
Leading up to and following the passage of the Tax Cuts and Jobs Act (Trump Tax Cuts) I wrote a
lot of analysis on the fallacy of tax cuts, why tax cuts wouldn't change corporate behavior, and why
tax cuts are an ineffective method of improving economic growth.

I received a lot of push back on my views then the "mainstream" analysis was the tax cuts would
jump start economic growth. Of course, with 2017's Q1 economic growth coming in at a meager
0.7% annualized, it would certainly seem to be needed. But as I questioned then:

"Do tax reductions lead to higher economic growth, employment and incomes
over the long-term as promised?"

Speaking to NBC's Meet the Press, VP Mike Pence argued at the time he was confident that
eventually, the deficit would decline as it would be overcome by surging economic "growth"
thanks to the tax cuts it will fund.

As I wrote then, such was unlikely to be the case due to fact that•tax-rate reductions are quickly
absorbed into the economy. For example:

Year 1: GDP = $1 Trillion•

Taxes Are Reduced Which Puts $100 Billion Into The Economy.

Year 2: GDP = $1 Trillion + $100 Billion = $1.1 Trillion or 10% GDP Growth

Going Into Year-3 There Are No New Tax Cuts And All Spending From Previous
Year Remains

Year 3: GDP = $1.1 Trillion + $0 = $1.1 Trillion or 0% GDP Growth

As shown in the chart below, changes to tax rates have a very limited impact on economic growth
over the longer term.

https://realinvestmentadvice.com/the-data-is-in-tax-cuts-and-the-failure-to-trickle-down/


Furthermore, it was believed that tax cuts would lead to a boom in employment.•The chart below
shows the corporate tax rate versus employment back to 1946. Corporate tax levels create
employment change at the margin. If you look at the chart you will notice that when corporate tax
rates are reduced employment did marginally increase but only for a short period of time. The
problem for the "Trump Tax Cuts"•is that they were introduced at a time when the economy
was already running near full employment. Not surprisingly, the change to employment over
the last year has been minimal tied primarily to population growth.

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Tax-Rates-President-GDP-021919.png


What drives employment is sustainable economic growth that leads to higher wages, increased
aggregate demand and higher rates of production. In other words, employment adjusts over time to
respond to the strength and direction of the economy rather than the movements in tax rates. The
chart below shows economic growth versus employment.•

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Corporate-Tax-Rate-Employment-021919.png
https://realinvestmentadvice.com/wp-content/uploads/2019/02/Taxes-Economic-Growth-021919.png


Do not misunderstand me. Tax rates CAN•make a difference in the short run when coming out of
a recession as it frees up capital for productive investment at a time when recovering economic
growth and pent-up demand require it. However, as I stated previously, given the economy was
already growing near maximum capacity, the boost from tax cuts was mostly mitigated.

Over the long term,•it is the direction and trend of economic growth that drives employment. The
reason I say "direction and trend"•is because, as you will see by the vertical blue dashed
line, beginning in 1980, both the direction and trend of economic growth in the United
States changed for the worse.

Yes, as I noted previously, Reagan's tax cuts were effective because they were "timely" due to the
economic, fiscal, and valuation backdrop which is diametrically opposed to the situation today.

"Importantly, as has been stated, the proposed tax cut by President-elect Trump
will be the largest since Ronald Reagan. However, in order to make valid
assumptions on the potential impact of the tax cut on the economy, earnings and the
markets, we need to review the differences between the Reagan and Trump eras.
My colleague, Michael Lebowitz, recently penned the following on this exact issue.

'Many investors are suddenly comparing Trump?s economic policy proposals to those
of Ronald Reagan. For those that deem that bullish, we remind you that the
economic environment and potential growth of 1982 was vastly different than it is
today.• Consider the following table:'"

The differences between today?s economic and market environment could not be starker.
The tailwinds provided by initial deregulation, consumer leveraging, declining interest rates, and
inflation provided huge tailwinds for corporate profitability growth. The chart below shows the ramp
up in government debt since Reagan versus subsequent economic growth and tax rates.

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Reagan-Present-Comparison-Table-021919.png


As noted, rising debt levels are the real impediment to longer-term increases in economic
growth. When 75% of your current Federal Budget goes to entitlements and debt service, there is
little left over for the expansion of the economic growth.

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Tax-Rates-President-Debt-GDP-021919.png


The•tailwinds enjoyed by Reagan are now headwinds for Trump.•

Tax Cuts Don't Reduce The Deficit

So, back to Vice-President Pence's belief that tax cuts will eventually become revenue neutral due
to expanded economic growth, Peter Baker via the NYT•recently made the same point:

"While a corporate tax rate cut of the dimension Mr. Trump envisions would reduce tax
revenues by more than $2 trillion over the next 10 years, Mr. Mnuchin noted that an
increase in economic growth of a little more than one percentage point would generate
close to the same amount. The goal, he said, was to produce a sustained national
growth rate of 3 percent, instead of the 1.8 percent now projected over the next
decade."

The problem with the claims is there is NO evidence that is•the case. The increases in deficit
spending to supplant weaker economic growth has been apparent with larger deficits leading to
further weakness in economic growth. In fact, ever since Reagan first lowered taxes in the '80's
both GDP growth and the deficit have only headed in one direction - lower.

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Tax-Rates-Debt-EconomicGrowth-021919.png
https://www.nytimes.com/2017/04/25/us/politics/white-house-economic-policy-arthur-laffer.html


As noted above, there are massive•differences between the economic and debt related
backdrops between the early 80?s and today.

The•Committee For A Responsible Federal Budget at the time analyzed Trump's proposed tax plan
and came away with the following analysis:

"Based on what we know so far, the plan could cost $3 to $7 trillion over a
decade? our base-case estimate is $5.5 trillion in revenue loss over a decade.
Without adequate offsets, tax reform could drive up the federal debt, harming
economic growth instead of boosting it."

The revenue loss is already occurring as shown in the chart below.

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Defict-GDP-021919.png


The true burden on taxpayers is government spending, because the debt requires future interest
payments out of future taxes.•As debt levels, and subsequently deficits, increase, economic
growth is burdened by the diversion of revenue from productive investments into debt
service.•

As expected,•lowering corporate tax rates certainly helped businesses increase their bottom
line earnings, however, it did not ?trickle down? to middle-class America.•As noted by Jesse
Colombo:

"'In 1929 ? before Wall Street?s crash unleashed the Great Depression ? the top 0.1%
richest adults? share of total household wealth was close to 25%, today, the that same
group controls more wealth than the bottom 50% of the economy combined."

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Taxes-Receipts-Expenditures-021919.png
https://realinvestmentadvice.com/americas-1-hasnt-had-this-much-wealth-since-the-roaring-twenties/
https://realinvestmentadvice.com/americas-1-hasnt-had-this-much-wealth-since-the-roaring-twenties/


Not surprisingly, focusing tax cuts on corporations, rather than individuals, only exacerbated the
divide between the top 1% and the rest of the country as the reforms did not focus on the economic
challenges facing us.•

Demographics
Structural employment shifts
Technological innovations
Globalization
Financialization•
Global debt

These challenges will continue to weigh on economic growth, wages and standards of living into
the foreseeable future. •As a result, incremental tax and policy changes will have a more

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Wealth-Top-1-Percent-021919.png


muted effect on the economy as well.

As investors, we must understand the difference between a ?narrative-driven? advance and one
driven by strengthening fundamentals. The first is short-term and leads to bad outcomes. The
other isn?t, and doesn?t.•

Where Tax Cuts Worked

The one place that tax cuts did work, as we expected, was in the expansion of corporate share
buybacks. According to a recent New York Times analysis:

"Cheerleaders for the tax cut argued that the heart of the law ? cutting and restructuring
taxes for corporations ? would give the economy a positive bump, giving companies
incentives to invest more, hire more workers and pay higher wages.

Skeptics said that the money companies saved through tax cuts would merely increase
corporate profits, rather than trickling down to workers.

JPMorgan Chase analysts estimate that in the first half of 2018, about $270 billion in
corporate profits previously held overseas were repatriated to the United States and
spent as a result of changes to the tax code. Some 46 percent of that, JPMorgan Chase
analysts said, was spent on $124 billion in stock buybacks."

"The flow of repatriated corporate cash is just one tributary in what has become•a flood
of payouts to shareholders, both as buybacks and dividends. Such payouts are
expected to hit almost $1.3 trillion this year, up 28 percent from 2017, according to

https://www.nytimes.com/2018/11/12/business/economy/trumps-tax-cut-was-supposed-to-change-corporate-behavior-heres-what-happened.html
https://realinvestmentadvice.com/wp-content/uploads/2019/02/Share-Buybacks-021819.png
https://www.nytimes.com/2018/05/18/business/tax-cut-stock-buybacks.html?module=inline
https://www.nytimes.com/2018/05/18/business/tax-cut-stock-buybacks.html?module=inline


estimates from Goldman Sachs analysts."

While wages did rise marginally over the last, due more to tightness in the labor market
rather than tax cuts, corporations failed to share the wealth. In fact, the ratio of profits to
workers wages have materially worsened since the enactment of tax cuts.•

Summary

https://realinvestmentadvice.com/wp-content/uploads/2019/02/Wages-Profits-Ratio-021919.png


Despite the commentary to the contrary, the reality is, as we predicted over a year ago, that tax
cuts in a late stage economy would have little, if any, real impact.•

The spurt of economic growth in the first half of 2018 came from the impact of three massive
hurricanes and two major wildfires in late 2017 which led to a surge in spending for reconstruction.
That input has now faded and economic growth rates are beginning slow.•

The•fiscal health of the United States is deteriorating fast, as revenues have declined sharply. The
federal budget deficit ? the gap between what the government collects in revenues and what it
spends ? is approaching nearly $1 trillion.•It?s highly unusual for deficits and borrowing needs
to grow this much during periods of prosperity.•

https://realinvestmentadvice.com/wp-content/uploads/2019/02/GDP-Grwoth022819-2.png


As noted in the NYT article:

"Corporate tax revenues are down one-third from a year ago. Federal revenues as a
whole ran $200 billion behind the Congressional Budget Office?s forecast for the 2018
fiscal year ? even though economic growth was faster than the C.B.O. expected. The
nonpartisan Committee for a Responsible Federal Budget reports that nominal federal
revenues are•down by at least 3.6 percent•since the tax cuts took effect."

Other than creating a massive windfall to corporate bottom lines, tax cuts not only failed to improve
the economic prosperity for the vast majority of Americans, but has now entrenched the economy
into a deeper "fiscal hole" than we were when Trump took office.•

As a "fiscal conservative," my concern continues to be the entire lack of fiscal responsibility in
Washington D.C. There was a time when politicians at least acted like they were concerned about
the budget but that process was clearly abandoned a decade ago.•

While schemes and tricks to get votes may work in the short term, the long-term consequences are
already playing out in real-time.•

Why do you think "socialism" has become a "thing" in what once was considered the
greatest capitalist economy on the planet?

http://www.crfb.org/blogs/tax-bill-did-not-cause-revenue-rise

