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Tax analysis: After the controversy and fanfare that met the passage of the Republican 
Party’s first legislation under the Trump presidency, some dust has now settled to reveal 
what the Tax Cuts and Jobs Act 2017 will mean in practice. Ed Denny in London and Peter 
Connors in New York, both tax partners with Orrick, explain what practitioners need to know. 
 
What is the background to the US Tax Cuts and Jobs Act of 2017 (the Act)? 

The focus of the international tax community has been on the US as a result of tax reform initiated by 
the Act. In the context of a contentious political landscape, months of anticipation and a clandestine 
drafting process, the Act was passed at the end of December 2017. The reform makes sweeping 
and monumental changes to the US international tax system. 
 
What does a change to a territorial system of taxation mean? 

The US has long operated on a worldwide tax system, where US corporations were taxed on all 
income, irrespective of where that income was earned. Instead, the Act shifts to a territorial system 
where dividends paid to US corporations out of foreign earnings will no longer be taxable to the US 
corporate recipient.  

This, combined with a decrease in the US corporate tax rate, is designed to bring earnings back into 
the US. However, the existing rules for controlled foreign corporations (CFCs) (commonly known as 
our Subpart F rules) are still largely in place, thereby limiting the application of the new territorial 
system. 
 
What are the changes to the taxation of intangibles? 

There are two new categories of income when looking at the tax due by US taxpayers involved in 
CFCs, the global intangible low taxed income (GILTI) and the foreign derived intangible income 
(FDII). 

Both of these new categories are designed to minimise the incentive to operate abroad, but these 
rules do not appear to apply to US shareholders who are individuals.  

The GILTI provisions impose the 21% tax on certain income, but allows for up to 50% of the income 
to be deducted (37.5% in later years)—the result is an effective tax rate of 10.5% (13.125% in later 
years). The GILTI provisions operate separately from, but similarly to, the existing CFC rules of 
Subpart F. 

The FDII rules enable a US corporation to deduction 37.5% (reducing to 21.875% in later years) of 
the lesser of its taxable income or specified amounts of FDII. This results in an effective tax rate of 
13.125% for FDII (increasing to 16.406% in later years) (based on the current 21% US corporate 
income tax rate). This has been described as a ‘Patent Box Lite’. 
 
What are the key features of the new base erosion and anti-abuse tax (BEAT)? 

The tax is designed to act as a disincentive to corporate taxpayers from making tax deductible 
payments to foreign-related parties.  
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The tax would be an amount equal to the excess of 5% in 2018, rising to 10% in 2019 (and later 
rising to 12.5% in 2026 and thereafter) of the modified taxable income of a taxpayer over the 
taxpayer’s regular tax liability. 

The tax only applies to corporations that, together with their affiliates, are of a large enough size and 
have a high enough base erosion percentage (which is broadly based on the level of their base 
erosion payments to related foreign persons when compared with all their deductible expenses and 
base erosion benefits). The modified taxable income of a taxpayer is broadly its taxable income plus 
base erosion tax benefits and the base erosion percentage of net operating losses allowed for the 
year. 

Some aspects of the tax make the BEAT operate like a minimum tax. For instance, the BEAT 
calculation does not allow taxpayers the benefit of some tax credits. The reforms are likely to affect 
inbound businesses, but it would be possible for these rules to apply to US corporations that are 
making payments to foreign subsidiaries (where there is 25% common ownership).  

In light of these reforms, many US-based multi-nationals will need to restructure their operations. 
 
How does the new limit on interest expense deductions work? 

The Act limits interest expense deduction to an annual amount equal to 30% of adjusted taxable 
income. The adjustments operate to make adjusted taxable income similar to earnings before 
interest, taxes, depreciation and amortisation (EBITDA) in early years and earnings before interest 
and taxes (EBIT) in later years.  

This limitation applies to payments to all lenders, not just foreign affiliates. However, smaller 
businesses with gross receipts of $25m or less for the last three tax years are exempt. Disallowed 
interest expense would be permitted as an unlimited carry forward and would be a tax attribute that 
could be carried over in a number of transactions.  
 
What are the changes to the US CFC rules? 

There have long been rules in place regarding US CFCs (which are corporations with more than 
50% of the stock held by US persons who each hold at least 10% of such stock). If these rules apply, 
the US shareholders (including individuals and not merely corporate shareholders) will pay tax on 
some of the income of the corporation.  

There is now a one-time, mandatory inclusion for certain deferred foreign income corporations, 
which means that the income paid by these 10% US shareholders will be the greater of the 
accumulated post-1986 deferred foreign income of the foreign corporation determined as of 2 
November or 31 December 2017. The purpose of this rule is to deal with the large amount of trapped 
offshore earnings and profits held by US multinationals in lower tax subsidiaries, which were gaining 
a deferral benefit rather than paying current US tax, and to allow the introduction of the new territorial 
regime. The rate is 15.5% for cash and 8% for non-cash earnings. 

The CFC rules changed in other significant ways: 
 

•  First, the GILTI regime, discussed above, operates like the CFC regime. 
•  Second, the definition of US shareholder has been expanded by including both 10% 

voting and 10% value shareholders. 
•  Third, the constructive ownership rules have been expanded, allowing downward 

attribution from a foreign parented group. This will cause US subsidiaries of foreign 
parented groups to be treated as if they owned the shares held by their parents. Taken 
one step further, it will also cause shareholders, through their significant ownership  
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•  interests in the foreign parented groups, to be treated as if they owned the shares held by 

the parent, which may not otherwise be considered CFCs. In fact, any (or almost any) 
member of a foreign multinational group that has a single US subsidiary has now become 
a CFC.  

 
What has changed in the taxation of disposals of interests in a partnership with US business 
held by a non-US person? 

The Act overrules the Grecian Magnesite Mining Co v Commissioner case and returns to the status 
quo, meaning that non-US partners who sell their partnership interests would still be required to 
report a gain as effectively connected income to the extent that any gain on liquidation on the asset 
at market value would have resulted in effectively connected income.  

In addition, the purchaser of the partnership interest is required to withhold 10% of the amount 
realised on a transfer. The Act also allows brokers to withhold this amount on behalf of transferees. 
This will have a significant impact on many inbound investments. 
 
What are the key elements of the new hybrid rules? 

A new anti-hybrid provision prevents a deduction for certain ‘disqualified amounts’, which includes 
interest or royalties paid to a foreign person.  

A hybrid transaction or agreement is one in which one more payments are treated as interest or 
royalties for US tax purposes, but not for the tax law of the foreign country of which the recipient is 
resident. This can include payments made by or to an entity that is disregarded for US tax purposes. 
The purpose of this provision is to implement initiatives discussed under OECD’s base erosion and 
profit shifting plans and to prevent taxpayers from creating ‘stateless income’. 
 
Are there any other significant changes for corporations, and how are companies now 
responding to the reform? 

Since enactment of the Act, many US multinationals have already announced that they will be 
repatriating billions of dollars to the US, and, in many cases, using these funds to increase 
compensation of employees or for capital investment in US operations. The broader consequences 
of such wide-reaching reforms have yet to be fully established. 
 
Why do UK advisers need to be aware of these changes? 

The reforms contained in the Act have a broad scope, and in many instances affect the status quo of 
how businesses with operations in the US function.  

Businesses that have subsidiaries in the US, or are subsidiaries of US companies, should make an 
assessment of how their business is operated, as what worked before the Act may not be the most 
effective structure. 

Interviewed by Julian Sayarer. 

The views expressed by our Legal Analysis interviewees are not necessarily those of the proprietor. 
 


