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REAL ESTATE REFRESHER: HELPFUL TAX
PROVISIONS IN CALIFORNIA AND BEYOND

By Erica S. White
CFA

Homeownership has long been touted as
a key contributor to personal wealth. In-
deed, over time there can be great benefit
to investing in real estate and owning a
primary residence. Particularly in Cali-
fornia, housing prices have grown at a
fast rate, and since the 1940s, California
home prices have risen more quickly
than the U.S. average. While in 1940 the
average California home cost about 20%
more than the average U.S. home, by
2015 the average California home cost
250% more than the average U.S. home.

Given this trend, many of our clients
and particularly those in California have
experienced tremendous long-term ap-
preciation in their homes. Homeowner-
ship may represent a substantial part of
an individual or family’s balance sheet. At
Clifford Swan, we understand that your
financial life extends beyond the portfo-
lios we directly manage. The investments
we make take into consideration your en-
tire financial picture, as does the counsel
we provide. As always, we recommend
consulting a tax professional regarding
your unique situation, but in broad terms,
this article is meant to explore some of
the tax guidelines that both inform our
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advising and decision-making when it
comes to questions about real estate.

By way of background, owning a pri-
mary residence has long offered tax ad-
vantages. One of the best known benefits
is the mortgage interest deduction. With
certain limitations, homeowners are able
to reduce their taxable income by the
mortgage interest paid, provided that the
loan is secured by the principal residence.
Furthermore, upon the sale of your pri-
mary residence, taxpayers may qualify
to exclude a very significant portion of
the realized capital gain, if relevant, from
their taxable income. In other words, if
you sell your home at a profit the capital
gain exclusion may allow you to shelter
some or all of that profit from tax. Up to
$250,000 for individuals and $500,000
for married couples filing jointly may
be excluded from your taxable income
if certain conditions are met. First, you
must have owned the home and used it as
your residence for at least two out of the
previous five years before the date of sale.
The two year (or 24 month) requirement
does not have to be fulfilled in a single
block of time; the 24 month threshold is
cumulative. Second, the home must also
qualify as your “main home,” meaning
that, if you own multiple homes, the most
important factor (among others) is where
you spend the majority of your time.

For investment property, there are also
ways to avoid paying capital gains tax
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upon sale. A 1031 Exchange allows an
investor to sell a property and reinvest
the proceeds in another property to

defer capital gains tax within a 180 day
window. IRC Section 1031 (a)(1) states:

“No gain or loss shall be recognized
on the exchange of property held for
productive use in a trade or business
or for investment, if such property

is exchanged solely for property of
like-kind which is to be held either for
productive use in a trade or business
or for investment.”

This provision is not for personal
use, so it will not apply to your primary
residence. Otherwise, the definition of
“like-kind” property is fairly broad. For
real estate investors acting within certain
guidelines, a 1031 Exchange can prove a
powerful tool in lowering taxable income.

Turning back to primary residences,
and specifically to those in California,
there are a number of state proposi-
tions that may significantly reduce tax
obligations as well. Passed in 1978 as an
amendment to the California Constitu-
tion, Proposition 13 established the
concept of a base year value for property
tax assessments. If your property has
not changed ownership or has not had
new construction since Proposition 13’s
passage, it received a base value rolled
back to 1975. Otherwise, when prop-
erty changes ownership, it is reassessed
at current market value, establishing a
new base year value for both land and
improvements. Partial changes in owner-
ship result in changes to the base year
value exclusively for the portion of the
property affected, where ownership has
indeed changed. New construction also

causes adjustments to the base year value.

The base year value concept is cru-
cial because it establishes a floor from
which your property tax increases are
limited. First, under Proposition 13 the
assessed value of the property may not
increase by more than 2% each year (in
the absence of ownership changes or
new construction). Second, the property
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tax rate itself is limited to 1% of the as-
sessed value. In reality, many California
property owners actually experience tax
rates above 1%, due to additional taxes
approved by voters in different locali-
ties. However, Proposition 13 is clearly
helpful in limiting tax obligations for
California homeowners, particularly in
the context of the significant increases
in home prices that have occurred.

There are a number of California
propositions that build upon the foun-
dation of Proposition 13, which can be
extremely beneficial especially for clients
in or approaching retirement. Proposi-
tion 60 allows for the transfer of base
year values between properties. In other
words, when selling a home and buying
another, you may be able to retain the
first home’s base year value and transfer
it to your next. This may be helpful where
Proposition 13 has limited the increase in
your home’s base year value to less than
the increase in home prices and, in par-
ticular, to less than the market value of
your next property. To take advantage of
Proposition 60, you or your spouse must
be at least 55 years old when the original
property is sold. The replacement proper-
ty must become your principal residence
and must be of equal or lesser market
value than the original property. There-
fore, Proposition 60 only works when an
individual or couple is trading down in
terms of market value. You are allowed a
window of two years (before or after) the
sale of your original property to purchase
the replacement. Most importantly, this
is a one-time benefit.

Proposition 90 offers the same benefit
as Proposition 60 except it allows for the
transfer of base year values between prop-
erties in different counties within Califor-
nia. Proposition 60 offers an intra-county
benefit within all California counties,
while Proposition 90 is for inter-county
transactions. Not all California coun-
ties will accept inter-county transfers, so
Proposition 90 currently only applies to
replacement properties purchased in the
counties listed in the table on this page.

California propositions even assist
with some intergenerational tax con-
cerns, to the extent that they allow for

Counties Covered by Proposition 90

_ losAngeles ~ QOrange

_ SanDiego  SanMateo

_ SantaClara ~ Tuolumne
Ventura

the transfer of base year values between
generations. Proposition 58 excludes
from tax reassessment transfers of real
property between parents and children
in certain circumstances, as does Propo-
sition 193, in this case between grand-
parents and grandchildren (if the inter-
mediate generation, the qualifying chil-
dren of the grandparents, are deceased.)
Both propositions allow for primary
residences to be excluded from tax reas-
sessment, along with up to $1 million of
real property other than primary resi-
dences, applying separately to each eli-
gible transfer. In other words, next gen-
eration property owners can avoid tax
increases when acquiring the property of
their parents or, in some circumstances,
their grandparents. Importantly, it may
not always be beneficial to forego tax
reassessment, particularly in a declining
market. Finally, it’s crucial to separate
reassessment for tax purposes from any
adjustments in cost basis that may occur
when inheriting property. They are dis-
tinct values, not to be conflated.

Understanding the intricacies of the
tax code is a job for tax professionals
with an acute grasp of your individual
circumstances and the rules that govern
them. Importantly, there are certain
exceptions to the rules mentioned above
that are beyond the scope of this article
but that may apply to you (for example,
disability often results in differing eli-
gibility requirements when it comes to
tax benefits). However, it’s also clear that
information is key in real estate decision
making and investing, and the knowl-
edgeable investor is at a significant ad-
vantage. To the extent that we can assist
you with your wealth planning and real
estate needs, please do not hesitate to
reach out to your Clifford Swan Invest-
ment Counselor. ¢



INFLATION: IS THIS THE
INFLECTION POINT?

Average Inflation by Spending Category (1982-2016)

, By Randall L. Zaharia
CFA, CAIA®

The U.S. economy may be at an inflation
inflection point. Oil prices have doubled
since February of 2016, and the election
of Donald Trump as the President of the
United States has added stimulus con-
cerns. Expectations of substantial fiscal
and tax initiatives could spur additional
economic growth and subsequently
increase inflation. However, the market
is not at a consensus due to various eco-
nomic cross currents."?

A starting point for considering
whether inflation is at an inflection
point is to review a newsletter article we
published in the first quarter of 2010.
Titled “The Inflation Contagion: An
Analysis,” the article noted that inflation
had been low, relative to recent history.
Inflation changed materially from 1850
to 2010 (and subsequently into 2016).
From 1850 to 1913, inflation was a mini-
mal 0.4%. Following the establishment
of the Federal Reserve in 1913 until the
abolishment of gold- and silver-backed
bank notes in 1934, inflation increased
at a higher rate of 1.5%, suggesting that
central bank involvement may have
spurred higher levels. Once the U.S.
completely converted to a “full faith and
credit” paper currency for public use,
inflation averaged 3.8% annually from
1934 until 2010 (3.6% overall average
from 2010 to 2016).

There are several key concepts to
understand before addressing where in-
flation may head. First, we note that in-
flation has three components: 1) actual
inflation (a backward-looking measure-
ment of reality); 2) expected inflation
(inflation that is basically the market’s
general expectation for the future); and
3) unexpected inflation (the difference
between expectations and reality). As
an example of unexpected inflation,
imagine if expectations for future infla-
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tion are 1.5%, yet actual future inflation
turns out to be 2.5%. The unexpected
portion of inflation is the 1.0% addition-
al inflation imbedded in that 2.5% (2.5%
actual - 1.5% anticipated = 1.0% unex-
pected). Actual inflation, expected infla-
tion, and unexpected inflation are quite
dynamic, and what people perceive as
happening is in constant flux. Finally,
there are a number of economic forces
that help to create unexpected inflation,
which are discussed below.

The second concept we need to
understand is: how does one actually
measure inflation, and what, if any, are
the criticisms of this measurement?
That is, what is inflation and what does
it really mean? Most people are familiar
with the headline inflation number, the
Consumer Price Index (CPI), which is
published monthly by the U.S. Bureau of
Labor Statistics (BLS). In particular, the
CPI measures the changes in a basket
of goods and services month-by-month
and year-by-year. Alternatively, the Fed-
eral Reserve monitors the Personal Con-
sumption Expenditure (PCE) inflation
rate, which is published by the U.S. Bu-
reau of Economic Analysis (BEA). Both
have measured average inflation in the 1
to 2% range over the last several years.

However, there is some debate over
whether inflation measurements under-

report actual price changes. As noted
above, the CPI measures changes in a
basket of goods services; how that basket
changes is subject to much discussion.
One economic expert, John Williams of
American Analytics & Research in San
Francisco, has filed a number of dis-
senting public opinions® in response to
BLS open commentaries. He argues that
changes in CPI calculations since 1990
have biased the reported CPI numbers
downward. The BLS introduced some
key theoretical modifications, including
substitutionary effects (which impact the
specific goods and services in that bas-
ket because consumers will substitute
one product for another in response to
higher prices) and hedonic effects, which
typically occur with technology goods
(increased quality and/or effectiveness
for the same expenditure—e.g. comput-
ers). Williams contends that CPI would
be substantially higher without these
modifications. It might be reasonable to
assume that overall inflation is some-
what higher than currently reported.

In addition, CPI is a general spot esti-
mate of inflation, and does not measure
the same experience for everyone. As
the chart above shows, inflation var-
ies by spending category. One would
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expect the inflation perceived by col-
lege students to be different than that of
elderly retired citizens. Each group pur-
chases different products and services,
each with different pricing influences
(e.g., tuition, books, and computers vs.
healthcare, food, and utility costs). Per-
haps the key focus is the direction that
inflation takes, however measured.

With these concepts as a backdrop,
what might we expect with inflation go-
ing forward? In what direction might it
be moving? First, over the last few years,
CPI inflation has approached 2% while
the economy averaged about 2 to 2.25%
annual real growth. With the election
of President Trump, if some or all of his
proposals on fiscal and tax stimulus are
implemented, we might see economic
growth approach 3%. Given the very
modest slack in unemployed and under-
employed workers, there is a reasonable
expectation of increasing wage growth.
In addition, the demand for commodi-
ties may continue to increase, along with
the commensurate price increases from
that increased demand. If one includes
the potential impacts from protection-
ism and tariffs, the price of domestic
goods may also see upward inflationary
pressure. Additionally, with the pickup
in financial lending, money growth, and
increasing interest rates, there are decent
reasons to expect higher inflation levels
due to monetary factors. So, what are
markets expecting now?

Based on the current relationship
between the U.S. Treasury 10-year
yield and the U.S. Treasury 10-year
TIP (inflation-protected bonds), the
financial markets appear to be pricing
in about 2% inflation over the interme-
diate term (a stated goal by the Federal
Reserve). These expectations are above
the roughly 1.4% rate seen just one year
ago, but increased recently due to the
factors discussed above. Can inflation
go higher than 2%? Based on history, it
could reach the 3 to 4% level and still be
consistent with the eighty year average.
In the last 25 years, inflation has been
in the mid-single digits (3 to 6%). So,
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to ask again, could inflation go higher?
Yes. And, there lies our possible inflec-
tion point.

Counter to this point, there are a
number of financial and economic forc-
es that are working against increased
inflation. The high debt levels in the
U.S. and around the world may exert a
deflationary drag as people and govern-
ments attempt to reduce the growing
debt levels. In the U.S. alone, we have
seen a doubling of debt over the last
eight years, from $10 trillion to roughly
$20 trillion. Also, there is significant
production capacity around the world.
For example, in China, the steel indus-
try is exhibiting excess capacity. In-
creasing levels of production may lead
to lower prices.

However, keep in mind that heavy
debt levels have multiple implications on
financial and economic outcomes. Car-
men Reinhart and Kenneth Rogoft’s re-
cent book,* This Time is Different: Eight
Centuries of Financial Folly, reviews
800 years of financial world history. The
results of their historical analysis sug-
gest that elevated debt levels are strongly
associated with higher inflation. In an
earlier paper® by the same name, the
authors “[found] that the same issue
arises in the analysis of high inflation...
the government’s gain to unexpected
inflation often derives at least as much
from capital losses that are inflicted on
holders of long-term bonds.” The key
takeaway may be that governments can
decrease the burden of their debt by
inflating their currency, and thereby
reducing the real value of the debt. This
might be a reflection of the old adage,
“There are three ways to deal with gov-
ernment debt: increase taxes, decrease
expenditures, and/or inflate the curren-
cy.” Inflation could be a critical feature
to reducing the burden of debt going
forward, given the high U.S. debt level
and increasing deficit, and a disinclina-
tion to raise taxes and cut expenditures.
Tellingly, some have described inflation
as a “stealth tax,” as it decreases the real
cost of debt over time.

So, are we at an inflection point?
Clifford Swan believes we are, but the

arguments in both directions appear
convincing and have a valid set of bases.
Therefore, a reasonable approach might
be to hedge those expectations. If infla-
tion could indeed increase another 1%
over the next several years with a mod-
est possibility of returning to the 1.5%
expectation level, then owning some
investment options to counter inflation
might be prudent. However, if inflation
cannot get much past the current 2%
level, the value of these inflation-protec-
tion investments is minimal, at best.

In the CSIC article cited above, some
of the investment options noted include
U.S. Treasury TIPS, commodity funds
and commodity-based companies, as
well as manufacturing companies that
have reasonably good pricing power
as inflation increases. However, some
of these options, such as commodities,
have other risks that can arise apart
from inflation, and which make them
a difficult hedge. Nonetheless, many of
these still remain potential options.

In the end, the question is, “what
direction is inflation taking?” While the
conclusion might not be overwhelming,
there is a reasonable chance of inflation
increasing modestly over the next sev-
eral years. The 2010 Clifford Swan ar-
ticle anticipated 2 to 3% inflation by the
mid 2010’s and 5% or more by the end of
the decade. We see that 2 to 2.5% level
today, and foresee inflation levels rising
modestly higher. While we are always
vigilant on critical economic trends, it is
sometimes easier to see inflection points
in the rearview mirror. ¢
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EQUITY MARKET OUTLOOK

By Maxwell R. Pray
CFA

As measured by the S&P 500 Index,
the stock market has risen 10.6% since
the U.S. Presidential election on Novem-
ber 8, 2016, including a 5.8% increase
year-to-date through February 21, 2017.
While there was considerable media at-
tention when the Dow Jones Industrial
Average broke through the 20,000 mark
on January 25th, keep in mind that this
number has no inherent value besides
being a talking point for television pun-
dits. Whether it’s the S&P 500 (the 500
largest stocks by capitalization in the
U.S. stock market) or the Dow (the 30
most well-known of those 500 stocks),
the bottom line is that stocks have been
performing well since the election.

in the 10-year period from 1989 to 1999.
This latest “doubling” in the stock mar-
ket index is more impressive because,
although it took 18 years, the market
absorbed two major downturns during
this time period. We first had the dot-
com crash in 2001, followed by a finan-
cial crisis in 2008 that was largely attrib-
utable to the collapse of a bubble in the
real estate market. On top of the market
appreciation, investors also enjoyed
strong income returns via the dividends
that were paid out by corporations, with
solid annual dividend yields of 2-3%.
The important question is, “Where
do we go from here?” The answer to
that question is, as always, “it depends.”
The direction of the market is the re-
sult of multi-factored interactions. On
the corporate earnings side, about 80%

S&P 500 Index Performance Since the U.S. Presidential Election
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The stock market has performed

well over the long-term as well. In the
18 years since 1999, when the Dow hit
10,000 and was trading at a 25 Price-to-
Earnings (P/E) ratio, the stock market
index has doubled. The Dow’s peak level
in 1999 was a result of one of the stron-
gest bull markets ever, when the stock
market doubled twice (i.e. quadrupled)

of companies have reported their lat-
est quarterly results; more than 50% of
those in the S&P 500 that have reported
have beaten revenue estimates, and ap-
proximately 75% have beaten EPS (earn-
ings per share) estimates. This is good
news, and as we proceed through 2017,
the key to solid stock returns will be

the trend in revenue, earnings and cash

flow growth expectations for our com-
panies. As policies start to take shape

in Washington, we should begin to get
visibility on the impact those policies
will have as companies report quarterly
results through the year and talk about
expectations going forward. If business
fundamentals continue to show solid
signs of growth and meet or beat cur-
rent expectations, it will be a positive for
investment returns. However, if growth
slows and companies reduce their ex-
pectations for later in 2017 and into
2018, we may see a difficult stock market
environment. With expectations of solid
employment and some wage growth,
relatively low interest rates, normal rates
of inflation, and no major geopolitical
events, we anticipate a solid market en-
vironment. Valuations, as measured by
P/E ratios, are not cheap in general, but
are approximately 20% lower than the
“bubble” area of the late 90’s described
above. Revenue, cash flow, and EPS
growth will be most important to stock
performance going forward. On aver-
age, we anticipate about 4-5% revenue
growth and 12-13% EPS growth over
the next year across our universe of
companies. These growth numbers may
be slightly higher than historical aver-
ages, but for all intents and purposes
can be considered fairly normal.

In our fourth quarter 2016 market
outlook, Peter Boyle talked about four
policy areas that could potentially impact
our economy positively: tax reductions,
infrastructure spending, deregulation,
and defense spending. With only a few
months having passed since the inaugu-
ration, it is simply too early to know what
the outcomes will be in those four areas.
The important questions for the stock
market are what specific policies and ac-
tions will be taken by the new administra-
tion, what impact those policies will have
on the economy, and, more specifically,
how corporate earnings will be affected?

On the regulatory front, a move to
less stringent restrictions should benefit
both revenue growth and profitability
for some companies over time; especial-
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ly those in the finance, energy, and in-
dustrial sectors. Revenue growth could
come from more opportunities as some
restrictions are lifted, and profitability
growth could come from fewer work
hours spent internally by companies on
regulation requirements. It will be diffi-
cult to point to which specific regulation
will benefit which specific company,
where, and over what time period.

Lower taxes could also benefit reve-
nues and profitability for the companies
in our clients’ portfolios. As individu-
als’ tax rates go down, there tend to be
incremental increases in discretionary
spending, which benefits many busi-
nesses. Corporations benefit from lower
taxes, which increase their profitabil-
ity and could lead to paying out more
cash in dividends, buying back stock,
or reinvesting in their business—all of
which tend to benefit shareholders over
time. With the upside to tax reform,
there are also two risks to keep on the
radar screen. There has been concern
over growing income inequality over
the past few years, and if the gap were
to widen, some think this may have a
negative impact on economic growth.
Potentially the biggest unknown is the
impact tax reform will have on the bud-
get deficit. Will the theoretical benefit
to growth offset the loss in revenues
from the tax cuts?

An increase in infrastructure spend-
ing could generate opportunities for
industrial companies, depending, again,
on the timing and the type of work
required. Currently, one of the biggest
questions regarding the potential posi-
tive impact of infrastructure spending is
where the dollars will come from to pay
for the projects. A second unknown is
the timing of the projects.

Lastly, it is intuitive that an increase
in defense spending should benefit de-
fense companies and some of the indus-

WISDOM for GENERATIONS
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trial companies that are on the relevant
defense companies’ supply chains.

Though not part of the “four factors,”
one of our biggest concerns is the talk
of trade policy changes. Bringing more
jobs to the U.S., particularly in the man-
ufacturing sector, sounds great in the-
ory, but the renegotiation of free-trade
agreements could lead to global supply
constraints, inflation, and rising prices
to consumers. In turn, this could have
a negative effect on the global economy
and even result in a global trade war.

The investment outlook sounds
promising, but there are areas to watch
closely. Each of these policies has tan-
gential effects on other areas of govern-
ment and the economy; it is crucial for
the success of any new policy to mini-
mize the disruption to outside affected
areas which can negate potential ben-
efits—or worse. We continue to be wary
of the geopolitical environment and the
potential surprise factor inherent in our
world today. We also need to learn and
understand what could happen to cor-
porate earnings if some of the policies
changes in Washington hinder global
trade. While monitoring the current
environment, we will continue to invest
according to our long-standing invest-
ment philosophy of seeking leading
companies with increasing economic
margins, as identified through our in-
ternal fundamental research. ¢
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MESSAGE FROM THE CHAIRMAN

By Linda Davis Taylor

A _
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joined Clifford Swan Investment Counselors in June of 2015,

Erica has become an integral member of the investment team.
In January we welcomed two new colleagues to the firm.

Daniel Mintz joined us as an Equity Research Analyst,

and George Hasbun serves as an Investment Counselor.
Please join us in congratulating Erica and welcoming

George and Dan. ¢

We are very pleased to announce that Erica White has been l

named a principal of the firm. An Investment Counselor who

Daniel Mintz

F

George Hasbun



