized investments in Federal Reserve programs), the spending 
bill amounts to >$11,000 per taxpayer, while representing about 8% of GDP. Despite the entire legislation 
process becoming highly politicized, Washington managed to approve the largest spending bill in history in less 
than 4 weeks.  

We see several factors continuing to contribute to the U.S. market’s strength, including pent up household 
demand in the U.S., as a result of the extended shelter-in-place and record low mortgage rates supporting 
residential housing demand, which we expect to continue growing above GDP rates for the next 5-7 years.  On 
the negative side, we believe near-term visibility has been substantially reduced due to hangover effects from 
the loss of employment and uncertainty around the baseline rate of employment following the pandemic’s 
effects.  While the enhanced unemployment benefits are scheduled to terminate in July, it remains likely the 
program will be extended by Congress. However, if the benefits program is not extended, the impact on 
household demand may be substantial as a record level of consumers find themselves without jobs.  In real 



estate, we know 8% of residential mortgages remain in forbearance while 10% of commercial real estate loans 
backing commercial mortgage backed securities (CMBS) are delinquent, with the majority of those delinquent 
loans tied to retail and hotel properties. Finally, supply-side shocks from the curbing of global economic 
activity combined with the weakening in the U.S. dollar could have implications for higher domestic inflation.  
With short term rates at 0% and long-term rates near historic lows, inflation may prove the primary factor in 
how interest rates and ultimately stock market valuation multiples develop over the medium term.   

Portfolio Results and Activity 

During Q2, the portfolios recovered strongly on the heels of a broad-based recovery in risk assets.  Our best 
performing positions YTD include secular growth stories like Spotify (SPOT) and JD.com (JD) along with our 
defensive holdings which continue to benefit from a shift in consumer spending patterns like Kroger (KR). We 
reduced our overall exposure to financial companies, but our buying activity more than offset the selling as we 
ended the quarter with lower cash reserves than we started.  Most of our purchase activity relates to 
investments we consider having less direct exposure to a prolonged pandemic crisis as well as secular growth 
stories that we think should fare better than most in this environment.   

We increased our allocation to Post Holdings (POST) and Mohawk (MHK).   

POST has been in the portfolio for more than 3 years although its weightings have varied for this defensive 
food staple business. In June, we added to POST finding the share value 30% below its pre-COVID highs despite 
solidly improving fundaments. The company offers a diversified product mix ranging from cereal brands like 
“Fruity Pebbles” to refrigerated products including ready-to-eat breakfast sandwiches from their Bob Evans. 
POST has been run by the same core leadership for nearly 10 years and they have proven to be talented 
operators and capital allocators.  With a decentralized management structure and an unusual focus on 
designing the right incentive structures for division leaders, the company follows a strategy of independent 
scale for each of its business lines. These elements combined with its dynamic view of its asset base have 
enabled the company to be more adaptive to changing business conditions.    

We view the 12.5x forward P/FCF multiple as attractive on an absolute and on a relative basis as it trades 
nearly 50% cheaper than the market1.  We think the discount is unwarranted due to POST’s defensive nature 
and improving growth outlook as the company should benefit from shifting consumer spending patterns on at-
home vs. away-from home food spending.  Following years of at-home food retailers (e.g. grocery stores) 
losing household wallet share to restaurants (e.g. McDonalds), which peaked at 50% of food spending just 
prior to the COVID outbreak, we may have reached an inflection point. We believe some of the shift in 
spending may prove sticky as consumers rediscover the benefits of eating at home versus going-out, which 
should directly benefit POST.   

Mohawk (MHK) was one of our larger holdings as of quarter end. The global flooring manufacturer operates 
essentially within a duopoly industry structure with mature end markets benefiting from the secular residential 
housing cycle in the U.S.  At the time of our purchase activity, the shares were valued at a slight premium to 
tangible invested capital which represented a 25-year low. Its multi-decade operating record reveals a pattern 
of surprisingly resilient and steady returns that tend to average well above the company’s cost of capital.  We 
use a proxy of a price to book ratio for valuing cyclical capital-intensive assets instead of using P&L based 
measures like P/E or EV/EBITDA ratios which can often be misleading in these hyper cyclical assets.   

 
1 When compared to the S&P 500 forward P/FCF multiple of 25x vs. POST’s estimated P/FCF multiple of 12.5x, representing nearly a 
50% discount.  



When MHK’s enterprise value (EV) to net tangible assets (NTA) reached a valuation of 1.1x (EV/NTA) we 
aggressively increased our position as we believe the business is likely to repeat its steady 25+ year pattern of 
generating pre-tax returns on capital of >20%. We estimate MHK’s pre-tax cost of capital justifies a fair value 
EV/NTA multiple of 2.5x with no adjustment for growth. Unsurprisingly, this also happens to be the average 
EV/NTA multiple the MHK shares have averaged over the past 3, 5, 10, 15, and 20 years. The risk is that the 
market is telling us that MHK’s future will not appear like its past and its aggressive international M&A strategy 
has permanently impaired the company’s earnings power. While we believe the risks are certainly meaningful, 
the margin of safety appears too wide for this industry bellwether with owner-operated leadership. We think 
the downside is limited due to recent actions taken to shore up its liquidity position and near-term debt 
obligations.  

Unfortunately, following quarter-end, the stock declined more than 30% returning to just above our recent 
purchase price as new details emerged from a pending shareholder lawsuit refiled on June 29th. The Public 
Employees’ Retirement System of Mississippi’s (PERS) class action suit against Mohawk accuses the company 
of engaging in channel stuffing and over-production to improve margins. The suit’s June refiling has attracted 
more attention because of the level of detail on the alleged improper activity not contained in the January 
filing and not typically found in a class action suit of this nature. Alarms went off at several sell side research 
firms. The stock price responded poorly. We have looked at the financial statements and have failed to identify 
the tell-tale signs of systemic fraud. If the allegations were true, we would expect to see cash flow conversion 
rates suffer and unusual activity around receivable balances and related write-off activity after fictitious sales 
fail to produce any cash flow causing receivables to balloon.  We noted receivable days have grown but it was 
not in a manner that cannot be unexplained by acquisition activity and other normal business conditions2 
while   cash flow generation remained robust.  Cash flows margins measured above long-term averages for 
various cash flow proxies3 while the absolute level of cash flows reached record or near record levels during 
the scrutinized period. While our preliminary analysis eased our concerns, we have chosen a watchful waiting 
approach on the shares and will continue to reassess our stance as more information is made available.  

We added one new position to the portfolios -- Twitter (TWTR)  

Twitter (TWTR) is a global social media company with 166M daily active users (DAU). The digital media 
company has long been under-monetized, and this period appears to be nearing its end.  The company’s 
founder and current CEO, Jack Dorsey, has been criticized over missteps including mismanaged product cycles 
(e.g. Vine) and failing to improve monetization rates per user with user growth driving the majority revenue 
and profit growth over the past few years. With two large activist investors, Silverlake Private Equity and Elliott 
Management, taking sizeable stakes in the company and securing board seats, early indications are that the 
company’s prospects seem to be nearing an inflection point. The activists have already helped bring about a 
new $2 billion buyback program and an agreement with company management to form an independent board 
committee to review and make recommendations on the company’s leadership structure, including CEO 
succession planning.  With the independent committee’s report and recommendations expected before year-
end and deployment of TWTR’s buyback authorization, we see TWTR’s $24B market cap as appealing for a 
business with $4B in net cash on its balance sheet and strong free cash flow conversion rates, which we think 

 
2 Further, we noted no unusual variations in the percentage of write-offs charged off against customer receivables nor a deterioration 
in the reserve provision expressed as a percent of customer receivables. 
3 Referenced cash flow proxies includes unlevered funds from operations, funds from operation, cash flow from operations, and free 
cash flow. 



should more than double earnings power over the next 5 years as it increases the monetization rates of its 
user base.   

In terms of selling activity, we continued reducing our exposure to banks on concerns about leverage levels 
and credit quality. Bank of America (BAC) moved from a top holding as recently as December to one of the 
portfolio’s smallest positions as of quarter end. In December, we cut our BAC position in half at 1.8x tangible 
book value which turned out to be the post-crisis high water mark for the stock price and valuation.  We saw 
increasing risks around BAC’s reinvestment runway and its ability to deliver the growth in an increasingly 
unfavorable lending environment with margins under pressure from lower lending spreads.   Despite the 
stock’s 40% collapse in a matter of days, we did not consider rebuilding our position at these lower levels but 
rather used the market rally in May to further reduce our BAC position allowing us to capture an attractive exit 
valuation of 1.4x P/TBV on shares and leaving us with <1.5% allocation as of Q2 which we expect to fully exit in 
Q3.  

Fairfax Financial (FRFHF) is a global P&C insurance company led by founder Prem Watsa, who years ago was 
called the “Buffett of Canada”. Unfortunately, our decision to invest alongside Mr. Watsa in this diversified 
holding company left us with losses following a near 3 year holding period.  The decision to sell was based on 
our concerns around solvency and liquidity risks as debt to capital ratios hit record levels.   Although the 
company believes it will still generate an underwriting profit in 2020, our concern stems from how the balance 
sheet is impacted in the event of another industry catastrophe event. News in Q1 that the company had drawn 
down its entire credit line to shore up cash balances was the final data point we needed to convince us that 
our margin of safety had disappeared.  

Conclusion  

 “When there is not enough faith, there is lack of good faith.” – Lao Tzu  

The world of Quantitative Easing changed the rules for market participants and with new rules come new 
incentives which produces different outcomes.  As seemingly irrational valuations become more common and 
lines like “buy the dip” and “don’t fight the fed” become the market’s battle cry, we are left concerned about 
overall market health.   The Fed’s policy has created a major moral hazard for leveraged financial investors as 
they increasingly lack the incentive to guard against risk when they are protected from its consequences. It’s 
like a doctor treating a diabetic with sweets because his aim is not to cure the patient but rather only to 
provide some relief.   

The negative nominal rates experience in Europe and Japan likely will not repeat itself in the U.S. for a very 
important fundamental reason.  Neither Japan nor Germany have a savings deficiency but rather struggle with 
a savings glut (i.e. too many lenders and not enough borrowers).  These are driven by various political and 
economic forces like domestic fiscal spending policy and trade policy.  In the U.S., we have the exact opposite 
set of conditions as the U.S. has the world’s largest current account and fiscal deficits4. The structural fiscal 
deficit places the U.S. Federal Government in the net borrower column and adds inflationary pressures to the 
economy. For the past 5 years, the pressure release valve has been appreciation in the U.S. dollar as it plays a 
moderating force on inflation.      

 
4 The inverse of a current account deficit is a capital account surplus (i.e. foreign savings flows) which means the U.S. suffers from a 
domestic savings deficit.  Unable to fully fund domestic investment demand with a supply of domestic savings, the U.S. is forced to rely 
on foreign savings to bridge its funding gap.   



We expect inflation to accelerate over the next 12 months and real rates to decline.  Holding everything else 
constant, declining real interest rates reduces the relative return premium earned by our foreign creditors, like 
Japanese and European investors, which may stem the flow of credit and place downward pressure on the 
exchange rate.  The Fed’s guidance implies they will move slowly in responding to rising inflation expectations 
which raises the risk of them falling “behind the curve”.  In the event of rising inflation, the Fed’s challenge 
requires balancing higher rates needed for moderating inflation and keeping the exchange rate stable against 
the need to keep rates low to support domestic growth. As the U.S.’s largest borrower, the U.S. Treasury 
would suffer from higher rates. The Fed likely faces an uphill battle as it struggles to keep its policy decisions 
from being politicized.  For these reasons, we believe it more than likely they fall behind the curve making Fed 
policy a key area to watch over the next 12 months.   

Adrian Morffi 
Matt Falkowski 
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