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Pulling fuzzy strings
The United States houses of Congress released their respective tax reform draft bills earlier this month and the House
of Representatives passed its bill this week. Tax codes are politically contentious, and unclear for investors too. As
much a means of earning revenue for the government, they are also used to pull strings. Different interest groups
want different strings pulled. The stated aim of the new legislation being proposed is that it is “intended to lower the
rate for manufacturing companies making widgets and employing other people” (Rep. Chris Collins (R., N.Y.)).
The Republican belief is that by reducing tax, the incentive is there to invest, hire and grow.
Due to the uncertainty surrounding the current administration, higher tax stocks have not outperformed since the
2016 Republican victory. This is despite the prospects of tax reform. Plans must go through both houses of Congress
(the House and the Senate) and are likely to change repeatedly. The bills unavoidably contain sticking points that
require horse-trading between legislators. Although there are significant areas of disagreement in the Republican
Party, from trade and infrastructure to health reform and immigration, a net tax cut is one area on which they generally
agree. Prediction markets suggest there is an increasing belief that agreement on tax cuts may be found in Q1 2018.
A significant legislative achievement would also be of benefit during difficult 2018 midterm elections.
That it is contentious is in part due to the complexity of the tax codes and in part the uncertainty of the impact of
changes. It is not completely clear who benefits, directly or indirectly. The same amount of money is taxed
differently depending on how it was generated. There is different treatment for salaried employees, investors,
manufacturers, owners and those who inherit money. For some, it is clear, for others the amount they pay will
depend on their ability to argue, and their knowledge of what they can say.
Currently, the legal corporate tax rate is 35%. The top end personal tax rate is 39.6%. The thorny issue is that
reducing corporate tax rates also (in effect) reduces the tax on individuals who are owners rather than employees.
What some (on the Republican side) see as improving incentives, others see as unfair favouritism (on the
Democrat side). Some early estimates suggest on the current plan tabled, $1 trillion worth of cuts will go to
businesses, $228 billion to individuals, and $172 billion to estates. ‘Go’ being fuzzy.
What is clear is that a hypothetical company presently bearing the full tax burden of 35%, could see their earnings
boosted by ~23% (assuming on $1 of pre-tax income, they currently earn 65c of after-tax profit; whereas post
reform they’ll earn 80c of after-tax profit). In contrast, individuals across the various income groups might see their
after-tax incomes boosted by a relatively meagre 0.5% to 3.25% (according to estimates from Goldman Sachs and
the Joint Committee on Taxation).
In a competitive market, a reduction in tax doesn’t necessarily mean a company with a reduced tax bill will make
more profit. Over the medium-term, companies in these environments can “give up” much of the benefits to
customers in the form of lower prices. If, however, companies have pricing power, and their competition pays little
or no tax already (e.g. charities or government), there could be a sustainable benefit. Private hospitals and for-pay
education for example. The upside favours two groups of companies on a relative basis. Those that are heavily
taxed and those that currently have the most cash held overseas that could benefit from a repatriation tax holiday.
As investors, it is fortunately not our job to answer thorny, possibly unanswerable questions around incentives
and fairness. Still, we must be aware of the upside, and downside, faced by the companies in which we invest
should the rules change.
One thing that doesn’t change, is that rules change. Rather than predict the direction, it is better to prepare.
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Important notice
This document has been created for information purposes only and has been compiled from sources believed to
be reliable. None of Credo, its directors, officers or employees accepts liability for any loss arising from the use
hereof or reliance hereon or for any act or omission by any such person, or makes any representations as to its
accuracy and completeness. This document does not constitute an offer or solicitation to invest or divest, it is not
advice or a personal recommendation nor does it take into account the particular investment objectives, financial
situation or needs of individual clients and if you are interested in any of the information contained herein, it is
recommended that you seek advice concerning suitability from your investment advisor. Investors are warned that
past performance is not necessarily a guide to future performance, income is not guaranteed, share prices may go
up or down and you may not get back the original capital invested. The value of your investment may also rise or
fall due to changes in tax rates and rates of exchange if different to the currency in which you measure your wealth.
Credo Capital plc is authorised and regulated by the Financial Conduct Authority, is a member of the London Stock
Exchange, and is an Authorised Financial Services Provider in South Africa.
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