
The words of famed investor Warren Buffett are extremely 
appropriate given the roller coaster that equity investors have 
ridden over the last two quarters. In the past six months, 
we have witnessed the S&P 500’s worst quarter since 2011 
followed by its best quarter in a decade. Positive returns in 
the first quarter weren’t limited to domestic equities; all major 
classes and strategies that we monitor, particularly bonds, 
posted strong returns over the first three months of the year. 

Obviously, this type of price volatility can be difficult for 
investors to stomach. It’s a stark reminder of why diversification 
is critical to long-term investment success. Investors shouldn’t react to short-term price swings in an emotional manner. 
Instead, investors should be pragmatic and use such volatility to their advantage. 

For example, after the strong recovery in equity prices in the first quarter, we began working with families who 
have upcoming liquidity needs to sell positions and generate cash earlier than we might under more normal 
circumstances. Clients who have charitable intentions may want to consider making in-kind distributions of 
securities to a charity or family foundation now, rather than waiting until year end, the time when people traditionally 
think about gifting. This is one example of how investors can use large price fluctuations to their advantage—and 
not fret over the logic of Mr. Market’s vicissitudes.

MACROECONOMICS AND MONETARY POLICY: FOCUS ON SLOWING GROWTH AND FLATTENING YIELD CURVES

Our interpretation of the past two quarters is that we remain in an expansionary economic environment—albeit one 
where growth is slowing and may be approaching the end of this phase of the cycle. We monitor several indicators to 
gauge the overall direction of the economy, and one of the most telling can be the shape of the yield curve. 
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(continued)

Mr. Market is a kind of drunken psycho. Some 
days he gets very enthused, some days he gets very 

depressed. And when he gets really enthused you sell 
to him, and if he gets depressed, you buy from him. 

There is no moral taint attached to that.

WARREN BUFFETT

RETURNS Q4 2018 Q1 2019

S&P 500 -13.52% 13.65%

Russell 2000 -20.20% 14.58%

MSCI EAFE -12.54% 9.98%

MSCI EM -7.47% 9.93%

Barclays US Aggregate 1.64% 2.94%

Barclays US 5-year Municipals 1.58% 2.11%

HFRX Equity Hedge -8.59% 5.95%

Barclays BTOP 50 -1.95% 1.67%

HFRX Global Hedge -5.56% 2.60%

FIGURE 1
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The yield curve refers to the 
relationship between short-term 
and long-term interest rates. Under 
normal conditions, long-term rates 
(often measured by yields on 
10-year U.S. Treasury bonds) are 
significantly higher than short-term 
rates (often measured by yields 
on 3-month U.S. Treasury bills or 
2-year U.S. Treasury notes). But as 
investors become more concerned 
about the near-term prospects for 
the economy, the yield curve may 
flatten (the spread between long-
term and short-term rates narrows), 
or even invert (short-term rates 
become higher than long-term 
rates). When this happens, it often is 
a harbinger of recession. 

Figure 2 illustrates the historical 
relationship between the 2-year/10-
year spread (a measure of yield 
curve steepness) and subsequent 
recessions. This data spans from 
June 1976 through March 2019. 
Clearly, an inverted yield curve 
has been a reliable indicator of 
recessions. What is unclear is how 
long a recession takes to manifest 
after the inversion. For the last five 
instances, the span between a yield 
curve inversion and the start of the 
subsequent recession has ranged 
from 11 months to 23 months.

It’s also worth noting that the precise timing of recessions—defined as two consecutive quarters of negative GDP 
growth—is only known after the fact. One only knows the economy is in recession once it has already occurred. The 
equity market is a forward-looking discounting mechanism, so our allocation decisions need to reflect the reality that we 
see today, not theory or historical facts. 

In the first quarter of 2019, yields on the benchmark 10-year U.S. Treasury fell 28 basis points from 2.69% to end the quarter 
at 2.41%. Notably, there was a yield-curve inversion between three-month and 10-year rates in late March. This inversion 
was very modest in both duration and severity, which we believe influences how reliable it is as a recession signal. 

The Federal Reserve reacted to this inversion by communicating a far more dovish rate forecast than what the U.S. central 
bank conveyed in December. The bond market quickly adjusted to this new orientation. We believe that the Fed’s policy is an 
appropriate response given current economic conditions in the United States. But if long-term rates continue to drop—and 
trigger 2-year/10-year or 3-month/10-year inversions—the Fed would need to react more decisively. 

The last Federal Open Market Committee (FOMC) statement released on March 20 contained the following language: 
“The Committee (FOMC) will be patient as it determines what future adjustments to the target range for the federal funds 
rate may be appropriate to support these outcomes.”

We interpret the latest FOMC statement to mean that the Fed will be judicious with further rate hikes. In testimony to 
Congress last summer, Fed Chairman Jerome Powell was very clear that he believes the 10-year yield is highly informative 
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FIGURE 2

Red dots mark a yield-curve inversion and gray bars represent recessions. Source: Strategas Securities

YIELD CURVE 
INVERTS

RECESSION 
BEGINS

MONTHS 
BETWEEN

Sep-78 Feb-80 17

Sep-80 Aug-81 11

Jan-89 Aug-90 19

Feb-00 Apr-01 14

Feb-06 Jan-08 23

AVERAGE 17

 Source: Strategas Securities



as to where neutral rates should be. He has spoken at length about the slope of the yield curve and how important it is. 
Unlike the previous three Fed chairmen, Powell isn’t an economist; he is a banker and appreciates how the shape of the yield 
curve provides significant insight into the broader economy. Despite the Trump administration’s criticisms of Chairman 
Powell, we believe that his current policy appropriately incorporates current market signals—and if those signals were to 
become more negative, Chairman Powell 
and the FOMC would change direction.

Figure 3 helps to better illustrate our 
point. It shows where real Fed Funds 
rates—the Fed Funds rate minus core 
PCE (inflation)—were at the onset of a 
recession. Since 1960, this figure has 
averaged 4.58%, and the lowest real rate 
before entering a recession has been 
1.91%. The current real Fed Funds rate—
even after nine hikes—is just 0.08%! This 
reflects the fact that the Fed has been in 
a very accommodative monetary policy 
stance for a prolonged period of time. 
As a result, we think that the current 
positioning is appropriate for the level of 
economic activity we are seeing today—
and not overly restrictive. 

U.S.-CHINA TRADE RELATIONS: REASONS 
FOR OPTIMISM AND A POSITIVE 
RESOLUTION

We remain confident that we will see a 
resolution to the U.S.-China trade war, 
which began escalating in 2018. The 
tit-for-tat nature of the trade dispute 
included the United States and China 
imposing increasingly punitive tariffs 
on each other. Since December, the two 
countries’ trade delegations have had 
several substantive meetings, with no 
further escalation in tariffs. Naturally, 
these negotiations will likely result in 
some degree of concessions by both 
parties. More importantly, we believe that 
the net outcome of these negotiations 
will be increased trade between the two 
economic superpowers—benefitting not just China and the United States, but the global economy as a whole. 

PORTFOLIO ALLOCATION OPPORTUNITIES: WATCHING U.S. AND INTERNATIONAL EQUITY VALUATIONS

Despite the market volatility of the past two quarters, we don’t see imminent signs of a recession. We have definitely 
seen a slowdown in growth, but we believe that the Fed’s recent shift in monetary policy appropriately accounts for these 
conditions. Broadly speaking, we remain constructive on equities. We are finding better value in international equities than 
in U.S. equities, but we haven’t yet moved to an overweight position in international equities. We continue to favor the United 
States over the rest of the world, despite the higher valuations domestically. 

Now that spring is here, we want to remind all our clients who are about to make their annual journey north for the summer 
that we remain at your service. If you have any questions about your portfolio or the overall market conditions, we are 
always just a phone call or email away. We thank you for your continued confidence and look forward to our next meeting.
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REAL FED FUNDS RATE AT 
THE START OF RECESSION 

Apr '60 1.91

Dec '69 4.22

Nov '73 5.18

Jan '80 5.58

Jul '81 10.25

Jul '90 4.08

Mar '01 3.54

Dec '07 1.91

REAL FED FUNDS STATISTICS 
SINCE 1960

     Start of Recessions

         Average 4.58

          Min 1.91

          Max 10.25

          Median 4.15

Current    0.08

 Source: Strategas Securities
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SPRING CLEANING FOR YOUR ESTATE PLAN

By Lindsey A. Jackson, J.D.
Vice President & Private Wealth Advisor, Trust

The close of first quarter means spring is upon us, and while many will be undertaking spring cleaning projects at home, now 
is also an ideal opportunity to dust off your estate plan documents. After years administering the documents I once drafted as 
an estate planning attorney, I’ve found most documents are plagued by the same handful of issues that can easily be cured 
with thoughtful drafting. Accordingly, we would all be well-served to review existing estate plan documents for any of the 
following provisions to ensure they will ultimately accomplish the intended objectives:

1. Incapacity Determination. An important function of powers of attorney and trusts is to name someone to handle 
your affairs upon your incapacity. What often is overlooked, however, are the provisions dictating when and how 
such incapacity determination is made, which ultimately impacts when a named fiduciary can begin acting on 
one’s behalf. Nearly every such provision I’ve reviewed requires the written certification of two physicians who’ve 
examined the person as to their inability to manage their financial affairs. Due to HIPAA and the litigious nature of 
our society, physicians have become reluctant to provide any written statement regarding their patient’s diagnoses 
to outside parties. The practical result is that family members are unable to obtain the documentation necessary 
to trigger the fiduciary’s authority to take over, and the incapacitated person’s finances end up being monitored 
haphazardly by family or in limbo without anyone to act upon or protect them.

2. 5 by 5 Withdrawal Rights. Many older irrevocable trusts provide the surviving spouse with the annual right to 
withdraw trust principal in an amount equal to the greater of $5,000 or 5% of the value of trust principal (“5 by 5 
Provisions”). While intended as an avenue to simplify the survivor’s ability to access irrevocable trust assets, in 
most instances, these provisions unwittingly result in the survivor paying income tax on trust distributions they 
never actually receive, a phenomenon known as “phantom income.” Having this withdrawal right results in a 
taxable event to the survivor, regardless of whether the survivor ever receives or requests their annual distribution 
of trust principal. My experience in administering 5 by 5 Provisions has been that most survivors choose not to 
withdraw trust principal because they want to preserve trust assets for the next generation and don’t require the 
funds for living expenses. If this provision is part of your plan, it’s time to revisit your intentions and determine 
whether this should be removed.

3. Charitable Devises. Documents often include charitable devises, whether to a client’s alma mater or charitable 
organizations, supporting causes dear to clients. However, most documents fail to accurately identify the 
institution’s legal name and restrict the use of funds to the specific purpose or cause the clients wish to support. 
Unfortunately, the slightest mis-reference can result in dollars not furthering the client’s intent. The following 
illustrates a real-life example:

• Client’s will includes a gift to a university establishing a scholarship fund for students in continuation of the 
family’s long-standing fundraising efforts for the university. However, the named university’s fundraising and 
scholarships are not administered by the university, but rather its foundation – a separate legal entity. As a 
result, funds directed to the university only support university operations. Because the devise did not identify the 
proper entity, the funds were distributed to the university and the scholarship was never established as the client 
desired. This was a unique circumstance and each institution has different rules, so it’s always prudent to call 
the recipient entity and ask for the proper entity name/contact information to ensure your wishes are carried out.

While FineMark’s trust officers are not practicing attorneys, we are always happy to talk through these issues with you so 
you can have an efficient conversation with your estate planning attorney and update your documents, if necessary.


