FINANCIAL
Insights

o,
==

Buyer of Last Resort

You may have read that the U.S. Federal Reserve Board,
which has unlimited financial resources, is now buying
ETFs. It’s possible that the Fed’s $4.75 trillion in assets
is larger than your retirement portfolio, so it seems fair
to ask: does it make sense for a government agency to
be buying investments alongside retail investors?

The simple explanation for what Fed executives are
calling a “stimulus measure” is that they—probably like
you—are afraid that the global pandemic is going to
cause a wave of bankruptcies. If you're holding an ETF
that invests in corporate bonds, and you’re worried
that some of those companies will close their doors,
who would you sell to? Other investors who are also
trying to sell out of their bond positions?

The easy way to think of this new government initiative
is that the Fed has become the buyer of last resort in a
corner of the investment markets that might be in
danger of going into a free-fall. The Fed noted that a
record $108 billion flowed out of bond mutual funds
and ETFs in a single week in March, which raises the
specter of people trying to liquidate at any price,
cratering bond prices at a fragile time in the economy.
These concerns may have been amplified recently,
when a popular iShares bond fund closed the trading
day about 5% lower than the stated value of its
holdings, meaning that anybody who tried to sell would
receive only 95% of what the underlying bonds were
supposed to be worth. The central bank decided to
step in and serve as a powerful market stabilizer—a
buyer of last resort.

This might make you wonder what else our central
bank is doing to stabilize the markets and the economy.
The current list includes $600 billion in loans for “main
street” corporations with less than $5 billion in annual
revenue, plus another $500 billion to buy municipal
bonds directly from states and cities that might

otherwise be in financial difficulties. There is a program
to buy bonds used to finance office towers, shopping
malls and other commercial properties, and the Fed is
now buying asset-backed bonds that allow auto
companies to give low-rate credit to new car buyers.
Another $750 billion is being provided to companies
whose credit ratings have been downgraded to “junk”
status (BB or lower by Standard & Poor’s standards),
billions more have been made available to central
banks in Asia, South America, Europe, Canada and New
Zealand to stabilize international currency trading, and
billions more worth of 90-day loans have been made to
Wall Street dealers. All this, of course, is on top of a cut
in benchmark rates loaned to banks, down to
essentially zero.

How long will the Fed need to continue these
extraordinary efforts to keep the economy alive?
Unfortunately, nobody knows.
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Estate Planning Made Easier

Most people no longer have to worry too much
about the federal estate tax, since (currently) $11.58
million is sheltered from federal taxes for the heirs of
each person; $23.16 million for couples. Any unused
amount after one spouse dies can be applied to
shelter estate assets whenever the surviving spouse
dies.

But what about wealthy people who will pass on
more than that to their heirs? Is there any way to
mitigate the nasty 40% tax bite on estates for any
dollars passed on above those thresholds?

The current investment environment seems like the
worst of all possible worlds: practically nonexistent
interest rates and bear market returns. But it offers
an unprecedented opportunity for high-end estate
planning. To cite one opportunity, a wealthy
individual who is worried about estate taxes can lend
some of the money she wanted to pass on to her
heirs. In order to avoid having to pay gift taxes on
the transactions, the heirs must pay interest at a rate
of at least the so-called Section 7520 rate, which is
adjusted monthly based on current interest rates.
The current rate, 0.8%, happens to stand at a record
low, down from well above 2% for most of last year.
The previous record low was 1% in January 2013.

That is the rate for loans that are paid back within 9-
20 years; the rate for shorter (3-9 year loans) fell to
0.58% in May. The estate planning strategy is for the
heirs to invest the assets and, theoretically, earn a
much higher return than the amount that has to be
paid back to the parents. The investment returns
more than pay the interest and loan repayments, and
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at the end of the term, the heirs pocket whatever is
left estate-tax free.

At the same time, lower valuations on stocks, due to
the recent bear market decline, makes it more
beneficial to sell assets (at low current prices) to
trusts or other structures that would benefit future
generations. The gains in those assets take place in
the hands of the heirs.

-Bob Veres
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