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On December 22, 2017, the President signed intadHaw
2017 U.S. tax reform bill formerly known as the Tawts
& Jobs Act (the “TCJA”). This event marks the
culmination of an extremely rapid legislative prese
beginning with the bill's introduction in the U.Bouse of
Representatives on November 2, 2017. Most of the
TCJA'’s provisions took effect January 1, 2018.

The TCJA introduces significant changes to the tas.
system that are likely to have a profound impach lom
the economy as well as the structuring of orgaiunat
and transactions. This memorandum sets forth &éaw
observations about the TCJA that may be relevathigo
real estate industry.

Executive Summary

This memorandum describes four key issues foragalte businesses

and investors to focus on, which are describedarendetail below:

- Significant reductions to the headline tax ratedfcs.
corporations, most business income earned throagheyships,
and dividends from real estate investment trusETR) could
impact the decision of which entity to choose foeal estate
investment.

- The value of net operating losses (NOLs) may beifggntly
reduced as a result of the lower tax rates andlingtations on
their use.
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- New rules that allow the immediate expensing oéessould not apply to most real property.

- Acquisition financing structures may be affectedibytations on net interest expense deductions, bu
favorable rules allow real property businesseddct @ut of this limitation, with seemingly littigenalty.
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Additionally, this memorandum describes (1) charigaadividual taxation that could impact the ecomncs
of real estate transactions and the real estateetnaverall, that investors should take into act@spart of
their strategic planning and (2) other changesipaity addressing common real estate transactions

1. Reductionin Headline Tax Rates and I mplications on Entity Choice

— Changes to the tax rates imposed on corporatitwvs;throughs, REITs and individuals will influentee
decision for which entity form to use for a partaaunvestment. The most tax-efficient choice wi#pend
on a number of factors, including the type of as#® entity will hold, the type of business itlwibnduct,
the identity and tax classification of its owneand the desirability of distributing cash to thenens versus
re-investing the cash in the business.

— For corporations:

* The TCJA lowers the U.S. corporate tax rate to 24f#, corresponding changes to the deduction for
dividends received from U.S. corporations. The ratluction is effective starting in 2018.

* The corporate alternative minimum is repealed.
— The TCJA changes tax rates for other types ofiestitsed in the real estate industry:

» For businesses operating in flow-through form (adahg through partnerships, S corporations and sole
proprietorships), the TCJA provides for a deducfrmm income equal to 20% of “qualified business
income” earned by non-corporate taxpayers throbghlow-through entity, which would result in a
marginal federal tax rate of 29.6% for an individunethe top tax bracket. Unlike the change inpopate
tax rate, this deduction is not permanent: it tsesitiled to expire after 2025.

» Qualified business income generally includes inctmomn real estate businesses.

» The total amount of income eligible for the dedotis capped for each taxpayer at the greater)of (a
50% of the taxpayer’s allocable share of the W4agensation paid by the flow-through entity or (b)
the taxpayer’s allocable share of 25% of such V/amensation plus 2.5% of the unadjusted
acquisition cost of the flow-through entity’s tabigi assets.

» Real property businesses and other businessedsalidad large amount of depreciable tangible assets
but might not have employees can be expected tefibepecifically from the second prong of this cap
For example, a real property business that purchasgperty for $100 million with a 39-year
depreciable life would have a minimum cap of $2illian per year over the depreciable life of the
property, which cap could be further increasediopleyee compensation and other tangible assets. It
appears that assets eligible for immediate expgr{see section 3 below) are included as tangible
assets for purposes of calculating this cap.

» The TCJA also includes a carried interest provisiat is significantly narrower than carried intdre
provisions that have previously been proposieds not a “broad attack” on carried interestRather,
for certain partnership profits interests (of tet $hat generally would be issued by an investment
partnership), it applies a 3-year holding periaglieement for capital gains derived by the partmigrs
(or from the disposition of the profits interest)qualify for the long-term capital gains rate.v&i the
fact that investment partnerships often hold inwestts for longer than three years before realizing
capital gains, in many cases the effect is unlikelge material.

* The TCJA provides a similar deduction equal to Zff%ertain dividends from REITs (other than capital
gain dividends) and income from publicly tradedtparshipsi(e. MLPs). Neither of these deductions is
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subject to the W-2 wages cap. As with the dedadbo flow-through entities, these provisions egpir
after 2025.

— These changes in tax rates may impact the dedisioperate a business in corporate form vs. asaa fl
through, and whether to use a REIT to hold reatesissets.

» For example, business income earned by individaalse top tax bracket through a partnership igesib
to an effective federal tax rate of 29.6%, whiletsincome received as dividends from a corporation
would be taxed an a combined effective rate of @65(81% at the corporation level, with the remaining
79% taxed to the individual at the capital gairte &t 20%). However, there may be offsetting atvges
of operating in corporate form, particularly if thesiness does not intend to distribute its cashd]
regularly, or if there are significant foreign opons:

 If the corporation does not regularly distributeetirnings, then earnings would be taxed at afate
21% until dividends are paid (or an anti-abuse aplplies to subject them to tax earlier).

 If a portion of the business operates through fpreubsidiaries, then a U.S. corporate owner cfého
subsidiaries would be eligible for an exemptiomirthe tax that would be imposed on dividends from
the foreign subsidiaries. Non-corporate taxpageesnot eligible for the exemption.

* It may also be desirable to hold real estate agseth as mortgage receivables) in a REIT. ThelREI
would not be subject to an entity-level tax onritsome provided it complies with REIT qualificatiamd
distribution rules, and under the TCJA, that incommeild be taxed at an effective rate of 29.6% when
distributed to an individual shareholder in thelt@gt marginal tax bracket (due to the 20% deduytion
This effective rate is the same as the rate agpéda flow-through income, but unlike flow-through
where the 20% deduction is subject to a cap, tisane cap on the deduction for dividends paid by a
REIT. Therefore an investor may achieve a higlfter-#ax return by placing real estate assetsRE&r
compared to a partnership or corporation.

2. Limitationsonthe Useof NOLs

— Under the TCJA, carrybacks of NOLs are no longemwadd, while carryforwards become indefinite. The
carryback and carryforward rules apply only to N@hat arise in taxable yeagading afterDecember 31,
2017 —i.e, they capture some 2017 NOLs for non-calendar tgequayers.

— A company may use NOLs to offset only 80% of theapany’s taxable income (with unused NOLs carried
forward into future years). This 80% cap appl@dlOLs that arise in taxable years beginning after
December 31, 2017.

— These changes will be relevant in modelling retamsnvestments.

— Additionally, the reduced 21% corporate tax rateldsignificantly reduce the benefit of existing N©
(which prior to the TCJA were valued assuming tbiget income taxed at a higher rate).

3. Expensing and Depreciation
— Expensing:

* Immediate Expensing For Equipment, But Not Reapérty. The TCJA allows U.S. taxpayers to
immediately deduct 100% of the cost of certain ifjedl property acquired after September 27, 20hd, a
placed in service before January 1, 2023.

CLEARY GOTTLIEB 3



ALERT MEMORANDUM

“Qualified property” is, generally, depreciable ¢gésie property (including used property) with a
depreciation recovery period of 20 years or lesd,therefore does not include shares in corporstion
or intangibles such as goodwill and intellectuaperty. It does not include property that is lease
rather than purchased. And it does not includepegerty.

» Qualified property may also include a new categwriqualified improvement property,” which is
defined under the TCJA as any improvement to ttexior of nonresidential real property, other
than (x) enlargements of the building, (y) elevatand escalators, and (z) internal structural
frameworks, provided that the improvement is plaoeskrvice after the nonresidential property is
placed in service. As described below under “Dept®n,” according to the Joint Explanatory
Statement accompanying the TCJA, qualified imprceminproperty is intended to have a recovery
period of 15 years, and would therefore appeaeteligible for immediate expensing under this
rule. However, the text of the TCJA did not speaify assign a recovery period to this type of
property, and therefore its eligibility for immetikaexpensing is uncertain.

Immediate expensing is also allowed for qualifiedpgerty placed in service in 2023 and afterwards,
with the percentage of cost that is immediatelyud&tle stepping down annually until it revertshe
previously existing depreciation schedule for progpplaced in service after 2026 (or 2027, in thees
of certain property with longer production periads)

The short life of the rule may create an incentovacquire assets eligible for immediate expensing
within the next 5 years (or accelerated expengingears 6 to 10).

» Additional expensing for small businesskesaddition to the rules above, an election for lsimasinesses
to immediately expense certain qualified propeirtgl(1ding certain types of real property, discussed
below) now allows a maximum annual expense of 1@, compared to the pre-TCJA maximum of
$500,000, for all taxable years after 2017. THi©80,000 cap is reduced, dollar-for-dollar, by the

amount by which the aggregate cost of such promgetgeds $2,500,000 in a taxable year (comparéd wit

$2,000,000 under pre-TCJA law). These amountidexed for inflation for taxable years beginning

after 2018.

The TCJA expands the classes of real propertye@lassets that are eligible for immediate expensing
under this rule compared to pre-TCJA law. Spealli; it includes “qualified improvement property”
(defined above), as well as improvements to rduégting, ventilation and air conditioning property,

fire protection and alarm systems, and securityesys of nonresidential property (if the improvement
is placed in service after the nonresidential peaperty is placed in service). This replaces the
narrower pre-TCJA rule that limited immediate exgeg to certain leasehold improvement, restaurant,
and retail improvement properties. Under the TGaAediate expensing is now also permitted for
certain tangible personal property used predomipamtonnection with the furnishing of lodging.

— Depreciation:

* The TCJA generally maintains the depreciation recpyeriods for real property.

Nonresidential real property and residential reptaperty keep their 39 and 27.5 year depreciation
recovery periods, respectively.

According to the Joint Explanatory Statement désugi the legislation that accompanied the TCJA,
“qualified improvement property” (described undéixpensing” above) is intended to have a 15 year
depreciation recovery period. However, the ddmi of the TCJA does not specifically categorize

CLEARY GOTTLIEB 4



ALERT MEMORANDUM

gualified improvement property as 15-year propeiiiis appears to be an oversight, but whether or
not this Congress or a future one enacts a tedhsocgection to fix the mistake is uncertain.

» Longer recovery periods continue to apply for propthat is required to be depreciated (or if a
taxpayer elects to depreciate it) under the altemaepreciation system (*ADS”). In the case of
residential rental property, the ADS recovery petioshortened under the TCJA from 40 years to 30
years.

* As described below under “Limit on Net Interest Expe Deductions,” real property trade or
businesses may elect not to be subject to new thdedimit the deductibility of business interest.
they do so, such businesses would be requiredettheslonger ADS recovery periods for
nonresidential real property, residential rentajpgrty and qualified improvement property, such
that: the depreciation recovery period for nonressil real property (other than land) is extended
from 39 years to 40 years, and the recovery pdéaocesidential rental property is extended from
27.5 years to 30 yeatsThese new recovery periods would apply for athsproperty held by the
taxpayer at the time the election is maide, (there is no grandfathering for previously acqiiire

property).
4. Limit on Net | nterest Expense Deductions

— The TCJA limits the deduction for net businessriegeexpense. The rule applies to any debt outstgon
January 1, 2018. There is no grandfathering.

— Election out for real property businessddowever, the impact on the real estate industri/likély be
limited, because certain real property businesaesake an irrevocable election not to be subgettie
limitation. Specifically, a “real property trade lousiness” — which includes any real property tmwaent,
redevelopment, construction, reconstruction, adiis conversion, rental, operation, managemeaisihg,
or brokerage trade or business — may elect outepinterest deduction limitation that would othexavapply.
The Secretary of the Treasury is charged with gliogi guidance on making the election.

» If areal property business makes this electioa dipreciation recovery periods applicable to peaperty
are slightly extended, as discussed in sectioro8&abGiven the very minimal extensions of the ejajle
recovery periods, it would seem preferable in nyealtlcircumstances for a real property trade @ifess
with net interest expense that would otherwiseutgest to this limitation to make the election out.

— Impact if no election is madéf an election out is not made, the new rule lintits deduction for net business
interest expense to 30% of adjusted taxable incotiajusted taxable income” is similar to EBITDArfo
taxable years 2018 through 2021, and EBIT for 2022 |ater years. Disallowed interest expense ean b
carried forward indefinitely.

* This rule, when it applies, may raise the cosirmadricings for higher-leveraged companies, including
capital intensive companies, recently acquired conigs and companies in a growth mode funded by
debt.

! As discussed above, the recovery period for figdlimprovement property is not specified in thgislative text.
However, it seems intended to be extended fromehbsyto 20 years if the taxpayer elects out ofrttezest
expense limitation.

2 The separate limitation on interest expense deshscbased on a worldwide leverage test, whichimeladed in
prior versions of the TCJA, was not adopted.
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It is consistent with similar changes in law thavé been enacted recently by some of our tradirngera
(e.g, Germany, UK) as a result of the OECD Base EroaimhProfit Shifting (BEPS) project.

Particularly in 2022 and later years, the changmfEBITDA to EBIT may mean that businesses with
significant expenditures eligible for expensingl\wave little or no capacity for interest deducsor hat
change would apply to any debt instruments thadt etithat time (there is no grandfathering), angga
cliff effect; therefore U.S. borrowers should taki® account the switch to EBIT in considering thei
current debt profile.

» Additionally, this change may encourage acquisgiohtangible assets eligible for 100% expensing
(described in section 3 above) in taxable yearsrbe2022, to accelerate depreciation deductioms int
earlier years and increase capacity for intergséese deductions in 2022 and later years.

The rule is expected to apply on a U.S. consoltlgteup-wide basis for domestic corporations.
Partnerships are evaluated on a separate entig; bath rules to allow “excess” adjusted taxalsledme

to tier up. The location of debt financing amorgtperships or non-consolidated companies maytaffec
deductibility.

5. Changesto Individual Taxation Could | mpact the Residential Real Estate M ar ket

— The TCJA contains other changes to the taxationdi¥iduals that could potentially impact the fremqey
and value of transactions in the residential retdte market. Most significantly:

The TCJA reduces the principal amount of a mortgagehich the mortgage interest deduction could be
taken from $1 million to $750,000 for newly purcediomes.

The itemized deduction available for non-businéatesand local property taxes is capped at $10@00
married persons filing jointly, and no deductioraiwed for foreign real property taxes. However,
deductions for real property taxes attributabla tcade or business are allowed.

— These changes could chill activity in the residdeal estate market, the prices that taxpayersviling to
pay for new homes, and the terms of their finandmg their impact may be offset by other aspetth®
bill, including rate reductions. All of these clugs expire after 2025.

6. Other Changes Relevant to Common Real Estate Transactions

— The rule providing for deferred taxation of “likenkl exchanges” is retained but only for transastion
involving real property not held primarily for sal&he modified “like-kind exchange” provision ajgsl to
exchanges completed after December 31, 2017.

— Non-shareholder contributions to the capital obgporation by governmental entities or civic groaps
taxable to the corporation. This includes, forragke, a contribution of municipal land to an entitya
municipality (but not, by contrast, a municipal &batement).

— The TCJA repeals the general rehabilitation taxittbat applies to any building placed in senbetore
1936. However, it has retained the rehabilitateoncredit that applies to expenditures with respec
certified historic structures, with a modificatiproviding that the credit is taken ratably over Bhgear
period after rehabilitated property is placed irvee.
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