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As some of you may know, in 2013 Warren Buffett disclosed in his yearly shareholders’ let-
ter that his advice to the trustee who would be managing an account for his wife’s benefit 
after his passing was to put 10% in short term bonds and 90% in an S&P 500 index fund.  
A recent article compared this “crazy idea” to three more traditional approaches to senior 
citizen portfolios: (1) a seven-asset class portfolio (endowment model), (2) a 60% stock, 40% 
bond portfolio and (3) an all cash portfolio.  The study used rolling 25-year periods over 
a 49-year time frame from 1970-2018.  Annual withdrawals were assumed from the outset 
based on government required minimum annual distributions starting at age 70.  The con-
clusion of the study?  The author’s “gut” reaction was to prefer more diversification rather 
than less (the endowment model), but the mathematical investment outcome of the study 
was that the 90-10 portfolio had larger average annual withdrawals and a larger ending ac-
count balance than the other three.1 The seven asset portfolio was very close to the 60-40 
portfolio by these measures.  As the endowment model strives for an enhanced bond return, 
rather than an equity-like return, this could have been expected.  

At Woodstock we believe that constructing a portfolio of 30-35 companies diversified across 
economic sectors provides our clients with that “equity-like return”.  The added benefit of 
owning individual stocks allows tax loss selling and other strategies to effectively drop the 
fee paid to almost zero. Tom Stakem provides thoughts about investment success over the 
next 20 to 30 years elsewhere in this newsletter.

A surprising fact to come out of the current “regulation best interest” (Reg BI) debate, or-
ganized by the US Securities & Exchange Commission (“SEC”), is that “it is increasingly 
tough to tell a broker, subject to a “best interest standard”, from an investment adviser, 
subject to a fiduciary standard, meaning the clients’ interests come first, because most (60% 
according to the SEC) are registered as both and “regularly switch hats”.2 Just because the 
voluminous, required disclosures have something like this in them:  “The receipt of such ad-
ditional compensation presents a conflict of interest for us as it creates an incentive for our 
Financial Advisors to recommend investment products based on the compensation (they) 
received rather than solely based on your investment needs,”3 does not mean that clients 
understand.  Of course, the best defense is to stay away from investment products and pick 
an adviser solely registered as an investment adviser, such as Woodstock.

We know that you are the most valuable business development tool that we have.  Your re-
ferral of a friend, colleague or family member to us is 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. 

William H. Darling, Chairman & President
Adrian G. Davies, Executive Vice President

1 Financial Planning, May 2019
2 WSJ, 6/17/19
3 WSJ, 6/17/19
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Adrian G. Davies

The S&P 500 Index returned +18.5% 
through the first six months of this year, 
following a -13.5% fourth quarter of 2018. 
On a year-over-year basis, the market has 
returned a still strong, but more modest 
+10.4%. The market hit a rough patch in 
May, down 6.4%, when trade negotiations 
between the US and China stalled. Also in 
May, the Trump Administration imposed 
more aggressive sanctions on China’s lead-
ing telecom equipment manufacturer, Hua-
wei, and threatened to impose tariffs on 
Mexico. Tensions with Iran rose as the oil-
producing nation threatened to violate its 
nuclear non-proliferation agreement with 
the West, and concerns over greater govern-
ment oversight rattled Technology stocks. 
Despite the geopolitical and regulatory is-
sues largely remaining, the market recovered 
7.1% in June on hints the Federal Reserve 
might start cutting interest rates. Investors 
are evidently quite pleased with the business 
outlook overall given that the stock market 
has been hitting new all-time highs and 
trades around 16.7x forward earnings.

Bond yields have been falling

While the stock market has been rising 
this year, bond yields have been falling. 
The 10-year US Treasury yield has fallen 
from 2.69% at the beginning of the year to 
2.00% at the half-way mark. Interest rates 
have been trending downwards for 39 years, 
but US rates remain high relative to other 
countries’ sovereign debt. Although the US 
10-Year Treasury yield hit an all-time low of 
1.37% in July 2016, the European Central 
Bank set its Main Refinancing Operations 
rate at -0.40% in March 2016, and longer 
maturity European bonds have followed 
suit. The yield on the German 10-year Bund 
closed the most recent quarter with a yield 
of  -0.33%. In Japan, 10-year Government 
debt yielded -0.16%. There’s even some 
high yield debt with negative yields. If that 
doesn’t make any sense, it shouldn’t. Nega-
tive rates run contrary to most everything 
we learned in finance – investors would be 
better off holding cash than investing in 
bonds with negative yields. US yields are 
more rational than rates elsewhere in the 
world, which is a positive.

Negative rates have been part of the invest-
ing landscape since 2014. Factors in place

for many years which have driven yields 
lower and bond prices higher include ag-
ing demographics, wealth inequality, glo-
balization, and technological advancement. 
High outstanding debt levels slow economic 
growth, which may paradoxically drive inter-
est rates lower as well. Over this cycle, the 
Fed has continually lowered its estimate of 
the long-term neutral interest rate, a rate 
which neither contributes to nor detracts 
from economic growth. Although these 
considerations are all important, they prob-
ably aren’t responsible for the more rapid 
decline in rates which has occurred so far 
this year. 

This year, bond investors are reacting to 
slowing global economic growth, the increas-
ing risk of a recession, and capitulation that 
central banks haven’t been able to increase 
inflation. Taking its cue from longer-term 
rates, the Fed is cutting the federal funds 
rate for these reasons, and because the rela-
tive strength of the US economy has put 
the Fed at odds with other central banks. 
Foreign central banks have continued easy 
monetary policies. Since the Fed was one 
of the only central banks tightening, the 
US Dollar has been strengthening, making 
it more difficult for US manufacturers to 
export. In addition, the US Treasury yield 
curve inverted, which historically has been a 
strong indicator that a recession is coming. 

Economic growth has slowed

The US economy has now tied the record 
for its longest economic expansion at 10 
years. The previous record expansion ended 
in March 2001. Whether or not the end of 
this cycle is imminent remains debatable, 
but we are definitely late in the economic cy-
cle.  While some economic statistics remain 
robust, others are weakening. In particular, 
the US Institute of Supply Management 
Purchasing Managers’ Index and business 
spending have been slowing. Around the 
world in fact, purchasing managers indices 
have been declining (See chart). Growth 
may be slowing globally for a myriad of 
reasons, one of which is the additional 
uncertainty introduced by trade tensions. 
  
                                       Continued on Page 3
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Slowing purchasing managers’ indices don’t 
necessarily mean we are heading into a reces-
sion -- business orders could easily reacceler-
ate. In the US, business spending is weak 
but consumer spending remains strong. 
One bullish scenario for stocks is that the 
trade war is resolved and economic growth 
reaccelerates with limited inflation.

US real GDP grew 2.1% in the second quar-
ter, while US unemployment was 3.7% in 
June, the lowest it has been since 1968. 
Ordinarily, the scarcity of workers would 
drive wage rates up. Wages grew 3.1% year-
over-year, which is encouraging but also sig-
nificantly below growth rates at other times 
unemployment has been low, and down 
from +3.4% in February. There are differ-
ing explanations for why low unemployment 
hasn’t driven wage growth higher. One im-
portant factor is that the unemployment 
rate only counts individuals actively looking 
for work. The participation rate, which mea-
sures the size of the workforce relative to 
the total working-age population, stands at 
63.0%, below the 66%-67% range where it 
stood for most of the 1990s and 2000s. The 
low participation rate suggests more people 
are out of work and not looking for work. 
To the extent that these people can be en-
ticed back into the workforce, the economy 
has additional growth potential. 

Capitulation on inflation

Throughout this economic expansion, the 
Federal Reserve has consistently overes-
timated the threat of inflation. The Fed 
raised the federal funds rate four times in 
2018 and nine times so far this cycle in 
anticipation of higher inflation which by 
and large has not materialized. There were 
widespread expectations in 2018 that the 
Trump Administration’s tax reforms would 
stimulate growth. The Fed raised rates fear-
ing that the economic acceleration would 
stoke inflation. Now that growth is slow-
ing down, those rate increases appear to 
have been unnecessary. Long term bond 
investors evidently have given up on infla-
tion as well, driving 10-year Treasury yields 
below the current core CPI, which was up 
+2.1% in June. In his July Congressional 
testimony, Fed Chairman Jerome Powell 
expressed concern, saying low inflation is 
“one of the major challenges of our time”1. 
It is ironic then that the Core Consumer 
Price Index (CPI ex food and energy) is actu-
ally above the Fed’s 2% target. The headline 
CPI and the core Personal Consumption 
Expenditures Price Index are still below tar-
get, both at 1.6%, but one wouldn’t think 
this condition rose to quite the level of 
importance articulated by the Chairman.   
                                      Continued on Page 4
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Inflation and real economic growth of-
ten rise and fall together, so it’s probably 
worth tolerating some inflation in order 
to have better real growth. However, in the 
past few years, whenever economic growth 
has accelerated, interest rates have risen, 
and the higher interest rates have damp-
ened economic growth. This happened 
in 2010, in 2013, and again in 2018 (See 
chart). So the economy has not been able 
to break the cycle of accelerating growth 
increasing interest rates and higher in-
terest rates limiting economic growth.

Fears of stoking inflation have been the 
main concern preventing the Fed from using 
monetary policy more aggressively. If mon-
etary stimulus isn’t putting the economy at 
risk of overheating, their thinking is that 
they should continue to stimulate. Weak 
global demand and the strong US Dollar 
have kept a lid on inflation, but these con-
ditions won’t always hold. At some point, 
global aggregate demand will strengthen 
and inflationary pressures could rise.

Yield curve inversion

The 10-year US Treasury yield dropped 
below the 3-month Treasury Note yield 
in late March. After recovering brief-
ly, it fell below the 3-month yield again 
in May and stayed there through June. 

The yield curve inversion – longer term 
rates below short-term rates – is an indica-
tor suggesting that the economy will enter 
a recession within the next year or two. In-
version is also an indication that the Fed’s 
monetary policies are too tight, at least rela-
tive to the long end of the curve: if we are 
about to enter a recession, the Fed probably 
should be easing. An inverted yield curve 
squeezes bank profits.

Although Chairman Powell hasn’t empha-
sized the yield curve specifically as a reason 
for cutting interest rates, business leaders 
are well aware of its somber omen. Long 
rates are generally set by market forces 
based on comparable investment opportu-
nities whereas the short end of the yield 
curve is mostly controlled by the Fed. The 
indicator isn’t infallible, and could be dis-
torted by negative rates overseas. Even if 
we have a recession, it’s possible that it is 
mild, unlike the one we saw in 2007-2009. 
Consumers aren’t driving a debt-fueled con-
sumption boom as they were preceding the 
Great Recession. But if a recession follows 
this yield curve inversion, the Federal Open 
Market Committee (FOMC) members 
don’t want to have sat by passively and let 
it happen. By cutting rates, they may nor-
malize the yield curve, putting the econo-
my on course for better long-term growth.
                                      Continued on Page 5
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A stock bubble and a recession, or the oth-
er way around

On the face of it, the Federal Reserve mem-
bers should congratulate themselves. They 
have largely achieved the central bank’s dual 
mandates of maximizing employment while 
maintaining price stability. Yet beyond that, 
matters aren’t so clear. The Fed is cutting 
rates at a time when stocks are at all-time 
highs and above-average valuations; long-
term yields are close to all-time lows; un-
employment is at 50-year lows; and we are 
running $1 trillion Federal deficits after 
10-years of economic expansion. Monetary 
policy has been fairly easy since the Great 
Recession, yet interest rate cuts and quan-
titative easing have had only a modest im-
pact on inflation. Overseas, negative inter-
est rates have failed to stimulate economic 
growth or incite inflation. Investors’ faith 
in the US Dollar seems unshakeable, but 
that is because major central banks are all 
pursuing aggressive monetary policies at 
the same time. The US Dollar may be the 
best house in a bad neighborhood, and we 
need to monitor the whole neighborhood. 

In June, the FOMC modified its regular 
meeting statement to say the committee 
would “act as appropriate to sustain the 
expansion.” Powell underscored this in his 
testimony to Congress, saying “It’s very 
important that this expansion continue as 
long as possible.”2 To be sure, we would like 
the current economic expansion to contin-
ue as long as possible. Although monetary 
policy might be able to squeeze out more 
growth than the natural course of the ex-
pansion would otherwise allow, extending 
the expansion would mean taking monetary 
policy to further extremes. Aggressive poli-
cies could exacerbate the business cycle. The 
economic slowdown from overstimulated 
conditions would be all the more dramatic.

Loose monetary conditions have already 
pushed the prices of both stocks and bonds 
higher. Fears of a recession or market crash 
may be keeping some investors away from 
stocks, shifting funds into bonds. The re-
sult, from our perspective, is that bonds 
have strayed much further from their his-
torical averages than stocks. When there 
is a recession, stocks will still get hit, 
but that would be a buying opportunity.   

The Fed will respond and the economy will 
recover. Given the Fed’s willingness to ease 
now when many economic indicators are 
fairly strong, they are likely to get all the 
more aggressive if the economy were to turn 
down more definitively. John Williams, the 
President of the New York Federal Reserve, 
recently said that “central banks should take 
swift actions against adverse conditions.”3  
Central bankers probably should be more 
concerned that even if loose monetary pol-
icy doesn’t generate inflation, it could in-
flate asset prices to unsustainable levels. 

William McChesney Martin, the Fed Chair-
man from 1951 to 1970 felt it was the Fed’s 
job “to take away the punch bowl just as the 
party gets going.” This Fed wants to keep 
serving punch, although to be fair, they 
were tightening when most other central 
banks kept easing. The Fed may feel forced 
to cut rates in response to global economic 
weakness. Within the next cycle, the federal 
funds rate is likely to return to zero if not go 
lower. Keeping with the punch bowl anal-
ogy, the Fed wants you to know they’ll be 
serving even more punch the morning after. 

Monetary stimulus might not be as effi-
cient an economic tool as we would hope. 
A criticism of Fed’s previous quantitative 
easing programs is that they disproportion-
ately benefited the wealthy by raising asset 
prices. If stimulus affects asset prices but 
doesn’t lead to upward pressure on wages, 
that would explain why inflation is muted. 
The next quantitative easing program could 
very well be coupled with fiscal spending or 
tax vouchers in such a way that its benefits 
would be more broadly distributed. Broader 
distribution is more likely to stir up infla-
tion.

Stock picking

Most of financial theory is based on the 
idea that money is a scarce resource. Un-
der a loose monetary regime, companies 
don’t need to husband cash because they 
can easily raise more. Companies’ current 
ability to generate profits, and measures of 
valuation based on profits, become less im-
portant than their ability to grow. Uber and 
Lyft, two growth stocks which became pub-
lic companies this year, and which are not

Continued on Page 6 
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Woodstock recommended investments, are 
reporting billions of dollars in losses while 
investing to grow. If monetary conditions 
were more restrained, these companies 
wouldn’t be able to support business plans 
involving multiple years of large losses. Fed 
policy is enabling these businesses to grow, 
but any number of companies can grow 
simply by throwing money at their prob-
lems. Inefficient companies can undercut 
well-run businesses and take market share. 
Companies with abundant cash don’t have 
to make hard decisions -- financial discipline 
can be cast aside as long as there is promise 
of future profits. 

On the whole, Woodstock clients have par-
ticipated in the market’s gains with high 
quality growth stock exposure. We invest 
in stocks with solid growth potential, but 
which also have a proven ability to gener-
ate profits and cash flow in a disciplined 

manner. To the extent that current market 
conditions don’t appreciate the importance 
of current profitability, we believe these at-
tributes will return to relevance in the full-
ness of a market cycle.

We’ve attempted to describe a number of 
cross-currents prevalent in the markets and 
economic landscape today which could lead 
to a range of possible financial outcomes. 
There are plausible scenarios under which 
the stock market both rises and falls. What 
we can be sure of is volatility. Woodstock’s 
strategy of investing in high quality stocks 
has proven to be a reliable method of deal-
ing with market uncertainty in the past, and 
we believe it will continue to be so going for-
ward. We will continue to favor stocks with 
both strong and growing cash flows. ♦

Adrian G. Davies is Executive Vice President at 
Woodstock Corporation. You may contact him at 
adavies@woodstockcorp.com.

1 Federal Reserve Chairman Jerome Powell, Semiannual Monetary Policy Report to the Congress, 7/10/19. 

   www.federalreserve.gov 
2 Federal Reserve, Op. Cit. 
3 Cox, Jeff, “Fed’s Williams hints at more aggressive rate cuts: ‘Better to take preventative measures,’ CNBC, 7/18/19.

Thinking About 
Investment Success 
Over the Next 20-30 
Years

Thomas C. Stakem

Constructing a portfolio of 30-35 compa-
nies diversified across economic sectors and 
led by managements capable of managing 
in any economic environment can generate 
superb long term investment success.  Diver-
sification is one of the free lunches in the 
investment business.  Europeans talk about 
their “industrial champions” usually in the 
context of their need to be successful, sort 
of “too big to fail” or necessary for their 
economies to succeed.  A long term investor 
might take a cue from this line of thinking 
and build a portfolio of two-to-three dozen 
“champions” (companies that can grow and 
thrive under almost all envisioned econom-
ic scenarios) and be confident that their in-
vestment performance will assure that their 
capital will compound at a healthy “real” 
rate (i.e. in excess of inflation) and that it 
should meet any reasonable investment 
objective (i.e., CPI, CPI +5%, S&P 500).
  
What the market does on any given day, 
week, month, year is a random walk.  It 
can rise 20% and it can decline 20% in a 
short period of time, in a year or over three 
years.  In the short run stocks are very risky 

relative to cash and bonds.  But over longer 
periods of time it is cash and bonds that are 
risky relative to stocks from an opportunity 
cost standpoint.  It’s an enigma that many 
might not appreciate.  Over 20 and 30 years 
a well-constructed portfolio (the “champi-
ons” example) should outperform inflation, 
cash, and bonds and provide an 8%-10% to-
tal return, 2% will be cash yield, 6%-8% will 
be appreciation, in line with EPS growth.  
So that means your original capital (assume 
$1 mm) will double in 10 years (at 7%) and 
double again in 20 years resulting in $4 mm 
at the end of the 20 year period without fees 
or taxes. Excluding 2%-3% annual inflation 
that would mean your capital is growing 5% 
in “real” terms every year.  However, stock 
market returns are not linear over time.  It 
is entirely possible, in fact likely, that while 
one may look back after 20 years and say 
the money compounded at 7% a year for 20 
years that a quarter or a third of the time the 
money was declining or stagnant.  It wasn’t 
growing each and every month, quarter or 
year.  It’s why there is an age old expression 
that there are many wealthy investors but 

Continued on Page 7
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investments. To stand the test of time through 
unpredictable economic and financial cycles 
companies have to be adaptive, have excellent
managements, profit margin and financial 
characteristics that will generate consistent 
high returns on capital and equity, fund 
dividends and share buybacks and be rela-
tively insulated from the unforeseen cost 
pressures that will inevitably occur.  Man-
aging through all those possible environ-
ments is what managements are paid to 
do.  Selecting company characteristics and 
management teams is what professional in-
vestors do for their clients.  Thinking a lot 
about what kinds of businesses you want 
to be an owner of or what kinds of man-
agements you want managing your capital 
over time is the proper way to think about 
long term investing.  If you are interested 
in having your capital invested over decades 
in dominant, successful companies whose 
financial results will command premium 
valuations and enviable stock market valua-
tions then contacting Woodstock Corpora-
tion will reduce your anxiety about the fu-
ture and about your investment prospects.♦

few wealthy traders.  “Recency” bias is a very 
strong influence in the investment business 
and a major reason most individual inves-
tors’ portfolio performance lags the S&P 500 
by 2%-4% points.  When stocks are rising 
that is the “recent” experience and it colors 
people’s thinking, often times in a bad way 
--  they buy.  They do the opposite in a down 
market -- they sell.  They tend to do both at 
the wrong inflection points which leads to 
performance drag on long term return re-
sults.  But as a long-term investor one should 
long for those periods when stock prices are 
weak as that is when it is most advantageous 
to build a long term investment portfolio.

After a ten year bull market there is com-
placency amid accumulated wealth and high 
returns.  It is only human nature that 15% 
compound annual total returns (CATR) are 
extrapolated into the future.  But that is 
when expecting a period of below average 
returns to follow is most appropriate.  After 
all one needs a decade of 5% CATR returns 
for the overall period return to average 10%.

Your portfolio manager and the firm are 
committed to finding those 30-35 compa-
nies that have all the right ingredients or 
characteristics to be excellent long-term 

Tax Update Are they retroactively taxed?  The IRS has 
proposed a fix that would allow the greater 
of $5 million adjusted or the amount of 
actual gifts made legally before 2026 to be 
used by the taxpayer for deaths occurring 
after 2025.1 However, these new rules are 
not finalized.  And, as we have learned, ex-
ecutive branch changes (IRS) that are not 
backed up by legislative changes can be un-
done by the next executive elected, simply 
by rewriting the rules.

From a practical stand point, how willing 
would a new Congress be to rewrite rules 
that the planning public has relied on?  The 
evidence in 2019 is not good.  Many clients 
with retirement plans are familiar with the 
“stretch IRA”.  The stretch IRA lets “savers 
leave their retirement accounts to children, 
grandchildren or other beneficiaries” while 
allowing required minimum distributions 
over the beneficiary’s actuarial lifetime.2 The 
House recently passed Setting Every Com-
munity Up for Retirement Enhancement 

Continued on Page 8 
            

How hard is it to do multi-generational 
tax planning with the 2020 national elec-
tion runup showing such diverse views 
of potential tax policy?  We try to keep 
two rules of thumb in mind when plan-
ning.  Don’t be “too smart by half” which 
we believe means don’t make what can 
be simple too complicated and, the best 
tax advice ever given, “don’t be greedy”.

One of the top shelf worries is what hap-
pens to the basic exclusion amount for es-
tate and gift tax enacted by the Tax Cuts 
and Jobs Act of 2017.  To conform to Con-
gress’ budget rules, the basic exclusion 
amount of $11.18 million per individual in-
dexed for inflation in 2018 and subsequent 
years, will sunset in 2025 and drop to $5 
million also to be indexed for inflation.

The “claw back” question, which also arose 
in 2010, is what happens to gifts made 
up to the adjusted $11.18 million limit 
that exceed the subsequent $5 million ad-
justed number if death occurs after 2025? 

Thomas C. Stakem is Vice President at Woodstock 
Corporation. You may contact him at 
tstakem@woodstockcorp.com.
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federal and state governments than is good 
for taxpayer health and well being.  Keeping 
our two rules of thumb in mind is helpful.

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. ♦

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

(SECURE) Act eliminates the stretch IRA 
and substitutes 10 years for an actuarial life.  
The stretch IRA has been available since 1999.

The simplest form of multi-generational 
planning is the annual exclusion gift, now 
at $15,000 per year per individual.  Gifts 
by individuals at or below that amount do 
not require a gift tax return to be filed.  
On the other hand, retirement plans 
have more information forwarded to the 


