
Tax Increases on the Rise in the Future 

As we build financial plans for our clients, we are required to make assumptions about 

inflation, income, expenditures, and market performance often decades into the 

future. Therefore, we build plans with conservative assumptions to ensure that our 

clients can meet their stated goals. However, there is one item where our integrated 

models might be understating an unavoidable future expenditure, tax increases. We 

believe income taxes will rise in the future, regardless of which political party controls 

Congress, and we aim to highlight our reasons for this belief. 

Reason 1: Increases to the Individual Income Tax Already Built 

into the Tax Act 

Most individuals do not realize that many of the provisions in the Tax Cuts & Jobs Act 

(“TCJA”) were written with automatic sunset or roll-backs. Generally, these provisions 

are included to create a balanced Bill so Congress can respect the debt ceiling. In this 

case, the Bill has a planned increase to the deficit, but the impact was exceedingly 

large and was therefore scaled back to some degree to enable its passage. A few of the 

planned changes include: 

• Lower Tax Rates - The reduction in tax rates is temporary and is scheduled to 

revert to pre-TCJA rates after 2025. 

• Increased Standard Deductions - The standard deduction was 
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3Q19 Economic Overview: Fighting the Urge to Follow 

Investor behavior is increasingly mercurial and emotionally influenced by headlines, 

as evidenced by visceral adjustments in asset allocations and hasty swings in portfolio-

level positioning over the last two years. The Investment Team believes that this is not 

the environment to make significant, unsubstantiated, and subjective changes to 

strategic asset allocations, and yet, novice investors seem to be making short-sighted, 

disconcertingly cavalier adjustments to their portfolio asset allocations in reaction to 

shifts in market momentum. In the later stages of an equity bull market, it can be 

extremely detrimental to let emotions dictate or influence asset allocation decisions: 

asset allocations should be determined by fundamental factors, such as risk tolerance 

preferences and long-term investment objectives, allowing for subtle tactical shifts in 

allocations to take advantage of opportunistic over-/under-weights based on economic 

research and sentiment-driven mispricing. 

Tracking fund flows across different asset classes provides valuable insight into 

exploitable investment opportunities created by sentiment-driven mispricing resulting 

from investors’ flawed decision-making and herding behavior (i.e., following market 

trends and momentum by buying outperforming assets and selling underperforming 

ones). This type of investor behavior often becomes exaggerated in nomadic, 

directionless markets that lack conviction, similar to the current 
Continued on next page 
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environment. Within a contrarian investing framework, fund flows expose investor sentiment, identifying potentially 

mispriced, out of favor investments trading at significant discounts to their intrinsic values as a result of oversupply 

driving asset prices to depressed levels. 

To illustrate investors’ behavioral tendency to mistime asset allocation decisions, the Investment Team tracked weekly 

U.S. fund flows data across both equity and fixed income (i.e., bond) mutual funds over the past ±14 months, which 

highlight how investors tend to rotate into/(out of) assets near short-term peaks/(troughs), respectively. Looking back 

over the volatile holiday season last year, when the S&P 500® Index capped off a near-term, peak-to-trough ‘correction’ 

of -19.78% - narrowly avoiding a ‘bear market’ correction of -20.0% - on December 24th 2018, provides an exemplary 

case study in reactive investor trading and poor timing. As can be seen in Chart I below, the S&P 500® Index closed at 

an all-time high on September 20th 2018 and subsequently declined -13.97% throughout the 
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3Q19 Economic Overview: Fighting the Urge to Follow 

Chart I: Equity Mutual Funds Weekly Net New Cash Flow vs. S&P 500® Price Index 

Source: McShane Partners - FactSet Research Systems, Inc. 

Monthly Index Review 
USD Total Return 

Data as of October 31st 2019 
October 

2019 2018 2017 
2019 
YTD 

S&P 500® +2.17% -4.38% +21.83% +23.16% 

Dow Jones Industrial Average +0.59% -3.48% +28.11% +18.19% 

NASDAQ Composite +3.71% -2.84% +29.64% +26.06% 

Russell 2000 +2.63% -11.01% +14.65% +17.18% 

MSCI Emerging Markets +4.23% -14.24% +37.75% +10.71% 

MSCI EAFE +3.60% -13.36% +25.62% +17.43% 

Bloomberg Barclays U.S. Aggregate Bond Index +0.30% +0.01% +3.54% +8.85% 

Aggressive Equity Outflows 
Following Acute Sell-Off 

As Markets Hit Near-Term Bottom 



fourth quarter (“4Q18”), with near-term capitulation ensuing on Christmas Eve after sustained net outflows 

from equity mutual funds, which accelerated into year-end. As investors continued to pull assets from equity 

mutual funds, however, equity markets quickly recovered and established a sharp, broad-based rally over the 

first few weeks of the new calendar year and have maintained momentum over the past ±10 months. 

Investors, bewitched by negative momentum in 4Q18 and fearing additional market declines, sold equities in 

defiance of their long-term asset allocation targets and missed out on the subsequent rebound in equities 

during this time, with the S&P 500® Index returning +23.16% year-to-date (“YTD”) in 2019. 

Bye-Bye Bonds 

Alternatively, investors were categorically impatient with bonds heading into 4Q18 and the months leading 

up to the ‘Christmas Correction’ of 2018. Unfortunately, this proved to be the exact time investors should 

have been adding to bond allocations to protect investment portfolios and lock in cyclical-high interest rates: 

for example, the yield on the U.S. 10-Year Treasury Bond hit as high as ±3.23% on October 5th 2018 but now 

sits at just ±1.69%.  

As outlined in Chart II below, net outflows from bond mutual funds in the U.S. peaked when the Bloomberg 

Barclays U.S. Aggregate Bond Index, a widely used index tracking the performance of the broader U.S. bond 

market, hit a near-term bottom on November 2nd 2018. This behavior persisted until selling capitulated in 

early-January 2019 and fund flows reversed course as investors aggressively chased the bond market rally. 

Similar to the aforementioned scenario in the equity market, investors let their emotions dictate their ill-

fated reactions to sharp spikes in market volatility after the fact, impairing portfolio performance in an 

attempt to time asset class performance by making ex-post adjustments to portfolio allocations. 
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Chart II: Fixed Income Mutual Funds Weekly Net New Cash Flow vs. Bloomberg 
Barclays U.S. Aggregate Bond Index 

Aggressive Inflows into Bonds 
Coincide with Near-Term Peak in 

Bond Market Index 

As Bond Market Bottomed, 
Investors Aggressively Sold 



Asset Allocation Cycle 

After looking at asset class performance in isolation, the Investment Team analyzed historical trends in aggregate asset 

allocation data over multiple recessionary periods, denoted by the light-blue vertical bars in Chart III, below. Chart III 

tracks investor positioning and portfolio-level allocations as percentages of total investable assets across all managed 

investment vehicles registered in the U.S. (i.e., “All Managed Assets”), represented in the chart by the dark blue 

line. Chart III also shows shifts in investor positioning and asset allocations by quantifying the relative amount 

invested in a particular asset class as a percentage of All Managed Assets.  

As indicated by the red line in Chart III, which represents the allocation to equity mutual funds and exchange-traded 

funds (“ETFs”) as a percentage of All Managed Assets, equity allocations tend to peak immediately before a recession 

and bottom towards the end of or immediately after a recession, as investors increase equity allocations at the top of 

the market and subsequently reduce them at cyclical nadirs. The inference is that investors are buying high and selling 

low, which, when demonstrated directly, seems like an obviously ludicrous investment strategy in hindsight; however, 

when emotions are driving decisions and momentum is driving emotions, investors’ perception of reality becomes 

skewed, prices appear irrelevant, and the ability to make objective, rational decisions becomes increasingly impeded. 

This confluence results in a frenzy, and our job as investment managers is to repress innate compulsions to react by 

introducing objective, data-based decision-making in order to avoid repeatable patterns. 

Conversely, cash allocations as a percentage of All Managed Assets, represented by the green line in Chart III, tend to 

bottom just as equity allocations peak, only to reverse course and peak as equity markets hit cyclical lows. This 

momentum-driven deployment of and subsequent conversion to cash not only limits upside 
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Chart III: U.S. Asset Allocation Trend Analysis 

Source: McShane Partners - FactSet Research Systems, Inc. 
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potential due to the buying of overvalued securities but also stifles the flexibility to deploy incremental cash 

in discounted securities during depressed market environments. 

Furthermore, the pattern in investors’ allocations to bonds as a percentage of All Managed Assets, depicted 

by the light blue line in Chart III, exhibits a similarly nonsensical pattern, with investors increasing their 

exposures and allocations to bonds during and in the immediate aftermath of recessionary periods: 

objectively, these tactical shifts in overweighting portfolio-level allocations to bonds should occur gradually 

as equity markets approach cyclical highs and well in advance of any sustained equity market correction in 

order to mitigate outsized downside risks, enhance principal preservation, and alleviate fear-based selling. 

This careful, cautious maneuvering is especially important during the later stages of the market cycle. 

Preventing the Permanent Impairment Problem 

Establishing trust in the investment and portfolio management process through education is the most 

powerful means of mitigating potential mistakes (e.g., trying to time asset allocation decisions), and the 

associated investment underperformance, that result from flawed logic and reactive decision-making. 

Education, such as studying and analyzing historical fund flows data and trends in asset allocations, can not 

only improve portfolio-level performance over time, but also reduce the anxiety associated with investing. 

In order to achieve their long-term investment objectives, rational investors need to adhere to their 

fundamental asset allocation strategies, which often requires repressing herd mentality and herding 

behavior, such as reactive changes to portfolio-level allocations. Furthermore, rational investors must 

possess sufficient conviction in their portfolio management strategies to withstand prolonged periods of 

relative underperformance until markets eventually mean revert and return to fair value. As we have 

cautioned before, patience is critical to the success of contrarian investing, which presents an acute 

psychological challenge for most investors during periods of heightened headline risks and pervasive 

uncertainties across global financial markets, which is an environment we expect will continue into 2020 and 

2021. 

Continued on next page 

“There will always be bull markets, followed by bear markets, followed by bull markets.” 

  - Sir John Templeton 
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Third Quarter 2019 Economic Overview Webinar 

As always, we look forward to discussing these topics, as well as other important investment and economic issues, 

during the Investment Team’s upcoming Third Quarter 2019 Economic Overview webinar. 

Registration information for the webinar can be found, below. 

Please feel free to contact us at (980) 585-3390 or via email if you have any questions. 
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Stock & Strategy Spotlight 

Name Ticker 
2019 
YTD 

Infosys Ltd. Sponsored ADR INFY +3.89% 

Description & Investment Thesis 

Earlier this month, shares of Infosys Ltd. Sponsored ADR (“INFY”) experienced their largest single-day sell-off in over 
seven years, plunging -12.11% in response to allegations and claims made by unidentified employees in a 
whistleblower letter regarding unethical and inappropriate accounting practices used/promoted/endorsed by key 
members of the management team at INFY in order to inflate/exaggerate profitability and boost short-term earnings 
results for the company. While INFY has been one of the Investment Team’s top-performing International Equity 
names across client investment portfolios, returning as much as +29.16% on a year-to-date (“YTD”) basis through 
September 5th 2019, questions surrounding the incremental corporate governance and regulatory risks created by the 
news of these whistleblower allegations cast a longer-than-expected shadow over our near-/intermediate-term outlook 
for the stock. That being said, however, we would reiterate that these allegations/claims have not been 
yet been investigated or substantiated, yet, and there could very well be a scenario in which INFY did 
not knowingly engage in any potentially fraudulent and/or illegal activities in an attempt to mislead or 
deceive investors. Based on an adjusted earnings build-up/framework for the company and a valuation analysis of 
the stock relative to industry peers, the Investment Team believes that the ‘worst-case’ scenario for shares of INFY 
would result in approximately -21.0% of additional downside risk at current levels. As such, and given the average size 
of current/existing client positions in INFY, the Investment Team feels comfortable moving to the sidelines on INFY 
for the time being. 
Earlier this year, the Investment Team reiterated its buy recommendation for shares of Cognizant Technology 
Solutions Corp. (“CTSH”) - one of INFY’s industry peers - and believes that the stock represents a better risk-return 
proposition for long-term investors given the potential for multiple expansion and ongoing recovery/improvement in 
several key business segments/verticals, which should drive upside earnings surprises over the next ±12-18 months. 

Third Quarter 2019 Economic Overview Webinar 

Date: Tuesday, November 12th 

Time: 10:00 AM EST 

Registration Information 

Please use the following link or be sure to look for additional registration reminders, which will be sent out in 

the days leading up to the webinar. 

To register for the webinar, please click here.  

A recording will be available on our website after November 15th. 

mailto:evanness@mcshanepartners.com?subject=Third%20Quarter%202019%20Economic%20Overview%20Webinar
https://attendee.gotowebinar.com/register/577577158714146829
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almost doubled by the TCJA. Those increased amounts will expire after 2025. 

• More Favorable AMT Rules - The increased exemptions that lifted many taxpayers out of AMT 

expire after 2025. 

• Elimination of the Phaseout for Itemized Deductions – The phaseout previously limited 

itemized deductions for higher income taxpayers. The phaseout was removed in the Tax Act but reappears 

in 2026. 

• Deduction for Recipients of Pass-Through Income - The 23.0% deduction for certain types of 

pass-through income expenses December 31st 2025. 

• Expanded Child Tax Credit - The $2,000 per child credit expires at the end of 2025. 

• Increased Federal Gift & Estate Tax Exemption - The doubling of the per person exemption, as 

well as the indexing for inflation, all expire after 2025. 

• Restrictions on Itemized Deductions - A bit of good news is that, along with the expiration of the 

increased standard deduction, the limitations on certain itemized deductions (e.g., mortgage interest, state 

taxes, etc.) also expires after 2025. 

Could these items in the TCJA be extended? It is possible that they could, even on a yearly basis, as has been 

done with certain items for years. However, that greatly increases the uncertainty for taxpayers as well as 

increases the cost of the TCJA as discussed, below. 

Reason 2: The Impact on Government Debt 

At the time of passage, the TCJA represented a planned increase to the U.S. deficit. While you may have heard 

of balanced budget requirements, the technical rules allow for an optional “budget reconciliation” process to 

expedite the consideration of mandatory spending and tax legislation. The procedure was originally designed 

as a deficit-reduction tool, but it has been used recently to enact tax cuts. The constraints on the reconciliation 

process prohibit entitlement increases or tax cuts that cost money beyond the specified timeframe in the 

reconciliation directive. While the 10-year window included in the TCJA was found to not increase the long-

term deficit, it does increase the deficit over the ten-year period. 

The 2017 TCJA came with a hefty price tag. The estimated reduction in federal receipts was ±$1.456 trillion 

over the 10-year budget window (2018-2028). Keep in mind that since the deficit is being debt financed, the 

cost of the deficit is compounded due to the impact on debt-service costs. 

In February 2019, the U.S. National debt hit a record ±$22.0 trillion. That represents an unprecedented 

increase during the second-longest economic expansion since the post-World War II boom. The debt has risen 

by more than ±$2.0 trillion since President Trump took office in 2017. Over the next ten years annual deficits 

are expected to be ±4.4% of gross domestic product (“GDP”), while the average over the past 50 years was 

±2.9% of GDP. The increases to deficit spending were in addition to previously projected deficit spending in 

future years. 

Any extension of the TCJA provisions would have an economic cost, as the original tax cuts exceeded tax 

increases. The most costly provisions in the TCJA were the individual provisions, which account for ±$1.13 

trillion of the TCJA’s ±$1.46 trillion cost. 

Reason 3: Dynamic Scoring is Imperfect 

One stated goal of the TCJA was to enhance the U.S. economy. One question we are often asked is whether the 

economy will grow because of the tax cuts and pay for the costs? The expense and revenue estimates outlined 

above were determined using the traditional Congressional Budget Office methods, which essentially assume 

any cut or increase will have a one-dimensional impact on tax receipts. In 2015, Congress adopted new rules to 

estimate the budgetary effects of tax, spending, and regulatory legislation. The new rules Continued on next page 



permit or require “dynamic scoring” of proposed Bills. Dynamic scoring permits the estimate of secondary implications 

from a change in policy, such as impacts on employment, GDP, and other economic effects to be included in the 

analysis of the overall cost of a Bill. The 2017 TCJA was the first major Tax Act to utilize dynamic scoring. Rather than 

the traditional cost, which was estimated at ±$1.5 trillion, dynamic scoring of the Bill was ±$1.1 trillion. Meaning 

that Congress voted on the Bill with the expectation that the tax cuts would result in increases in revenue from 

secondary effects that would reduce the cost by 27.0%.  

Based on fiscal year 2018, which includes nine months of the TCJA, tax revenue has fallen by more than the projected 

levels. Current models of the impact, using fiscal year 2018 (“FY2018”) numbers, suggest that the revenue offsets could 

only account for 20-25% of the cost. Therefore, these numbers suggest that at best the Bill will cost $20 billion more 

than expected, and at worst $70 billion additional.  

The high initial cost, the record-setting debt levels, and the projected miss on economic benefits may make the 

extension of beneficial tax cuts prohibitively expensive. 

Reason 4: Individual Income Taxes are the Lion’s Share of Government Receipts 

It is often suggested that reductions in individual income taxes can be “made up” with increases to other taxes, such as 

corporate taxes. For FY2018, individual income taxes comprised 51% of all federal revenue. An additional 35% of 

federal revenue came from payroll taxes, with 6% coming from corporate income taxes. The remaining 8% came from 

the following: excise taxes (3%), estate taxes (0.7%), and other revenue like assets held by the federal reserve (2.9%). 

The U.S. has traditionally found other tax sources, such as a Value Added Tax (“VAT”), to be politically and socially 

unpopular. Therefore, the U.S. is the only one of 34 OECD member countries that does not employ a VAT.  

The reduction in U.S. corporate rates has moved the U.S. closer to the middle of the distribution of worldwide rates 

after years of being one of the highest in the world. If there is no appetite for a VAT, and no appetite to return to an 

outlier in corporate taxation, the only source of revenue left is individual income taxes. Given the small percentage of 

receipts that corporate taxes represent, some type of tax on individuals is likely the only tax that could impact overall 

expense and debt levels. For these reasons, we believe that an increase to individual income taxes is likely. Whether it 

will be a tax on income or a tax on assets, there is an overwhelming need to increase federal receipts and/or reduce 

government expenditures.  

We believe that tax planning is an extremely important component of each client’s financial plan. We review each 

clients tax plan annually to ensure that we are providing proactive tax planning advice ahead of any projected tax law 

changes. 
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Phone: (980) 585-3373 
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Wealth management is our only business; 

therefore, our attention is undivided and our 

intentions are transparent. 

Information provided in this newsletter should not be considered or interpreted as advice for your 
particular financial situation. Please consult a professional advisor for advice regarding your 
specific financial needs. 

CIRCULAR 230 NOTICE: To comply with requirements imposed by the United States Treasury 
Department, any information regarding any U.S. federal tax matters contained in this 
communication (including any attachments) is not intended or written to be used, and cannot be 
used, as advice for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) 
promoting, marketing or recommending to another party any transaction or matter addressed 
herein. 

This newsletter is for discussion purposes only and represents the opinions of McShane Partners. 

McShane Partners is a Registered Investment Advisor. 
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Come By, Say Hi, Grab a Pie! 

On Wednesday November 27th, McShane Partners will be 

hosting its sixth annual “Come By, Say Hi, Grab a Pie” 

throughout the day at our offices! 

Please email Lesley Burke as soon as 

possible to reserve your Apple pie, and 

we will have one waiting for you as a 

thank you for allowing us to serve your 

wealth and investment advisory needs! 

Women’s Alzheimer’s Movement 

McShane Partners is proud to 

support WAM - The Purple 

Luncheon. This inspiring and 

educational luncheon with 

Keynote Speaker and Founder, 

Maria Shriver, was held at the 

Mint Museum Uptown on 

October 30th. 

Every 65 seconds, a new brain 

develops Alzheimer’s. Two-

thirds of the brains with Alzheimer’s belong to women, 

and no one knows why that is. The Women’s Alzheimer’s 

Movement is determined to find out. Founded by Maria 

Shriver, The Women’s Alzheimer’s Movement is a 

nonprofit organization that is dedicated to raising 

awareness about women’s increased risk for Alzheimer’s 

and to educating the public , women and men, about 

lifestyle changes they can make to protect their brain 

health. 

3rd Quarter 2019 Economic Overview Webinar 

McShane Partners invites you to join us for our Third 

Quarter 2019 Economic Overview Webinar on Tuesday, 

November 12th at 10:00 AM EST.  

McShane Partners Supports the Learning 

Society at Queens 

As a Gold Sponsor, we are honored to support this year’s 

guest speaker, Michelle Alexander, a legal scholar, 

social justice advocate, New York Times columnist and 

visiting professor at Union Theological Seminary. She will 

lead a conversation on ending racial caste in America 

while providing a new perspective on the challenges 

facing the civil rights community and a call-to-action for 

a multi-racial, multi-ethnic human rights movement for 

justice in America. The conversation will be moderated 

by Michael Barbaro, host of The New York Times' "The 

Daily" podcast. 

In her acclaimed best-seller, The New Jim Crow: 

Mass Incarceration in the Age of Colorblindness, 

which is Queens' 2019 Common Read, Michelle 

Alexander peels back the curtain on system racism in the 

American prison system.  

This event will be held on November 19th 2019 at 7:00 PM 

at the Belk Theater. 

Rock on, Becky Hoover! 

McShane Partners’ new Wealth 

Advisor and Director of Tax, Becky 

Hoover, is a rock star: literally and 

figuratively! 

She recently earned her Certified 

Divorce Financial Analyst™ 

(“CDFA™”) designation and also 

showcased her guitar skills at NoDa 

Brewery on a beautiful Sunday 

afternoon earlier this month October. 

Around McShane Partners 
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