LATHAM&WATKINS

@l Alert

News Flash

Latham & Watkins Transactional Tax Practice April 28, 2017 | Number 2128

Tax Reform — An Update Based on Recent Statements from
the Trump Administration

The Trump plan released this week proposes a significant reduction of tax rates applicable
to business income (including income earned through pass-through entities) and a
territorial system (with a one-time tax on accumulated overseas earnings) as in Congress’
blueprint, but is silent on border-adjusted tax and deductibility of interest expense or
capital expenditure.

Introduction

On April 26, 2017, Secretary of the Treasury Steven Mnuchin and Director of the National Economic
Council Gary Cohn held a White House Press Briefing (the Briefing) addressing a high-level plan
distributed at the Briefing entitled “2017 Tax Reform for Economic Growth and American Jobs” (the
Trump Plan) that provides an outline of the goals and principles upon which the Trump Administration will
focus in the context of tax reform. The following summarizes the fundamental changes proposed in the
Briefing and the Trump Plan, and includes a comparison to certain key elements of the House Ways &
Means Committee blueprint® (the Blueprint).

Summary of the Trump Plan
The Trump Plan calls for the following major changes in the taxation of businesses and individuals:

For businesses:
e The top corporate tax rate would be reduced from 35% to 15%.

e Business owners would be taxed at a rate of 15% on income earned through pass-through entities,
rather than at ordinary income rates.

e The US would move towards a territorial system in which the foreign earnings of US multinationals
are generally exempt from taxation.

e A one-time tax, at an unspecified rate, on the overseas profits of US businesses would be imposed.
For individuals:

e The number of tax brackets would be reduced from seven to three, with rates of 10%, 25% and 35%,
thus bringing the top marginal rate down from 39.6% to 35%.

Latham & Watkins operates worldwide as a limited liability partnership organized under the laws of the State of Delaware (USA) with affiliated limited liability partnerships conducting the practice in the United
Kingdom, France, Italy and Singapore and as affiliated partnerships conducting the practice in Hong Kong and Japan. Latham & Watkins operates in Seoul as a Foreign Legal Consultant Office. The Law Office of
Salman M. Al-Sudairi is Latham & Watkins associated office in the Kingdom of Saudi Arabia. Under New York's Code of Professional Responsibility, portions of this communication contain attorney advertising.
Prior results do not guarantee a similar outcome. Results depend upon a variety of factors unique to each representation. Please direct all inquiries regarding our conduct under New York's Disciplinary Rules to
Latham & Watkins LLP, 885 Third Avenue, New York, NY 10022-4834, Phone: +1.212.906.1200. © Copyright 2017 Latham & Watkins. All Rights Reserved


https://www.lw.com/practices/TransactionalTax

e The standard deduction would be increased to US$12,700 for individuals and US$25,400 for married

couples filing joint returns.

e Allitemized deductions other than with respect to mortgage interest and charitable contributions

would apparently be eliminated.

e The 3.8% tax on net investment income, the estate tax and the Alternative Minimum Tax (AMT) would

be eliminated.

Notably, the Trump Plan is silent on the deductibility of interest expense and capital investment, and is

also silent on the issue of a border-adjusted tax.

Comparison to Certain Key Elements of the Blueprint

The below chart provides an overview of the similarities and differences between the Blueprint and the
Trump Plan on five key issues of concern to businesses, which may be instructive as business leaders
and in-house counsel analyze how tax reform may ultimately impact the taxation of their businesses and

potential transactions.

Blueprint

Trump Plan Released April 26

1. Lower Corporate / Investment / Pass-Through Income Tax Rates

Corporate tax rate of 20% and elimination of
corporate AMT.

Corporate tax rate of 15% and possible elimination
of corporate AMT.

Investment income (including interest) generally
taxed at 16.5% and elimination of 3.8% net
investment income tax for individuals.

Maximum rate of 20% on capital gains and
dividend income for individuals. Elimination of
3.8% net investment income tax for individuals.
Effect on taxation of investment interest income
unclear.

Special 25% rate on distributive share of business
income allocable to partners/members in pass-
through entities.

2. Interest and Other Deductions

15% rate on business income allocable to
partners/members in pass-through entities.

Investments in tangible and intangible assets
(other than land) can be fully expensed in the year
incurred.

No indications of changes to current law.
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Blueprint

Trump Plan Released April 26

No net interest deduction, for related or unrelated
party debt, with net interest expense instead being
carried forward indefinitely to offset interest
income.

No indications of changes to current law.

Certain “Special interests” deductions are
eliminated, but the R&D credit remains in place.

3. Territorial System

No indications of changes to current law.

Going forward, foreign earnings of US
multinationals are generally exempt from US tax
regardless of whether those earnings are held
offshore or repatriated.

Going forward, foreign earnings of US
multinationals are generally exempt from US tax
regardless of whether those earnings are held
offshore or repatriated.

4. One-Time Tax on Certain Foreign Earnings

The existing, deferred foreign earnings of US
multinationals are subject to a one-time tax of
8.75% (for earnings held in cash and cash
equivalents) and 3.5% (for other earnings), each
payable over eight years.

5. Border Adjustment Tax

The existing, deferred foreign earnings of US
multinationals are subject to a one-time tax, with
rate and timing of payment to be determined.

Businesses are taxed on cash flow rather than
income. Border adjustments are imposed that are
intended to subject imports to full tax while
exempting exports. Net effect is a business tax that
is akin to a tax on US consumption.

No indications of changes to current law.
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Observations

The Trump Plan proposes two fundamental changes to the Blueprint and current law that are of particular
note as the debate over comprehensive tax reform continues:

1. The Blueprint provides for: 1) the immediate expensing for all business investments; 2) the
elimination of the deduction for interest expense; and 3) the imposition of a border-adjusted tax;
thus largely adopting the framework of a cash-flow tax system for business income. The Trump
Plan, on the other hand, maintains the framework of an income tax system with significant rate
cuts and an overhaul of certain tax regimes within such system.

2. The Trump Plan, even more than the Blueprint, would reduce the tax on business income of
“pass-through entities” — those entities that are not subject to an entity-level income tax — to a
maximum of 15% at the owner level from 39.6% under current law. Such a dramatic rate
reduction would likely have a significant effect on business formation and planning.

Conclusion

While significant questions remain, the principles set forth in the Blueprint and the Trump Plan identify the
initial fundamental tax reform points for consideration and discussion in the coming months, including as
the Trump Administration engages with Congress and members of the business community in the coming
weeks. Latham’s recently published tax Client Alert focused on strategies for executing transactions in the
face of the uncertainty presented by the Blueprint, outlining the impact of the proposed changes on M&A,
finance and the overall global business platform. Latham will continue to carefully monitor tax reform
developments and provide resources — including worthwhile third-party content materials — and insights
through the Latham & Watkins US Tax Reform Resource Center.
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If you have questions about this Client Alert, please contact one of the authors listed below or the Latham
lawyer with whom you normally consult:

Nicholas J. DeNovio
nicholas.denovio@Iw.com
+1.202.637.1034
Washington, D.C.

Joseph M. Kronsnoble
joseph.kronsnoble@Ilw.com
+1.312.876.7657

Chicago

Jiyeon Lee-Lim
jiyeon.lee-lim@Iw.com
+1.212.906.1298

New York

Laurence J. Stein
larry.stein@Iw.com
+1.213.891.8322
Los Angeles

You Might Also Be Interested In

Latham & Watkins US Tax Reform Resource Center

US Tax Reform: Understanding the Proposals and Executing Transactions in the Face of
Uncertainty (webcast)

US Tax Reform: Strateqgies for Executing Transactions in the Face of Uncertainty

Examining the Impact of the 2016 US Elections on Executive Compensation

Client Alert is published by Latham & Watkins as a news reporting service to clients and other friends.
The information contained in this publication should not be construed as legal advice. Should further
analysis or explanation of the subject matter be required, please contact the lawyer with whom you
normally consult. The invitation to contact is not a solicitation for legal work under the laws of any
jurisdiction in which Latham lawyers are not authorized to practice. A complete list of Latham’s Client
Alerts can be found at www.lw.com. If you wish to update your contact details or customize the
information you receive from Latham & Watkins, visit http://events.lw.com/reaction/subscriptionpage.html
to subscribe to the firm’s global client mailings program.

Endnotes

! House Ways & Means Committee, “A Better Way — Our Vision for a Confident America,” June 2016.
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