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Presentation Notes
Predicting the markets is an impossible feat. If I were to take a guess on where they would go, I would most likely be wrong. Instead of making predictions on something that is inconsumable, I will make predictions over the key areas of change I believe are going to affect you as an investor. 


“IT°’STOUGH TO MAKE
PREDICTIONS, ESPECIALLY

ABOUT THE FUTURE.”
—Yogi Berra
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Seven predictions and their
1mplications for investors



1. Taxes will rise
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Proposed Tax Changes

Current Proposed

Top Income Tax Rate 37% 39.6%

Top Capital Gains Rate 20% 25%

Corporate Tax Rates 21% 26.5%

Estate Tax Exemption S11.7M ~S6M

Estate Tax Rate 45-65%
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Biden Budget Proposals: Details & Analysis | Tax Foundation

Currently, there are many tax changes proposed- estate tax is proposed to rise to a graduated rate of 45-65% while the exemption is also proposed to drop from the current $11.7M per individual to $3.5M. 
Corporate taxes are proposed to rise from 21% to 28%. 
Ordinary Income from 37% to 39.6%. 
Capital gains taxes are proposed to rise from 20% top bracket to 25%. It is also proposed to eliminate the step up in basis at time of death and the elimination of a transfer of basis at time of gift. This means that you will be taxed at time of transfer. 
In addition, there is a proposed net worth tax. For those with a net worth $50M-$1B will be taxed annually at 2% on the full net worth. If you have a net worth greater than $1B, it is proposed you are taxed at an additional 1% on the amount over $1B. These amounts include trusts.
Whether or not these proposed tax changes pass legislation, I believe taxes will rise in the long run. 


S&P 500 performance and capital gains tax increases
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Source: Compustat, FactSet, Standard & Poor’s, and J.P. Morgan Asset Management. 

Historically, the markets have proven resilience to change in capital gains tax rates. To further protect your assets, I would encourage you to meet with your estate attorney to ensure you are prepared for these proposed changes. Coordinate with your financial planner and tax advisor to discuss your investment assets. It will be important to be invested tax-efficiently. If you are planning on gifting, do it now while the limits and rates are in your favor. 


Tax-smart strategies for investors
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2. More money will transfer
to the next generation than
ever before



The Great Wealth Transfer

Over the next few decades, baby boomers will pass
over $60 trillion to millennials and Generation X.
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President Biden's Tax Plan Impacts Estate Planning, Capital Gains (natlawreview.com)
https://www.clarusfinancial.com/blog/tax-returns-are-backward-looking-tax-planning-is-forward-looking
https://www.moneyunder30.com/financial-planning-pyramid-11294

To prepare for this transfer, seek your financial planner/tax advisor/estate attorney for help.
Wealth transfers require planning. While there are many reasons for this, a good example would be the proposed estate tax changes. 
 
Long-Term Capital Gain Recognition is proposed to change. Under the current tax law, basis, or the amount you acquired property for, transfers to the recipient at time of gift, or is stepped up to fair market value at the donor’s death. There is no realization event, or taxes due, until the recipient sells the property. At this time the gain would be determined on the recipient’s adjusted basis. 
It has been proposed to do away with this rule and instead charge a transfer tax. This will cause a realization to occur for capital gains in excess of a $1M exclusion per person, at the transfer of appreciated assets at death or by gift. These transfers include contributions to and distributions from irrevocable trusts and partnerships; however, the proposal would provide various exclusions and exceptions for certain family-owned and operated businesses.
 
In addition, gains on unrealized appreciation will be recognized by a trust, partnership or other noncorporate entity at the end of an applicable 90-year “testing period” if that property has not been subject to a recognition in that time. The 90-year period for property begins on the later of 1/01/1940 or the date the property was originally acquired, with the first possible recognition event to take place on 12/31/2030. Realized gains at death could be paid over 15 years (unless the gains are from liquid assets such as publicly traded securities). There would be no gain recognition for transfers to U.S. spouses or charities at death. If proposal passes, property transferred by gift and transferred at death changes referenced above would be effective after 12/31/2021. 
 
In addition to the loss of step up in basis, A part of the For the 99.5% Act includes a new requirement to have GRATs, Grantor Retained Annuity Trusts, to have a 10-yr minimum term and a minimum remainder interest of the greater of $500,000 or 25% of the amount contributed, a requirement for GST tax-exempt trusts, or Generation Skipping Trusts, to terminate after 50 years, and finally changing the annual gift tax exclusion from $15k per recipient to $30k cumulative gifting annually per donor. 
 
Even if the proposed changes to the transfer taxes do not pass, the current exemptions for federal estate, gift and GST tax will automatically expire at the end of 2025 and will revert to a base of $5M per individual indexed for inflation (in 2026 expected to be around $6.4M). 
 
Planning Considerations- given the uncertainty of the new tax laws, HNW individuals should consider taking advantage of the current exemptions 
IDGT-Intentionally Defective Grantor Trust-trust is taxes as a grantor-trust so the income is taxed to the grantor and not the beneficiaries. Allows principal of trust to grow without reduction of income taxes. The “grantor trust” tax status can be turned off at any time.
SLAT-Spousal Lifetime Access Trust- not included in your or your spouse’s estate
GRAT-Grantor Retained Annuity Trust – must outlive term
CLAT- Charitable Lead Trust – must outlive term
Annual Gifts -$15k per person tax free up to gift exemption of $11.7M per individual



3. Social Security/Medicare
Trusts will be strained



The 2021 Trustees Reports make clear
that essential programs are on an
unsustainable path:

Medicare — 2026 Hospital insurance trust fund depleted

* 9% shortfall in payments for medical services affecting
71 million enrollees

Social Security — 2033 Old-age and survivors insurance
trust fund depleted

e 24% cut in benefits affecting 70 million beneficiaries

. Sources: 2021 Annual Reports of the Social Security and Medicare Trustees. Reflects intermediate projections. 11 H\TRUB§:£
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https://www.pgpf.org/blog/2021/09/social-security-and-medicare-are-facing-serious-shortfalls

Along with pensions dissipating, likely so will go Medicare and Social Security. Medicare is on track to be depleted in 2026, while Social Security is set to deplete in 2033. 

Explanation on 71 million and shortfall: would happen at the time of depletion. 
If depletion of the trust funds occurs, absent legislative changes, millions of individuals could face an immediate cut in their Social Security benefits and payments to their medical providers from Medicare would be reduced. Those cuts would affect tens of millions of Americans, and have particularly devastating effects on vulnerable populations.
when the Social Security Trust Fund is depleted, there will remain enough money to pay 80% of promised benefits.Aug 27, 2020
https://www.forbes.com/sites/ebauer/2020/08/27/social-security-ending-in-2023-no-but-what-really-happens-when-the-trust-fund-is-emptied/?sh=7634e5ac2f47
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Retiring earlier and living longer

Longevity probability
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https://am.jpmorgan.com/us/en/asset-management/adv/insights/retirement-insights/guide-to-retirement/

We all have our own expectations for what retirement will look like. As shown on the screen, expectations do not always meet reality. 71% of workers expected to retire at 65, but 30% of workers ended up retiring at 62. Life has it is own plan and doesn’t stop to consider yours. If you are 65 today, the probability of at least one person in a couple living past the age of 85 is 75%. Whether you retire early due to an unexpected reason, or a choice made in confidence, it is important to have a backup plan. 

You may have planned on having Social Security and Medicare as an income source, but the likelihood it will be there is not looking good. It is important to save early and as much as you can while you are still working. Make sure to set yourself up for success by saving in different buckets to provide various income sources that you can pull from in retirement. 



4. Real returns will be lower



Inflation and market returns
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https://www.wsj.com/market-data/quotes/index/US/S&P%20US/SPX/advanced-chart?mod=md_home_chart_advanced

Inflation began rising last February and has not slowed until this last month. As of July 2021, core inflation was at 4.2%. Over the last decade we have seen inflation around 2%. Looking forward, we are likely to continue seeing inflation in the 3% range.
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Therefore, going forward, real returns are expected to be lower. To align your portfolio with your goals and set yourself up for success, alternatives will likely need to be considered. This chart shows us the historical returns for private equity compared to large and small cap public equities. Private equity is just an example of an alternative, but a good representative of how to fight inflation. 


5. Monetary and fiscal policies
will remain accommodative



@ Federal funds rate expectations
FOMC and market expectations for the ederal funds rate
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Fiscal Surge and Easy Money | J.P. Morgan Asset Management (jpmorgan.com)
https://www.heritage.org/budget-and-spending/commentary/how-big-the-covid-19-cares-act-relief-bill
https://www.usatoday.com/in-depth/news/2021/03/11/covid-stimulus-bill-15-minimum-wage-transit-projects-not-bill/4591806001/
https://www.forbes.com/sites/robertberger/2020/10/18/5-big-numbers-reveal-the-unsettling-scope-of-stimulus-spending/?sh=2e7a2d1f142b


In the FOMC September meeting, the FED left rates unchanged and indicated that a gradual tapering process is likely and will conclude around mid-next year. Based off the new tax proposal offering fully refundable credits for all, congress is likely to continue pumping money into the economy. With this combination of monetary and fiscal policy, we have a type of accommodative support which has historically been shown to result in a rise of the equity markets. In this type  environment FI, on the other hand, brings little return. 
 


S&P 500 intra-year declines vs. calendar year returns
Despite average intra-year drops of 14.3%, annual returns were positive in 31 of 41 years
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The outcome of this accommodative support, will likely result in a continuation of inflation but show strength in the equity and alternative markets. Increased sales and higher earnings for corporations are likely to tag along. As an investor, it will be important to stay invested but prepare for higher volatility. 


6. More dollars will flow into
ESG investments
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Primary tenants of ESG investing

Environmental Social Governance

e Circular economy  Human capital * Corporate governance

e Natural resources management e Corporate behavior

* Pollution and waste * Health and safety e Cyber security
management * Customer * Executive

 Water use responsibility remuneration

e Climate change e Diversity e Shareholders

* Product lifestyle * Human rights and protection and rights

community * Risk management

e Stakeholder e Capital and board
relationships structure
e Regulation

* Business purpose
* Corporate reporting
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I am sure many of you know what ESG investing is, but here are some examples in case you need a refresher. Real quick, environmental represents stances a company is taking to preserve the environment through their platform. Social criteria look at the company’s business relationships. For example, does the company donate a percentage of its profits to the local community or encourage employees to perform volunteer work? And governance is regarding the way the company is run. For instances, does the company avoid conflicts of interest in their choice of board members. 
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Growth of ESG

Historical vs. Projected Global ESG ETF Flows
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As you can see in this chart there has been a large amount of growth toward ESG in the last few years. The first half of this chart shows ESG growth from 2015 to 2020, and the second half is showing the projected growth over the next 5 years. There were two things that really stood out to me from this graph. The first was that the majority of ESG growth is being attributed to the equity market, and the second is that even bear economists project ESG flows to grow 15% by 2025. 



®
ESG funds vs S&P500 Index
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I want to start off this slide by saying that most research is still very inconclusive on whether or not ESG investing adds additional risk adjusted return. This graph is depicting some research that Grant helped me with. We were looking to compare the risk-adjusted return of ESG investments to the S&P500 over the last 3 years and last 5 years. This chart is the 3-year data. We calculated the ESG risk-return by finding the weighted average standard deviation and weighted average total return for the top 28 large cap blend ESG mutual funds and ETFs. We determined the best funds based on Morningstar’s rating feature. Part of our screening process was also finding funds that had been around for five years because we wanted to use the same funds for both graphs. The blue dot represents the ESG funds, and the gray dot represents the S&P500. As you can see, there is slightly less risk and slightly more return in this specific portfolio looking back 3 years.



/. Fewer companies will be
publicly traded



Listed companies in the U.S. stock market

1996 2018

Source: The World Bank 11 H\TRUB%%;
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The Importance of Private Markets – iCapital Network

More companies are staying private for longer and by the time they enter the public markets, if they do at all, most of their growth is behind them. This return is received by a small number of investors. 
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Largest 185,000 companies in the U.S.
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Source: NAICS Association, Firmographic Breakdown of Business Establishments by Company Size ﬂn\TRUBSYI]:
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Alternatives. https://www.icapitalnetwork.com/insights/education/the-importance-of-private-markets/

Most investor portfolios today consist of solely public markets, missing out on the return potential. Remaining in only public markets will limit your diversification and your returns. To be invested in private markets you generally must be an accredited investor, meaning you must have a liquid household net worth that is greater than $1 million, or your annual income must be higher than $200,000 in each of the last two years. 

Other risks to consider include illiquidity, transparency, regulation and data. Private investments are intended to be long-term investments, often as long as 10 years. Private funds are not registered with the Securities and Exchange Commission, so they are not required to publicly disclose information about their funds. It is therefore up to the company to decide if it is performing well. This can lead to a higher level of risk for investors. A mature company may provide more transparency on their earnings and operations, but a new private company will not have this data to share and can leave you in the dark. 


Summary:

Taxes will rise

More money will transfer to the next generation than ever before
Social Security/Medicare Trusts will be strained

Real returns will be lower

Monetary and fiscal policies will remain accommodative

More dollars will flow into ESG investments

NooswN S

Fewer companies will be publicly traded

Smart investors won’t ignore these trends!
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