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The tax reform recently enacted in the US has 
been billed as the most comprehensive since  
the 1980s, with far-reaching consequences for  
US companies and their foreign counterparts.  
As companies can no longer rely on central banks 
to provide liquidity in an age of gradual policy 
normalization, catalysts such as changes in global 
tax regimes will exert a stronger influence on 
corporate performance. Given the complexities 
and uncertainties of the new system (discussed in 
our investment roundtable), an assessment of the 
impact of these reforms can be only preliminary. 
Nonetheless, our researchers found that some 

sectors will derive significant long-term benefits, 
others will lose out and the overall economic 
impact could be modest.

There should, however, be substantial rewards 
for those companies that were previously highly 
taxed and that have strong balance sheets and 
large amounts of offshore cash to repatriate. 
In our view, the impact of the tax changes on 
these companies and the likely pick-up in 
M&A and share buybacks are underestimated 
by the market, creating the potential for 
outperformance. 

Recent tax reform in the US will have far-reaching consequences 
for both US and foreign companies. Which sectors will benefit —
and which will lose out?

Amlan Roy, PhD 
Global Chief Retirement Strategist

Amy Le 
Investment Strategist 
Global Demographics & Retirement Research 



More Competitive Tax Rate  
but Modest Economic Impact

The US has long had one of the highest corporate 
tax rates in the world despite a number of 
overhauls. Figure 1 shows how the US corporate 
tax rate has changed over time compared to the 
rest of the world. 

While the tax reforms have made the US more 
competitive versus global peers, its corporate 
tax rate still exceeds the global average 
rate. However, its marginal effective tax rate 
(METR),1 previously among the highest in the 
world, should now moderate in line with a global 
downward trend in corporation tax since the 
financial crisis (Figure 2). At lower taxation 
levels, companies are more likely to make 
investments at the margin that would have 
been dismissed under the previous regime.

The overall economic impact, however, is 
likely to be modest. A 2016 paper by Ljunqvist 
and Smolyansky found little evidence that 
corporate tax cuts between 1970 and 2010 led 
to more jobs or higher incomes, except during 
deep recessions.2 Conversely, it found that 
tax increases had led to significant decreases 
in employment and income levels. Recent 
estimates by the Tax Foundation and broker 
research suggest US GDP growth will be 0.3% 
to 0.4% higher a year, post the tax reforms. 
The January 2018 World Economic Outlook of 
the International Monetary Fund (IMF) is more 
optimistic, expecting a higher annual projected 
increase in US GDP growth of 1.2% by 2020.

Increase in Share Buybacks  
and M&A 

One of the most anticipated effects of the tax 
reforms is that US multinationals will no longer 
suffer from the “lockout effect” — holding cash 
within foreign affiliates to avoid paying taxes 
when offshore profits are remitted to the US.3 
US companies now hold USD 2 trillion of profits 
offshore; eight technology companies alone, 
including Microsoft, Apple and Google, hold over 
USD 400 billion. However, it is unclear how much 
will actually be repatriated. US companies are 
not generally short of cash and the tax reforms 
do not address all the inefficiencies of the current 
system, so there may be fewer immediate effects 
on investment or employment than expected. 
Consensus estimates for capital expenditure 
are up 3% since the changes were announced.4 
But, in our view, it is too early to make realistic 
estimates as to how any incremental cash from 
the reforms might be allocated as we are likely to 
see a mix of uses.

According to a report by Dharmapala, Foley and 
Forbes (2011), however, repatriation can increase 
the likelihood of share repurchases, which are 
more common in the US than elsewhere. Some 
commentators are predicting buybacks could 
top USD 1 trillion in 2018,5 while the S&P 500 
Buyback Index has outperformed the main S&P 
500 this year.6 

We could also see a pick-up in M&A. Following tax 
reform in Japan, for example, there was a 32% 
increase in M&A transactions. Moreover, many US 
companies held back on M&A in 2017, particularly 
in pharmaceuticals, waiting for greater clarity on 
tax reform. They may now revive those plans. 
Other sectors, such as technology, that did not 
pause in 2017 may see activity accelerate and 
potentially larger transactions in 2018. 

Economic 
Impact

In our view, it is too early to make realistic estimates as to how any 
incremental cash from the reforms might be allocated as we are likely 
to see a mix of uses.
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Figure 2 
Marginal Effective Tax  
Rates Across Countries

 2010

 2017 

Source: Tax Foundation (April 2017), “Competitiveness Impact of Tax Reform for the United States.”
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Figure 1 
Corporate Tax Rates 
Around the World 

  2007 Corporate Tax Rate

  2017 Corporate Tax Rate

  2017 Global Average  
         Corporate Tax Rate

  2018 US Corporate Tax Rate

Post-reform, the US corporate tax rate still 
exceeds the global average rate.

Since the financial crisis, corporate tax 
rates have trended downward.

Source: KPMG, as of March 2018.

0

U
A

E

U
S

B
ra

zi
l

Fr
an

ce

Ja
pa

n

A
us

tr
al

ia

In
di

a

M
ex

ic
o

G
er

m
an

y

C
an

ad
a

C
hi

le

C
hi

na

N
et

he
rl

an
ds

S
pa

in

It
al

y

S
ou

th
 K

or
ea

Fi
nl

an
d

Ic
el

an
d

R
us

si
a

T
ur

ke
y

Po
la

nd U
K

S
w

it
ze

rl
an

d

S
in

ga
po

re

H
on

g 
K

on
g

Ir
el

an
d

H
un

ga
ry

Percent60

40

20

26.7%
24.3%

80

3        IQ Spring 2018: Life After Easy MoneyState Street Global Advisors



Our AQE team looks at three main factors when 
assessing which stocks to include in its portfolio: 
quality, value and sentiment. The team finds 
a positive relationship between companies’ 
profitability and their effective tax rates, and that 
less leveraged companies, which do not benefit 
from tax shields, pay higher rates. Given such 
companies typically have better balance sheets 
and are more profitable, the team concludes 
that tax reform should favor the quality factor. 
Additionally, they find a positive relationship 

between the value factor and tax rates, as the 
higher taxed companies are, on average, more 
attractively priced than those paying less tax. As 
regards sentiment, using a proxy of forecasted 
earnings trends across companies with different 
tax rates, the team finds little evidence of any 
meaningful relationship, suggesting that the 
market has yet to fully digest these reforms 
and factor them into earnings upgrades or 
downgrades. Such mispricing offers the potential 
for excess returns. 

Factor 
Valuations

While complex tax reforms often have unforeseen 
consequences and will affect individual 
companies differently, we believe there are likely 
to be winners and losers in the equity market. 
Our active quantitative equity (AQE) team 
has designed a model to assess the impact of 
the changes on different sectors. It gives each 
company in the Russell 3000 a tax score,7 groups 
them into industries and takes the median score 
for the set. It also gives each company an alpha 
score8 — an estimate of how it will perform in 
the near future — and plots that against the tax 
score (Figure 3).

The AQE team believes that industries such as 
retail in the top right quadrant of this figure, with 
high tax and high alpha scores, should benefit 
most from the new tax regime. In particular, 
the highest tax-paying consumer-focused 

industries, given their quality balance sheets 
and cheaper valuations, are likely to be winners 
in a lower tax regime, alongside transport and 
professional services. On the flip side, industries 
that screen poorly on the team’s alpha model, 
like biotechnology and energy, and pay the 
lowest taxes, stand to gain little and are likely to 
underperform going forward. 

In addition, the ability to expense capital 
expenditure immediately should benefit capital-
intensive industries such as railroads, airlines and 
manufacturing of heavy machinery and electrical 
equipment. Meanwhile, the lowering of mortgage 
interest deductions and the cap on state and 
local taxes, particularly in high tax states such 
as California and New York, could adversely 
influence the real estate sector.

Equities

The highest tax-paying consumer-focused industries, given their quality 
balance sheets and cheaper valuations, are likely to be winners in a lower 
tax regime, alongside transport and professional services.
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Figure 3 
Sector Winners and Losers 
from State Street’s Active 
Quantitative Equity Team

Sectors appearing in the top-right quadrant, including retail and 
professional services, should benefit most from the new tax regime.

Retailing

Commercial and Professional Services
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Transportation

Food and Staples Retailing
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Diversified Financials

Health Care Equipment and Services

Materials

Utilities Insurance

Tech Hardware and Equipment

Telecommunications Services

Energy

Software and Services

Pharma, Biotech and Life Sciences

Real Estate Semiconductors & Semiconductor Equipment

312 200 100 20

High Tax Payers

Low Tax Payers

Low Alpha High Alpha

Source: State Street Global Advisors, as of February 2018. Estimates reflect subjective judgments and assumptions. There can be no assurance that developments will 
transpire as forecasted and that the estimates are accurate.
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Sovereigns. The US Congressional Budget 
Office (CBO) estimates that the tax reforms will 
increase the deficit by roughly USD 1.5 trillion 
over the next 10 years. In concert with the 
Federal Reserve’s (Fed's) ongoing balance sheet 
reduction, this could lead to a big expansion in 
Treasury supply and cause further rises in longer-
term US government bond yields such as the 
10-year rate,9 pushing up the cost of borrowing for 
companies. The overall fiscal stimulus could lead 
to higher tax receipts over the long term, though, 
as we have seen above, tax cuts alone do not 
appear to drive economic growth.

Investment Grade. Despite the potential for 
higher government bond yields, a lower tax rate 
should be moderately positive for investment-
grade bonds and we expect to see spreads over 
Treasuries narrow. As with equities, so with bonds; 
different companies will win or lose depending on 
their situations. However, using Internal Revenue 
Service (IRS) data, Longstaff and Strebulaev 
(2014)10 found a direct relationship between 
changes in corporate leverage and changes in 
corporate tax rates for all except the smallest 
firms, and that an increase in corporate leverage 
over time influences corporate capital structure.

Higher after-tax profitability should enable 
companies to reduce their debt levels, better 
service their existing commitments and avoid 
taking on new debt to fund growth. However, we 
expect the impact on overall financial leverage 
to be limited. Our fixed income team estimates 
that, assuming 25% of tax-reform-related 
incremental cash (excluding repatriation flows) 
is used to pay down debt, corporate bond 
spreads over Treasuries will narrow by slightly 
more than two basis points by the end of 2018 
for the industrial component of the Bloomberg 
Barclays US Credit Index. 

Repatriated cash, however, may be net 
negative for credit if the money is used for share 
repurchases or M&A and cash cushions are 
reduced.11 Also, more M&A could lead to greater 
supply of bonds, alongside cash, to finance deals. 
The new interest expense deductibility limits are 
not a material negative factor for investment-
grade companies in the near term, in our view, 
and will only have a mild impact on bond supply 
over the long term.

Bonds Financials are likely to be among the winners in 
the credit space. They tend to pay higher effective 
tax rates than their industrial counterparts, due to 
a lack of tax-based incentives and depreciating 
assets that may be used to reduce tax. So the 
tax rate reduction should flow directly to the 
bottom line, making additional funds available 
for investment in operations or distribution to 
shareholders; regulations make it unlikely to be 
used to reduce debt. They will have to write off 
deferred tax assets, which will hurt short-term 
profits, but this should be offset by other changes 
over the long term.

Utilities are likely to be significant losers, because 
they generally pass through the corporate 
tax rate to customers, while paying little tax 
themselves. This difference, which is accounted 
for as deferred taxes, is a material benefit 
to utilities’ cash-flow measures and will now 
decrease with the lower rate. In our view, some 
utilities will have sufficient levers to manage this 
transition, while others could see their credit 
rating downgraded. 

Municipal Bonds. Municipal bonds should gain 
from the tax changes in aggregate. The tax-free 
nature of muni coupons means retail demand for 
them is likely to increase in high-tax states where 
local taxation is now capped at USD 10,000 per 
annum and more people will be looking for ways 
to reduce their taxable income. Institutional 
demand on balance is likely to be negative, as 
demand from banks and insurers will decrease 
due to the lower corporate tax rate. However, this 
could be partially offset if Congress designates 
munis as High-Quality Liquid Assets (HQLA) later 
this year. If designated as HQLA, munis would 
become more valuable to banks in their liquidity 
calculation requirements for regulators. 

We expect the muni supply to decrease by 
approximately 15% as the bonds can no longer 
be “advance refunded.” This means municipal 
issuers will now only be able to refinance their 
bonds after their call dates, as opposed to at 
any time after they had issued them, which had 
previously been the case. Historically, call dates 
have been set for 10 years after a bond was 
issued. We expect the elimination of advance 
refunding to cause issuers to gradually alter bond 
structures to include shorter call dates, shorter 
maturities and lower coupons or instead to issue 
taxable “advance refunding” bonds.12
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Conclusion In our increasingly technology-driven and 
globalized world, the US tax changes are likely 
to make the country a more competitive place 
to do business. However, the complexity of the 
reforms and their failure to tackle more of the 
inefficiencies of the previous tax code means 
the long-term economic impact may be limited, 
especially at this point in the business cycle. 
Management teams will have more choices 
when it comes to allocating capital and trying to 
balance credit-friendly actions with shareholder 
awards, so security selection is likely to become 
more important to equity and bondholders alike. 
Certain sectors will benefit more than others, 
and until the market prices in the full impact of 
the reforms, including secondary effects around 
the world, this should create harvestable value 
for investors. 

1  P. Bazel and J.M. Mintz (2017), “Competitive 
Impact of Tax Reform for the United States,” The Tax 
Foundation.

2  Alexander Ljungqvist and Michael Smolyansky (2016), 
“To Cut or Not to Cut? On the Impact of Corporate 
Taxes on Employment and Income.”

3  Dhammika Dharmapala (2017), “The Economics of 
Corporate and Business Tax Reform.”

4  Robin Wigglesworth, “As the Market Swoons, Share 
Buybacks Are Back,” Financial Times (February 21, 
2018); https://www.ft.com/content/7a3529ce-1667-11e8-
9e9c-25c814761640.>
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buybacks/

6  Robin Wigglesworth, “As the Market Swoons, Share 
Buybacks Are Back,” Financial Times (February 21, 
2018); https://www.ft.com/content/7a3529ce-1667-11e8-
9e9c-25c814761640.>

7  An effective tax rate, an effective tax rate adjusted for 
extraordinary items and a cash tax rate are calculated. 
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this final score is re-standardized again into percentiles. 
As of December 29, 2017.
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whether that company will outperform or underperform 
in the coming months. This is estimated using our 
bottom-up stock selection model, which looks at each 
company’s relative valuation, sentiment and quality.

9  Goldman Sachs Economics Research (2018), “Larger 
Deficits, Smaller Balance Sheet: Implications for the 
Treasury Market.”

10  Longstaff and Strebulaev (2014), “Corporate Taxes and 
Capital Structure: A Long-term Historical Perspective.”

11  J.P. Morgan North America Credit Research (2017), “HG 
Bond Supply and Tax Reform.”

12  Taxable “advance refunding” bonds can be refunded by 
the issuer earlier than the call date but only using taxable 
(not tax-exempt) debt. Typically, taxable debt is more 
expensive (with a higher yield) than tax-exempt debt, so 
interest rate levels will determine whether issuing them 
makes financial sense.

With contributions from State Street  
Active Quantitative Equity and Credit 
Strategies teams
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Corporate Tax Cut. The permanent corporate 
tax cut from 35% to 21% should provide the main 
tailwind for both public and private companies, 
boosting the amount of profits available to 
fund operational investment and M&A. For 
some companies, particularly more cyclical or 
challenged businesses, changes in expense 
deductions and certain credits will offset some of 
the tax rate benefit. For example, companies will 
have to write down “deferred tax assets,” losses 
from prior years that can be used to reduce future 
years’ taxable income, as the new tax rate has 
reduced the size of these benefits. 

Additionally, future net operating losses (NOLs) 
from 2018 onwards can offset no more than 
80% of taxable income in any given year, though 
they can be carried forward indefinitely. Cyclical, 
loss-making firms, whether publicly or privately 
held, will be most impacted by the restrictions on 
utilizing losses. Separately, state income taxes, 
while still deductible for corporations, will become 
a larger part of companies’ overall tax liability as 
the federal tax burden shrinks, which may cause 
some firms to consider relocating. 

Expensing Capital Expenditure. From 
2018 through 2022, companies will be able to 
expense capital expenditure immediately, with 
this provision phasing out by 20% a year from 
2023 to 2026. By encouraging investment in 
equipment now, this tax change is likely to aid 
future productivity growth and economic activity. 
Capital-intensive businesses, in particular, should 
see a significant reduction in their tax payments 
in the early years of the new tax law. We expect 
that companies will become more strategic in 
timing their capital expenditure to maximize 
this tax benefit, which could distort long-term 
investment patterns.

Cap on Interest Deductions. The cap on 
interest deductions above 30% of EBITDA, and 
later EBIT,2 will increase the effective tax rates for 
highly levered businesses. For companies that 
rely heavily on debt financing to fund large capital 
outlays, the interaction between the immediate 
expensing of capital expenditure, which reduces 
the EBIT number, and the EBIT-based cap on 
interest deductions will require careful planning 
to maximize benefits. As a result, companies 
with stable cash flows and reasonable debt 
levels could become even more attractive to 
investors, and highly leveraged businesses may 
want to restructure internal borrowings, borrow in 
different jurisdictions, rely more on leasing, or use 
more preferred or common equity financing. 

As with any new law, it will take time for all the 
effects of the US tax reforms to be felt, and 
individual companies will be impacted differently. 
In the near term, we expect increases in post-tax 
profits to push valuations on companies higher, 
producing a one-time benefit for current holders. 
In time, companies’ increased profitability will 
be priced into their valuations and investment 
returns should revert to normal levels. 

Other tax changes will likely ratchet up M&A, 
exits1 and cross-border transactions, and reduce 
the use of debt financing. Over the longer term, 
businesses may adjust their corporate and capital 
structures in response to the new tax regime. 
Less cyclical companies with moderate leverage 
should benefit the most. In aggregate, we view the 
changes as mostly positive for public companies 
and as positive overall, with more variation, for the 
private equity (PE) industry. 

Anne-Marie Fink, CFA 
Portfolio Strategist,  
Alternative Investments

Impact of Tax 
Rules on Public 
and Private 
Equity  
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While the cap impacts PE firms that rely heavily 
on debt financing, we believe this detractor will 
be more than offset by the lower corporate tax 
rate and the immediate expensing of capital 
expenditure, and PE firms will find innovative 
solutions to avoid the cap. Interest expense 
deductions above the annual cap can be carried 
forward and applied in subsequent years or 
sold as a tax asset. The change may also be 
supportive for venture capital-funded businesses 
as it does not apply to companies with revenues 
of less than USD 25 million. 

Repatriation. The US will no longer tax dividends 
received by domestic companies from their 
non-US entities. This levels the playing field for 
US corporates and should encourage more 
repatriation of overseas profits. Cross-border 
transactions by US companies should also cost 
less, which could further buoy M&A and exits for 
PE firms. Capital gains from the sales of foreign 
affiliate shares will still be taxed, so firms will need 
to consider tax effects when buying and selling 
PE portfolio companies or foreign subsidiaries. 
Those companies which previously structured 
overseas transactions to achieve lower rates will 
benefit less from the changes and could even lose 
out under the new regime. 

Moreover, assets cannot be repatriated entirely 
tax-free. To prevent erosion of the tax base and 
abuse of the system, companies will have to 
pay a one-time repatriation tax of 8% for illiquid 
assets and 15.5% for liquid ones, that is, cash 
and near-cash. Fortunately, they have the option 
to pay the tax over eight years. There is also a 
minimum tax on foreign earnings, which applies to 
US corporations’ pro rata share of certain foreign 
profits at a 10.5% effective rate from 2018 to 2025 
and 13.1% in subsequent years. On a positive 
note, the estimated USD 2 trillion that may be 
repatriated should help drive investment.

Pass-Through Structure. Unlike public 
companies, PE firms are often structured 
as partnerships. The new tax law’s 20% tax 
deduction on US business income from “pass-
through” entities with sizeable staff wage bills 
should drive additional profits for any enterprises 
held as partnerships. Companies may also 
restructure themselves to maximize the benefits 
of this deduction, perhaps by reorganizing 
employees and assets within different legal 
entities, but they will need to be circumspect: the 
clause sunsets in 2025 and pass-throughs do not 
qualify for reduced taxation of foreign earnings.

1  An exit occurs when a private equity firm sells a stake in 
a company it owns.

2  EBITDA is earnings before interest, tax, depreciation and 
amortization; EBIT is earnings before interest and tax.



Alpha. A gauge of risk-adjusted  
outperformance that is measured 
relative to a benchmark because 
benchmarks are often considered to 
represent the market’s movement as a 
whole. The excess return of a portfolio 
relative to the return of a benchmark 
index is the portfolio's alpha. 

Bloomberg Barclays US  
Credit Index. An index designed 
to measure the investment grade, 
US dollar-denominated, fixed-rate, 
taxable corporate and government-
related bond market. It is composed 
of the US Corporate Index and a 
non-corporate component that 
includes non-US agencies, sovereigns, 
supranationals and local authorities. 

International Monetary Fund (IMF). 
The IMF's primary purpose is to 
ensure the stability of the international 
monetary system — the system of 
exchange rates and international 
payments that enables countries 
to transact with each other. Since 
2012, this mandate has included all 
macroeconomic and financial sector 
issues that bear on global stability.

Russell 3000 Index. A market 
capitalization weighted equity index 
that provides exposure to the entire 
US stock market.

S&P 500 Index. A market value 
weighted index of 500 stocks that 
reflects the performance of a US large 
cap universe made up of companies 
selected by economists. 

S&P 500 Buyback Index. An index 
designed to measure the performance 
of the top 100 stocks with the highest 
buyback ratios in the S&P 500.

Yield. The income return on an 
investment, such as the interest or 
dividends received from holding a 
particular security.

Glossary
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