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Capital spending after the tax reform 

Main Points 

• Passage of the Trump tax reform has generated some excitement about the outlook for capital 
spending growth over the next few years.   

• A boom cannot be excluded, but a sensible base-case forecast might be that equipment and software 
spending — on which this note focuses — will rise about 6% a year during 2018-19.  That would 
mechanically lift aggregate demand growth, but not relative to the average experience of this 
expansion, during which capex has outperformed, as is typical during expansion. 

• Four considerations argue against a powerful acceleration of capital spending growth in response to 
the tax reform. First, capital spending has already enjoyed a powerful cyclical recovery. The idea that 
one has been awaiting an improved policy backdrop is myth. 

• Second and closely related, the rate of growth the equipment stock has already accelerated strongly in 
response to the improved flow of capital spending. And that growth rate will continue to quicken if the 
projection of moderate growth in capital spending is realized. 

• Third, the standard intuition that tax cuts should lead to a capital spending boom by raising the return 
on capital is probably doubly flawed in this context. Not only does the tax reform not (likely) raise the 
return on capital much, there is little evidence in the historical data to support the idea that capital 
spending is particularly sensitive to profitability.  Wall Street’s capex bulls may not be internalizing that 
the ratio of profits to estimated capital is not really the return on capital. 

• Capital spending does respond to the general business cycle, and with a beta well above 1.  However, 
this does not support a particularly buoyant outlook for capex, when the economy is near full 
employment and the Fed’s priorities are gradually shifting towards containing demand growth. 

• Fourth, Wall Street’s obsession with how domestic cash flow and overseas profit repatriation will be 
affected by the tax reform is probably misplaced.  Cash flow is not a close determinant of capex, and 
the profit repatriation should be viewed as a one-off windfall, delivering a wealth effect.  Logically, that 
wealth effect should lift dividends and buybacks rather than capex, and it should be much smaller than 
the headline figures imply.  

• The muted outlook for capital spending is probably not negative the equity market, particularly given 
where we are in the business cycle.  This fits into a broader theme I have been pushing: that the tax 
reform can be bullish stocks — by virtue of delivering a huge wealth transfer to the holders of equities 
— without having important macroeconomic effects.  Indeed, the macro pointlessness of the tax reform 
may be a feature.  

• The practical implication here for fixed income is a bit more complicated on two grounds.  First, the 
conventional view that the Fed is likely to raise the funds rate (slightly) more steeply than the market 
projects seems right to me. Second, the fact that the Fed would not likely long tolerate aggregate 
demand growth far above potential is part of the case against a capex boom, but hardly itself dovish.   
Still, the Fed is not the only force holding back a capex boom, as I hope to document here.  
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Passage of the Trump tax reform package through Congress has led to some excitement about the 
outlook for capital spending over the next few years. A boom cannot be excluded.  But I argue in this note 
that the excitement is probably misplaced, and that a sensible base-case forecast for the rate of growth of 
capex on equipment and software (E&S) during 2018-19 might be around 6%, in both nominal and real 
terms.  

Within this two year period, the odds favor 2018 being stronger than 2019, because the peak effects of 
the tax reform on demand growth  — whatever they are — should come fairly quickly.  Moreover, 
investment spending growth has already revived from the energy-related slump a couple years ago. This 
is shown by actual capex data estimated to Q4 (see discussion below) and by the regional Fed measures 
of capital spending intentions, although the latter are more contemporaneous than leading.  

Given that E&S capex accounts for about 7% of nominal GDP, an outperformance of 3 percentage points 
would lift aggregate demand growth by just over 20 basis points, abstracting from the Fed’s response, 
which I assess below.  Other forms of capex, such as in structures and R&D, might increase the total 
impetus to about 30 basis points, although this note is confined to the outlook for E&S. Such an impetus 
would represent little change from the average experienced over this expansion, during which capital 
spending has outperformed, typically.  

The numbers mentioned above are meant only to put us in the right ballpark and are presented with false 
precision in the interest of brevity.  Investment spending is particularly heavily influenced by animal spirits, 
which are euphemism for factors we do not understand.  And there are a lot of moving parts in the tax 
reform, many of which are unprecedented and preclude using history as a guide to their effects.  So there 
are inevitably large risks around this central forecast, which we will have to revisit occasionally as events 
play out.  But for now, 6% seems a reasonable base case. 

Source: BEA, Regional Federal Reserve Banks, FH calculations 

At the level of the market, it not all clear that a muted capex response to the tax reform would even be a 
negative. In my first pass at assessing the package a couple months ago, I suggested it was best viewed 
a wealth transfer to the holders of equities, with macroeconomic effects that seemed too small to fuss 
over. The idea that the stimulus would have to be offset by accelerated Fed tightening, for example, 
seemed a distantly secondary consideration, because there was not much macro stimulus involved.  This 
basic point remains intact, although with the legislation now in place, it looks like there may be a bit more 
stimulus than the original outline implied.  1

 Certainly the stimulus has been front-loaded, by sunsetting the individual tax cuts and using the additional fiscal space to deliver 1

larger tax cuts elsewhere. Advocates of the plan insist that no Congress would dare allow the newly-legislated tax increases/
reversals to take effect. That is a hell of a way to run a railroad, but if that were right, then the effect on the 10-year deficit and thus 
the Keynesian stimulus would be a bit larger than I modeled on the basis of the outline a couple months ago, although probably to 
no interesting effect.  The numbers here are large by the standards of medium-term equity strategy, but not really macroeconomics, 
particularly given that the main beneficiaries are at the upper end of the income distribution and not liquidity constrained. 
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Four considerations temper the outlook 

Still, the outlook for capex has implications at the sectoral level, and four considerations argue against a 
strong acceleration over the next couple years: 

Capital spending has already enjoyed a strong cyclical recovery. The idea that capex has lagged 
the overall economy and is due for catch-up is myth. 

The rate of growth of the capital stock is already fairly high relative to demographics and total 
factor productivity. And it will accelerate further, even if the flow of capital spending grows 
moderately, as projected here. 

There is little reason to be confident that the effects of the tax cuts on the after-tax return to 
capital should spark much acceleration of capex growth, particularly with the Fed becoming more 
focused on limiting the pace of aggregate demand growth. 

The street’s focus on improved cash flow and “repatriation” seems a bit misplaced and is almost 
certainly exaggerated by many of the capex bulls. 

I elaborate below, in some detail. If you feel you already have the main points, then you are not wrong.  

Capex boomed in 2010-14 

As mentioned, this note focuses on capex in equipment and software, which accounts for about 60% of 
non-residential investment.  Within E&S, equipment comprises about three quarters of the total. 

E&S capex bottomed with the economy during the second quarter of 2009.  If we pencil in the Atlanta 
Fed’s current estimates of equipment and intellectual property capex growth during 2017Q4, we see that 
nominal expenditures on E&S have risen about 70% off the recession low, with about four fifths of that 
advance being achieved by the middle of 2014.  During that initial five-year period, nominal spending rose 
at an annualized rate of about 9%. Since the middle of 2014, the nominal growth rate has averaged a 
much weaker 2 1/2%, although with a lot of variability around that average. 

During much of this boom phase, the capex advance was widely derided as merely a “replacement” cycle 
that did little to raise capacity. That observation was valid, so far as it went, but it seemed to get the 
practical implications backward. Replacement capex raises demand for capital goods as much as any 
other form — and is more easily predictable, because a contracting capital stock is not an equilibrium 
condition in the US, at least so long as the financial system is not seized. 

Source: BEA, FH calculations. Real spending figures shown in right panel are deflated from nominal with GDP price index. 
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Converting nominal capex into “real” can be confusing because the appropriate inflation adjustment 
depends on the purpose of the variable we are calculating. When considering the GDP add-up and the 
rates of growth of the accumulated capital stock, we want to deflate the nominal with it’s own chain-
weighted price index, as shown in the blue line in the left panel of the chart on page 3.   Measured thus, 
real E&S has been booming for most of the past eight years, in part because capital goods prices have 
been flat in outright terms and falling relative to other prices in the economy. 

For equity investors with an interest in the capital goods space, however, the idea of a real capex boom 
arising in part from secular weakness in capital goods prices may seem a bit counterintuitive or plainly 
wrong.  Accordingly, I also show in the chart above a more intuitive measure of real outlays on E&S: the 
nominal outlay deflated by the GDP price index, which is a more reasonable proxy of the costs faced by 
capital goods producers.  This measure shows a notably weaker rise over time, particularly since the 
relative price of capital goods began its secular decline in the 1980s. But there is still a strong advance 
during this cycle, which compares very favorably with the last cycle, which was long over by now, 
incidentally. 

In summary then, we have not been awaiting a cyclical revival of E&S capex. We have already had a 
fairly impressive one, although from a low base. 

Capital stock growth has already quickened 

As noted, it was fairly easy back in 2010 to be bullish on the capital spending outlook — conditional only 
on the financial system healing — in large part because the rate of growth of accumulated capital stock 
was so weak.  For example, the estimated economy-wide stock of business equipment actually 
contracted by 1.4% during 2009, and it rose only 0.5% in 2010, even with the strong rebound in the flow 
of capital spending that year. 

But time has moved on, and the relevant measure of real E&S capex has risen more than 70% from its 
cyclical low, leading to a predictable quickening in the rate of growth of the associated capital stock.   
Official data show that the equipment stock, which BEA estimates in isolation, grew 2.7% in 2016.  This 
was a moderation from 2014 and 2015, but was still quite respectable by historical standards — and 
certainly a marked acceleration from the period immediately following the crisis.   

BEA has not yet published estimates for 2017, but on the basis of gross capital spending figures and 
estimates of deprecation that are not likely to be far off, we can be fairly confident that the data will show 
the estimated capital stock up about 3 1/2% in the year ending last week. If my estimate of the flow of 
equipment capex for the next couple years were realized, then the equipment stock would be growing at 
a rate of around 4 — 4 1/4% two years from now. 

Source: BEA, FH estimates 
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Estimates of the software stock are harder to update and project, because depreciation rates are high 
and can be sensitive to the flow of gross capex, which drives obsolescence. But the estimated rate of 
growth of the accumulated stock of intellectual property — of which software is a major component — 
does not appear to be depressed, and it is likely to quicken if my capex flow estimates are roughly 
correct. 

The capital stock growth rates simulated for 2018 and 2019 seem sufficiently optimistic to accommodate 
stimulus from the tax reform, particularly given that the labor force and (estimated) total factor productivity 
are now growing at or near their slowest rates of the postwar era.  Seen from this perspective, a 
projection of 6% growth in the flow of capex need not be interpreted as indicating a particularly 
pessimistic take on the implications of the tax reform.  Rather, it takes on board that capital spending is 
already running at a quite healthy clip, particularly in equipment. 

But the return on capital is going up? 

The challenge confronting the capex bulls, then, would seem to be to demonstrate that the tax reform 
should push the capital stock growth rate up toward the pace recorded during the 1990s overinvestment 
cycle, at some risk of overstating the point. 

The standard intuition, familiar from conventional economics and pushed by fans of the tax package, 
might suggest that this is easily plausible.  If the after-tax return on capital were to rise an instantaneous 
6-8%, as seems to be implied by conventional scoring of the tax reform, then the standard story would 
run that businesses would accelerate their capital spending until the capital stock growth rate, related 
demand for labor, and other macro fundamentals reached levels levels that would “arbitrage” after-tax 
returns back to their normal or required values.   

The magnitude of the capex response would be determined in large part by how tight the labor market is 
and how steeply downward sloping is the marginal efficiency of capital schedule.  Importantly, within this 
story, there is no reason to believe that size of the capex response would necessarily scale to the tax cut, 
measured in dollars.  In principle, the capex response could far exceed that, leading the business sector 
to move temporarily into a large financial deficit position.  Or so goes the conventional story. 

We probably should not dismiss that story outright.  My forecast accommodates it to some extent by 
projecting that capital spending growth accelerates enough to force the equipment stock growth rate rate 
up to a very healthy clip, particularly relative to secular fundamentals such as demographics and 
measured total factor productivity growth.  But there are weaknesses with that standard intuition, which 
suggest that we ought not lean on it too hard. 

The first issue here is that it is not clear that the old corporate tax regime hit capital spending itself much 
harder than the new regime does.  Under the old regime capital outlays were already an expensed item, 
and the recent switch to accelerated depreciation allowances, might have little effect in an environment in 
which the nominal opportunity cost of capital to the corporate sector is low — reflecting low interest rates 
and low risk premia.  2

Quite understandably, many analysts do not have this intuition because they recognize that profits are not 
really a return on capital, even though economists sometimes (pointlessly) measure that return with 
profits in the denominator and some hazy estimate of “capital” in the denominator.  

The major source of profits is increasingly recognized as a return to market power, intellectual property 
entrepreneurial skill, organizational network effects, etc.  Lowering the tax on profits might make 
corporations more inclined to leverage these assets further or invest in the R&D that would allow them to 
scale the assets themselves. But if the returns are not really on capital, then it is not clear that increasing 
profits by cutting taxes should have much effect on the pace of capital accumulation via fixed investment. 

 For a discussion of this issue, including the uncertainty and complications around it, you might want to check out this exchange 2

between Steve Williamson and John Cochrane. Williamson sets out a theoretical case in which the tax cut has no effect, which 
provokes Cochrane.  
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That aggregate investment spending growth is not particularly sensitive to fine calculations of the return 
“on” capital vs its cost used to be taken as obvious, before the tax reform debate politicized the whole 
issue.  But a good way to demonstrate this point is just observe that the gap between the return “on” 
capita” and the required return (or cost of capital) has been trending higher for the past 30s years. 
Simcha Barkai, of the University of Chicago, documents this fact in a recent paper that has attracted 
attention from those interested in the effects of market power.   

The secular trend in “excess” profits depicted in the chart below, from Barkai, is not direct evidence that 
capital spending must be invariant to the corporate tax cut. As mentioned above, there are a lot of moving 
parts here.  But the chart is suggestive to the extent that it demonstrates that profits are not reliably 
anchored in what we call “capital” and hints at a rise of market power in recent decades. At the very least, 
it confirms that the standard story described above does not fit the data well. 
 

Source: Simcha Barkai, Declining Labor and Capital Shares 

There is, however, some evidence that capital spending is cyclical or very roughly follows the flow of 
demand in the rest of the economy, with a beta far above 1, as shown in the chart on page 7. 

The relationship between real E&S spending and real aggregate activity, is not perfect.  For example, the 
accelerator model failed during the late 1990s, which we now take to have been an overivestment cycle. 
And it failed again in the 2010-12, I would guess because the capital stock growth rate had fallen too far 
during the crisis, forcing catch-up in the early recovery.   

But that aside, you can see from the chart that a projection of 6% growth of real E&S spending is hardly 
pessimistic relative to even the consensus outlook for GDP growth or the path of good demand implied by 
the capacity utilization rate.  

The economy bull might say that this gets the direction of causation wrong and that a capital spending 
boom will be the cause of faster economic growth, which will itself rationalize it.  There are two problems 
with that view, however. First, as I have already argued, there is no strong case for capital spending to 
lead in the current environment; and even if it did, the result would most likely be excessive capacity 
growth, given other impediments to fast GDP growth, such as demographics and what appears to be a 
slowdown of total factor productivity growth.   
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Secondly, any acceleration of GDP growth, even if led by capital spending, would lead — at least initially 
— to a further rise in the demand for labor and a steepening of the rate at which the unemployment rate is 
declining.  But, while the Fed seems to be comfortable with a continued decline of the unemployment 
rate, it would strongly resist an acceleration of that decline, by raising the funds rate to tighten financial 
conditions. 

Source: BEA, Federal Reserve, FH calculations 

From an equity market perspective, I am inclined to view this last point as a bit of a trump card, pardon 
the pun.  With the economy near or through full employment, it is hard to imagine a sustained capex led 
acceleration of GDP growth, even if all the points raised above turn out to have been too pessimistic.  

For those with a fixed income perspective, however, that might seem to beg the question, in the formal 
sense of the argument presuming its conclusion.  Fixed income bears might be inclined to insist that the 
tendency of capital spending to accelerate and to boost GDP growth will itself force a steeper rise of the 
fed funds rate than the market discounts.   

Fair point.  We don’t want to be circular. And as a practical issue, I think the odds continue to favor the 
funds rate rising slightly more than is discounted, even with this recent modest back-up in forwards rates.  
But while the trump card itself ought not be played against fixed-income bears, there remain other 
reasons to believe that the tax reform is unlikely to spark a powerful acceleration of capital spending and 
GDP growth, even abstracting from the monetary policy response, as I hope to have shown. 

What about all the cash flow? 

As I have mentioned, the standard intuition from the economics textbook suggests that the magnitude of 
the capex response to a corporate tax rate cut should be a function of how far returns rise and how much 
the capital stock and demand for labor, etc., have to increase in order to arbitrage the excess returns 
away, via diminishing returns and shifts of relative bargaining power.  I have argued that there are 
weaknesses in that standard intuition. 

But to hear much of Wall Street speak of this, the more important issue is how a reduced tax bill and profit 
“repatriation” will lift cash flow and thereby stimulate capex. In the Wall Street Story, there are two sources 
of improved internal funding: first, a rise of retained cash flow from domestic operations of US 
corporations; and second, profit repatriation under the less punitive taxation regime.  Neither of these 
stories seems particularly compelling as an impetus to capex, but let’s consider each in turn. 

A cursory look at the data confirms pretty quickly that capital spending among domestic non-financial 
corporations — which account for 70% of nonresidential investment — is not determined or even much 
influenced by retained cash flow, or “US internal funds” as they are called in the Fed’s Financial Accounts. 
But in the interest of completeness, let’s go through the arithmetic anyway. 
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Source: Federal Reserve, FH calculations 

If this arithmetic interests you, and maybe it shouldn’t, then the first thing to take on board is that the 
presumed internal financing of capital spending is about 60% larger than the profits on which the tax rate 
has been cut.  Overwhelmingly, the main reason for this difference is depreciation, which actually slightly 
exceeds profits, although the effect of that is offset to some extent by dividend payments, which detract 
from internal funds.  

I model after-tax profits on the domestic operations of the nonfinancial corporate sector rising 16% 
between the fourth quarter of 2017 and the end of 2019.  This reflects a very slow late-cycle widening of 
margins, a slight quickening of depreciation charges, no change of the payout ratio on domestic profits 
and (most importantly) the tax cut effects mentioned earlier.   

However, retained cash flow or US internal funds rises only 11%.  As a result, my base-case forecast for 
capital spending actually leads to a slight increase of the financing gap. I make nothing of that projected 
increase, which is much smaller than the measurement error and forecast errors in projecting it. But it 
demonstrates that the corporate sector will not be sitting on huge cash flow — at least from domestic 
operations — if things play out roughly in line with the projections offered here. 

Before moving on from the domestic cash flow issue, I should mention that there is a slight complication, 
related to the fact that the official data may understate by about $300 billion the actual profitability of 
corporate operations inherently domestic to the United States.  Documenting this is beyond the context of 
this report, although I may follow up with a technical note later.  For now, I would just point out that issue 
had received increased attention in the wake of an academic paper by Guvenen, Mataloni, Rassier and 
Ruhl. The paper’s ostensible focus was on possible mismeasurement of US output and productivity 
growth, but Goldman drew attention to it by emphasizing its implications for net exports, the deficit in 
which is probably sharply overstated.  

The practical implication for our purposes is that the true domestic financial balance of the US corporate 
sector might actually be a small surplus, and it might be inclined to rise slightly — contrary to what is 
implied by the official data shown the right panel of the chart above — if my forecasts for capex were 
realized. But, having worked through the arithmetic, it is not a scene changer. 

And this brings us to the granddaddy of superficially impressive headlines, the notion that US 
corporations have an estimated $2.5 trillion of “untaxed earnings” stashed largely as cash in low-tax 
overseas jurisdictions.  Apparently, they will be itching to spend that on US capex if they can repatriate it, 
under the new less punitive regime. 
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The first point to emphasize about that argument is that the windfall from the tax reform is much smaller 
than the headline figure implies.  When the corporations involved decided to use transfer pricing to assign 
(inherently domestic) profits to low-tax overseas jurisdictions, they implicitly had in mind a notion of the 
tax they would pay to the US government upon eventual repatriation and return to shareholders.   

The assumed future tax rate was obviously not tightly defined in all cases, but — in principle — some 
estimate has to exist. In light of that fact, the windfall from the tax reform should relate to how much its 
realization has changed that and the uncertainty around it.  If, using generously round numbers to 
demonstrate the point, the estimated US tax rate has fallen 10 percentage points and become certain, 
then the newly found wealth is $250 billion plus the value of decreased uncertainty. 

Secondly, the impact of this one-off windfall would show up via a wealth effect, which traditionally means 
low-single-digit cents on the dollar, at least when we are considering consumption.  Moreover, it seems 
unlikely that the generally cash-rich and liquidity-unconstrained corporations who own this cash would be 
sensitive at all to wealth effects.  

So as they bring the money home, it would make sense for them to accelerate dividends or do stock 
buybacks, content with the fact that those capital returns would not increase leverage if financed from the 
tax windfall. This fits neatly into the theme on which I opened this note.  You can view the tax reform as 
bullish for equities — at least taken in isolation — without buying into the view that it will spark a powerful 
capex revival.  

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not guaranteed. 
No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views and other information 
provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific investment objectives, financial 
situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial 
instruments. Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--including 
mutual funds, futures contracts, and exchange traded funds, or any similar instruments.  
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