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“When the time comes to raise interest rates, we’ll certainly do that, and that time, by the way, is no time soon.”
~ Jerome Powell, Federal Reserve Chair
“…when you look at the wealth disparity today, which by the way, in my opinion, the biggest accelerant of has
been QE, it’s not even debatable…”
~ Stanley Druckenmiller
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•

The Standard & Poor’s 500 index (S&P 500)
notched its fifth consecutive quarterly gain
following the COVID decline, posting a total return
(price appreciation plus dividends) of 8.5% in the
second quarter. Real Estate Sector stocks led the
way, up 13.1% for the quarter, with the Technology
and Energy Sectors next at 11.6% and 11.3%
respectively. Only the Utilities Sector declined for
the quarter (-0.4%). All eleven S&P 500 sectors
posted positive performance for the first half of the
year.

•

Smaller company and international stocks lagged the S&P 500 for the
quarter. The Russell 2000 Index, comprised of small cap domestic stocks,
returned 4.3% for the quarter, but remained ahead of the S&P 500 for the
year at 17.5% versus 15.3% through June 30. June marked the ninth
consecutive month of positive small cap performance, their longest such
stretch since the 1980’s. International developed market stocks as
measured by the MSCI Europe, Australasia, and Far East (EAFE) Index
returned 5.4% for the quarter, and the MSCI Emerging Markets Index
returned 5.1% when denominated in U.S. dollars. Both developed and
emerging international indices remain well below their U.S. counterparts
this year, returning 9.2% and 7.6% through the first half respectively. The
EAFE Index has not outperformed the S&P 500 in a calendar year since
2017.

•

Fund flow data showed retail investors poured another $67 billion into equities in the second quarter after
a soaring $172 billion in net first quarter inflows. Low interest rates and anemic money market yields
continue to push investors out on the risk spectrum. On average, 44% of retail investor accounts were
allocated to equities, slightly below the 46% record set in the dot-com bubble. Household equity
purchases last year reached $367 billion after net sales in 2018 and 2019 according to Goldman Sachs.
With sizeable cash still on the sidelines and a continuing propensity to participate, Goldman Sachs
estimates retail investors are on track to buy a net $400 billion in equities this year.

•

After generally underperforming since the financial crisis of 20072009, value stocks significantly beat growth stocks in this year’s
first quarter. The shift occurred in large part due to rising interest
rates, narrowing a valuation gap that had reached its widest disparity
in nearly two decades. The styles saw reversion back to growth
outperformance in June, however, even as rising rates remained in
focus. While value stocks have still outperformed for the year, the
Russell 1000 Value Index declined 1.1% in June while the Growth
Index returned 6.3%. Large growth companies continue to dominate
large cap indices from a market value perspective – five companies
(Apple, Microsoft, Amazon, Google parent Alphabet, and now
Facebook) have market caps over $1 trillion and comprise roughly
22% of total S&P 500 market cap, a risk not often realized by index
investors. On a positive note, the performance variance between the
two styles has led to their weakest correlation since 1995, which has
contributed to a reduction of volatility in the S&P 500.
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Over time, earnings are a strong driver of equity
returns. Analysts predict year-over-year (YOY)
S&P 500 earnings growth of 63.6% in the second
quarter due in large part to the COVID-depressed
base number from last year’s second quarter. If
fulfilled, this would mark the strongest YOY
earnings growth for the index since 2009. Revenue
growth of 19.6% YOY played a major role in
earnings growth even as global supply chains
remain stymied. The Baltic Dry Index, a benchmark
for the price of moving major raw materials by sea,
hit an 11-year peak in June, indicating producers
are still searching for materials to accommodate
demand. The material supply deficiency and resulting lack of product for sale downstream pose
significant headwinds to the global economy – they hamper employment, create inflationary pressures on
consumers, and limit the ability of companies to generate revenue. As an example, Ford has laid off
workers this year as shortages in the semiconductor industry curtail the number of vehicles they can
produce to sell.

•

Margin expansion also played a significant role in earnings growth for the second quarter. Net profit
margins were 11.8% versus 8.6% in the second quarter last year, albeit a slight decline from the 12.8%
record set in the first quarter of 2021.
Margins remain in focus as investors weigh
the transitory versus permanent nature of
inflation, the stickiness of price increases in
the case of transitory inflation, and
corporate pricing power (the extent to which
corporations can pass input cost increases
through to consumers). As producers
continue to fight the supply-demand
imbalance for materials, input costs are
likely to stay elevated in the near term.
General Mills CEO Jeffrey Harmening
noted in the company’s recent conference
call that they expect total input cost inflation
of about 7% during their current fiscal year and see higher costs associated with securing incremental
capacity and logistics. The company has already raised prices, which is expected to lead to stronger
margins in the second half of the year. In contrast, Garth Hankinson, the CFO of Constellation Brands,
noted in the company’s recent conference call, “We expect significant inflation headwinds to ramp up
during the second half of our fiscal year.” In this instance, Constellation Brands margins will likely come
under pressure as their input prices will no longer be hedged. Constellation and others may not be able to
pass significant enough price increases through to consumers to overcome higher input costs.

•

The Wall Street Journal recently highlighted a creative negotiating tactic of one of the market’s biggest
names. Since 2016, Amazon retailers have been surprised by requests for board seats, options to match
takeover bids, and rights to buy stock of the retailer at potentially below-market prices using securities
called warrants. Corporate filings reveal that 10 companies have agreed to provide Amazon warrants as
part of the cost of doing business, and 71 private companies are rumored to have struck similar deals.
Amazon records warrants on their balance sheet as “other assets” and records gains or losses as “other
comprehensive income.” In the first quarter, Amazon held $2.8 billion in warrants which generated $305
million in income, a benefit to shareholders. These negotiations present interesting challenges for retailers.
Surrendering equity after a strong-arm negotiation is likely difficult for company owners who may not be
financially able to lose Amazon’s behemoth sales platform. However, the announcement and subsequent
increase in revenue can provide dramatic boosts to shareholder value. When regulatory filings revealed an
agreement with Amazon for a 15% stake in food distributor SpartanNash, for example, over $160 million
in market value was created as the distributor’s stock popped 26% overnight.

EQUITIES

•
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•

After rising sharply in the first quarter, 10-year U.S. Treasury
(UST) yields decreased throughout the second quarter, signaling
concerns over the longer-term economic growth and inflation
outlook. After beginning the quarter at a post-COVID decline peak
of 1.74%, 10-year USTs finished the quarter yielding 1.45%. The
decline in yields caused USTs in aggregate to generate a total
return of 2.0% for the quarter and brought their year-to-date (YTD)
total return to -2.7% as measured by BofA-ML indices. Although
30-year UST yields also decreased from 2.41% to 2.06% over the
course of the quarter, 2-year UST yields increased slightly from
0.16% to 0.25%. This environment of increasing short-term yields
and decreasing long-term yields is considered a “flattening” of the
yield curve, the spectrum of UST yields across varying maturities.
Yield curve flattening caused long-term corporate and government
debt with over ten years until maturity to significantly outperform
and return 6.7% for the quarter. Comparable intermediate-term
debt with three-to-five years until maturity generated a 0.6% return. While short-term debt with one-tothree years until maturity provided a meager 0.1% return, shorter-term fixed income with less sensitivity to
interest rate movements has still outperformed for the year.

•

Although UST yields reversed course from the first quarter, credit
spreads, the yield differential between corporate and government
debt, continued to compress. Investment grade credit spreads
finished June at 0.86%, tighter than at any time after the financial
crisis. This is representative of both lack of concern over corporate
defaults and a dearth of investment alternatives in a global lowyield environment. Spread compression caused investment grade
corporate bonds to outperform USTs for both the quarter and YTD,
returning 3.6% and -1.1% respectively. With the economic
recovery largely on track, high-yield (“junk”) bond spreads
compressed as well. Their higher coupons have enabled them to
continue to outperform USTs and investment grade bonds on a
YTD basis, returning 3.7% thus far. For the quarter, high-yield
bonds returned 2.8%, lagging their more interest rate sensitive
investment grade counterparts.

•

The landscape of decreasing UST yields and tight credit spreads has persisted
despite debt levels continuing to rise globally. Last year, corporate bond
issuance blew through records with U.S. nonfinancial companies issuing $1.7
trillion in bonds, almost $600 billion above any previous calendar year. While
the furious pace of debt refinancing and issuance has cooled off some from
2020, companies are still issuing debt at levels higher than historical averages.
The U.S. government has also set records with a $3.1 trillion fiscal deficit in
2020, a $2.1 trillion deficit through the first five months of 2021, and
additional 13-digit fiscal packages still being debated in congress. Since debt
service, or the cash required to repay debt, remains relatively low due to
widespread low interest rates, concerns over the nominal debt load have
remained tempered. Goldman Sachs even noted “Zombie debt,” or essentially
debt held by companies which cannot cover their interest expenses with
earnings, decreased from $70 billion at the end of 2019 to $30 billion at the
end of 2020. Longer-term, both corporations and the U.S. government will
need to stabilize their balance sheets and leverage ratios in the event the
outstanding debt burden needs refinancing at higher interest rates.
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FIXED INCOME and ECONOMICS

•

As expected, the Federal Reserve (Fed) elected to keep the fed funds rate
anchored near zero in June, but subtle shifts in forward projections still
caused some turbulence in the markets. The median projection from Fed
officials now shows at least one rate increase in 2023 after previously
showing zero in March. Initially the bond market took this at face value,
and UST yields increased in the wake of the news. Yield curve flattening
since has widely been interpreted as a sign of slower projected economic
growth, potentially as a result of the Fed increasing interest rates too
much too fast. With inflation spiking coming out of 2020’s repressed
economy and unemployment figures still high, the Fed is in a difficult
position with inflation-adjusted “real” yields negative on most fixed
income instruments. While this is partially intentional to promote capital
investment in risky assets, a negative real-yield economy can be difficult
to unwind and navigate, particularly for institutions requiring safe,
reliable investments such as pension funds.

ECONOMICS
•

The U.S. economic recovery seems to be on track. Real Gross Domestic Product (GDP) grew at a 6.4%
annual rate in the first quarter and is expected to improve further in the second quarter. The Fed has
forecast economic growth of 7.0% for 2021. The Congressional Budget Office forecasts fourth quarter
GDP to be 7.4% higher than a year earlier, up from a 3.7% estimate in February. The Bureau of Economic
Analysis is expected to report second quarter
GDP surpassed fourth quarter 2019 levels.
Economic growth will continue to be driven by
consumer spending. Personal consumption
expenditures at the end of May were 5.3% higher
than February 2020 levels; spending on goods is
up 19.7% but spending on services is down 1.2%.
Going forward, spending on services will need to
drive the economy. Consumer spending was flat
in May after a 0.9% increase in April, but
consumers spent 0.7% more on services and 1.3%
less on goods. The personal savings rate eased to
12.4% in May from 14.5% in April but remained higher than the 8.3% rate in February 2020. The Institute
of Supply Management (ISM) index of manufacturing activity came in at 60.6 for June while the ISM
service index was 60.1; any readings above 50 indicate economic expansion for the sector. Supply chain
and production bottlenecks have created shortages, affecting spending. For example, the retail inventory
to sales ratio has fallen by more than 25% since February 2020. The corporate sector is also a tailwind for
the economy. Record earnings and cash flows are prompting corporations to spend as illustrated by
business investment being up 11.7% in the first quarter. Orders for nondefense capital goods, excluding
aircraft, are at all-time highs.
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•

Job growth started to slow in April adding just 269,000
jobs after a robust first quarter, but picked up steam again
in May and June adding 583,000 and 850,000 respectively.
Total employment in June was 145.5 million, still 6.8
million below February 2020. The labor force participation
rate stayed at 61.6%, down from 63.3% in February 2020.
There were 1.5 million more retirements than expected,
and many women have left the workforce according to
Department of Labor surveys. More than half the job gains
in June were in leisure and hospitality (343,000) and
government (188,000). There are still 2.2 million fewer
leisure and hospitality jobs than in February 2020.
Businesses have struggled to fill vacancies because of
federal supplemental benefits, fear of COVID, and
childcare constraints. June job growth was presumably helped by 26 states deciding to terminate
supplemental benefits early, although only four states had completed the process by the week of the
employment survey. Wage growth has picked up with average hourly earnings increasing at an annual
rate of 3.6% in June. There are 9.3 million job openings indicating workers are still in high demand,
especially for low-wage positions. Some of the largest wage increases have been in the low-wage leisure
and hospitality, food service, and retail sectors; wages in the leisure and hospitality sector are up 7.1%
from a year ago. Given the labor shortages, the quit rate was 2.8% in the private sector and highest in
low-wage industries. Initial unemployment claims were 371,000 in the last week of June, a pandemic
low, but still well above the 218,000 weekly average in 2019. Given the strong job growth in June, the
unemployment rate increase to 5.9% from 5.8% in May was surprising, although the jobs and
unemployment data come from two different surveys.

•

Inflation has perked up. The Consumer Price Index (CPI) increased 0.8% month-over-month in April
and 0.6% in May. CPI was up 4.9%, the highest since
September 2008, for the 12 months ending in May. Core
CPI, which excludes food and energy, was up 3.8%, the
highest since May 1992. The Fed’s favorite inflation
index, the Personal Consumption Expenditure Price Index,
rose 3.9% overall in the 12 months ending in May and the
core component increased 3.4%, again the highest since
1992. The annual figures are partially inflated due to
disinflation a year ago, but the monthly figures still show
higher inflation. Fed Chairman Powell concedes recent
inflation is running higher than expected but still believes
it is a transitory supply effect that will be resolved in the
short-term. Investors’ inflationary expectations continue to
be anchored at lower levels. Rising commodity and labor
costs pushed up the Producer Price Index by 0.8% in May from a month earlier, and the higher producer
prices are being passed on to consumers.

•

The housing market is red hot. The median sales price of an existing home was a record $350,300 in
May, up 23.6% from a year earlier. This is not far from the $374,400 median sales price of a new home
which was up 18.1% YOY in May. There was a 2.5-month inventory of homes for sale in May at the
current sales rate. The average home was on the market for just 17 days in May and sold for 1.7% above
asking price. The S&P CoreLogic Case-Shiller home price index rose 14.6% in April from a year
earlier, the largest 12-month increase in 30 years. Rising prices and low supply are leading to less
affordability and slower sales. Both existing and new home sales have declined for four consecutive
months through May. Home builders are facing labor and material shortages. First-time home buyers
have a disadvantage because more than 50% of buyers are putting at least 20% down. The National
Association of Realtors commissioned a study that estimates the U.S. underbuilt by 5.5 million housing
units from 2001-2020; this includes both single- and multi-family units. Rising home prices are a global
phenomenon. Many central banks are concerned about a housing boom and bust, although there is less
leverage in the system and mortgage costs are lower than prior to the financial crisis.

Page 7

1 3 0 th E d i t i o n

C RY P TO / C O M M O D I T I E S

2021: Second Quarter
•

Bitcoin reached an all-time high of $64,863.10 on April 13. In
the weeks after, the cryptocurrency suffered a 50% selloff and
finished the second quarter at $35,151.94. A drop of that
magnitude is nothing new for the crypto – it suffered a
drawdown of roughly 84% after its run-up in 2017. However,
some argue this time the drop is different as Bitcoin and
cryptos in general face numerous headwinds. To date, the
overall cryptocurrency market cap has reached $1.4 trillion.
Bitcoin’s market share has dropped to 45% after once
dominating the market. More cryptos are created every day,
with over 10,000 currently active. Increasing creation and
usage has attracted increased attention from regulators.
Ransomware attackers demanded their payments be made in Bitcoin following cyber attacks on
Colonial Pipeline, JBS Foods, and others. Criminal activity has always been a discussion point for
contenders against Bitcoin and this publicity has given credibility to their concerns. Arguably the
biggest blow for the industry this quarter was at the hands of China. The country demanded all Bitcoin
mining stop within its borders. Following the news, Bitcoin fell below $30,000 for the first time since
January 27. The order was put in as a series of measures by China to “control financial risks.” The
industry is also facing significant pressure from those concerned with its environmental impact. Tesla
has suspended vehicle purchases with Bitcoin citing the amount of fossil fuels mining requires. The
cryptocurrency industry may have to seriously improve its mining efficiency and perception from
environmentalists before further adoption by large institutions.

•

The joint effect of consumers stuck at home embarking on
housing projects, demand for new housing, and labor shortages at
production and shipping facilities sent the price of lumber
skyrocketing in the summer of 2020. Lumber futures contract
prices rose from a near-term low of $255.50 in April 2020 to an
all-time high of $1,733.50 in May 2021. Extreme price spikes for
lumber and other components caused problems for homebuilders,
who often pre-sell new homes without knowing their ultimate
input costs. Due to the volatility of material prices, many builders
have opted to delay building instead of shouldering the cost of
unexpectedly expensive construction. In addition, a pickup in the
ability and desire to participate in leisure activities outside of the
home has lowered the need for do-it-yourself construction
materials, and sawmills have worked to maximize production and
increase supply. These effects combined to push down the price
of lumber even faster than it went up. Lumber futures ended the
quarter at $716.00, down 58.7% from the peak.

•

Energy was the top performer of the five sectors within the
commodity asset class. Demand continues to be robust, outpacing
supply as the economy continues its pandemic recovery. Natural
gas led the way, up 39.9% for the quarter. 2021 experienced the
hottest June on record, leading to a 21.6% spike in prices within
the month alone. Oil prices rose dramatically as well with West
Texas Intermediate (WTI) finishing at $73.52 per barrel for a
24.2% increase in the quarter. Consumers felt the increase at the
pump with average gas prices rising above $3 for the first time
since 2014. Pent up demand for travel, the inability of trucking
companies to find drivers, and the cyber-attack on Colonial
Pipeline in May contributed to the run-up in prices for the
quarter.
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Capital and the Wealth Gap Paradox
Wealth plays a pivotal role in society. It offers a safety net in difficult times such as financial or health
shocks, but is also important in good times as it allows individuals, among other things, to take risks in
their businesses and careers. What does it take to be considered wealthy? Years ago, being a millionaire
meant being wealthy, but times have changed. The Credit Suisse Global Wealth Report estimated there
were 56.1 million individuals globally in 2020 worth $1 million or more, of which about 20 million
resided in the U.S. The study estimated that 7 million individuals had a net worth of more than $5
million and 215,000 of more than $50 million. A recent Charles Schwab Annual Modern Wealth survey
found that $2.3 million was the average net worth needed to be considered wealthy. However, whether
one considers himself or herself wealthy or not is truly in the eyes of the beholder; it is a function of
more than financial wealth including one’s age, location, education level, and relationships (your wealth
and your friends’ wealth).
The Federal Reserve computes household net worth (assets minus debt) quarterly. The net worth of U.S.
households finished 2020 at $130.2 trillion, the highest level on record, up $11.8 trillion from the end of
2019. Household assets were valued at $146.8 trillion and debt at $16.6 trillion. The assets were
comprised of financial assets including pension funds and deposits (70%), homes (25%), and other
tangible assets (5%). Mortgage loans comprised about two-thirds of the $16.6 trillion in debt with
student debt at nearly 10%. The Census Bureau estimated the U.S. population at 331 million in 2020, of
which there were 128.45 million households. If aggregate household assets, debt, and net worth were
equally divided, each household would have $1.14 million in assets, $139,000 in debt, and $1.01 million
in net worth. Thus, each person would have approximately $393,000 in net worth. The reality is much
different. The Organization for Economic Cooperation and Development (OECD), an organization of 37
economically-developed nations, analyzed income and wealth inequality in 2018 using the latest
available data. The OECD found the wealthiest 10% of U.S. households owned 79% of the wealth and
had 35% of the income. The averages for all nations in the study were 52% of the net wealth and 24% of
income.
A wide economic disparity, both income and wealth, has long-term economic implications and creates
deep divides in society. There is concern the more affluent members of our society have succeeded at the
expense of the middle class and poor. Americans have always had a love/hate relationship with the
wealthy, especially billionaires, but criticizing billionaires has become increasingly popular. Some of the
attention has been justifiable as there are loopholes in the tax code which should be closed. One
loophole involves hedge fund managers, many of whom are very wealthy and highly compensated.
Their compensation is often based upon a percentage of assets under management, usually 1-2%, plus a
percentage of their hedge fund profits known as “carried interest,” usually 15-20%. The current IRS
code provides these managers with a significant tax advantage by allowing the “carried interest” to be
taxed at a favored federal capital gains rate of 23.8% rather than at higher ordinary income rates
currently up to 37%. The code allows this treatment even though the compensation is effectively earned
income. In a 2011 New York Times op-ed, Warren Buffet responded on the tax favored treatment of
billionaires by saying, “My friends and I have been coddled long enough by a billionaire-friendly
Congress.” Buffet reportedly paid only $6.9 million in taxes in 2010. Recently, Pro Publica publicized
stolen tax data on 25 wealthy taxpayers with claims to have data on thousands more U.S. citizens. The
organization revealed the 25 wealthiest Americans accumulated $401 billion in wealth from 2014 to
2018 and paid just $13.6 billion in taxes, an effective tax rate of 3.4%. While their statistics may have
been accurate, it was not an accurate depiction of the tax rate normally thought of when discussing
income taxes. This is because the $401 billion mostly included unrealized capital gains which are
untaxed until an asset is sold. A study conducted by The Congressional Budget Office (CBO) provided a
much different perspective. The CBO looked at all federal taxes and found the top 1% pay an average
federal tax rate of 32% while the poorest 20% of the population pay an average federal tax rate of 1%.
Still, there is validity to Buffet’s contention that many billionaires should pay more in taxes.
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There are many causes for the growing divide in wealth in the U.S. While not as skewed as wealth
inequality, income inequality has been one of the major drivers. The bottom 90% of U.S. earners spend,
on average, 99% of their after-tax income. The top 10% only consume 64%, leaving money to invest,
especially in financial assets. And financial assets have grown much faster than the economy. Financial
assets were valued at 2.3x U.S. GDP in 1981 and have grown to 6.1x in 2020. This supports Thomas
Piketty’s contention in his classic economic text, “Capital in the Twenty-First Century,” that the return
on capital is greater than economic growth causing financial assets to grow faster than the economy,
contributing to wealth inequality. In other words, wealth begets wealth.
While higher income earners have more discretionary income to save, studies have shown changes in the
U.S. transfer payment system have also led to the lower and middle wealth classes saving less. The
largest of these programs are Social Security and Medicare. In one such study, “The Evolution of Wealth
Inequality Over Half a Century: The Role of Taxes, Transfer and Technology” by Baris Kaymak and
Marcus Poschke, they note the share of total transfer payments in GDP from 1970 to 2012 increased
from 4.1% to 11.9%. They state, “By subsidizing income and health expenditures for the elderly, these
programs curb incentives to save for retirement, a major source of wealth accumulation over the lifecycle. Furthermore, since both programs are redistributive by design, they have a stronger effect on the
savings of low and middle-income groups. By contrast, those at the top of the income distribution have
little to gain from the programs.” The CBO also noted that cross-section research suggests Social
Security reduces the private wealth held by people. Studies disagree on the magnitude of the effect,
making any estimate highly uncertain. A number of studies, however, conclude that each dollar of Social
Security wealth (a measure that summarizes the value of future Social Security benefits less the value of
future payroll taxes) reduces private wealth by between zero and 50 cents. However, they note the
results are uncertain, and higher or lower effects cannot be ruled out.
Fed monetary policy and the secular decline in interest rates have been major drivers of investment
returns the past 40 years, and thus have also been instrumental in the growth of inequality. In the U.S.,
wealth inequality declined from 1910 to 1950, stabilized at a lower level until 1980, and increased
dramatically since then. In 1981, yields peaked on the U.S. 10-year Treasury bond at 15.8% and shortterm rates at 19%. U.S. Treasury yields play an important role in pricing other bonds and non-bond
financial assets as they are considered the safest, most liquid asset in the world. Corporate bond yields
are based on Treasury yields plus a credit spread for financial risk. Even stocks are valued, in part, based
upon Treasury yields. Lower Treasury yields reduce the discount rate used in valuing stocks, raising
stock prices. As interest rates have fallen over the past four decades, long-term Treasury bonds and large
capitalization common stocks provided annual returns from 1981-2020 of 9.4% and 11.5% respectively.
Rising home prices are also now contributing to wealth inequality. At the same time, small savers have
been facing financial repression because of historically low interest rates on savings accounts.
To narrow the wealth gap, former Presidential hopefuls, Senators Bernie Sanders and Elizabeth Warren,
both proposed a wealth tax on the ultra-wealthy. President Biden also has several wealth tax proposals
on his agenda. Currently long-term capital gains – investments owned longer than a year upon sale – are
taxed at a maximum of 20.0% plus the 3.8% Medicare tax for a top rate of 23.8%. One proposal is to
increase the top rate from 23.8% to 43.4% for those with incomes above $1 million and to make the
change retroactive to April 2021. Also, the current tax code does not require taxpayers to recognize
capital gains at death for income tax purposes, known as the step-up in basis. Another proposal would
eliminate the step-up and instead, individual estates would get a $1 million capital gain exemption ($2
million for married couples) plus $250,000 for a gain on a home. Income taxes would be paid on any
unrealized gains above those levels. A third proposal, which involves estate taxation, would reduce the
amount of assets held in an estate that are exempt from taxation to $3.5 million (twice that for married
couples). Currently, individual estates are subject to a lifetime exemption on which heirs pay no estate
taxes as long as assets do not exceed $11.7 million. A record amount of wealth, $35 trillion, is held by
those 70 years and older, a tempting potential source of tax revenue for many different causes. There are
also proposals to increase corporate taxation, the most widely discussed proposal raises the corporate tax
rate to 28.0%.
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Whether or not tax increases will narrow the wealth gap has been the subject of much debate. What is
certain is if tax increases are not accomplished judiciously and applied efficiently, taxing wealth
inequality can have unintended consequences. The result could be less investment and lower economic
growth, which would potentially do more harm than good. For example, some experts have warned that
an increase in the corporate tax rate would be passed on to all consumers in the form of higher prices.
Utility companies, which are able to pass on higher costs by law, would raise the utility bills for all
taxpayers, and in so doing would disproportionately harm those individuals in the middle and lower
economic classes. In regard to the imposition of a wealth tax, a dozen European countries had wealth
taxes in 1990 but only three do now – Norway, Spain, and Switzerland. The European experience with
the wealth tax is that it is difficult to implement, and it is also difficult to raise significant amounts of
revenue. Some assets are difficult to value and some are movable geographically. The wealthy can also
move. A relatively small Swedish wealth tax drove out some of the country’s wealthiest and talented
citizens, such as the founder of IKEA. In 2007, Sweden repealed its tax on personal wealth. France has
had a wealth tax on and off since 1982. It was scrapped in 2017 after some 70,000 millionaires left
France since 2000 according to New World Wealth. The European experience illustrated how difficult it
is to determine how much someone is worth. Publicly traded assets and housing are easy to value while
tangible assets like art and closely held companies are much harder. Austria abolished its decades-old
wealth tax in 1991 citing the administrative burden of calculating the levy. The three remaining wealth
taxes in Europe are relatively low starting at less than 1% but kick in at modest six-figure wealth levels.
They also provide a relatively small percentage of those nations’ tax revenues.
Just how much, if any, a change in tax policy will affect investor behavior depends upon the actual tax
changes implemented. A reduction in the estate tax exemption by itself would likely not change
behavior much. An increase in the corporate tax rate, projected to be 25% rather than the proposed 28%,
would have an impact on corporate earnings, cash flows, and margins. Many analysts, however, have
opined that the negative impact on equity prices and valuations would not be substantial, if there would
be any impact at all. Increasing tax rates which decreases the after-tax return on capital placed at risk,
though, could prove problematic. The Tax Foundation in their analysis shows when combining federal
and state taxes with an increase in the corporate income tax rate to 28%, investors would only receive 35
cents of every dollar of pre-tax corporate profits assuming after-tax profits were distributed as dividends.
Further, if a direct tax on wealth accumulation is implemented as has been discussed at various times,
there could be a steep disincentive to take on risk. For example, domestic large capitalization equities
since 1926 generated an average annual return of approximately 10%. While there has been a significant
amount of volatility each year around this average, a 3% direct tax on wealth accumulation would bring
a 10% pre-tax return on investment down to 7%, resulting in a 30% tax on investment returns. If these
returns are converted to income and taxed at nearly 40% for high income investors, those investors
would realize a 3% return after the combined wealth and income tax. As a result, there would likely be
little or no incentive to place capital at risk to generate this level of return. The impact on capital
formation and economic prosperity could be huge and ultimately undermine the very intentions behind
the changes in tax policy.
Several other factors are believed to have contributed to the wealth inequality that currently exists in the
U.S. Technological advances in recent decades have created automation replacing semi-skilled, wellpaid, middle income jobs domestically. Globalization has enhanced this elimination of well-paying jobs
by migrating them overseas where labor is significantly cheaper than in the U.S. A lack of antitrust
enforcement for the largest and most profitable corporations in America, especially in the Information
Technology and Communication Services Sectors, has allowed these large companies to concentrate
power and eliminate competition by buying start-up and newer technologies before they can effectively
compete. This concentration has led to the elimination of scores of middle-to-upper-level positions that
would have existed at the acquired companies and increased the concentration of wealth at the acquiring
company. With limited competition, the price of goods and services has been higher, ceteris paribus,
which has particularly impacted those in lower economic classes who have limited availability of funds.
Recently, President Biden announced a sweeping executive order aimed at promoting competition and
reducing the concentration of power in major industries in the U.S. Investors will be well-served to pay
close attention to companies in those industries which will be impacted as well as to the industries
themselves and the amount of government overreach, if any, that results from this legislation.
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Of particular importance for equity investors is the government’s response to dominant technology
platforms like Google and Facebook, two of eight tech heavyweights which have accounted for more than
half of the S&P 500’s gain from May 12 through early July according to Bespoke Investment Group. Being
in the crosshairs of antitrust legislation increases the risk of capital investment, but some equity analysts
believe the breakup value of these companies may be worth more than their current market value.
Wealth inequality is extremely complicated. Pursuing appropriate solutions is obviously very difficult and
politically contentious. Appropriate responses require an in-depth analysis of not only the causes but also
what the broad and long-term impact might be from implementing various solutions, especially when they
are government imposed. History is replete with examples of government policies ultimately creating the
opposite of their intended result. Tax policy certainly can be one of the solutions to wealth inequality if
applied as mentioned – judiciously and carefully. There are other solutions too. Investing in education and
health care and broadening private pension systems could have a significant and more lasting impact.
Investors will need to continue assessing policy measures and the likely impact they will have on placing
capital at risk in the financial markets. For society as a whole, it is important for any solution to be
grounded in facts rather than in what is politically most palatable. We would urge caution when forming
solutions to not lose sight of the positive impacts of wealth creation, including jobs and a higher standard of
living. More than 75% of the billionaire wealth in the U.S. is self-made and not inherited. John D.
Rockefeller got rich refining oil but made kerosene cheap enough so working-class people could afford to
light their homes at night. Henry Ford made automobiles affordable to the working class. Sam Walton, Bill
Gates, and other billionaires have also had a positive impact on our society. Bill Gates and his ex-wife
reportedly own 7% of Microsoft. The rest is owned by pension funds and mutual funds, enriching millions
of individual investors. Some may not like how wealthy Mr. Gates is, but Microsoft richly benefitted
society, consumers, and more than 100,000 employees. Amazon alone last year hired 500,000 workers
globally and their U.S. minimum hourly wage begins at $15. There are certainly problems associated with
concentrated wealth which need to be addressed, but wealth creation has unquestionably played a far bigger
role than government programs in improving our standard of living. While there has been some discussion
in the political arena on whether or not billionaires should exist, there is a downside to their extinction as
they have generated valuable ideas, taken risks, and built successful companies; many of which have
improved our standard of living while reducing poverty. Incentivizing entrepreneurship and risk tasking
while allowing for free and open competition are important not just from an economic perspective but also
to all levels of society, just as is the availability and effective employment of capital. As the late banker
Walter Wriston, Chairman and CEO of Citicorp, once said, “Capital goes where it’s welcome and stays
where it’s well-treated.”
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