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HOW COULD LOWER TAX RATES AND REDUCED REGULATIONS
AFFECT THE ECONOMY AND THE MARKETS?

The incoming Trump admin-
istration has promised to dramati-
cally reduce taxes and to roll back
excessive regulation. Their conten-
tion is that these actions will pro-
pel the US economy to growth
rates in the 3.5% to 4.0% range.
High rates of taxation on business
make it harder for American com-
panies to compete against foreign
competition. It has also led to a
practice called “corporate inver-
sion” which is defined as “... the
practice of relocating a corpora-
tion’s legal domicile to a lower tax
nation, or tax haven, usually while
retaining its material operations in
its higher-tax country of origin.”!
This action takes tax-paying corpo-
rations out of our country (taxed at
a 35% maximum rate) and encour-
ages them to relocate through mer-
gers to lower tax nations like Ire-
land (12.5% tax rate). It is very
hard for corporate managements to
Justify lower profitability to their
shareholders when a change in lo-
cation to a stable sovereign nation
like Ireland may increase profita-
bility by approximately 20%.

Excessive regulations (federal,
state and local) have had a stifling
effect on business activity in the
United States.

According to the American Enter-
prise Institute (AEI)":

“In a 22-industry study released in
April by the Mercatus Center at
George Mason University, a group
of researchers found that federal
regulations created an economic
drag on the U.S. economy amount-
ing to an average annual reduction
in GDP growth of 0.8%” To put
this into context, the U.S. economy
has been growing at a rate of 2.0%
to 2.4% over the last few years;
therefore, a 0.8% reduction repre-
sents a 33% to 40% loss of annual
economic activity.

What Can History Teach
About Lower Rates of
Taxation?

During the Harding and Coo-
lidge administrations of the 1920s,
income tax rates were slashed “from
over 70% to less
than 25%. What
happened? Person-
al income tax reve-
nues increased sub-
stantially ~ during
the 1920s, despite
the reduction in
rates. Revenues rose from $719 mil-
lion in 1921 to $1,164 million in
1928, an increase of more than 61
percent.”

According to then-Treasury Secre-

tary Andrew Mellon’:

“The history of taxation shows that
taxes which are inherently excessive
are not paid. The high rates inevita-
bly put pressure upon the taxpayer
to withdraw his capital from pro-
ductive business and invest it in tax-
exempt securities or to find other
lawful methods of avoiding the real-
ization of taxable income. The re-
sult is that ... capital is being divert-
ed into channels which yield neither
revenue to the Government nor
profit to the people.”

The 1920s were one of the most
prosperous times in American histo-
ry. There was rapid industrial
growth along with advances in tech-
nology. The stock market soared as
did productivity also wages grew
and the result was huge profits for
businesses.

During the Kennedy administra-
tion of the 1960s the top tax rate
was reduced from over 90 percent
to 70 percent. “What happened?
Tax revenues climbed from $94
billion in 1961 to $153 billion in
1968, an increase of 62 percent (33

percent adjusting for inflation).” *

According to President John F.
Kennedy:

“Our true choice is not between tax
reduction, on the one hand, and the
avoidance of large Federal deficits
on the other. It is increasingly clear
that no matter what party is in pow-
er, so long as our national security
needs keep rising, an economy ham-
pered by restrictive tax rates will
never produce enough revenues to
balance our budget just as it will
never produce enough jobs or
enough profits ... In short, it is a
paradoxical truth that tax rates are
too high today and tax revenues are
too low and the soundest way to
raise revenues in the long run is to
cut the rates now.”

JFK’s strategy was successful
and his era, although brief, repre-
sented a dramatic
turnaround for
America. “... Ken-
nedy enjoyed a
nearly miraculous
economic turna-
round. At the time
of his death in No-
vember 1963, an
employment boom was beginning.
Stocks were soaring, swept up in
the emerging ‘go-go’ era on Wall
Street — a time when investors were
falling in love with mutual funds
and conglomerates.” °

During the Reagan administra-
tion of the 1980s, the impact of the
inflation stemming from the 1970s
was addressed through the tax code.
The phenomenon called “bracket
creep” was pushing millions of
American taxpayers into higher tax
brackets because of inflation even
though inflation-adjusted earnings
were not increasing. People were
having to pay higher rates of taxa-
tion which meant that their real



(after adjusting for inflation) take-home
pay was actually reduced. President
Reagan introduced large tax rate reduc-
tions to remedy this situation during the
1980s. “What happened? Total tax reve-
nues climbed by 99.4 percent during the
1980s, and the results are even more
impressive when looking at what hap-
pened to personal income tax revenues.
Once the economy received an unam-
biguous tax cut in January 1983, income
tax revenues climbed dramatically, in-
creasing by more than 54 percent by
1989 (28 percent after adjusting for in-
flation). ©

According to then-U.S. Representative
Jack Kemp (R-NY), one of the chief
architects of the Reagan tax cuts:

At some point, additional taxes so dis-
courage the activity being taxed, such as
working or investing, that they yield
less revenue rather than more.”

The Reagan Record:

e “Real economic growth averaged
3.2 percent during the Reagan years
versus 2.8 percent during the Ford-
Carter years and 2.1 percent during
the Bush-Clinton years.

e Real median family income grew by
$4,000 during the Reagan period
after experiencing no growth in the
pre-Reagan years; it experienced a
loss of almost $1,500 in the post-

Reagan years.
e Interest rates, inﬂa—i
tion, and unem- ‘
ployment fell faster
under Reagan than '/
they did immedi-
ately before or after
his presidency.” 4

The time periods of the 1920s, 1960s
and the 1980s all point to the historic
success of lower rates of taxation spur-
ring economic activity and even produc-
ing more actual revenues for the Gov-
ernment. The past is certainly no guar-
antee that the future will mirror history
but the lessons of the past can be in-
structive as to what might be expected
considering that there are multiple posi-
tive historic examples to study.

The argument regarding the effect of
excessive regulations especially in the
financial sector was probably best stated
by Berie Marcus, one of the co-
founders of The Home Depot. In a talk
to the Detroit Economic Club, he said:
“America has changed drastically since
he started The Home Depot — so much
that he could not possibly start the suc-
cessful national company today.

‘We started with four stores and a
dream, and a small bank believed in us
enough to invest,” the 84-year old re-
tired CEO told the luncheon crowd.

“With laws on the books like Sarbanes-
Oxley and Dodd-Frank, that banker
would be breaking regulations today.
The next Home Depot could never get
off the ground.” ” :

The incoming Trump administration
believes that it will be able to get tax
reducing legislation through Congress.
It is likely that it will happen because
the House and Senate are in Republican
hands, but not all House members and
Senators that have an “R” after their
names are in total agreement with Presi-
dent-elect Trump. This could potentially
block or at least lessen the amount of
the tax-cut. In regard to the roll-back of
regulation, much of it can be accom-
plished through executive orders be-
cause it was never enacted through leg-
islation. However, some will require
legislation which once again will de-
pend upon Congress and other parts will
require fighting with the entrenched
bureaucrats in the various Governmen-
tal Agencies. In summary, the oppor-
tunity for 3.5% to 4% GDP growth ex-
ists but it is by no means assured.

'htps://en. wikipedia.org/wiki/Tax_Inverson

2AEI Investor’s Business Daily. May 16, 2016
*www.heritage org/research/reports/2003/08/the-
historical-lessons-of-lower-tax-rates.
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Outlook

The year 2016 began with a sharp sell-off in the first
quarter and the technology and healthcare sectors were hit
especially hard. As the year progressed the market recov-
ered and the election gave the market a nice boost. How-
ever, our technology and healthcare funds lagged produc-
ing a drag on performance. These funds have long track
records of superior double-digit annual performance and
we feel that in the future, they will return to their normal
behavior. Therefore, we are staying with them because of
their excellent management and historic returns.

The year 2017 has the potential to be very strong
if all of the proposed pro-business changes are put into

place. However, things seldom occur as forecast. Often the
unforeseen event shapes the future, for better or for worse.
Assuming the Trump administration gets the bulk of its tax
-reduction and regulation roll-back and international trade
is not too damaged in conjunction with a Federal Reserve
(FED) that keeps its interest rate increases moderate then
2017 could be a positive year. There are a lot of (if’s) in
this outlook but on-balance it should be considered up-
beat.

Happy New Year!
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