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We do not expect a very positive impact December 21, 2017

from the recently approved Republican wnarerecom

fiscal plan @analisis_fundam

= US Congress finally approved the fiscal plan, with the support of the Gabriel Casillas
Republican party Chief Economist and Head of Research

gabriel.casillas@banorte.com
= It will now pass to the White House for President Trump’s signature
Delia Paredes

= Among the most relevant issues included in the reform is the reduction Executive Director of Economic Analysis
of the corporate tax rate to 21% from 35% delia.paredes@banorte.com
= There will also be a temporary reduction in household income taxes Katia Goya

Senior, Global Economist

=  While the reform seems to be a victory for President Trump, according katia.goya@banorte.com

to a survey conducted by CNN, only 33% of the population supports
the outcome achieved, with possible implications for the Republican Juan Carlos Garcia

party in November mid-term election Global Economist
juan.garcia.viejo@banorte.com

= In our opinion, the reform will not boost economic growth in the U.S.
given that the economy is already at full employment

= We believe that it is more likely that the reform translates into
inflationary pressures, which is why we maintain our expectation of
three Fed funds rate hikes in 2018

= Regarding the implications for Mexico, we consider that this does not
cause a fiscal emergency in our country, since there will be no capital
outflows or a physical relocation of companies

= Meanwhile, the possibility of a shutdown remains on the table, although
the current continuing resolution -which expires on Friday-, could be
extended until January 19

Republican victory in the approval of the fiscal plan. The House of
Representatives approved the fiscal plan with 227 votes in favor and 203 against
(all Democrats and 12 Republicans). The Senate also approved the plan with a
small margin of 51 votes in favor and 48 against. However, the proposal was
approved again in the House of Representatives, after the Democratic senators
pushed three small modifications to the plan. The next step is the signature of
President Trump.

The most relevant aspect of the reform is the reduction to the corporate tax

from 35% to 21%. Among the most relevant issues of the approved reform is Document for distribution among
the reduction of the corporate tax rate to 21% from 35% on a permanent basis public

(the initial proposal of both the House of Representatives and the Senate

assumed a reduction at a rate of 20%). With this, the US corporate tax rate will

be in line with the average in other advanced economies, which is 22.5%.
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There will also be a reduction in household income taxes, but it will be
temporary, expiring in 2025. Seven brackets will be maintained but 5 of them
will have reductions in the rate level. The rates applied are 10%, 12%, 22%,
24%, 32%, 35% and 37%. It is estimated that, on average, this reduction will
lead to an increase in personal income of 2.2%. However, the increase of 3.3%
for individuals with incomes above US$1,000,000 per year contrasts with the
increase of only 1.6% in the range of US$50,000 to US$75,000 per year. Given
the temporary nature of these reductions, it is expected that by 2027, households
with incomes of less than US$75,000 per year will see considerable increases in
their tax payments. Moreover, the plan also includes a restructuring of the
deduction system. In addition, the mandate under Obamacare to maintain health
insurance will expire in 2019. From that year on, there will no longer be a
penalty for not having said insurance. It is estimated that the deficit that will
result from the reform will be US$1.5trn over 10 years.

The approval of the reform is not necessarily a victory for Trump. While
the reform seems to be a victory for President Trump, according to a survey
conducted by CNN, only 33% of the population supports the reform, while 66%
consider that it benefits the upper-class more than the middle and lower-classes.
This raises the question on whether the approval of the tax plan will benefit the
Republicans in November’s midterm elections, since corporate tax cuts do not
usually generate more popularity among voters. Recall that in November 2018,
33 seats will be renewed in the Senate: 23 are in the hands of the Democrats, 2
independents —which usually vote in line with Democrats- and 8 Republicans
along with the House of Representatives.
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Current composition in the Senate Current composition in the House of Representatives

Seats Seats

H Republicans H Republicans

= Democrats m Democrats

® Independents = Vacancies
Source: US Senate Source: US House of Representatives

*Note: As of January 1%, 2018 Republicans will lose a seat in the Senate won by Democrats after the election

in Alabama.

We believe that the impact of the reform on growth will be lower than
expected and could derive in inflationary pressures. In our opinion, the
approval of the reform will not boost economic growth in the US as much as
expected, because the economy is already at full employment. It is more likely
that it translates into inflationary pressures, which is undoubtedly one of the
factors that the Fed will consider in its monetary policy decision making
process. In this context, we maintain our expectation of three Fed funds rate
hikes in 2018.



Tax cut in the US is not a reason for a fiscal emergency in Mexico. We
reiterate our concern about the reform as we expect that it will generate more
inflationary pressures than economic growth, making the Fed more aggressive
in its process of normalization of monetary policy. This could have an impact
not only at a global level but also in Mexico, even though Banxico has been
much more aggressive in restricting monetary policy since December 2015.
Regarding the implications for the Mexican economy, we highlight four of
them: (1) It will not cause capital outflows of a financial nature because there is
no fiscal discrepancy between the tax rates of Mexico and other countries,
including the US with an income rate of 21%. Many types of funds (such as
pensions) and assets are exempted from withholding or payment of income tax
and those that are not exempted face a withholding rate between 4.9% and 15%
(<21%), as shown in the table below; (2) it will not cause physical relocation of
the companies; although, in the short-term (3) they could generate lower tax
revenues for the Ministry of Finance, given the loss of fiscal advantage vs. US;
and (4) in the medium term the incentives to invest in Mexico could decrease
probably inducing a new fiscal overhaul. Nevertheless, even though we believe
that this last effect could be marginal, it will have to be evaluated soon.

Tax rates paid by foreign investors

Item Withholding tax
Federal Government and Banxico’s bonds, credit and other instruments Exempted
Pension funds Exempted
Export credits maturing above 3-years Exempted
Investment banking and savings 4.9%
Credit titles 4.9%

In Mexico's income tax code:
Credit facilities, stocks and futures 10%, but under US-Mexico

income tax treaty 4.9%
In Mexico’s income tax code:

Payments to reinsurers 10%, but under US-Mexico
income tax treaty 4.9%
Financial leasing 15%

Source: US-Mexico income tax treaty of 1994

The possibility of a shutdown is still on the table. The current continuing
resolution could be extended to January 19, proposal that could be voted in the
next few days. Initially there was talk of voting on the issue of government
funding along with defense spending proposals and the allocation of US$81bn
in aid for natural disasters, but controversy over these last two issues is
preventing said proposal to pass in the Senate, where 60 votes are required for
its approval, implying that the support of the Democrats is required. In our
opinion, the proposal to extend the CR until January 19 will be approved, in
order to avert a partial government shutdown.

Disclaimer
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The information contained in this document is illustrative and informative so it should not be considered as an advice and/or

recommendation of any kind. BANORTE is not part of any party or political trend.
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