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Introduction

As the old saying goes, there are only two certainties in life: death and taxes. While we can’t
offer any novel solutions about the former at the moment, we can provide some insights into
potential changes to the latter.
Expectations about the likelihood of meaningful tax reform have
risen in the wake of the election of Donald Trump to the U.S.
presidency in the fall of 2016. Not only have the White House
and Congress talked up tax reform, but the stock market has
risen materially since the election. Many seasoned market observers
detect tax reform optimism in these new stock market highs.
What are the consequences of tax reform to our clients, in terms
of both opportunities and challenges? In this, the seventh in
our ongoing series of Corporate Insights papers, we examine
what corporate tax reform may mean for our clients. Rather than
trying to peer into a crystal ball to predict what might come out
of Washington, instead we evaluate the sensitivities of various
industries to the potential categories of reform and the possible
nuances of each.
In order to understand and analyze current tax reform proposals,
it helps to look back at the last two significant reforms in the
United States: 1986 and 2004. Before the tax reform of 1986,
the American tax code was dauntingly complex, totaling over
26,000 pages. Despite significant lobbying against the bill,
Congress overwhelmingly passed legislation that lowered the
corporate tax rate from 46% to 34% and greatly simplified
loopholes and deductions.1 This simplification and reduction in
rates did not last very long, however, as Congress reversed tax
cuts and continued adding to the complexity of the tax code;

some estimate Congress has made nearly 15,000 changes to
the law since the Tax Reform Act of 1986 was passed.2
In 2004, the tax code once again became an important legislative
topic through the American Jobs Creation Act (AJCA).3 The
bill used tax reform as a lever to encourage domestic growth
by allowing the repatriation of overseas corporate cash at
a discounted income tax rate. Although there were specific
restrictions on the use of repatriated cash, a subsequent Senate
report found that an estimated 60-92% of the funds was used to
return capital to shareholders via buybacks and dividends.4 With
the lessons learned from these major reforms on the minds of
today’s legislators, we again find ourselves at the forefront of a
debate about tax reform and its role in spurring economic growth.
Recently, two major tax reform proposals have emerged – one
from President Trump and one from the House Republicans
under the leadership of Wisconsin Rep. Paul Ryan and
Texas Rep. Kevin Brady. The proposals at this stage are still light
on detail, but contain several common elements, proposing5:
• To lower the U.S. corporate income tax rate
• To alter the tax treatment of non-U.S. earnings
• To address the deductibility of expenses, including interest expense
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A tax primer: Understanding the current situation

The statutory corporate tax rate is an important component of
fiscal policy. The rate itself is the result of a delicate balancing
act, with the federal government setting a tax rate high enough
to generate adequate revenue, yet low enough to encourage
business investment in a global economy where companies
can choose where to incorporate. If tax rates are too high in
the United States, companies may seek to make investments

in countries with lower corporate tax rates. As developed
economies continue to recover from the financial crisis, corporate
tax reform is being used as a lever to promote economic growth
and attract foreign investment. While many governments have
lowered their statutory tax rate in line with this trend, the United
States remains a stark outlier (see Exhibit 1).

Exhibit 1: Statutory tax rates by country
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The corporate tax rate in the United States has remained
steady at 35.0% for more than two decades, making it one of
the highest in the world.7 What are the implications of such a
high rate? Potentially profitable projects may be spurned by U.S.
companies, as after-tax cash flows may not compensate for
the initial investment due to high corporate tax rates. Likewise,
investment from foreign multinationals may be discouraged,
as other countries’ favorable tax systems yield more profitable
opportunities. Also, a high tax rate incentivizes companies to

4

Ireland

19.0%

consider relocating their operations to nations with a lower
corporate tax rate, or to try profit-shifting through foreign
subsidiaries or inversion transactions.
Nevertheless, despite the high statutory tax rate, the majority of
U.S. companies pay actual taxes at a rate much lower than the
statutory rate. To get a better idea of the amount of taxes that U.S.
companies actually pay, we must examine the effective tax rate.8

As a consequence of the relatively higher levels of statutory tax,
companies in the U.S. have traditionally turned to tax incentives
or tax-efficient strategies to reduce their effective tax rate over
time, creating a gap between the statutory and effective tax
rate (see Exhibit 2). In fact, 72% of companies in the S&P
500 paid an effective rate below the statutory one in 2016.9
Common tactics to maximize tax-efficiency include utilization

of accelerated depreciation, R&D incentives, and profit-shifting
outside the U.S. Accelerated expensing impacts effective tax
rates by lowering the company’s current taxable income base,
while profit-shifting can minimize paying U.S. taxes outright.
Inversion transactions were another popular initiative, though
these have become less common since the IRS moved over the
last two years to limit some of the benefits of these transactions.

Exhibit 2: Statutory tax vs. effective tax rates in the U.S.10
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How and to what extent a company can exercise influence
over its effective tax rate varies based on industry-specific
dynamics, geographic exposure, capital structure and the
utilization of various tax incentives.11 In the United States, the
telecommunications sector has paid the highest effective tax rate
in recent years, likely due to its high concentration of earnings

in the U.S. Conversely, the information technology sector, which
has significant Research & Development ("R&D") expenditures
and considerable ability to profit-shift through international
subsidiaries, has paid the lowest effective tax rate since 2010
(See Exhibit 3).

Exhibit 3: Median effective tax rates by sector
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Another challenge facing U.S. companies under the current
system is world-wide taxation. Many countries have a territorial
tax system, in which the tax liability is determined by where
the transaction takes place. Under a territorial tax system,
companies can more easily transfer capital across international
borders, especially to their home country. In contrast, United
States companies that operate internationally must pay the
incremental difference between the 35% U.S. tax rate and
the foreign tax rate to return the cash to the United States.
According to some estimates, U.S. companies held at least
$1.1 trillion in overseas cash and $2.2 trillion in earnings.12
Cash trapped abroad discourages domestic investment and may
prevent the returning of capital to shareholders via buybacks or
dividends. Potential solutions to the problem of overseas cash
include a permanent lowering of the tax rate on foreign income
or a temporary tax holiday similar to the approach taken by the
U.S. as part of the reform efforts in 2004.

As noted already, the specifics of corporate tax reform are still up
for debate, and there is a lack of clarity about when and how it
may be achieved. Indeed, another element in all of this calculus
is the prospect of substantive changes to U.S. healthcare
law. Healthcare reform can impact these tax debates in two
meaningful ways: 1) as any changes in that area could provide
fiscal savings that could be used to support changes in U.S.
tax policy, 2) the timing of any meaningful tax reform is likely to
occur post the discussion around healthcare reform. Given all of
these uncertainties, how can companies address the challenges
mentioned above and best position themselves – or advocate for
– whatever tax reform actually comes to pass? Our approach is
about awareness of the potential scale of the impacts. Knowing
the possible impact and potential scale of the tax reform ideas
being debated will give our clients a much clearer understanding
of the debate and help them shape their own responses to such
reforms. In hopes of providing such insight, we now turn to the
strategic implications of four major tax-related issues – changes
in the statutory tax rate, a tax holiday on foreign earnings,
interest expense deductibility and border adjustments.
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The four reforms and their potential impact

Tax reform could have broad implications for Corporate America.
But the potential impact on profitability, growth, and market
value may not be uniform across industries. Indeed, we expect
the likely impact to be influenced by a wide range of companyspecific factors, including geographic exposure, capital intensity,
financial leverage, available tax credits, among others. To help
simplify and isolate the impact, we make the assumption that
any changes in the statutory rate will be accompanied by a
reduction in the number of deductions, such that the effective
rate paid will eventually converge to the updated statutory rate.
We can then utilize a discounted cash flow methodology on
an aggregate of the S&P 500, making the assumption that
current price levels reflect a fairly valued market in aggregation,

and projecting out cash flows and asset base growth based
on consensus forecasts. On an aggregate basis, the market
is currently pricing in returns on capital (CFROI)13 for the S&P
500 to maintain a long-term level of ~11%. If we flex the future
effective rate to potential new statutory rates, this analytically
produces an increase in after-tax cash flows relative to the base
forecast. Our analysis suggests that a decrease in the effective
tax rate to 15% would lead to an increase in returns on capital
to ~13% and a 19% increase in the aggregate market value of
the S&P 500 (~1.6x multiple expansion on an enterprise value
to cash flow multiple)14. However, taking each of these factors
in turn, the magnitude of the impact as well as sensitivity of
valuation will vary across companies.

Exhibit 4: S&P 500 Tax reform impact on return on capital
Pre-tax reform: S&P 500 CFROI

Post tax reform: S&P 500 CFROI
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1. Lowering of the Statutory Rate
Perhaps the most straightforward category of tax reform involves
the corporate statutory tax rate. The plans currently under
consideration by the U.S. government could potentially lower the
current corporate tax rate from 35% to as low as 15%. A lower
corporate tax rate would likely allow for increased investment
opportunities for United States companies, as companies will
have more free cash flow and would likely contemplate lower
hurdle rates when considering investment decisions. However,
in order for a change in corporate or financial strategy to occur,
companies must have confidence that a lowering of the tax rate
is a permanent (or at least long-term) reform. The perception
of the permanence – or lack thereof – of any tax reform may
depend a great deal on the legislative genesis of the reform.
Meaning, the manner in which any reform legislation is passed
by Congress can have a big impact on how long that reform will
remain law.15
At a high level, a lowering of the corporate tax rate will affect
some companies and industries more than others. We analyzed

the sensitivity of cash flows to the statutory tax rate at an industry
level within the S&P 500 to discover which industries would
benefit most from a lowering of the statutory tax rate.16 Holding
other effects constant, an increase in overall cash flow should
lead to improving returns on capital and potentially higher market
valuations. We created aggregate income statements by industry
and flexed the effective tax rate, assuming that a decrease in the
statutory tax rate would lead to a subsequent decrease in effective
tax rates at an industry level. Industries with large domestic
operations will benefit relatively more than industries with relatively
greater international exposure. Likewise, industries with high
effective tax rates would benefit more than industries with low
effective tax rates. All else equal, consumer staples would gain the
most incremental cash flow from a decrease in the statutory tax
rate, followed by industrials. These industries have relatively high
earnings pass-through – meaning high earnings relative to cash
flow. On the other hand, information technology has the lowest
existing effective tax rate of the S&P 500 industries, making it far
less sensitive to a lowering of the statutory rate (see Exhibit 5 for
sensitivities on % cash flow improvement by industry).

Exhibit 5: Statutory tax rate sensitivities on % cash flow improvement by industry17
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Regardless of when and if corporate tax reform comes to fruition,
there are certain steps companies can take to set themselves up
for success in the event of the lowering of the statutory tax rate.
Companies could consider maximizing their current deductions
through various strategies. For example, companies may want
to consider accelerating their embedded losses due to foreign
exchange rates, derivatives, and intercompany loans in order to
benefit from the existing 35% rate. Along those lines, companies

can revisit their liability management strategies today via tender
or exchange offers to unlock embedded losses within their debt
portfolio. Additionally, companies could consider accelerating
their discretionary pension contributions to realize the value of
the deduction at the current rate, as the rate for deductions for
pension contributions could be lowered in the future. Recognizing
such unrealized losses now maximizes the tax shield provided by
the current 35% rate.18
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2. Cash repatriation
In recent years, the amount of cash and long-term investments
within the S&P 500 has consistently grown; in 2016 the S&P
500 held ~$1.9 trillion of cash on their balance sheets. Cash

and long-term investments comprised about 15% of total
invested capital within the S&P 500, up from ~6% in 1996
(see Exhibit 6). Why are cash balances so high?

Exhibit 6: Cash + Long Term Investments over time19

($ in billions)

16.0%

$2,500

14.0%
$2,000
12.0%
10.0%

$1,500

8.0%
$1,000

6.0%
4.0%

$500
2.0%
$0

–
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Cash + LT investments

Growing corporate cash balances can be attributed to several
factors, including lack of belief in growth opportunities,
increasing free cash flow, cheap and easy access to capital
and the current U.S. corporate tax policy on the repatriation of
overseas cash. Focusing on the last factor, U.S. companies
with foreign operations are holding cash and earnings abroad,
unwilling to pay the taxes due upon repatriation. A one-time tax
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% of investment

holiday or a long-term lowering of the rate on repatriation could
encourage companies to invest in their domestic operations
or return capital to shareholders in the form of buybacks or
dividends. How could such a holiday affect corporate behavior?
We can use the lessons learned from the 2004 tax holiday to
explore potential consequences.

In 2004, the American Jobs Creation Act allowed companies
to repatriate cash from abroad at a rate of 5.25% instead of
the usual 35% in the hopes of increasing domestic investment
in jobs, capital expenditures and research and development.
Of the ~10,000 companies with foreign operations, 843 took
advantage of the holiday, repatriating about $312 billion that
qualified for the holiday.20 Despite the government’s intentions,
a Senate Report found that the top 15 repatriating companies
did not increase employment, and research and development
spending did not increase. Although restrictions were placed
on the use of the repatriated cash, it was very difficult to track
and enforce these restrictions. In fact, a broad-based study
by the U.S. Senate estimated that between 60 – 92 cents of
each dollar repatriated was used by companies to buy back
shares.21 If history is any guide, a one-time tax holiday could
result in similar corporate behavior of share buybacks and
dividends. Also, the increasing trend of share repurchases as a
form of capital distribution will likely continue, given additional
capital influx through cash repatriation. A one-time tax holiday
may not necessarily increase the organic growth opportunities
of companies, but it does increase the availability of capital.
This increased availability of capital could be a catalyst for M&A
activity. Currently, capital is cheaply available to companies22 and
additional capital, in the form of freeing cash trapped abroad,
may spur increased inorganic growth.
As companies think about their capital deployment options, their
hands may be forced as large cash holdings relative to peers
can be a catalyst for activist investors who seek situations where
they feel they can “unlock” value.23 The combination of record
high corporate cash holdings, low interest rates, cheap and
available debt, and now the potential of a tax repatriation holiday
will no doubt further bolster the hand of activists arguing for cash
to be returned to shareholders. Balance sheet activism – where
activists target “excess” cash – already accounts for over 11%
of activism campaigns with a ~41% success rate.24 Since any
cash repatriation tax reform will likely increase the accessibility
of such “excess” cash balances, we also expect the number
of these campaigns to increase. All of these issues, while
important to consider, could prove to be significant distractions
for management teams, who would rather focus on finding ways
to improve and grow their core operations.
3. Interest Deductibility
In the U.S., the interest expense on debt is a tax-deductible
expense. The principle of interest deductibility was first

introduced in 1918 to help firms recover from the economic
impact of World War I and has been in place ever since.25
Proposals to eliminate or limit the deductibility of interest argue
that it would help partially offset the loss of revenue from
a lowering of the statutory tax rate. A report from Harvard
University Professor Robert Pozen estimates that allowing
companies to only deduct 65% of their interest expense would
allow the corporate tax rate to be cut from 35% to 25% without
significantly impacting the U.S. budget deficit.26
Investment and capital deployment challenges aside, the relatively
high U.S. tax rate can also influence incentives on capital
structure and financing choices. Under the current scheme
of tax deductibility of interest, companies are in some ways
encouraged to take on more “discounted” debt relative to public
equity funding. Similarly, the deductibility of interest expense is
a component in the decision between sourcing capital with debt
or equity. Critics of the deductibility of interest claim that the tax
shield encourages companies to take on elevated levels of debt,
increasing the risk of a credit crisis similar to that of 2008.
The ultimate consequence of eliminating interest deductibility is
dependent on the growth environment: if growth continues to
improve and economic conditions remain stable, debt issuance
may still increase in spite of the increased cost of debt. Even
without the interest tax shield, the cost of debt is still lower than
the cost of equity for most companies. The change in policy may
also encourage the issuance of debt in other countries that still
deduct interest payments. Companies could use foreign-issued
debt proceeds to fund operations in the United States or abroad.
A change in the deductibility of interest would affect some
companies more than others. Highly-levered companies would
be the most at risk, as their cash flows may be unable to
sustain their operations given the absence of the tax deduction.
We analyzed this phenomenon and found that industries with
lower interest coverage ratios, such as telecommunications
and materials, were most sensitive to a decrease in interest
deductibility (see Exhibit 7). This table shows the change in
cash flow given an amount of interest expense tax deductibility
across sectors. For example, if 0% of interest expense was
tax-deductible, the materials industry could see a decline of
cash flows of 3.1%. Also at risk are issuers of higher-yield, “junk
bonds”, where interest expense is a significant component of the
company’s operating income.
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Exhibit 7: Sensitivity of cash flows by level of interest deductibility27
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An offset to the revenues generated by the elimination of
interest deductibility could be the immediate expensing of
capital expenditures. Under this system, capital expenditures
could be deducted in full at the time of the expenditure, instead
of as the asset depreciates over time. An immediate expensing
of capital expenditures could spur growth as companies
would be able to immediately recognize a tax benefit from
their investment, since expensing those costs now lowers the
taxable income. This would also align capital expenditures’
tax treatment with other forms of investment such as R&D
expense, which is tax deductible as incurred.
Although the elimination of interest deductibility is not certain,
there are some actions companies can take to prepare for the
potential reform. One of these is accelerating debt issuance
now; if companies are considering raising debt capital, they
may want to issue now before any changes have been made
to the deductibility of interest, as there is a common belief
that the deductibility will be “grandfathered.”28 Along these
lines, companies could also consider issuing debt at longer
maturities29; this will allow them to lock in interest deductibility
even if the deduction is eliminated in the future.
4. Border adjustments
A fourth area of potential reform is the idea of border
adjustments. Although the idea of border adjustment is
12 Credit Suisse Corporate Insights

complicated, for our purposes the main mechanisms involved
can be simplified to (a) excluding all revenue generated abroad
from U.S. taxable receipts and (b) excluding U.S. purchases
abroad from tax-deductible expenses.30 The key objective
of border adjustments is to alter the dynamic of corporate
incentives for the purchase and sale of imports and exports,
effectively shifting to a destination-based tax system. Heavy
U.S. importers and exporters are most affected by a change
to a destination-based tax system, as the after-tax cost
of importing goods increases relative to domestic goods.
Economic theory suggests that, regardless of a company’s
status as a net importer or exporter, the impact of any border
adjustments would be offset by the paired subsidy and tariff
effects and a concurrent appreciation in the strength of the
dollar.31
However that issue continues to be debated, and it is likely
our corporate clients would have to alter their corporate and
financial strategy to maximize their profitability in the face of
border adjustments. Currently, U.S. companies with global
operations pay a lower effective tax rate than U.S. domesticfocused companies (see Exhibit 8). Border adjustments may
neutralize the tax benefit for U.S. global companies in favor of
benefitting U.S. based exporters.

Exhibit 8: Global vs. domestic tax rates in U.S.32
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A potential border tax could threaten the business model of
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that rely on cheap imports from abroad to produce and purchase
goods. As a consequence, consumers may face higher
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prices from domestic importers. Thus, there is considerable
uncertainty as to whether border adjustments will be included in
the expected tax reform plan, since so many constituents have
expressed opposition to such adjustments.33
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Conclusion – be alert and monitor

Tax reform is a complex and evolving issue. Since the ideas were suggested during the
U.S. Presidential Campaign in 2016, lots of ink has been spilled about the topic. Our intention
in this paper is not to predict, but to assess the potential consequences of iterations of the
potential reforms being discussed.
We have shown that there are some key elements to consider
in monitoring – and evaluating your exposure to – each of the
four major reforms under consideration. Being conscious of your
effective tax rate, your earnings pass-through, your international
exposure – and being aware that these elements vary widely by
industry – is in our view a vital element in being on the front foot
about tax reform.

To better understand and assess the potential implications of tax
reform, it is useful to employ an analytical framework. Exhibit 9
below presents a simple approach for measuring the impact on
value creation and share price due to changes in operating or
financial performance.

Exhibit 9: Pricing puzzle
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Share price
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Affected by:
• Statutory tax rate
• Interest deductibility
• Cash repatriation

This framework can quantify the impact of each element of
potential tax reform on the key drivers of value creation: return
on capital, the growth rate of capital investment, and risk. In
other words, we can use this approach to isolate the impact of a
reduction in the statutory tax rate on a firm’s after-tax earnings
and cash flow, organic and inorganic investment, and the cost
of capital – to determine the net impact on share price. We
can use the same framework to assess the impact of potential
changes to the deductibility of interest expense, the
taxation of non-U.S. earnings, and border adjustments.

Importantly, because every company is different, the net effect
will vary depending upon geographic mix, capital structure, capital
intensity, the availability of tax credits, and other factors. It’s
important to take a holistic view of the impact of tax reform on
financial and strategic decision-making, and a framework of this
type can help. To summarize our thinking on these topics, below
is a simplified guide to understanding how each tax policy change
may affect your financial and valuation drivers (see Exhibit 10).

Exhibit 10: Summary

Investment
opportunities?

After-tax
cash flows?

Availability of
capital?

Discount
Rate?

Market
valuation?

Lower
statutory tax

Repatriation
of cash

Interest
expense
deductibility

Increase

Decrease

The bottom line is – tax reform is complex and it is fiendishly
difficult to determine the likelihood of any of the possible
outcomes. But understanding the potential impacts on your
business of these outcomes is the first critical step in being

Unclear / No effect

prepared for what may actually transpire. In short, be alert to the
sensitivity of your business to these potential legislative changes ...
and monitor what happens so that you are ready to respond.
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