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A Quick Review

It’s possible we may be experiencing an economic environment that no one alive today has ever
witnessed before. Yet, it probably doesn’t require a Stanford economics graduate to understand.

Nevertheless, it may be worth a quick review of exactly what is, and has been, going on for some
time.
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As you can see in the next chart,
the labor participation rate has
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The “gains” we keep hearing
about don't jibe with the
continuous steep decline in the
participation rate.

Conclusion: The meaningful jobs
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But, there’s more to the story: a -
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Why are employers not hiring?

Back in the day when I was publishing weekly newspapers, I was like most other business owners -
unwilling to take on long-term capital expenditures, which couldn’t be ‘expensed’ but only amortized,
unless I felt good about what my future outlays would look like. Like everyone else, I had a silent
partner in my life: My Uncle Sam. Except this silent partner was able to tell me how much of my
revenue he would take home without actually contributing to my business. Some partner, huh?

I was lucky. Around 1981 it began to look
like tax cuts, and marginally lower rates,
would be on the horizon for probably another
eight years, and maybe longer. I was able to
grow my business.

As you can see in the chart at left, tax rates
did head down; and, except for a brief blip

Blue: Top marginal rate .
Red: Top marginal rate on earned income, if different around 1991-2, they have remained at

historically low levels.

While that looks good, it’s the threat of
higher taxes that’s keeping everyone on the
sidelines. Banks have little incentive to lend
with interest rates remaining so low; and
employers have little incentive to take on
long-term capital risk with a “silent partner” seeking higher revenues to finance their agendas. These
historically low rates are what lay the framework for the higher taxes debate to come.
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been keep interest rates low,

hoping there will provide an

incentive for consumers to finance new purchases. But, when you consider that so many have
dropped out of the work force (declining job participation) and government spending on programs has
been increasing, there appears to be little incentive there, as well. And, as noted, banks see little or
no incentive to put out long-term risk capital with such small profit margins resulting from the low
rates.

Where does that leave us?
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A quick glance at the Fed’s rate
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Politicians will go to the only place they feel at home: Taxation. The argument, of course, is that
redistribution puts money in people’s pockets so they’ll go out and spend. And, as everyone knows,
demand spurs supply and therefore creates jobs... an approach that did seem to work after the onset
of WWII, even if it didn't after eight years of The New Deal.

What all this means to you.

Despite the recent mid-term election results, income tax rates are likely headed higher over the next
eight to twelve years. Many forget that the law allowing for the taxation of Social Security was
actually a compromise bill between President Reagan and House Speaker “Tip” O’Neil in an effort to
save Social Security, which was then on the brink of collapse. Unfortunately, there were no cost-of-
living adjustments (COLASs) in the compromise; so, like the alternative minimum tax (AMT), more and
more people became snared into paying taxes on their benefits — and many who used to pay taxes on
50% of their Social Security benefits later found themselves paying taxes on 85% of the benefits
simply because of inflation.

Politicians like to pass laws that take affect years later - no one will remember who did it; and tax
increases can also show-up later by simply omitting COLAs in the legislation. Naturally, there will
always be some carve-outs for certain groups.

The stock market has enjoyed gains over the past six years, primarily due to (1) cost cutting (jobs)
which increases earnings outlooks, and (2) low interest rates left few places for money to go. In
short, Wall Street has been pretty much the only game in town.

Going forward, increased taxes - the 800-pound gorilla — may pose the biggest problem, particularly
for those who’ve been socking away money in 401(k)s and traditional IRAs over the years. They may
find that they've been avoiding low taxes on the “seed” money only to pay higher taxes on a much
larger “harvest”. Since required minimum distributions (RMDs) are counted as Provisional Income in
determining how much of their Social Security gets taxed, those growing retirement accounts will
create larger RMDs leading to a larger percentage of Social Security benefits being taxed. Further,
those who’ve been building value in variable annuities will find those annuities won't be taxed at
capital gains rates, but the higher income tax rates.
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Houston; we have a problem.

Fred and Wilma are each 50 years old, planning to retire at age 65. Their joint income working at
Bedrock, Inc. is $100,000. They have $500,000 in IRAs and another $100K in taxable accounts.
They're also contributing 10% to their 401(k) accounts with no employer matching.

Their 401(k)s could grow to $1.5 million in 15 years, assuming a long-term average annual rate of
return at 8%. It doesn't sound bad; but, the RMDs alone will likely put them in the highest marginal
tax bracket. The government will like that. Remember, Uncle Sam is your partner in your retirement
account - and the government gets the only vote on how much they want from you for their share.
You don't get a say.

And, because their RMDs will be greater than their standard deductions and personal exemptions, they
will be subject to the whims of Congress, and the IRS. And, because their RMD income is so high,
especially when added to 50% of Social Security for computing the SS tax, they’ll also pay taxes on
85% of their Social Security income.

Fred and Wilma still have 15 years to retirement. There may be a solution for them; maybe even a
way to zero-out their taxes so they can have a tax-free retirement, thus firing their partner for good.

Those who waited until retirement to form a strategy will have a hard time doing that. And, of course,
when interest rates head higher, their bond-heavy portfolios are likely to face strong (read:
destructive) headwinds. Even with appropriate hedging and alternatives to meet with these
challenges, it’s still going to be difficult, given the increased correlation among asset classes over
recent years.

The rate hikes don't appear to be on the immediate horizon; but, they're likely out there. For now,
the federal debt may be the biggest issue, leading to higher taxes that will impact retirees the most.

Jim
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