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Borderline 
President Trump is expected to announce a revised tax cut 

plan soon.  In the meantime, it’s worth revisiting how the 
sausage gets made in Washington.  By law, tax code changes 
must originate in the House of Representatives, and the Senate 
will have its say.  A central focus will be on revising how the 
foreign earnings of U.S. firms will be taxed.  Here, there are 
likely to be large economic disruptions even if Washington gets 
it right – and heaven help us if they get it wrong. 
 

“I love rumors! Facts can be so misleading, but rumors, true or 
false, are often revealing.”   

                                         -- Col. Hans Landa (Inglorious Basterds) 
 

While it’s getting difficult for investors to tell fake news from 
the really fake news, there have been a number of interesting 
leaks reported to have come out of the current administration.  
One is that a certain someone was surprised to learn that a $1 
trillion infrastructure spending program in fact costs $1 trillion.  
Now that may be false, but it gets to the heart of the situation.  
We are unlikely to see a major infrastructure spending program 
anytime soon.  House members aren’t going to favor adding to 
the deficit, at least through higher spending. 
 

Trump’s spending and tax cut proposals from the campaign 
were widely blasted as “budget-busting.”  Last May, the non-
partisan Committee for a Responsible Budget calculated that 
Trump’s plan would add $12.1 trillion to the national debt by 
2026.  Other estimates are smaller, but still very large.  Treasury 
Secretary Mnuchin has suggested that tax cuts will be revenue 
neutral, which seems to strain credulity.  One possibility is to 
allow dynamic scoring.  Tax cuts should lift growth to some 
extent, and one could factor that into revenue projections.  
However, nobody believes that tax cuts can pay for themselves.  
In Paul Ryan’s Blueprint for American, tax cuts are offset by 
unspecified future cuts in spending, but if you don’t touch Social 
Security and Medicare, you want to increase defense spending, 
and can’t do anything about interest payments on the debt, 
there isn’t enough left to cut to get the budget to balance.  
Democrats fear that there will be cuts to entitlements, and 
calling it “reform” doesn’t change that. 
 

Let’s review the expected mechanics on the Hill.  A tax reform 
bill, preferred by some Republicans in the Senate, would require 
60 votes to pass in the Senate, which means that Republicans 
would have to get eight Democrats on board (given the 52-48 
mix).  That’s not out of the question, especially if there is an 
emphasis on business tax cuts.  Tax cuts could be done through 
budget reconciliation, which would require a simple majority in 
the Senate, but you can do only one extra thing per year 
through budget reconciliation and Republicans have their sights 
on the repeal and replacement (or possibly “repair”) of the 

Affordable Care Act.  The budget resolution approved by both 
chambers of Congress last month (budget resolutions do not 
require presidential approval) was reported to “pave the way” 
for ACA repeal.  Yet, if you actually look at the budget 
resolution, there’s no mention of the ACA.  That could mean 
that Congress can shift its priorities, putting tax cuts ahead of 
the ACA repeal (makes sense since there is no replacement in 
mind), but there’s been no indication of that so far. 
 

One area that clearly needs reform is how we tax U.S. firms’ 
foreign earnings.  Just about everyone agrees that the current 
system is “badly flawed,” leading firms to keep large amounts of 
foreign earnings (seen at somewhere around $2.6 trillion) 
offshore.  Fixing it would lead to a repatriation of capital, and 
some short-term rise in tax receipts, but that seems unlikely to 
boost business fixed investment (as firms are generally flush 
with cash and currently have relatively easy access to credit). 
 

Reducing the corporate tax rate from 35% to 20% would likely 
reduce tax revenue by about $200 billion per year.  Added 
revenue from a border adjustment tax (BAT) could offset about 
half of that loss, and reduce distortions in corporate behavior.  
However, there are costs and benefits to moving to such a plan.  
Exporters would not be taxed, but consumers and businesses 
would face higher costs.  U.S. manufacturing is critically 
dependent on global supply chains and disruptions would likely 
be large.  Moreover, exchange rate adjustments and global 
capital flows could be destabilizing.  The Bank for International 
Settlements recently reported that daily US$ forex volumes 
average more than $4 trillion (far exceeding trade flows).  
Implementation of a BAT would likely violate current trade 
agreements.  Last week, the European Union indicated that it 
would file a complaint with the World Trade Organization if we 
move to a BAT.  It would be the largest such complaint by far.  
While U.S. exporters would not be taxed, they would likely have 
a harder time through retaliatory efforts taken by the countries 
to which they export.  The uncertainty of all these changes and 
conflicts could itself be a negative for business investment. 
 

When asking for directions in Maine, the usual response is 
“well, I wouldn’t start from here.”  That is a good summary of 
U.S. tax policy.  If you started from scratch, you could have an 
efficient tax system – but nobody wants to give up their specific 
tax breaks.  One proposal would eliminate all deductions except 
for mortgages and charitable giving.  Good luck with that.  A BAT 
proposal would pit importers against exporters.  Congress is 
already getting an earful from their constituents (and more 
importantly, their donors).  Hence, the odds of meaningful tax 
reform remain relatively low despite single-party control. 
 

Most economists are in favor of moving to a value-added tax 
(with some adjustments), but that isn’t even being discussed.   
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Treasury Yields Dollar Equities 

 13-wk 26-wk 52-wk 2-yr 3-yr 5-yr 10-yr 30-yr $/Euro $/BP JY/$ CD/$ NASD SPX DJIA 

1/20/17 0.51 0.59 0.79 1.16 1.43 1.88 2.41 2.99 1.063 1.232 115.30 1.332 5555.33 2271.31 19827.25 
2/10/17 0.55 0.64 0.81 1.20 1.47 1.89 2.41 3.01 1.065 1.250 113.22 1.307 5734.13 2316.10 20269.37 
2/17/17 0.52 0.66 0.81 1.19 1.48 1.91 2.42 3.03 1.061 1.241 112.90 1.310 5828.65 2351.15 20624.05 

 

Recent Economic Data and Outlook 
Yellen hinted at no specific time frame for rate hike (other than 
gradual and data-dependent).  The economic data were mixed, 
but consistent with moderate growth in the near term, with 
perhaps some hint of higher inflation. 
 

 
 
In her semi-annual monetary policy testimony to Congress, Fed 
Chair Janet Yellen said that “waiting too long to remove 
accommodation would be unwise, potentially requiring the 
FOMC to eventually raise rates rapidly, which could risk 
disrupting financial markets and pushing the economy into 
recession.”  Markets took that to be more hawkish, but she had 
said that some time a number of times in the past. 
 
The Consumer Price Index rose 0.6% in January (+2.5% y/y), 
largely reflecting a 4.0% rise in energy (+10.8% y/y).  Gasoline 
rose 7.8% (+5.3% before seasonal adjustment, and +20.2% y/y).  
Food edged up 0.1%, still mixed – food at home was flat (-1.9% 
y/y), while food away from home rose 0.4% (+2.4% y/y).  Ex-
food & energy, the CPI rose 0.3% (+2.3% y/y), up 0.4% (+1.3% 
y/y) if you also exclude shelter (+0.2% m/m, +3.5% y/y). 
 
Real Average Hourly Earnings fell 0.5% in January, unchanged 
from a year ago.  Nominal AHE were reported to have edged up 
0.1% (+2.5% y/y).  While the January figures may have been a bit 
distorted, real earnings are the key source for consumer 
spending growth, suggesting some moderation in the near term. 
 
The Producer Price Index rose 0.6% in January (+1.6% y/y), up 
0.2% excluding food, energy, and trade services (+1.6% y/y).  
Pipeline pressures generally picked up somewhat. 
 
Retail Sales rose 0.4% in January (median forecast: +0.1%), up 
5.6% from a year ago.  Ex-autos, sales rose 0.8%, partly 
reflecting a rebound in food (sales at both grocery stores and 
restaurants fell in December).  Auto sales fell 1.4%.  Gasoline 
sales rose 2.3% (partly on higher prices).  Ex-autos, building 
materials, gasoline, and food, sales rose 0.4%, following a 0.5% 
rise in December.  Note that seasonal adjustment is very large in 
January.  Unadjusted sales fell 22.4% m/m (autos -15.8%, 

building materials -14.4%, gasoline -3.3%).  Unadjusted core 
sales fell 26.4% m/m (vs. -26.4% in January 2016). 
 
Industrial Production fell 0.3% in January (0.0% y/y), reflecting a 
5.7% plunge in the output of utilities (unseasonably warm 
temperatures).  Mining output rose 1.3%, reflecting an 8.5% rise 
in oil and gas well drilling (+56% since May, but still down 63% 
since late 2014).  Manufacturing output rose 0.2% (+0.5% y/y), 
restrained by a 2.9% drop in motor vehicles (+0.9% y/y).  Ex-
autos, factory output rose 0.5% (+0.3% y/y), with relatively 
broad-based gains across industries. 
 
Building Permits rose 4.6% in January (±2.0%), to a 1.285 million 
seasonally adjusted annual rate (+8.2% y/y).  Single-family 
permits, the key figure in the report, fell 2.7% (±1.9%).  Results 
varied across regions (+7.3% in the Northeast, +1.7% in the 
Midwest, +1.6% in the South, and -17.2% in the West).  Multi-
family permits strengthened (reflecting the usual volatility).  
Housing Starts fell 2.6% (±11.0%) to a 1.246 million pace 
(+10.5% y/y), with single-family starts up 1.9% (±10.8%). 
 
Homebuilder Sentiment edged down to 63 in February, vs. 67 in 
January and 69 in December. 
 
The Index of Small Business Optimism edged up to 105.9 in 
January (vs. 105.2 in December and 98.4 in November).  Sales 
expectations remained elevated (although a bit slower). 
 
The Index of Leading Economic Indicators rose 0.6% in January 
(following +0.5% in December), led by contributions from a 
steep yield curve, a jump in building permits, lower jobless 
claims, and increased consumer expectations.  The January 
figures were consistent with “some upside potential in the near 
term,” according to the Conference Board. 
 

Economic Outlook (1Q17): 2.0-2.5% GDP growth. 
 
Employment:  The pace of job gains has slowed (still moderately 
strong), likely reflecting tighter job market conditions.  
Consumers:  Job growth and moderate wage increases are 
supportive for consumer spending, but real wage growth is 
slowing as lower gasoline prices fade.  Higher rents and medical 
care have been a restraint for middle income households.  
Manufacturing:  Mixed across sectors, but somewhat positive 
overall.  A strong dollar makes it more difficult for U.S. 
exporters, but helps firms that import raw materials.  Trade 
disputes could interrupt supply chains.  
Housing/Construction:  Job growth has remained supportive, 
but higher home prices and rising mortgage rates are a restraint 
for first-time buyers.  Tax cuts are expected to help fuel the 
demand for vacation homes and second homes in 2017.  
Prices:  Ex-food & energy, the PCE Price Index has continued to 
trend below the Fed’s 2% target.  There is little inflation in 
consumer goods.  Inflation in consumer services has been 
boosted by higher rents.  Wage gains are moderate, but rising. 

Interest Rates:  The Fed remains in tightening mode, but is 
expected to proceed cautiously as it normalizes policy.   
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This Week:     forecast last last –1 comments 
         Monday 2/20  Presidents Day Holiday     markets closed 
         Tuesday 2/21 1:00 Treasury Note Auction     $26 billion in 2-year notes 
         Wednesday 2/22 10:00 Existing Home Sales, mln Jan 5.52 5.49 5.65 subject to seasonal noise 
      % change  +0.5 -2.8 +1.4 bigger test will come in spring 
  11:30 FRN Auction     $13 billion in re-opened FRNs 
  1:00 Fed Gov Powell Speaks     “Economic Outlook and Monetary Policy” 
  1:00 Treasury Note Auction     $34 billion in 5-year notes 
  2:00 FOMC Minutes 2/01    policy expectations for March meeting? 
         Thursday 2/23 8:30 Jobless Claims, th. 2/18 245 239 234 still trending low 
  1:00 Treasury Note Auction     $28 billion in 7-year notes 
         Friday 2/24 10:00 New Home Sales, th, Jan 555 536 598 noisy, especially in January 
      % change  +3.5 -10.4 +4.7 watch for revisions 
  10:00 Consumer Sentiment Feb 95.5 98.5 98.2 95.7 at mid-month 
         Next Week:         
         Monday 2/27 8:30 Durable Goods Orders Jan +2.0% -0.5 -4.7 quirks in aircraft orders 
     ex-transportation  +0.5% +0.5 +1.1 a moderate trend 
     nondef cap gds ex-aircraft  +0.6% +0.7 +1.7 trending higher since May 
  10:00 Pending Home Sales Jan     
         Tuesday 2/28 8:30 Real GDP (2

nd
 estimate) 4Q16 +2.1% +3.5 +1.4 +1.9% in the advance estimate 

   Priv Dom Final Purchases  +2.9% +2.4 +3.2 +2.8% in the advance estimate 
  8:30 Advance Econ Indicators     January trade and inventory data 
  9:45 Chicago PM Index Feb 52.0 50.3 53.9 moderate (but a bit erratic) 
  10:00 CB Consumer Confidence Feb 110.2 111.8 113.3 edging back, but still strong 
         Wednesday 3/01 8:30 Personal Income Jan +0.5 +0.3 +0.1 some income shift from Dec to Jan 
   Personal Spending  +0.3 +0.5 +0.2 auto sales down, gasoline prices up 
   PCE Price Index ex-f&e  +0.2 +0.1 0.0 the core CPI rose 0.308% 
  10:00 ISM Manf. Index Feb 55.6 56.0 54.5 moderately strong 
  2:00 Fed Beige Book     focus on job market and inflation outlook 
  tbd Motor Vehicle Sales Feb 17.4 17.5 18.3 some weather impact 
     domestically built  13.5 13.6 14.2 trend likely to be about flat 
         Thursday 3/02 8:30 Jobless Claims, th. 2/25 245 245 234 still trending low 
         Friday 3/03 10:00 ISM Non-Manf. Index Feb 56.4 56.5 56.6 moderately strong 

  

This Week… 
The data calendar is thin (home sales figures for January will be 
subject to seasonal noise and are not critical).  Fed Governor 
Powell will speak on the economy and monetary policy on 
Wednesday.  Powell is seen as being middle-of-the-road and his 
comments may be taken by the markets as a consensus view 
regarding future policy actions.  Like Chair Yellen and Vice Chair 
Fischer, Powell is unlikely to signal any precise timing for policy 
moves, but he is almost certain to indicate that short-term rates 
are expected to move gradually higher.  FOMC minutes will be 
perused for any timing hints.  Watch for the Board of Governors’ 
discount rate meeting minutes (expected before the FOMC 
minutes), which will signal the district banks’ policy desires 
(note that only five district bank presidents vote). 

Monday 
Presidents Day Holiday – Markets closed. 

Tuesday 
No significant economic data. 

Wednesday 
Existing Home Sales (January) – Housing activity normally picks 
up as home mortgage rates begin to rise (as those on the fence 

are prompted to act before rates go up further).  However, 
existing home sales have been restrained in recent months by a 
limited supply of homes for sale.  Sales figures have also been at 
odds with the Pending Home Sales Index.  

  
Fed Governor Powell Speaks – Governor Powell is expected to 
present a similar outlook to Chair Yellen’s monetary policy 
testimony.  A mid-March rate hike still looks unlikely, but it’s not 
out of the question.  Comments from Powell and other Fed 
officials are likely to imply a greater chance of a May move. 
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FOMC Minutes (January 31 – February 1) – Senior Fed officials are 
likely to have been divided at the most recent policy meeting, 
with some wanting to raise rates faster than others.  However, 
the consensus of those actually voting is that there is no great 
rush.  Future policy moves will be data dependent, but the 
general tone has been a bit more hawkish. 

Thursday 
Jobless Claims (week ending February 18) – The seasonal peak in 
unadjusted claims was a lot smaller this year.  Adjusted figures 
are trending at their lowest level in more than four decades, 
consistent with strong labor market conditions.  

 

Friday 
New Home Sales (January) – These data are extremely volatile.  
Monthly figures are reported with a huge amount of statistical 
uncertainty, and are often revised significantly.  In addition to 
the usual statistical noise, seasonal adjustment is especially 
challenging at the start of the year.  What matters is the trend 
over the next few months.  

 
 

Next Week … 
The data on durable goods orders can be quirky in December 
and January, reflecting anomalies in how aircraft orders are 
reported – so let’s focus on the ex-transportation figure and 
especially on nondefense capital goods excluding aircraft (which 
appeared to turn the corner early last summer and have built on 

that improvement following the election).  Real GDP is likely to 
be revised a bit higher, reflecting slightly stronger gains in most 
components.  Investors will be watching the ISM surveys closely 
to get a better read on the manufacturing sector as well as the 
overall economy.  We’ll have to wait another week for the 
February Employment Report (which is released on the third 
week following the week that contains the 12

th
 of the month – 

not the first Friday of the month). 
 

 
 

Coming Events and Data Releases 

March 8 ADP Payroll Estimate (February) 

March 10 Employment Report (February) 

March 15 Consumer Price Index (February) 
Retail Sales (February) 
FOMC Policy Decision, Yellen press conference 

April 14 Good Friday Holiday (markets closed) 

May 3 FOMC Policy Decision (no press conference) 

June 14 FOMC Policy Decision, Yellen press conference 

July 26 FOMC Policy Decision (no press conference) 

September 20 FOMC Policy Decision, Yellen press conference 

November 1 FOMC Policy Decision (no press conference) 

December 13 FOMC Policy Decision, Yellen press conference 
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