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An Optimal Asset Mix
for the Win
William H. Darling, Chairman & CEO

We're in another financial crisis. In 1999-
2000 it was a valuation of tech stocks bubble;
in 2008-2009 it was a financial and banking
solvency crisis; and beginning in March 2020
itis a medical/financial crisis where, as with an
aggravated human immune system response,
our reaction to the pandemic will cause great
financial harm.

However, as elected leaders responded to
public health experts’ concerns quickly amid
uncertainty, several trends in the financial
world were uncovered—meaning exposed at
low tide—which ought to give investors con-
cern. The first was described this way: “for still
obscure reasons, a banking system that ap-
parently is more than adequately capitalized
was unable to meet a sudden demand for
funds on behalf of dealers who warehouse im-
mense portfolios of government debt,? refer-
encing the continuing from September 2019
“repo” crisis. Another was the explanation for
tumultuous trading activity at the end of
March 2020: “the forced selling, a clearing out
of trades built up over years that used bor-
rowed money or other forms of leverage (see
derivatives) tojuice returns, has mostly played
out? The goal of some of these strategies is
to transform the riskiness of stocks to be the
same as that of bonds, meaning to generate
the elusive “enhanced bond return;” as a sub-
stitute for an equity-like return, for fear of eg-
uity-like volatility. As the above two examples
illustrate, there are forces working on the val-
uation of equities that are far removed from
the earning power and stability of individual
companies, especially in a turbulent time.

We, as investors, want to control what we can
control. In an article entitled “The Winner’s
Game”, author C.D. Ellis describes the “game
of investing” as divided into several levels. The
splendor of the game is that investors can “en-
gage in or ignore each level of the game.
They are free to choose and are not penalized

for not participating where they don't wish to
or are not qualified to because it is a positive-
sum game. Quite an opportunity. The begin-
ning levels are the winner’s game: the optimal
asset mix for each investor. If one wishes,
that’s it. Done. Consult your investment man-
ager® and set it. The loser’s game includes
choosing managers to manage each compo-
nent of a portfolio and how actively or pas-
sively to pursue changing strategy, market
timing and trading. Ellis concludes: “for every
investor there is a best fit long-term policy and
your following that best policy takes nothing
away for any other investor”> At Woodstock
we're dedicated to winning the winner’'s game
for our clients. Once the asset mix is set, the
hard work is adding good companies to the
portfolio (see the letter on this topic from our
president, Adrian Davies, on page seven).

We know that you are the most valuable busi-
ness development tool that we have. Your re-
ferral of a friend, colleague or family member
tousis the most important way that we grow.

We thank you for your support and want you
to know that we are dedicated to serving your
best interest.

YWSJ, 4/3/20, James Grant

2WSJ, 4/3/20, P.J. Davies and C. Ostroff

3 “The Winner's Game,” C.D. Ellis, The Journal of
Portfolio Management, Spring 2003

4 Hopefully with a fiduciary duty to you and managed
assets in your name.

> “The Winner's Game,” C.D. Ellis, The Journal of
Portfolio Management, Spring 2003
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Coronavirus Pandemic:
Stimulus and Response
Robert B. Sanders, Senior Vice President /
Portfolio Manager

Market Performance

The first quarter of 2020 was a painful re-
minder that markets don't always go up. After
anear eleven-year bull market run that began
March 9, 2009, the S&P 500 Index plunged
33.9% between the market peak on February
19 to the most recent price bottom on March
23.1 Over this four-and-a-half-week stretch,
we saw two of the worst single-day declines

Source: Bank of America Global Research

The energy and financial sectors were hardest
hit in the quarter, down -51.0% and -32.3%,
respectively. The information technology,
health care, consumer staples, and utilities
sectors were relative outperformers, while
stilldown-12.2%,-13.1%,-13.4% and -14.2%,
respectively, this past quarter. Larger compa-
nies outperformed small- and mid-sized com-
panies: the small/mid-capitalization Russell
2000 Index was down -30.6 percent. Higher-
quality stocks outperformed lower-quality
stocks: Standard and Poor’s quality ranking B-
rated-or-worse stocks underperformed B+-
rated-or-better stocks by 6.5% in Q.
Large-cap US indexes tended to outperform
global developed and emerging markets in-
dexes when translated back to US currency:

since the Great Depression began in 1929,
selling off -9.5% on March 12 and -12.0% on
March 16.2 The COVID-19-related uncer-
tainty led to the swiftest market meltdown on
record at 22 days.® However, the final returns
for the quarter weren't as bad as one might
think, due to the positive market returns run-
ning up to the peak and the significant 15.7%
rebound off the bottom. The S&P 500 Index
ended the quarter down -19.5 percent. The
tech-heavy Nasdag Composite Index was off
a comparatively better -13.9% and the blue-
chip, 30-stock Dow Jones Industrial Average
was down slightly worse at -22.6 percent.*

the MSCI EAFE Index was off -22.7% and
MSCI Emerging Markets Index was off -23.5%
in the quarter. Woodstock portfolios tended
to benefit from all of these stock market per-
formance biases through the stock selection
and construction of our portfolios that favor
large, high-quality US companies that empha-
size information technology, health care and
consumer staples.”

! FactSet Research Systems

2WSJ, “Markets Melt Down at Fastest Pace Ever”, Amrith
Ramkumar, 3/24/20

3 CNBC.com, “This was the fastest 30% sell-off ever,
exceeding the pace of declines during the Great Depression,”
Yun Li, BofA Global Research, 3/23/20

4 BofA Global Research, US Performance Monitor, 4/2/20

> BofA Global Research, US Performance Monitor, 4/2/20



(Continued from Page 2)
Negative Stimulus and Response

While the past eleven years have not been
without some bull-run pauses and a few
meaningful corrections along the way, the up-
ward trend has held up as market participants
digested and shrugged off risks here and
abroad. The full economic impact of the
COVID-19 pandemic has been much more
difficult to predict, and therefore price. The
uncertainty-driven rush to sell hurt more than
just stocks, impacting investment-grade cor-
porate bonds (-4.1% for the quarter) in the
crushing demand for the safety of cash and
liquidity. Long-term US Treasury bonds were
a bright spot in the quarter, with a flight to
quality driving these assets up 21.5%.° The
rapid and dramatic market drop experienced
inthe quarter naturally has people wondering
what the shape of the recovery to come will
look like. While everyone hopes for a “V-
shaped” economic recovery, the recent US
stock market rebound is pricing in optimism
for arapid economic recuperation. While only
the Nasdag Composite Index is on its way to-
ward a V-shaped rebound, the S&P 500 Index
and Dow Jones Industrial Average are strug-
gling to maintain the positive momentum.
With the full weight of the economic impact of
the coronavirus yet to be determined, the final
recovery paths of the economy and asset
prices are anyone’s guess.

As global coronavirus cases surpass 4 million
and US cases exceed 1 million, questions
about the accuracy of such counts abound,
with testing needs overwhelming limited sup-
plies. Virus-protection protocols that began
with hand-washing and social distancing have

been augmented over the ensuing weeks with
mandatory face masks, state-by-state shelter-
in-place orders and lock-downs, shuttering of
nonessential businesses, and generalized
fears that have decimated entire industries,
particularly those related to travel, entertain-
ment, non-grocery/non-pharmacy retail and
restaurants. The resultant unemploymentim-
pact has been catastrophic, seeing roughly 33
million new unemployment claims since mid-
March (as of this writing in mid-May). This is
an astonishing 20% of the total US employ-
able population.”

The temporary shuttering of nonessential
businesses hurts large and small companies
alike. Consumers are taking the brunt of the
impact from closed small businesses, unem-
ployment, furloughs, reduced hours and lost
wages. This will have the largest impact on the
health of the economy. Two-thirds of US GDP
is driven by consumer spending. With the
services and transportation sectors account-
ing for 65% of GDP, the economic toll of coro-
navirus will endure until all sectors canreturn
to full production. Nominal Gross Domestic
Product decreased from the prior quarter by
a seasonally-adjusted annual rate of -3.5%
(real GDP declined -4.8%) in Q1, following
three years of quarterly growth above 2.5
percent.” This was the first negative GDP
“print” (report) since the Great Recession of
2008, perhaps an indicator of things to come.

¢ BofA Global Research, US Performance Monitor, 4/2/20
7 US Department of Labor

8 Trading Economics.com, United States GDP

? Bureau of Economic Analysis, bea.gov, BEA20-19 News
Release Gross Domestic Product, 1st Quarter 2020
(Advance Estimate), 4/29/20

Source: Federal Reserve Bank of St. Louis



(Continued from Page 3)
Positive Stimulus and Response

Death tolls from the virus exceed 80,000 in
the US, as the global pandemic has taken over
280,000 lives worldwide.’® With lives hang-
ing in the balance, the hope for a return to
normalcy hinges on advances in COVID-19
testing, antibody immunity testing, herd im-
munity rates, new social distancing and disin-
fecting requirements, and perhaps most
importantly, pharmaceutical development of
therapeutic cures and preemptive vaccines.
The global pharmaceutical industry mobiliza-
tionto attack one disease has been unlike any-
thing seen since industrial production
response in wartime. Dozens of companies
are working on scores of remedy and vaccine
candidates. Drug testing and safety protocols,
regulatory approvals, and the ramp-up re-
quired for manufacturing production will
likely delay any treatments or vaccines until
perhaps the first half of 2021. However, with
the steady stream of positive news on poten-
tial cures, markets have responded in kind.

The virus-related and government-mandated
economic lockdown has created so much un-
certainty around corporate sales and profits
that most companies have rescinded any past
forecasts of revenue and earnings, and sus-
pended all future guidance. With current es-
timates of earnings and growth now
meaningless, company valuation metrics are
specious. Though prices appear attractive rel-
ative to pre-February 19 history, most now
lack sound estimates to make valuations plau-
sible in the near term. In spite of this, we do
our best to divine potential upside and down-
side scenarios for the companies we own. Tak-
ing a longer-term view, we look for
attractively valued businesses with sound
management teams, competitive products,
and strong balance sheets, that have the best
chance of weathering this economic storm
and outlasting their competitors. From a
broader market perspective, the S&P 500
Index was trading on 12-month forward esti-
mated earnings of $177 per share at its Feb-
ruary peak, a 19 times forward price/earnings
ratio. Since 1946, it has taken two years, on
average, to recover an all-time-high after a
bear market (though it should be noted that
the 2000 and 2008 bear markets took 8 years

and é years, respectively).' We are optimistic
that the market index will recover to reflect
similar forward earnings estimates and multi-
ples of price/earnings that we experienced be-
fore the pandemic in the historical average
time frame.

US companies are not in this battle alone,
however. The economic stimulus from the
federal government has been both colossal
andfar-reaching. The US Federal Reserve cut
interest rates twice in March, by 50 basis
points and then by 100 basis points less than
two weeks later. The effect was to bring the
federal funds rate target to between 0% and
0.25 percent.’? This allows banks to borrow
from the Federal Reserve at exceptionally low
rates to provide liquidity to the economy. The
Fed has shown awillingness to keep rates low
for extended periods of time in order to stim-
ulate economic growth, encouraging borrow-
ing and investing, as evidenced by the pattern
of rates following the last recession. The Fed
also embarked on quantitative easing (QE)
measures, promising purchases of fixed in-
come securities in the open market, and pro-
viding bank loans totaling $3 trillion dollars.®®

10 Center for Systems Science and Engineering (CSSE) at
Johns Hopkins University, COVID-19 Dashboard

1 |nvestors Business Daily, “How long it'll take to get your
money back from coronavirus crash,” Matt Krantz, 3/26/20
12 Fedleral Reserve Bank of St. Louis

13 CNBC.com, “Here is everything the Fed has done to save
the economy,” Jeff Cox, 4/13/20



Source: Federal Reserve Bank of St. Louis

(Continued from Page 4)

The US Congress has also enacted a series of
bills to provide economic assistance, income
security, cheap business lending and outright
cash payments to citizens to help people
through this crisis. The first bill passed in early
March, House Resolution (H.R.) 6074: Coro-
navirus Preparedness and Response Supple-
mental Appropriations Act, 2020. Dubbed
“Phase 1, the bill provides $8.3 billion in emer-
gency funding to test, treat, and prevent the
spread of COVID-19. Roughly 80% of funds
were earmarked for domestic response via
the Department of Health and Human Serv-
ices (HHS), Centers for Disease Control and
Prevention (CDC), and state and local health
organizations. About 20% of funds went to the
US Agency for International Development
(USAID) for international assistance.

“Phase 2" legislation came in mid-March. H.R.
6201: Families First Coronavirus Response
Act provides funds for expanded unemploy-
ment and sick benefits, support for employees
missing work due to quarantine, isolation or
COVID-19-related care for family members,
free coronavirus testing, and nutritional assis-
tance for those with food insecurity. The Con-
gressional Budget Office estimates this act
will cost roughly $192 billion, including $95
billion in tax credits.

“Phase 3" legislation has garnered the most
press. The Coronavirus Aid, Relief, and Eco-
nomic Security (CARES) Act is expected to
cost $2 trillion. This is the bill that includes
$1200 cash payments to individuals who qual-
ify, and $500 per child. It includes the $349
billion Payroll Protection Program (PPP)

administered by the Small Business Adminis-
tration (SBA); expands on the unemployment
benefits from “Phase 2”; provides $46 billion
in industry-specific loans to airlines, cargo
carriers, and other critical businesses; allo-
cates $454 billion in economic injury disaster
loans to other businesses: and provides $150
billion in emergency assistance for state and
local governments.’ Delayed tax deadlines
(extended by the IRS), suspended student loan
payments, and penalty-free retirement with-
drawals round out the economic relief to indi-
viduals and families.®

The SBA quickly ran through the first $349
billion allocated to the PPP, shutting out many
small businesses. In April, H.R. 266, the Pay-
check Protection Program Health Care En-
hancement Act, was passed to provide an
additional $321 billion to the PPP program. In
addition, it provides $75 billion for health care
providers, $25 billion for testing, and $62 bil-
lion to cover the incremental expenses of the
SBA. This act will cost $483 billion in total.”

14 National Law Review, “Families First Coronavirus Re-
sponse Act,” by Jackie Selby and Kevin J. Malone, Epstein
Becker & Green, PC., 3/19/20

5Bankrate.com, “Coronavirus relief and stimulus plans:
Here's everything Washington has done (and proposed) so
far,” Sarah Foster, 4/23/20

16 Bryan Cave Leighton Paisner, “US Legislative Response to
Covid-19,"3/25/20

17 Congressional Budget Office, cbo.gov, H.R. 6074, H.R.
6201, H.R. 748, H.R. 266



(Continued from Page 5)
Economic Outlook

In all, the government has already committed
roughly $3 trillion of monetary stimulus from
the Fed and $2.7 trillion in fiscal stimulus by
legislative action to combat the coronavirus
and repair the US economy. There are addi-
tional plans in the works for more stimulus,
and depending on how long the economic im-
pact of COVID-19 lasts, the federal govern-
ment has the power and will to spend
whatever it takes to right the ship. Aggregated
with the health care industry and global scien-
tific and pharmaceutical resources employed
against the virus, we are seeing an unprece-
dented financial and economic catalyst. What-
ever one might forecast about the near-term
prospects of a sustained economic recovery
and a continued stock market rebound, or the
length of time until we return to some sense
of normal life, this financial tailwind should
give companies time to chart a new course
through these murky waters. With any luck,
we will soon see positive pharmaceutical so-
lutions to the pandemic on the horizon as well.

The future we behold may be quite different
after the crisis recedes. As we accelerate to-
ward a change in the way we live and work,
Woodstock is seeking companies that will
benefit in, or facilitate, that evolution, and en-
deavors to cede those that are vulnerable. On
a macro-economic scale, the federal debt is
growing by these trillions of dollars, crisis re-
lief bills that borrow whatever is necessary on
the full faith and credit of the US government.
We expect this added fiscal burden to result
in inflationary pressures, rising taxes and in-
terest rates, and pressure on the US dollar
against foreign currencies. These dynamics
will impact stock sector leadership and shape
investment strategy in the years to come.

For now, there will be continued market
volatility to contend with and daily news to di-
gest. There is also a plausible case for the
stock market to revisit the March lows, but
the intermediate-term economic outlook for
the US is positive with this incredible level of
stimulus. Though announced stimulus meas-
ures will take time to trickle through the econ-
omy, the potential lift is likely already
reflected in asset prices. We can expect the
ensuing economic recovery to be echoed in
stock market returns over time, aligned with
our assertion that stocks outperform other
asset classes over the long term.

We construct our clients’ portfolios with a
protracted time horizon for the stocks we
hold, and recent market action has not
changed that process. While you may see oth-
ers panic in these kinds of markets, we see op-
portunity, and you can trust that we are
making sound decisions for our clients. Some-
times that means making adjustments to port-
folios to reflect the new economic realities for
some holdings, harvesting tax losses, rebal-
ancing asset allocations, etc., but you will likely
not see major changes to the core holdings of
our portfolios; they are built for the long haul.

Our philosophy endures market gyrations,
that clients are best served by risk-appropri-
ate allocations to high-quality equities while
maintaining adequate cash reserves to meet
their near-term needs. With many stimulus
measures in place, and likely more to come,
our view of the future is not without risk of
more volatility, but is essentially constructive.
Warren Buffett may have summed it up
nicely with his recent quip: “Never bet against
America 18

18 Forbes.com, “The U.S. economy will beat Coronavirus,
B/ug;ezt(t) Says: ‘Never bet Against America’” Sergei Klebnikov,
5



The Hard Work at Woodstock

Adrian G. Davies, President

Woodstock makes its own unique blend of
sausage. It may not surprise you that each
manager has his or her own opinions about
the stocks that go into your portfolio. The
stocks in your portfolio are drawn from a list
of stocks that we collectively agree meet our
standards for what constitutes high-quality
growth stocks, and we commit to following
fundamental developments at these compa-
nies closely. This list of companies comprises
our Monitor List. We assign a manager to pro-
vide research coverage of each Monitor List
stock, and as portfolio managers we are all
free to draw from the entire list to determine
the right holdings for your particular portfolio.

Each of the managers here has extensive ca-
reer experience investing in stocks. At our re-
search meetings, we debate the relative
merits of holding each of these investments, a
healthy process of continually vetting the
names. We do alot of holding, but not without
research and discussion. We compete colle-
gially to generate the best portfolio returns
while aiming to dowhat is right for each client.

Having the autonomy to construct individual
portfolios, as opposed to implementing deci-
sions handed down from a research commit-
tee or other centralized authority, is one of the
unique aspects of Woodstock. Not only does
this autonomy provide a better, more cus-
tomized product for clients, but it also attracts
professional talent to Woodstock. A Wood-
stock portfolio manager must have aptitude
for portfolio construction, equity analysis, and
client relations.

We are proud of this system and the results it
generates. Given the great variety of client ac-
counts under management, from grandpar-
ents to grandchildren, we are also surprised
that the dispersion of portfolio returns is so
low. Woodstock’s growth composite, which
contains 85% of our assets under manage-
ment, typically has a dispersion of about three
percentage points, meaning two-thirds of
portfolios fall within a window of the compos-
ite’s return, plus or minus three percent. We
are encouraged that, despite all our internal
deliberation regarding different stocks and in-
vestment tactics, we end up with such similar
results.



Cash Component

William H. Darling, Chairman & CEO
Adrian G. Davies, President

At Woodstock, 85% of our assets under man-
agement are in portfolios for which the bench-
mark is an 80% equity and 20% intermediate
bond portfolio. We concentrate our attention
on high-quality US equities. The process we
go through with every client to assess their
comfort with their asset allocation strategy
partially involves determining their cash
needs over the next twelve to twenty-four
months. Does the client have enough liquid
resources (cash or cash equivalents) to avoid
selling stocks in a down market, if not desired
for other reasons? On an individual client
basis, it is making sure that liquidity is ade-
quate to avoid making a bad long-term invest-
ment decision.

On a macro or economy-wide level, the con-
cernis allowing a liquidity crisis to become a
solvency crisis. Would liquidity constraints
cause companies or institutions to be unable
to pay their bills as they come due? The recent
federal CARES legislation provides backstops
for liquidity of money market mutual funds,
which are the vehicles most used by investors
for the cash or cash equivalents portion of
their portfolios. During the financial crisis in
2008 and 2009 doubts about the solvency of
some money market funds forced govern-
ment backstopping of them to prevent a lig-
uidity crisis for some investors. During that
crisis some institutions, see Harvard Univer-
sity, invested the cash portion of their portfo-
lio in what turned out to be illiquid vehicles,
forcing the sale of easily marketable invest-
ments, stocks, albeit at depressed prices, to be
able to pay their bills as they became due.

Investors today, in the midst of this fast-mov-
ing medical crisis, have the choice of a money
market fund or a checking account at a bank.

Investment in either type means that you are
merely the creditor of the real owner of the
underlying asset or a creditor of the bank.
There are a variety of money market funds
and a variety of investment vehicles at banks,
some guaranteed by the federal government.
The higher the interest rate earned, the less
liquid the investment might be, as some Gold-
man Sachs investors found out recently. There
are investment vehicles that try to combine
the ease of mutual funds with the federal de-
posit guarantee provided to bank accounts.

Talk to your investment manager about how
comfortable you want to be with the cash por-
tion of your portfolio. With interest rates so
low on even risky cash investments, the
penalty for being more secure is not much.



Tax Update

William H. Darling, CPA - Chairman & President
Jeanne M. FitzGerald, CPA - Tax Manager

Understanding how safely or precariously one
is perched financially is helpful in determining
whether to remain calm or panicin acrisis. For
those working Americans who expect to re-
ceive social security payments at retirement,
it is calming to understand the magnitude of
the commitment that you are making and will
make to yourself under government direction.
One example is a husband and wife, both age
45, expecting to receive $2,000 per month at
retirement. An insurance company would
have to set aside approximately $770,000 to
provide the couple with that benefit, as the
present value of those delayed payments.!
You will provide that funding over your work-
ing life. It is a substantial achievement.

The individual stimulus money provided
under the CARES Act (of up to $1,200 for in-
dividuals or $2,400 for married couples and
an additional $500 for each qualifying child) is
actually a prepayment of a 2020 tax credit.
The qualifying income amounts are deter-
mined based on 2018 or 2019 tax filings for
the payment of the stimulus money in 2020.
The amount of the actual tax credit earned by
the taxpayer will be determined on the 2020
income tax return filed in 2021. It actually is
“an advance payment on a future tax cut’
Whether any individual has been paid too
much or too little in the Spring of 2020 will be
determinedinearly 2021.

Of course, tax regimes that run on a calendar
year basis, where the government spends
more annually than they take in, have no re-
serves to fund the kind of emergency we now
find ourselves in. State and local governments
attempt to provide “rainy day” funds to bal-
ance between good and bad years. The federal
government forces itself to borrow from fu-
ture revenue to respond to acrisis.

If you or any of your other advisors have ques-
tions about the issues raised here, please con-
tact your investment manager or one of us.

TWSJ,4/3/20, J. Zweig



Your ideas and questions are important to us. What would you like to see in

our Quarterly Market Perspectives? Please contact your portfolio manager,
or anyone from Woodstock’s team of professionals and let us know.

We want to hear from you!

If you're new to Woodstock, you can reach us at info@woodstockcorp.com.
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