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Large scale tax reform, a hot button issue in the 2016 US Presidential election, looks close to passing.*
Republicans announced on December 14th that they had reached a consensus deal on the Congressional and
Senate versions of the bill. The deal will lower the corporate tax rate from 35% to 21%, will lower the top bracket
personal tax rate (which will then expire in 2025), as well as lower the tax on capital returning from foreign
subsidiaries. According to documents published by House Republicans, the forecast deficit of USD 1.45 trillion from
2017-2017 stays with the legislated deficit budget of USD 1.5 trillion. Breaking down the tax cuts, the deficit comes
mostly from the drop in personal taxes though there is expected to be a slight increase in collections from the
taxation of international assets (Figure 1).

While much emphasis has been put on the potential economic effects of these cuts, it is also important to consider
potential fiscal risks. Looking at the movement of the US fiscal balance (compared to GDP), while the deficit has
recovered since its explosion post financial crisis, it is once again on trend to balloon (Figure 2). The Congressional
Budget Office also confirmed this trend, stating in June 2017 that it expected the deficit to continue to grow into
2027. Keeping the forecast GDP as is and taking into account the reduction in tax collections, the US could quickly
tumble into a double digit deficit – worse even than the issues the country faced in the 1990s (Figure 3).

There is of course a chance that the situation can rectify itself, either through behaviour changes in household or
companies, increasing revenues, or should GDP itself grow thereby pushing up the denominator in the GDP to debt
ratio. However, as the bill’s detractors point out should the economy underperform the tax cuts’ predicted affects,
the deficit explosion will certainly end up classified as a risk.

*Time of writing, December 17th 2017
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