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November 19, 2017 
 

Corporate windfall, not macro  
 
Main Points  
 
• There is a lot of uncertainty around the Trump Administration’s proposed tax reform, in terms of 

whether it will pass through Congress and what form it will take if it does. 
 
• It seems investors are also having trouble figuring out what the market has discounted, as the price 

action in the various equity baskets is not a reliable measure. 
 
• In this note, I will not make much contribution to clearing up that uncertainty. Others are in a much 

stronger position to do so. 
 
• I would, however, like to simplify the discussion so far as possible by arguing that investors may 

safely ignore many of the macro issues that are occasionally associated with the debate. 
 
• With that simplification in place, we can probably at least say that a larger than expected corporate 

tax cut would be unambiguously bullish equities, while failure to deliver a tax cut (or disappointment 
over its size) would be clearly bearish. 

 
• To encourage a focus on what seems to be the main practical issue, I argue four points here: 
 

A steep reduction in the statutory corporate tax rate would not be passed on to workers in the 
form of higher wages. Instead, the windfall would be retained by equity holders. 

 
The reform package is unlikely to deliver much fiscal stimulus, which is actually feature in the 
current economic environment. 
 
A reduced corporate tax rate -- and the broader reform package of which it would be part -- 
would slightly steepen the rise the debt/GDP ratio.  But that seems unlikely to be a major 
macro issue quite yet. 
 
The supply of default-free rates duration hitting the US bond market is going to accelerate in 
the coming years, as the deficit rises and its effects are reinforced by a now shrinking Fed 
balance sheet.  But that should have a distantly secondary effect on the term premium and 
asset prices generally.  
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Keep	it	as	simple	as	possible	
	
The	Trump	Administration’s	proposed	tax	reform	remains	the	source	of	confusion	in	the	
markets.		Investors	do	not	know	if	a	package	will	pass	Congress	or	even	roughly	what	form	it	
might	take	if	it	does.	
	
They	also	have	trouble	sizing	up	what	is	discounted.		It	is	hard	to	boil	all	the	complexity	down	to	
a	binary	question,	the	odds	around	which	might	be	inferred	from	price	action.		Moreover,	
stocks	that	are	particularly	sensitive	to	corporate	taxes	are	also	sensitive	to	other	risk	factors,	
like	exchange	rates,	that	have	also	been	evolving.		As	measures	of	discounted	probability,	those	
equity	baskets	are	not	very	reliable.		
	
In	this	note,	I	will	not	add	much	to	the	debate	about	what	will	happen	with	the	reform	package	
or	whether	investors	already	know	it.		Others	with	contacts	in	–	and	a	focus	on	–	DC	are	in	a	
much	better	position	to	do	that.	
	
Instead,	I	hope	to	simplify	the	debate	so	far	as	possible	by	elaborating	on	an	answer	I	gave	a	
reader	who	was	curious	if	the	debate	might	be	further	complicated	by	macroeconomic	
considerations.		Just	as	an	example,	might	the	reform	lead	to	overheating	by	delivering	a	
poorly-timed	fiscal	stimulus?	
	
Briefly,	the	answer	seems	to	be,	No.		We	are	fairly	safe	going	with	the	idea	that	a	corporate	tax	
cut	is	bullish	the	market	and	that	a	failure	to	deliver	would	be	bearish.		Size	matters,	obviously.			
But	beyond	that,	the	complexity	seems	not	that	important	–	at	least	to	the	directional	impact	
on	the	equity	market.	
	
 
 

 
 

Source: CBO, FH simulation 
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To	support	that	conclusion,	I	argue	four	points	here.		
	
• Any	windfall	from	a	corporate	tax	cut	will	be	kept	by	corporations	and	will	not	be	passed	on	

in	the	form	of	higher	wages,	at	least	at	a	horizon	relevant	to	readers	of	this	note.	
	
• A	tax	reduction	package	focused	at	the	upper	end	seems	unlikely	to	generate	much	fiscal	

stimulus,	even	if	it	ends	up	being	slightly	larger	than	expected.		The	absence	of	much	
stimulus	is	constructive	from	a	macro	perspective,	given	that	the	economy	is	now	late	cycle.		

	
• Tax	cuts	would	slightly	exacerbate	what	is	already	a	deteriorating	outlook	for	the	federal	

debt.		But	tax	cuts	in	the	neighborhood	of	what	is	being	proposed	would	not	alone	do	much	
damage	to	fiscal	stability.		And	even	the	broader	picture	seems	not	yet	alarming.		

	
• There	will	be	a	significant	acceleration	of	the	supply	of	default-free	rates	duration	over	the	

coming	years,	which	tax	cuts	would	slightly	exacerbate	by	raising	the	deficit.		But	the	role	of	
net	supply	in	determining	asset	prices	is	overstated,	particularly	at	the	Fed	and	among	its	
followers.	

	
Before	elaborating	on	these	four	points,	it	may	be	worth	emphasizing	that	the	purpose	here	is	
not	to	argue	a	bull	case	but	to	emphasize	that	the	impact	of	the	tax	reform	issue	itself	is	fairly	
simple.		The	market	risk	created	by	the	debate	around	corporate	taxes	is	straightforward,	but	
two-sided.			
	
Also,	this	effort	at	simplification	is	incomplete.		I	refer	to	the	effect	of	the	tax	reform	debate	on	
the	overall	market.	There	will	be	winners	and	losers,	which	I	do	not	address	in	this	note,	which	
covers	macroeconomic	issues.	I	also	do	not	address	incentive	or	supply-side	effects,	which	I	
assume	will	be	small.	If	I	were	to	be	wrong	about	that,	it	would	most	likely	strengthen	the	main	
point	I	raise	here,	which	is	that	a	corporate	tax	cut	is	bullish	–	and	vice	versa.	
	
Corporations	will	keep	any	windfall	
	
The	Trump	Administration	has	suggested	that	a	steep	reduction	of	the	statutory	corporate	tax	
rate	would	fulfill	a	campaign	promise	to	help	the	middle	class.		The	argument	is	that	the	
windfall	from	a	lower	statutory	rate	would	be	passed	on	to	workers	in	the	form	of	higher	
wages.			
	
Indeed,	Administration	economists	have	estimated	that	total	wages	would	be	pushed	up	by	
three	times	the	estimated	fiscal	cost	of	the	corporate	tax	cut	itself,	on	the	grounds	that	tax	cuts	
are	passed	on	and	have	favorable	incentive	effects	on	the	supply	side.		
		
I	will	set	aside	the	ultra-dynamic	scoring	on	the	grounds	that	most	readers	will	probably	agree	
that	it	is	just	for	pretend.		Separately,	the	idea	that	corporate	tax	cuts	are	passed	on	to	wages	
at	a	horizon	relevant	to	equity	investors	requires	two	strong	assumptions:	that	corporate	
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profits	result	from	purely	competitive	dynamics	and	that	adjustment	to	super-normal	(after-
tax)	profitability	occurs	quickly.	Neither	of	those	assumptions	seems	likely	to	be	true.		
	
Corporate	profitability	is	increasingly	determined	as	a	return	on	market	power,	rather	than	as	a	
reward	to	patience	and	risk	tolerance,	as	the	classical,	perfect-competition	model	assumes.1		
Market	power	is	a	loaded	term,	but	it	can	arise	as	much	from	innovation	and	intellectual	
property	protection	as	from	predation.	The	point	here	is	not	that	it	is	bad	necessarily,	but	that	
market	power	affects	how	windfalls	are	distributed.	
	
And	even	for	firms	without	market	power,	the	standard	model	implies	that	the	super-normal	
profits	generated	by	a	surprise	tax	windfall	would	be	competed	away	over	time,	as	businesses	
expand	and	competitors	are	drawn	in.	The	period	of	adjustment	involved	here	arguably	
involves	decades,	not	quarters,	because	it	required	that	the	capital	stock	be	restructured.	
	
So	at	a	horizon	relevant	to	equity	investors,	it	is	probably	safe	to	assume	that	the	corporate	tax	
cuts	would	be	retained	by	corporations	and	their	shareholders,	rather	than	passed	on	to	
workers.			
	
We	could	imagine	an	environment	that	such	stinginess	might	be	a	macroeconomic	negative.	
For	example,	if	the	economy	were	stuck	in	liquidity	trap	and	short	aggregate	demand,	then	the	
failure	to	pass	tax	cuts	on	to	workers	with	presumably	higher	spending	propensities	might	be	a	
negative.	But	with	the	Fed	tightening,	we	are	not	currently	in	such	an	environment.	So	from	the	
perspective	of	the	equity	market,	the	absence	of	pass-through	to	wages	is	bullish,	assuming	
corporate	taxes	are	indeed	cut.		
	
Fiscal	stimulus	is	likely	to	be	limited	
	
Perhaps	a	more	hotly	debated	issue	relates	to	how	much	“stimulus”,	as	conventionally	
understood,	might	be	associated	with	the	tax	cuts	and	other	elements	of	the	reform	package.		
For	example,	Paul	Krugman	–	a	loud	critic	of	the	proposal	on	normative	grounds	–	claims	that	it	
may	lead	to	overheating	in	the	short-run	and	thereby	actually	weaken	medium-term	growth	
prospects.		
	
I	would	disagree	with	Krugman	there,	because	the	fiscal	stimulus	seems	likely	to	be	minor.		As	
mentioned,	we	do	not	know	what	the	overall	fiscal	package	will	involve,	even	assuming	it	is	
passed	in	some	form.		And	yet	we	can	still	be	quite	confident	that	a	program	of	tax	cuts	scaled	
in	the	neighborhood	of	what	is	being	proposed	will	not	deliver	much	short-term	impetus	to	
aggregate	demand	growth.		

																																																								
1 I do no argue the point in this note, but assume readers will share my view that it is uncontroversial and that they need only be 
reminded of it.  Those interested in the question of market power might enjoy this this paper by De Loecker and Eeckhout. It 
documents the rise of market power in recent decades and argues that market power is a more forceful determinant of profits than 
are the forces imagined in the standard competitive-markets model.  Indeed, they distinguish between the profits and the return to 
capital, the latter of which they claim has fallen. Incidentally, the paper also leans into the idea that profit margins should mean 
revert, a claim I hope to cover in an upcoming note.   
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The	consensus	among	fiscal	policy	watchers	is	that	the	Congress	would	prefer	to	limit	the	10-
year	“cost”	of	the	overall	package	to	about	$1	trillion	as	scored,	perhaps	optimistically,	and	$1.5	
trillion	in	reality.			Analysts	also	seem	increasingly	to	expect	the	package	to	be	front-loaded.	
	
In	order	to	allow	a	rough	quantification,	even	in	the	face	of	uncertainty	around	the	details,	let’s	
imagine	a	program	that	raises	the	deficit	(above	baseline)	by	$70	billion	in	2018,	by	a	further	
$70	billion	in	2019,	and	allows	the	deficit	to	remain	unchanged	relative	to	GDP	thereafter.		On	
plausible	assumptions,	this	would	carry	a	10-year	fiscal	cost	of	about	$1.5	trillion.	
	
A	rough	and	conventional	scaling	of	the	“fiscal	impetus”	from	such	a	program	would	assume	a	
multiplier	of	one	--	on	the	tax	cuts	and	on	the	(partial)	spending	and	loophole-closing	offsets.		It	
would	imply	an	impetus	to	aggregate	demand	growth	of	only	about	1/3	percentage	point	in	
both	2018	and	2019,	with	neutral	effects	thereafter.			
	
This	is	a	tiny	effect,	in	both	absolute	terms	and	relative	to	fiscal	shocks	experienced	over	the	
past	decade,	as	the	chart	on	page	2	makes	clear.	Moreover,	the	assumption	of	fiscal	multipliers	
equal	to	one	is	probably	too	generous,	given	that	the	program	involves	tax	cuts	to	corporations	
and	higher-earning	individuals	and	actually	raises	taxes	for	many	lower-end	households	with	
higher	spending	propensities.		Indeed,	the	crude	measure	of	the	fiscal	pulse	shown	in	the	chart	
may	overstate	the	actual	impetus	by	a	factor	of	three.	
	
In	contrast,	the	fiscal	stimulus	depicted	in	the	chart	for	2009	and	the	contraction	shown	for	
2013	is	probably	closer	to	an	actual	measure	of	the	fiscal	pulse	–	because	the	assumption	of	a	
multiplier	of	one	is	more	realistic	–	or	less	unrealistic,	if	you	prefer.			
	
For	example,	Goldman	Sachs	has	scored	the	effects	of	the	fiscal	contraction	in	2013	as	being	
worth	about	1	½	percentage	points	off	aggregate	demand,	not	so	far	from	the	2	½	percentage	
points	implied	by	the	crude	measure	of	the	fiscal	pulse.			
	
So,	both	in	absolute	terms	and	relative	to	the	history	of	these	things,	the	proposed	reform	
would	deliver	little	fiscal	stimulus,	as	conventionally	understood.	And	to	repeat,	the	absence	of	
stimulus	is	a	feature,	not	a	flaw,	in	the	current	environment.		
	
Debt	worries	not	pressing	quite	yet	
	
In	sizing	up	the	fiscal	stimulus	above,	I	ignored	the	baseline	path	of	the	federal	deficit	and	debt,	
which	involves	“stimulus”	in	the	form	of	rising	entitlement	outlays.		Including	them	would	not	
have	changed	the	calculations	much,	particularly	given	that	aging	into	retirement	and	illness	is	
not	necessarily	the	source	of	much	impetus	to	demand.		
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Source: CBO, FH projections 

	
	
	
But	when	thinking	about	whether	the	US	can	afford	this	tax	package,	it	is	probably	best	to	look	
at	the	broader	picture.		A	quick	look	suggests	that	the	odds	are	that	this	is	not	a	significant	issue	
quite	yet,	although	the	debt	story	is	probably	worth	paying	more	attention	to	than	the	
stimulus,	which	is	de	minimis.		
	
I	have	run	a	simple	simulation	of	the	US	federal	deficit	and	debt	paths	through	2022,	which	is	
based	largely	on	the	CBO	baseline	projections	from	June.		I	adjust	the	CBO	figures	to	take	on	
board	expiring	tax	and	spending	provisions	that	are	conventionally	assumed	to	be	renewed,	
sizing	them	at	about	0.75%	of	GDP	each	year.		I	then	layer	on	top	the	hypothetical	tax	program	
imagined	above.	The	results	are	shown	in	the	above.	
	
The	federal	deficit	rises	steadily,	which	seems	clearly	suboptimal	policy	given	that	the	US	is	at	
full	employment,	away	from	liquidity	trap	(even	if	only	temporarily),	and	has	limited	–	if	not	
immediately	binding	–	fiscal	capacity.2		This	quickens	the	rise	of	the	net	federal	debt	from	76%	
of	GDP	in	2017	to	85%	five	years	from	now,	in	2022.			
	
That	is	sobering	and	would	seem	to	signal	that	policy	is	moving	in	the	wrong	direction.	But	it	
does	not	represent	a	qualitative	departure	from	the	recent	trend	and	would	not	force	the	
federal	debt/GDP	ratio	to	a	record	high,	even	by	US	standards.			
	
That	is	sobering	and	would	seem	to	signal	that	policy	is	moving	in	the	wrong	direction.	But	it	
does	not	represent	a	qualitative	departure	from	the	recent	trend	and	would	not	force	the	
federal	debt/GDP	ratio	to	a	record	high,	even	by	US	standards.			
	

																																																								
2 Until recently, the idea that the US had a limited – if large – fiscal capacity was not considered controversial.  However, 35 years of 
falling bond yields has apparently revived interest in so called Modern Monetary Theory, which holds that the federal government 
faces no budget constraint, even in the long run, and that the only limits on the fiscal deficit are related to inflation.  I am not in the 
MMT camp, mainly because trying to apply its main insight (that the debt path should be ignored) would predictably bring inflation 
and defeat the main point. But a discussion of MMT is beyond the context of this note.  
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Source: CBO, FH projection 

	
	
The	odds	are	that	it	would	not	itself	unnerve	the	bond	market	(by	bringing	fears	of	inflation,	
much	less	default)	or	lead	to	a	loss	of	confidence	in	the	real	economy,	of	the	sort	that	Rogoff	
and	Reinhart	worried	about,	seemingly	wrongly,	a	few	years	ago.		
	
The	CBO	baseline	and	my	overlay	of	the	hypothetical	tax	reform	package	are	obviously	very	
rough	and	will	certainly	be	off	to	some	extent.		But	the	qualitative	point	here	is	that	a	fiscal	
deficit	of	just	over	$1	trillion	is	not	particularly	unnerving	in	a	$22	trillion	economy	growing	at	
about	4%	(nominal)	a	year.		The	simulation	does	reliably	highlight	that	point.		
	
Duration	supply	to	surge	
	
Finally,	there	is	the	question	of	how	easily	the	bond	market	will	be	able	to	absorb	the	surge	of	
pure,	default-free	rates	duration	implied	by	the	rising	debt,	the	Treasury’s	ongoing	program	of	
maturity	lengthening	and	the	shrinking	of	the	Fed’s	balance	sheet	as	it	exits	from	QE.			
	
Here	the	mechanical	analysis	is	a	bit	more	unnerving,	so	the	real	issue	is	much	more	whether	
supply	has	a	major	effect	on	the	term	premium	available	in	bonds,	against	which	equities	
compete.			
	
As	you	know,	the	Fed	has	trained	a	lot	of	economists	and	analysts	to	believe	that	net	duration	
supply	has	a	major	effect	on	the	term	premium.			To	some	extent,	I	think	that	effort	was	largely	
propaganda,	reflecting	the	Fed’s	need	to	appear	relevant	with	short	rates	down	against	the	
lower	bound	and	conventional	policy	seemingly	exhausted.			
	
The	fibs	may	well	have	been	in	the	national	interest	to	the	extent	they	helped	shore	up	
confidence,	with	self-fulfilling	effects.		And	it	is	amazing	to	see	how	willing	various	onlookers	
have	been	to	follow	the	Fed’s	lead	on	this	issue.			
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But	there	is	not	really	much	evidence	that	QE	depressed	the	term	premium	or	that	its	going	
away	will	have	much	effect.	The	term	premium	will	probably	rise	when	the	main	perceived	
macro	risks	shift	from	weakness	to	some	form	of	overheating.		That	may	be	coming	–	in	stages	
–	at	some	point.	But	it	would	seem	to	have	little	to	do	with	balance	sheet	unwind.	We	cannot	
claim	that	the	unwind	is	irrelevant,	but	it	would	seem	to	be	distantly	secondary.	
	
In	the	chart	below,	I	show	a	history	and	projection	of	the	net	supply	of	default	free	rates	
duration	implied	by	the	Fed’s	balance	sheet	policy	(coming	and	going	of	QE,	including	Twist),	
the	federal	debt,	and	the	Treasury’s	maturity	strategy.			
	
This	work	leans	heavily	on	a	paper	presented	to	Brookings	by	Larry	Summers	et	al	in	the	fall	of	
2014,	which	carefully	quantifies	net	duration	supply	from	the	Treasury	and	Fed	over	the	years	
2007	through	2014.		My	rougher	calculations	push	that	analysis	back	to	2004,	update	it	to	2017,	
and	provide	a	projection	through	2022.	
	
The	projections	incorporate	the	effect	of	the	rising	federal	debt	discussed	above,	assume	that	
the	Treasury	continues	to	lengthen	maturity,	although	at	half	the	pace	of	the	past	decade,	and	
factors	in	what	I	take	to	be	the	consensus	view	that	the	Fed	will	ramp	up	its	asset	sales	to	about	
$250	billion	a	year	by	2019.	3	
	

	
	

Source:  Federal Reserve, FH projections 

	
	
Some	analysts	assume	a	quicker	pace	of	balance	sheet	unwind,	which	would	intensify	the	issue	
I	highlight	here.		But	the	greater	sources	of	uncertainty	from	a	duration-supply	perspective	are	
actually	the	path	of	the	federal	debt	and	the	Treasury’s	maturity	strategy.			The	influence	from	
the	Fed	side	is	more	that	they	are	no	longer	buying	and	are	now	reinforcing	the	effect	of	the	
maturity	lengthening	and	–	especially	–	deficit.	

																																																								
3 The Fed has not been clear about how it plans to manage the average duration of the declining balance sheet, and passive run-off 
can actually increase average duration because it is the zero-duration securities that mature or prepay. For the purposes of my 
simulation, I assume no change of average duration in the SOMA.  The net-supply projection is not very sensitive to plausible errors 
in this assumption.  
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Again,	there	are	some	uncertainties	in	these	projections,	but	we	can	be	confident	about	a	
couple	qualitative	points.	First,	the	combined	effect	of	the	Treasury	and	Fed	was	actually	to	
accelerate	the	net	supply	of	default	free	rates	duration	after	2008.		The	term	premium	fell,	but	
not	seemingly	because	of	successful	efforts	at	supply	manipulation	from	policy	makers.	
		
Secondly,	the	combined	effect	of	the	Treasury	and	Fed	over	the	next	five	years	will	be	to	
dramatically	accelerate	the	net	supply	of	default-free	rates	duration.		If	the	term	premium	were	
determined	or	even	strongly	influenced	by	domestic	net	supply,	then	we	would	have	to	predict	
it	moving	sharply	higher.	
	
My	own	sense	is	that	the	term	premium	is	more	likely	to	rise	than	fall	between	now	and	the	
next	recession,	as	overheating	gradually	displaces	demand-side	weakness	as	the	predominant	
worry	in	the	capital	markets	and	as	the	economy	moves	further	away	from	liquidity	trap	
conditions.4	
	
But	the	idea	that	the	term	premium	is	heavily	influenced	by	duration	supply	manipulation	was	
never	that	convincing	and	has	seemingly	become	less	so	in	the	past	couple	years.		The	Fed’s	
estimates	of	the	peak	effects	of	QE	on	the	10-year	term	premium	have	come	down	from	about	
150	basis	points	near	the	end	of	QE3	to	about	100	basis	points	currently.		Separately,	Chair	
Yellen	has	recently	implied	that	about	15	basis	points	of	the	projected	effect	of	the	unwind	is	
already	in	the	market.		I	expect	official	estimates	of	the	effects	of	QE	will	continue	to	decline.		
	
The	bond	market	itself	is	obviously	quite	a	bit	more	sanguine	still,	and	I	would	guess	probably	
right,	at	least	about	the	influence	of	QE	itself.		Term	premia	are	low	mainly	because	yield	
volatility	is	low	and	(secondarily)	because	duration	risk	appears	still	to	diversify	overall	financial	
portfolio	risk.5		The	source	of	low	bond	yield	volatility	is	beyond	the	context	of	this	note,	but	it	
would	seem	to	reflect	low	underlying	economic	volatility	as	well	as	the	continued	proximity	of	
the	zero	bound,	which	truncates	the	distribution	of	future	yield	change.		
	
Bond	yield	volatility	should	pick	up	as	the	economic	expansion	continues	to	mature,	although	it	
has	little	to	do	with	QE.		And	by	extension,	the	term	premium	should	also	tend	to	rise	from	its	
currently	depressed	level,	following	the	evolution	of	the	economy,	not	the	balance	sheet.	
	

																																																								
4 It should rise further during the next recession but because of a loss of wealth and confidence, not because of a higher supply of 
default-free rates duration.  Somewhat related, the Fed may have sped the equity rally following the Great Recession. But the 
mechanism there seems much more likely to have been behavioral than to have involved the effect on the term premium of reining 
in the supply of default-free rates duration, which QE did not even achieve.  As the economy stabilized and actually entered a not-
so-great, slow-growth moderation, risk premia fell.  Looking forward, the Fed’s influence on risk asset prices should turn negative 
when inflation rises and creates a greater sense of urgency around forcing demand growth down to trend to prevent or perhaps 
even reverse the declining trend of the unemployment rate.   
 
5  For a picture of the relationship between bond yield volatility and the estimated term premium, please see the chart on page 2 of 
my recent report on the Fed’s priorities for the economy. There has been little change of the term premium since the report was 
published. The ACM estimate remains at -35 bps.  
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In	fairness,	the	bond	market	seems	to	share	my	view	that	duration	supply	will	not	be	a	major	
influence	on	the	term	premium.		After	all,	the	points	I	raise	about	coming	supply	are	well	
known,	at	least	directionally,	and	yet	the	term	premium	remains	near	its	record	low.		
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