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A	Productive	Country	(p2)	Productivity	is	the	key	to	economic	growth	and	has	been	declining	in	the	
U.S.	

There	Are	Actually	Equities	Outside	The	U.S.	(p4)	Investors	regularly	damage	portfolio	returns	and	
increase	risk	by	shifting	into	asset	classes	that	have	recently	outperformed	over	the	intermediate	term.		

As	The	Cycle	Turns	(p7)	Commercial	and	residential	property	cycle	indicators	are	 lashing	yellow.	

Fixed	Income	Round‐Up	(p9)	Interest	rates	rose	across	the	board	in	the	fourth	quarter,	with	the	yield	
on	the	benchmark	10‐year	U.S.	Treasury	rising	the	most	since	the	bond	crisis	of	1994.	

Future	Of	The	Estate	Tax	(p11)	The	estate	tax	is	over	100	years	old;	is	it	possible	that	it	has	breathed	
its	last	breath?	
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Real Gross Domestic Product (GDP)

Global	stocks	touched	lifetime	highs	after	rising	over	7%	in	2016.		The	yield	curve	shifted	
upward	over	the	last	six	months,	and	30	year	U.S.	Treasury	yields	topped	3%.	

The	unemployment	rate	is	approaching	a	cycle	low.		GDP	continues	to	hover	in	the	2%	range.		
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Productivity	 is	 essential	 for	 all	 economic	 growth.	 Yet	 in	 the	U.S.	 various	 factors	 are	 substantially		

impeding	that	growth.	In	fact,	U.S.	productivity	growth	is	near	historically	low	levels,	despite	strong	

recent	economic	data.		

The	 nature	 of	 innovation	 cycles	 and	 the	 current	 relatively	 weak	 capital	 investment	 cycle	 offer						

catalysts	to	improve	the	future	productivity	trend.			

Innovation	Cycles	

Innovation	 always	 precedes	 production	 but	 takes	 some	 time	 to	 be	 felt	 in	 the	 marketplace.	 The					

scienti ic	revolution	of	the	late	18th	century	preceded	the	industrial	revolution	of	the	19th	century.	

The	invention	of	the	electric	light	bulb	preceded	the	electri ication	of	the	U.S.	by	forty	years.	It	took	

twenty	 years	 before	 the	 advent	 of	 personal	 computers	 in	 the	 1970s	 lifted	 productivity	 after	 it							

initially	restricted	it.			

The	 most	 recent	 revolution	 is	 the	 internet.	 Like	 past	 innovation	 revolutions,	 it	 takes	 time	 to								

maximize	 the	 productivity	 of	 the	 new	 inventions.	 Then,	 after	 the	 initial	 productivity	 boost,	 a	 lull		

In	 this	 article:	 	 Productivity	 is	 the	 key	 to	 economic	 growth	 and	 has	 been												
declining	in	the	U.S.	
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A Productive Country 

By: Charles D. Osborne 
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often	occurs.	This	pattern	was	seen	with	the	internet:	mediocre	productivity	growth	in	the	early‐to‐

mid	1990s,	followed	by	acceleration	in	late	1990s	through	2003	before	a	deceleration	since	then	as	

internet‐related	innovation	has	focused	on	communications,	which	are	not	captured	well	in	of icial	

government	 productivity	 statistics,	 but	help	 advance	programming	 and	 internet	 infrastructure	 to	

drive	future	innovation.	These	advancements	may	lead	to	a	new	wave	of	internet‐driven	productivi‐

ty	such	as	arti icial	intelligence,	machine	learning,	driverless	cars,	and	robotics.	

Beyond	internet	investment,	U.S.	corporations	are	investing	in	research	and	development	(R&D)	at	

a	record	clip	as	a	share	of	GDP,	at	1.8%	in	2015.	While	it	takes	time	for	R&D	to	bear	fruit,	this	is	a		

positive	sign	for	future	innovation	and	productivity.			

Capital	Investment	Cycle	

A	number	of	capital	investment	factors	have	played	into	the	current	productivity	weakness.		

Companies	 have	 allocated	 a	 signi icant	 amount	 to	 buying	 back	 their	 own	 stock,	 while	 capital				

spending,	which	helps	drive	future	productivity	by	providing	better	equipment,	remains	relatively	

weak.	 S&P	 500	 companies	 have	 spent	 near	 record	 amounts	 on	 share	 repurchases	 in	 2016.	 Real			

capital	goods	orders	excluding	aircraft	orders	in	the	U.S.	in	August	2016	was	around	20%	below	last	

cycle’s	peak.	

Factors	 that	 may	 catalyze	 shift	 from	 repurchases	 to	 capital	 investment:	 more	 expensive	 labor							

creating	 an	 incentive	 to	 invest	 in	 capital	 to	 get	more	 production	with	 fewer	 people	 and	 greater			

con idence	in	demand	perhaps	due	to	a	more	favorable	regulatory	environment.	

American	 infrastructure	 has	 deteriorated,	 negatively	 impacting	 productivity.	 McKinsey	 recently		

estimated	the	U.S.	needs	to	increase	infrastructure	spending	by	0.7%	of		the	GDP	to	prevent	further	

deterioration,	equivalent	to	about	$125	billion	a	year.		

After	 the	 election	 much	 emphasis	 was	 put	 on	 the	 promise	 of	 increasing	 production	 with	 the										

improvement	 of	 our	 infrastructure.	 The	 rebuilding	 of	 roads,	 pipes,	 bridges,	 and	 tunnels	 certainly	

will	have	that	effect.	Not	only	will	it	put	people	to	work	but	the	 low	of	goods	and	services	will	be	

more	ef icient	and	reliable.	Interest	rates	below	their	norm	will	help	 inance	all	of	this.	

Conclusion		

Despite	 weakness	 in	 productivity	 data,	 innovation	 and	 capital	 investment	 cycles	 offer	 potential			

catalysts	to	improve	productivity	trends	in	the	future.	
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Throughout	 history,	 investors	 have	 discovered	 numerous	ways	 to	 accidentally	 increase	 risk	 and	

reduce	 returns	 in	 portfolios.	 	 	 When	 people	 think	 about	 the	 acts	 that	 lead	 to	 long‐term	 poor										

performance,	the	two	most	common	are	panicking	in	or	out	of	a	market,	or	buying	very	aggressive	

cult‐like	 investments	 that	 later	 implode.	 	However,	a	 third,	and	many	times	more	damaging	act	 is	

when	 investors	 shift	 funds	 into	 asset	 classes	 that	 have	 recently	 outperformed.	 This	 regularly						

damages	portfolio	returns	and	increases	risk.			

The	cycle	tends	to	repeat	itself	over	time.		An	asset	class	becomes	the	performance	leader	after	4‐5	

years,	 and	 investors	 chase	 the	 recent	 intermediate‐term	 performance,	 causing	 the	 asset	 class	 to		

become	 overvalued.	 	 The	 overvaluation	 typically	 coincides	with	 the	 slowing	 of	 the	 recent	 strong	

fundamental	 growth,	 or	 the	 variables	which	 aided	 the	 outperformance.	 	 Once	 the	 overvaluation,	

slowing	 fundamentals,	 or	 reversal	 of	 positive	 variables	 sets	 in,	 the	 result	 is	 usually	 a	 period	 of	

strong	underperformance	for	the	asset	class	that	everyone	recently	stampeded	toward.		

Over	the	recent	decades,	there	are	a	number	of	examples	of	this	phenomenon.	Investors	piled	into	

real	estate	stocks	after	the	2000‐2006	outperformance,	and	bought	natural	resources	after	the	2002

‐2007	strong	 return	period.	 	After	 these	periods	of	outperformance,	both	asset	 classes	underper‐

formed	as	real	estate	stocks	 lost	over	52%	of	 their	value	over	subsequent	 two	years,	and	natural	

resources	 delivered	 negative	 annualized	 returns	 for	 the	 last	 decade.	 However,	 maybe	 the	 most				

interesting	example	has	been	the	shift	between	U.S.	stocks	and	foreign	stocks	over	the	last	twenty	

years.	

First,	during	the	 ive	year	period	from	1997	to	2001,	U.S.	stocks	outpaced	foreign	stocks	by	a	wide	

margin	as	seen	in	the	table	below.		Internet	and	biotechnology	stocks	were	hot,	interest	rates	were	

falling,	and	the	dollar	was	strong.	As	the	outperformance	of	U.S.	stocks	continued,	more	and	more	

assets	shifted	from	foreign	stocks	to	U.S.	stocks.		Soon	after	the	asset	 lows	peaked,	U.S.	stocks	began	

a	period	of	major	underperformance	 in	which	 foreign	 stocks	outperformed	 the	U.S.	 by	77%	over	

ive	 years.	 	 Ironically	 when	 the	 decade	 period	 from	 1997‐2006	 was	 complete,	 the	 annualized								

returns	were	nearly	identical.	
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There Are Actually Equities Outside The U.S. 

By: Justin W. McNichols, CFA 

In	this	article:		Investors	regularly	damage	portfolio	returns	and	increase	risk	by	
shifting	into	asset	classes	that	have	recently	outperformed	over	the	intermediate	
term.	
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Source:	OPCM	

Next,	 as	 the	 dollar	 fell	 and	 valuations	were	 lower	 in	 foreign	 stocks,	 they	 began	 to	 outperform	 in	

2003.		Foreign	earnings	growth	was	slightly	higher,	plus	the	foreign	markets	lacked	the	rubble	of	an	

internet	 implosion.	 	 From	 2003‐2007,	 foreign	 stocks	 outperformed	 as	 the	 dollar	 fell	 and	 interest	

rates	rose.		As	2007	started,	investors	poured	greater	and	greater	sums	into	foreign	stocks	believing	

the	growth	and	variables	like	the	dollar	weakness	would	continue	into	perpetuity.		However,	growth	

slowed	and	many	positive	variables	reversed.	 	Once	we	entered	2008,	 foreign	stocks	proceeded	to	

sharply	underperform.		Five	years	later,	U.S.	stocks	had	outpaced	foreign	by	24%,	as	seen	below.	

Finally,	today	we	have	witnessed	the	same	investor	bias	of	chasing	performance	after	a	number	of	

years	of	outperformance.		Since	2012,	U.S.	stocks	have	outperformed	foreign	stocks	by	71%,	as	the	

U.S.	 emerged	 from	 the	 credit	 recession	 before	 the	 rest	 of	 the	 world,	 the	 dollar	 was	 strong,	 and								

interest	rates	fell,	as	seen	in	the	following	chart.	

	

Turning	to	valuation,	with	the	recent	U.S.	outperformance,	the	S&P	500	trades	at	about	17.5	times	

forward	annual	earnings	with	a	price‐to‐book	value	of	2.7.		Outside	the	U.S.,	mainly	due	to	the	major	

performance	lag,	foreign	stocks	trade	at	only	13.7	times	earnings	with	a	price‐to‐book	value	of	1.6.		

On	 these	 two	valuation	metrics,	U.S.	 stocks	 trade	at	 a	major	premium	 to	 foreign	 stocks	 (after	 ive	

years	of	outperformance).	

A	 inal	 way	 to	 analyze	 the	 global	 equities	 situation	 is	 to	 observe	 how	 the	 two	 segments	 have										

performed	compared	to	their	average	long‐term	annualized	return.			

There Are Actually Equities Outside The U.S. Cont.’d 
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U.S. Foreign
2003‐2007	 83% 193% ‐‐>	Foreign	outperforms	by	110%
Next	5	Years 10% ‐14% ‐‐>	Then	U.S.	outperforms	by	24%	over	the	next	5	years
Annualized	Return 7.2% 9.6% ‐‐>	The	10	Year	annualized	returns	are	within	2.4%

U.S. Foreign
2012‐2016 97% 26% ‐‐>	U.S.	outperforms	by	71%
Next	5	Years?

U.S. Foreign

1997‐2001	 66% 8% ‐‐>	U.S.	outperforms	by	58%
Next	5	Years 37% 114% ‐‐>	Then	Foreign	outperforms	by	77%	over	the	next	5	years
Annualized	Return 8.6% 8.7% ‐‐>	The	10	Year	annualized	return	is	nearly	identical

Source:	OPCM	

Source:	OPCM	
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Since	 the	 early	 1970s,	 U.S.	 stocks	 and	 foreign	 stocks	 have	 posted	 similar	 long‐term	 annualized						

returns.	 	However,	over	the	last	 ive	years,	U.S.	stocks	have	posted	a	bloated	14.5%	annual	return.		

This	return	 is	over	4.2%	higher	per	year	 than	the	U.S.	 long‐term	average,	and	higher	 than	 foreign	

stocks	by	nearly	10%	annually.	This	 ive‐year	performance	difference	has	only	occurred	a	few	times	

since	the	early	1970s.	When	examining	foreign	stocks,	the	picture	is	nearly	the	inverse.	Over	the	last	

ive	years,	foreign	stocks	have	gained	only	4.7%	annually.		This	return	is	4.5%	below	the	annual	long

‐term	average	per	year	over	the	last	 ive	years.	

Looking	to	the	future,	many	investors	assume	the	dollar	will	continue	to	be	strong	for	a	number	of	

years,	 interest	 rates	will	 only	 rise	 slowly,	 and	all	 of	Trump’s	policies	will	hurt	 foreign	 companies.		

However,	what	if	any	of	these	consensus	thoughts	are	wrong?		If	so,	this	may	usher	in	a	new	outper‐

formance	period	for	foreign	stocks.			

Our	message	is	simple.	As	the	nearly	50%	rise	in	the	U.S.	dollar	begins	to	slow,	while	interest	rates	

begin	 to	 rise,	 and/or	 the	 upcoming	 administration’s	 policies	 are	 not	 universally	 devastating	 for				

foreign	 companies,	we	 could	 enter	 the	 next	 extended	period	 of	 foreign	 stocks	 outperforming	U.S.	

stocks.		Add	on	the	meaningful	valuation	discount	in	foreign	stocks,	along	with	negative	sentiment,	

and	the	performance	in lection	point	may	arrive	in	2017.		Do	we	recommend	selling	all	U.S.	stocks?	

No.	 	 Do	we	 recommend	 increasing	 foreign	 stock	 exposure	 for	most	 investors?	 Yes.	 	 Does	 history			

indicate	this	move	is	prudent?		Yes.			

There Are Actually Equities Outside The U.S. Cont.’d 

Page 6 Economic Memorandum 

U.S. Foreign
Stocks Stocks

45	YR	‐	Annual	Return 10.3% 9.2%

2012‐2016	Annual	Return 14.5% 4.7%

5	YR	minus	45	YR 4.2% ‐4.5% Source:	OPCM	
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The	property	recovery	cycle	has	led	to	outstanding	homebuilding	and	commercial	real	estate	annu‐

alized	returns	relative	to	most	other	asset	classes	over	the	past	 ive	years.	All	cycles	turn,	however.			

Commercial	Real	Estate	

From	 2010	 –	 2015,	 domestic	 commercial	 real	 estate	 of	 all	 sub‐classes	 experienced	 demand											

exceeding	new	supply.	This	drove	above	average	rent	growth	and	took	occupancy	rates	from	below	

to	 above	 long‐term	 norms.	 Apartment,	 industrial,	 lodging,	 regional	 mall,	 and	 self‐storage														

commercial	real	estate	sub‐classes	are	at	or	just	below	record	high	occupancy	rates.	Encouraged	by	

accelerating	 commercial	 real	 estate	 revenue	 and	 pro it	 growth,	 banks	 loosened	 commercial	 real		

estate	lending	standards	throughout	this	period.		

Tight	 occupancy	 and	 loose	 lending	 incentivized	 new	 supply	 that	 is	 inally	 getting	 delivered.								

Problematically,	delivery	of	this	new	supply	is	happening	as	pro it	growth	is	beginning	to	decelerate	

from	 cycle	 high	 growth	 hit	 in	 the	 irst	 quarter	 of	 2016	 and	 liquidity	 conditions	 have	 begun	 to						

tighten.	This	mix	of	increased	supply	in	the	face	of	decelerating	demand	and	tightening	interest	rate	

and	lending	conditions	has	historically	marked	the	latter	part	of	past	commercial	real	estate	cycles.	

Examples	of	supply,	decelerating	pro its,	and	tighter	liquidity	are	highlighted	in	the	following	chart:	
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As the Cycle Turns 

By: Ben T. Viemeister, CFA 

In	this	article:	Commercial	and	residential	property	cycle	indicators	are	 lashing	
yellow.	

Asset	Class ETF	Proxy 5‐Yr	Annualized	Total	Return 

U.S.	Homebuilders SPDR	S&P	Homebuilders 16.2% 

U.S.	Equities iShares	Russell	1000 14.8% 

U.S.	 REITs	 (Commercial	 Real	 Es‐
tate) 

Vanguard	REIT 11.3% 

Foreign	Equities iShares	MSCI	ACWI	ex‐U.S. 5.0% 

Investment	Grade	Bonds iShares	Core	U.S.	Aggregate	Bond 2.0% 

Natural	Resources iPath	Bloomberg	Commodity ‐10.5% 

Source:	Morningstar,	data	as	of	12/28/2016	
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This	 deteriorating	 fundamental	 picture	 is	 happening	 as	 commercial	 real	 estate	 valuations	 remain	

expensive	 for	 private	market	 assets	 and	publicly	 traded	 assets	 like	Real	 Estate	 Investment	Trusts	

(REITS).	 At	 best,	 a	 few	 commercial	 real	 estate	 valuation	 metrics	 are	 just	 above	 their	 long‐term							

averages.	 But	 in	 many	 cases,	 commercial	 real	 estate	 valuation	 metrics	 are	 near	 record	 highs.										

Valuations	 in	 many	 cases	 within	 commercial	 real	 estate	 do	 not	 protect	 investors	 against	 further	

worsening	of	pro it	growth	as	the	cycle	matures.	Now	is	not	the	time	to	buy	commercial	real	estate	

aggressively.			

Residential	Real	Estate	

The	real	estate	allocation	is	not	just	made	up	of	commercial	real	estate	assets.	Residential	real	estate	

is	part	of	it,	too.	It	is	true	that	new	home	starts	remain	well	below	the	peak	set	in	the	housing	bubble	

around	a	decade	ago.	Yet	a	growing	number	of	housing	cycle	indicators	have	started	to	 lash	yellow.	

Existing	home	prices	recently	hit	a	record.	Mortgage	application	growth	is	slowing.	Mortgage	rates	

are	 increasing.	 The	Housing	Opportunity	 Index,	which	 tracks	 affordability,	 recently	 hit	 the	 lowest	

level	 since	 3Q08.	 Valuations	 for	 housing‐related	 companies	 are	 becoming	 less	 compelling.	 These			

developments	warrant	close	monitoring.	

Page 8 Economic Memorandum 
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Increased	
Supply 

 Apartment	new	supply	in	2017	may	run	over	double	the	long‐term	average. 

 Senior	housing	supply	indicators	are	above	their	2007	peak. 

 Industrial	new	supply	metrics	are	similar	to	2007	peak	with	new	supply	in	2017	–	2019	
potentially	outstripping	demand. 

 Lodging	 supply	 growth	 has	 been	 below	 long‐term	 averages	 but	 is	 expected	 to	 hit	 and		
potentially	exceed	long‐term	average	in	the	2017	–	2018	period. 

 Of ice	 seeing	 gap	 between	 demand	 and	 supply	 shrink	 as	 new	 supply	 introduced	 with		
supply	and	demand	in	equilibrium	potentially	in	2018. 

 Storage	construction	starts	have	gone	from	100	per	year	in	2010	–	2014	to	800	–	900	in	
2017. 

Pro it	Growth	
Deceleration 

 Apartment	rental	growth	in	2017	and	2018	expected	to	be	roughly	half	the	rate	of	2015	
peak. 

 Industrial	pro it	growth	in	2017	will	be	coming	off	of	near	cycle	high	growth	in	2016. 

 Of ice	pro it	growth	continues	to	decelerate	from	cycle	high	hit	in	1Q16. 

 Retail	rental	growth	hit	cycle	high	in	2016	and	is	estimated	to	decelerate	in	2017. 

 Storage	pro it	growth	has	halved	from	the	cycle	peak	hit	in	1Q16. 

Tightening	
Liquidity 

 Bank	loan	of icer	surveys	show	a	degree	of	lending	standard	tightening	akin	to	2006	and	
the	late	1990s,	both	periods	where	the	commercial	real	estate	market	topped. 

 Domestic	commercial	real	estate	loan	growth	has	begun	to	decelerate	like	in	late	2006. 
Source:	OPCM	
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Portfolio	Strategy	

The	 conditions	 discussed	 above	 have	 led	 OPCM	 to	 trim	 the	 real	 estate	 allocation	 in	 2016.	 For									

example,	OPCM	trimmed	its	apartment	investment	in	the	 irst	quarter	of	2016	and	eliminated	it	at	

the	start	of	the	third	quarter.	As	a	result,	the	allocation	is	at	the	low	end	of	its	historical	range.	At	its	

peak	over	the	last	ten	years,	the	real	estate	allocation	reached	just	over	10%.	Today,	it	is	around	5%.		

Going	 forward,	 it	 is	possible	 the	real	estate	allocation	may	decrease	 further.	Both	commercial	 real	

estate	 and	 housing‐related	 assets	may	 get	 trimmed	 in	 the	 irst	 half	 of	 2017,	 if	 valuations	 do	 not					

improve	and	fundamentals	continue	to	deteriorate.	In	the	meantime,	OPCM	is	building	its	real	estate	

watch	list	of	potential	assets	to	buy,	if	presented	with	attractive	opportunities.	

Why	 maintain	 an	 allocation	 at	 all	 to	 real	 estate?	 The	 property	 cycles	 may	 reaccelerate,	 perhaps				

triggered	by	new	policies	 from	Washington.	The	asset	class	provides	diversi ication.	Real	estate	 is	

global	 and	 the	allocation	 includes	 international	 real	 estate,	where	valuations	are	not	 as	expensive	

and	property	cycles	are	not	quite	as	mature	as	the	United	States.	

	

	

The	fourth	quarter	of	2016	proved	to	be	a	dif icult	one	for	most	 ixed‐income	investors,	with	nearly	

every	type	of	 ixed‐income	issue	experiencing	increasing	yields	(falling	prices).	Following	President‐

elect	Trump’s	unexpected	election	victory,	 interest	rates	across	 the	maturity	and	credit	spectrums	

soared	as	investors	began	to	price	in	higher	in lation	and	economic	growth	expectations	under	his	

presidency.	In	addition,	the	Federal	Reserve	increased	the	federal	funds	rate	in	mid‐December	–	the	

second	interest	rate	increase	in	the	past	year.	For	the	quarter,	bond	prices	in	aggregate	fell	by	about	

3%,	while	the	yield	on	the	benchmark	10‐year	U.S.	Treasury	bond	leapt	from	1.60%	on	September	

30th	 to	 2.45%	 to	 close	 the	 year	 –	 an	 astounding	 53%	 jump	 in	 just	 three	months	 and	 the	 largest					

increase	since	1994.	

The	rise	in	bond	yields	had	a	negative	relative	impact	on	most	equity	market	sectors	that	investors	

had	been	using	as	a	“bond	proxy”	–	speci ically,	utility	and	consumer	staples	stocks	and	REITs	that	

had	 been	 bid	 up	 to	 unsustainable	 valuations.	 These	 three	 sectors	 saw	 losses	 of	 ‐0.1%,	 ‐2.1%	 and									

‐2.9%	respectively	in	the	fourth	quarter	as	investors	rotated	out	of	these	holdings	and	into	higher‐

yielding	 bonds.	 Meanwhile,	 the	 S&P	 500	 rose	 4%	 for	 the	 quarter.	 We	 had	 either	 avoided	 or													

signi icantly	underweighted	 these	bond	proxy	 sectors	with	 the	expectation	 they	would	be	hurt	 as	
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interest	 rates	 began	 to	 rise.	 Our	 interest	 rate	 hedge	 in	 client	 portfolios	 performed	well,	 gaining	

13.8%	in	the	fourth	quarter,	which	helped	to	offset	the	pressure	on	our	existing	bond	holdings.	

As	we	begin	2017,	much	remains	to	be	seen	about	what	policies	Mr.	Trump	may	try	to	implement	

early	 in	his	presidency	and	how	this	will	affect	bond	yields	going	forward.	But,	given	the	still	 low	

absolute	 level	 of	 interest	 rates,	 we	 believe	 yields	 are	 poised	 to	 continue	 higher	 and	 continue	 to	

maintain	a	defensive	posture	with	high‐quality	credit	and	maturities	in	the	3‐8	year	range.	
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Over	the	course	of	any	presidential	campaign,	it	is	not	uncommon	for	candidates	to	propose	policy	

that	 has	 little	 if	 any	 discernable	 chance	 to	 pass	 Congress	 and	 become	 law.	 Never	 truer	 to	 form,		

President	 Elect	 Trump	 elicited	many	 campaign	 proposals	 that	were	more	 bombast	 than	 realistic	

prescription.	 That	 being	 said,	 many	 non‐partisan	 policy	 experts	 believe	 that	 Donald	 Trump’s							

proposal	 to	 repeal	 the	 estate	 tax	 is	 one	 that	 has	 a	 reasonable	 chance	 to	 pass	 before	 the	 next										

congressional	mid‐term	elections	in	2018.		

As	a	consequence	of	this	possibility,	you’re	likely	to	be	inundated	with	media	conjecture	about	the	

uncertain	future	of	the	estate	tax.	Therefore,	the	purpose	of	this	article	is	fourfold:		

i.	Provide	a	brief	history	of	the	estate	tax	

ii.	Contextualize	the	real	impact	of	repeal	to	most	Americans		

iii.	Explain	legislative	paths	to	passage	

iv.	Encourage	speci ic	dialogue	with	estate	planners	

Believe	it	or	not,	the	estate	tax	was	not	always	the	“political	football,”	it	is	today.	While	the	estate	tax	

is	 a	 little	 over	 one	 hundred	 years	 old,	 the	 United	 States	 has	 always	 found	ways	 to	 tax	 inherited	

wealth,	 albeit	 usually	 in	 the	midst	 of	 a	war.	 1In	 fact,	many	 American	wars	 of	 the	 18th	 and	 19th					

century	were	 funded	 in	part	by	an	ad	hoc	 inheritance	 tax	 (e.g.	American‐French	Naval	Con lict	of	

1797,	Civil	War	under	Union,	Spanish‐American	War).	However,	under	President	Woodrow	Wilson	

in	1916,	Congress	passed	the	 irst	of icial	“estate	tax,”	and	did	so	during	peacetime.	It	is	no	surprise	

that	much	of	these	funds	were	used	shortly	thereafter	to	help	pay	for	World	War	I.			

So	if	the	estate	tax	has	been	in	existence	for	over	a	century,	what	does	its	potential	repeal	mean	to	

the	 average	 investor?	 In	 short,	 the	 answer	 is	 not	 much.	 2According	 to	 the	 Tax	 Policy	 Center	 in		

Washington,	 less	than	1/5	of	1%	of	U.S.	citizens	who	die	 in	2017	or	about	5,400	estates	are	even			

expected	to	pay	inheritance	tax.	3Of	the	$17	billion	in	federal	revenue	that	the	estate	tax	is	expected	

to	generate,	one	third	of	this	revenue	is	made	up	of	 less	than	300	large	estates!	In	addition	to	the	

narrow	 	demographic	 impact,	 the	 iscal	 impact	of	the	current	estate	tax	is	equally	narrow.	In	 fact,	

the	collection	of	the	estate	tax	adds	less	than	1%	of	federal	revenue.	
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For	 all	 of	 its	 controversy	 (fairly	 or	 not),	 the	 reason	 why	 the	 future	 of	 the	 estate	 tax	 will	 have								

minimal	impact	to	most	investors	is	due	to	the	current	federal	exemptions.	4As	of	2017,	the	federal	

estate	tax‐exemption	is	$5.49	million	per	individual	or	$10.98	million	per	couple.	Therefore,	while	

the	actual	estate	tax	is	40%,	the	federal	government	can	only	collect	on	estates	larger	than	close	to	

$11	million.	Additionally,	 the	federal	government	allows	every	 individual	an	annual	$14,000	“gift‐

tax	exclusion”	($28,000	per	married	couple)	per	bene iciary	per	year.	As	long	as	these	annual	gifts	

fall	under	the	exclusion	amounts	above,	they	don’t	currently	count	against	the	$5.49	million	federal	

estate	tax	exemption.		

	While	 there	 is	 certainty	 that	 estate	 tax	 repeal	 would	 have	 limited	 impact	 to	most,	 there	 is	 less					

certainty	 about	what	 other	 current	 tax	 laws	 could	 change	 as	 a	 result	 of	 repeal.	One	possible	 law	

change	could	alter	the	current	“step‐up”	in	cost	basis	rule.	Under	current	tax	law,	assets	(excluding	

those	in	tax‐deferred	vehicles	like	IRAs	or	annuities)	get	a	full	“step‐up”	in	cost	basis	as	of	the	date	

of	death.	5However,	as	a	condition	of	repeal,	Trump’s	proposal	seemingly	advocates	eliminating	the	

“step‐up”	in	cost	basis	for	estate	assets	over	$10	million.	For	example,	say	a	wealthy	widow	passes	

away	and	leaves	$25	million	to	her	children.	Let’s	also	assume	that	her	cost	basis	before	death	was	

$4	million.	If	repealed,	the	estate	tax	of	yesteryear,	or	$5.6	million	($25m	‐	$10.98m	x	40%)	would	

disappear	completely!	This	is	great	news	for	her	children	as	they	would	owe	no	taxes,	right?	Not	so	

fast.	Under	Trump’s	plan,	if	the	same	children	sold	the	assets	immediately,	they	would	not	get	the	

bene it	of	the	full	step	up	in	cost	basis,	or	$25	million	valuation	as	of	the	date	of	death.	Rather,	they	

would	only	get	a	“step‐up”	of	$6	million,	which	is	the	difference	between	the	$10	million	threshold	

and	$4	million	original	basis.	They	would	actually	pay	capital	gains	 tax	on	the	amount	above	$10	

million,	or	$2.25	million	($25m	‐	$10m	x	15%).		

Another	uncertainty	under	the	possible	repeal	is	what	happens	to	the	“gift	tax.”	While	the	estate	tax	

is	a	tax	on	property	at	death,	the	“gift	tax”	is	a	tax	on	property	during	one’s	lifetime.	Like	the	estate	

tax	exemption,	the	gift	tax	exemption	is	also	$5.49	million	per	individual	as	of	2017.	Under	current	

law,	 both	 gift	 tax	 and	 estate	 tax	 are	 inextricably	 linked	 along	 with	 their	 lifetime	 exemptions.								

Ironically,	 the	outcome	of	 the	gift	 tax	could	have	more	of	an	 impact	 for	most	Americans	 than	 the		

estate	tax.	This	would	hold	true	if	the	estate	tax	is	repealed	but	the	gift	tax	remains	without	the	life‐

time	gift	exemption.	Currently,	there	are	two	main	bene its	of	gifting	during	one’s	lifetime.	The	 irst	

bene it	 is	 that	 despite	 the	 bene iciary	 inheriting	 the	 donor’s	 original	 cost	 basis,	 gifting	 can	 allow		

donors	in	a	higher	income	tax	bracket	to	shift	assets	to	bene iciaries	in	a	lower	tax	bracket.	 If	the	

gift	tax	remains	but	the	lifetime	gifting	exemption	is	erased,	donors	may	be	more	leery	about	gifting	

assets	over	the	$14,000	annual	exclusion.	The	second	bene it	of	gifting	assets	during	one’s	life‐time	
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is	 for	 asset	 protection.	 Many	 wealthy	 individuals	 shift	 assets	 into	 irrevocable	 trusts	 or	 Family					

Limited	Partnerships	as	a	way	to	protect	themselves	from	creditors.	If	the	gift	tax	remains	but	the	

lifetime	gift	exemption	goes	away,	it	is	unknown	whether	people	or	entities	would	forego	the	credit	

protection	that	irrevocable	trusts	provide	in	order	to	save	money	on	gift	taxes.	

Regardless	of	the	prospects	or	even	impacts	of	repeal,	the	legislative	path	is	certainly	bound	to	be	

windy	at	best.	Although	Republicans	control	both	House	and	Senate,	they	don’t	have	the	60	Senate	

votes	 needed	 to	 pass	 repeal	 legislation	 outright	 and	 are	 likely	 to	 be	 ilibustered.	 It	 is	 true	 that							

Republicans	could	subsequently	 include	estate	 tax	repeal	as	part	of	a	 larger	budget	reconciliation	

(only	 need	 simple	majority),	 but	 they	 are	 still	 at	 the	whim	 of	 the	 “Byrd	 Rule.”	 6Under	 the	 “Byrd	

Rule,”	the	budget	reconciliation	(and	estate	tax	repeal)	would	sunset	after	10	years.	In	short,	if	the	

estate	tax	repeal	passes	under	congressional	budget	reconciliation	as	opposed	to	Senate	majority,	

the	process	will	start	all	over	again	10	years	later	–	akin	to	kicking	the	political	can	down	the	road.	

For	 a	 recent	 example,	 recall	 the	 Bush	 Tax	 Cuts	 in	 2003	 that	 sunset	 in	 2013	 before	 being	made						

permanent	after	President	Obama	signed	them	into	law.		

Even	though	there	is	uncertainty	on	the	impact	and	legislative	hurdles	of	the	tax,	it	is	still	important	

to	be	proactive	when	it	comes	to	estate	planning.	First,	don’t	let	the	unknown	stop	you	from	doing	

things	 like	 signing	 a	 valid	will.	 Second,	 it	 is	 still	 important	 to	monitor	 and	 review	 items	 in	 your					

estate	plan	not	impacted	by	the	estate	tax	repeal.	Some	items	that	deserve	regular	review	are	health	

care	directives	and	who	should	serve	as	durable	powers	of	attorney	or	executor.	 	Third,	if	you	are	

close	 to	being	over	 the	 lifetime	gift	 exemption,	 avoid	making	 taxable	 gifts	 for	 the	 time	being	and		

until	there	is	more	clarity.	Remember,	you	can	still	make	tax‐free	gifts	up	to	$14,000	per	individual	

without	 triggering	 the	 gift	 tax.	 Lastly,	 speak	 to	 your	 estate	 planning	 attorney	 about	whether	 the			

repeal	of	the	estate	tax	would	impact	you	and	how	this	may	affect	your	planning	choices.	
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Over	the	last	six	years	at	OPCM,	Sonia	has	worked	in	all	capacities	of	operations	

at	the	 irm.		Today,	she	is	the	Director	of	Operations	and	a	member	of	the	 irm’s	

executive	team.		Sonia	enjoys	the	variability	in	her	day	–	whether	it’s	managing	

the	 operations	 team,	 planning	 a	 client	 event,	 updating	 the	 irm	 website,												

enhancing	client	reports,	or	re ining	the	 irm’s	operating	budget,	there’s	always	

something	new	to	work	on.	 	As	a	natural	planner,	Sonia	 isn’t	afraid	of	 focusing	

on	 the	details,	 organizing	projects,	or	brainstorming	how	 the	 irm	can	 improve	and	grow.	 	 If	 you	

have	any	feedback	how	your	experience	as	a	client	could	be	improved,	Sonia	is	eager	to	hear	your	

thoughts.	

Prior	to	joining	OPCM	in	2011,	Sonia	started	her	career	working	for	Strive	for	College,	a	Bay	Area	

non‐pro it	 focused	 on	 improving	 college	 access	 for	 students	 across	 the	 country.	 	 At	 Strive,	 she	

helped	 expand	 the	 organization	 connecting	 aspiring	 college	 students	 with	 local	 mentors	 who							

provide	guidance	through	the	college	admissions	and	 inancial	aid	process.			

Sonia	graduated	from	Santa	Clara	University	with	both	a	double	major	in	Business	Management	and	

Spanish	Studies	and	a	minor	in	International	Business.		As	part	of	her	studies,	she	spent	half	a	year	

in	Buenos	Aires,	Argentina	taking	classes	in	Spanish	and	living	with	a	local	family.			

On	a	personal	note,	 Sonia	grew	up	 in	 the	Bay	Area	and	has	 a	brother	who	 lives	 in	Texas.	 	 In	her	

youth,	she	spent	over	a	decade	as	a	competitive	gymnast.		Today,	with	her	gymnastics	career	behind	

her,	she	enjoys	a	wide	range	of	activities	from	reading	a	book	a	week,	to	trying	to	beat	her	record	of	

working	out	over	200	times	in	a	year.		On	weekends,	she	can	be	found	at	a	farmer’s	market,	testing	

out	 a	 new	 San	 Francisco	 restaurant,	 skiing,	 or	 stand‐up	 paddle	 boarding	 anywhere	 the	 ocean	 is	

warm.		
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The opinions expressed herein are strictly those of Osborne Partners Capital Management, LLC as of the date of the material and is subject to 

change without no ce.  None of the data presented herein cons tutes a recommenda on or solicita on to invest in any par cular investment 

strategy and should not be  relied upon  in making an  investment decision.   There  is no guarantee  that  the  investment strategies presented 

herein will work under all market condi ons and investors should evaluate their ability to invest for the long‐term. Each investor should select 

asset classes for investment based on his/her own goals,  me horizon and risk tolerance. The informa on contained in this report is for infor‐

ma on purposes only and should not be deemed investment advice.  Although informa on has been obtained from and is based upon sources 

Osborne Partners Capital Management, LLC believes to be reliable, we do not guarantee its accuracy and the informa on may be incomplete or 

condensed. Past performance is not indica ve of future results. Inherent in any investment is the possibility of loss.  Osborne Partners Capital 

Management, LLC does not provide tax or legal advice. Please consult with your tax and legal advisors regarding your personal circumstances. 
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				Menlo	Park,	CA	94025	
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 Contact	Us:		

E‐mail:	info@osbornepartners.com	

Phone:	(800)	362‐7734	

www.osbornepartners.com	

Locations:	

Our	updated	ADV	is	available	upon	request	and	on	the	client	portion	of	the	OPCM	website.		

Certified Financial Planner Board of Standards Inc. owns the certification marks CFP®, CERTIFIED FINANCIAL PLANNER™ 
and federally registered CFP (with flame design) in the U.S., which it awards to individuals who successfully complete CFP 
Board’s initial and ongoing certification requirements. 

Referrals	of	your	friends	and	family	are	the	greatest	compliments	we	can	receive.	 	If	you	

know	of	anyone	who	can	bene it	from	our	unique	combination	of	investment	management	

and	active	 inancial	planning,	please	do	not	hesitate	to	contact	us.		


