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The TCJA introduces significant changes to the tas.
system that are likely to have a profound impach lom
the economy as well as on private equity and other
investment funds. This memorandum sets forth akieyv
observations.

Executive Summary

We believe there are 12 main takeaways, each ahnhidiscussed
in greater detail in this memorandum.

1. Significant reduction in headline tax rates forpmwations
and for most business income earned by individim&igh
partnerships, as well as moderate reductions inighehl
rates, will affect investors in funds as well asisturing of
funds, portfolio companies, and acquisitions.

Fund Issues

2. The deemed repatriation of offshore earnings maggee
significant phantom income in 2017 for U.S. taxahieestors
in U.S. funds and U.S. sponsors of non-U.S. funds.

3. A new withholding tax on dispositions of fund irgsts by non-U.S. partners will affect the
structuring of fund investments as well as LP therss and may need to be taken into account in

limited partnership agreements and PPM disclosures.
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4. Limitations or disallowance of various deductioing]uding miscellaneous itemized deductions,
deductions for state and local taxes and deduct@nset active business losses, will impact fund
economics for U.S. taxable investors.

Portfolio Company Issues.

5. Limitations on net interest expense deductions afect effective tax rates and financing
arrangements, in particular for LBOs, and may redte ability to make full use of interest
deductions at the blocker level.

6. The value of NOLs may be significantly reduced assalt of new limitations on their use.

7. For the next 5-10 years, the accelerated expengiagset purchases may encourage asset
acquisitions for businesses with significant tategdssets.

8. The shift to a territorial tax system will free aoffishore cash and may increase M&A activities. It
may also impact the structure of U.S. groups.

9. Both the operational structure of multinationalugse (including intercompany cash flows) and the
use of shareholder debt to finance acquisitionsodffolio companies may be affected by new base
erosion rules.

10. U.S. portfolio companies that derive high returfistwre, or that have operations that require few
assets offshoree(g, services or sales businesses), may be subjadtigher effective tax rate.

11. The number of entities that are subject to the @QHES has been significantly expanded.
Sponsor Issues.

12. Limitations on favorable tax treatment for carrietérest may affect structuring and co-investment
arrangements in certain cases.

1. Significant Reduction in Headline Tax Rates

— For corporations:
* The U.S. corporate tax rate is lowered to 21% céffe starting in 2018.
» The corporate alternative minimum tax is repealed.

» The reduction in tax rates mechanically reducevéhge of any tax assets owned by portfolio compani
(e.g, deferred tax assets on company balance shedttha@nalue of transaction expenses taken into
account in purchase agreements). Similarly, ttheevaf tax receivables agreements is reduced, which
may affect expected returns on exit and on thdivelaalue of holding investments in pass-througymf.

— The tax rates that apply to individuals are redusmdewhat (for a top rate of 37% against 39.6%yoda
This rate reduction expires after 2025.

— In addition, the tax rate on business income eabiyaddividuals through flow-through entities (inding
through partnerships, S corporations and sole tpships) is lowered by a complicated mechantsam t
results in an effective top bracket rate of 29.6Bhe rate reduction is accomplished by providingao
deduction equal to 20% of qualified business inctima¢ is earned by non-corporate taxpayers threugh
partnership, S corporation or sole proprietorsHipe deduction expires after 2025.
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» The deduction does not apply to investment incarapifal gains, dividends and most interest incontie).
also does not apply to reasonable compensatiom@a@nd guaranteed payments paid to the taxpayer
from the business.

» The deduction also does not apply to income fromises businesses, including investment management
businesses and securities trading businessesygliltbere is an exception for some individual tgeps
whose income is below $157,500 ($315,000 for mdre@uples filing jointly), subject to a phase-out.

» The deduction is capped at the greater of (a) SD&tectaxpayer’s allocable share of the W-2
compensation paid by the flow-through entity ortti® taxpayer’'s allocable share of 25% of such W-2
compensation plus 2.5% of the unadjusted acquisttost of the flow-through entity’s tangible assets
The cap does not apply to certain individuals whoseme is below the thresholds specified abovieis T
cap is applied on a trade or business by tradesinéss basis. The definition of what constitates
individual trade or business is uncertain.

* As a result of these exclusions and limitations,28% deduction is unlikely to be useful with regge
most of the income typically realized by privateeatment funds.

* Flow-Through Deals The deduction may, however, be available widpeet to income earned from
investments in flow-through entities engaged imvadbusinesses with employees.

* Hedge Funds Hedge funds that have made an election undépsetr’5 are unlikely to benefit from the
20% deduction, because they are treated as engagenrices businesses and/or because they dawet h
employees or tangible assets.

* REITs The TCJA also provides for a deduction equ&l(% of certain dividends from REITs and
cooperatives. This deduction is not subject toth2 wage cap described above. The deduction TR
dividends expires after 2025.

* Publicly Traded PartnershipsThe TCJA also provides for a deduction equ&d# of business income
from a publicly traded partnership or ordinary gamthe sale of a publicly traded partnership egeg.g.
from recapture). This deduction is not subjech®W-2 wage cap described above. The deduction fo
publicly traded partnership income expires afte220

— Partnership vs. Corporate Form After the TCJRhe changes in tax rates may affect the usergiocations
and partnerships. Business income earned by théilg in the top bracket through a partnershigills s
subject to a lower federal income tax rate (29.6% income earned through a corporation (36.1836i)
the effective tax rate for income earned througbrporation is significantly lower than under priaw
(48%), (ii) the corporate tax form allows for de#dr(i.e., taxation of earnings at 21% until dividends paé
or anti-abuse rules apply), and (iii) corporatians able to obtain other tax preferences that iddals
cannot €.g, a lower rate of tax on GILTI income, effectiveedged paid foreign tax credits, dividends
received deductions and participation exemptiooentain foreign dividends, and deductions for stae
local taxes).

2. Fund Issues

— Deemed Repatriation Under the TCJAany10% U.S. shareholder of a foreign corporationgidatned on
December 31, 2017) will be required to includenoame, for the taxable year 2017, its proportiosateae
of the foreign corporation’s undistributed earningshe foreign corporation is either a controlkedeign
corporation (CFC) or has at least one 10% U.S ettwdder that is a corporation. The tax appliethéo
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undistributed earnings generally as of the end)df72 There are rules permitting earnings defioitsffset
undistributed earnings amounts.

» This could generate significant phantom incomeGh72with respect to 10%-or-greater owned foreign
portfolio companies for both (i) U.S. taxable inis (including the GP and its owners) in funds
organized in the United States and/or (ii) U.Snspos of non-U.S. funds.

» Tax Payable

» The rule provides for rates of 8% and 15.5% fopooate investors (for earnings invested in tangible
assets vs. cash), and 9.05% and 17.54% for ingestoed as individuals and subject to the highest
marginal rate.

» The tax can be paid over an 8-year period, althahegle are triggers to accelerate the paynmegt (
sale of all or substantially all of the assets tdgayer, which could potentially include a releva
partnership).

— ECI on Sale of Partnership Interest The TCJA provides that gains from a sale of@ngaship interest by
a non-U.S. partner are treated as subject to &tSnoome taxi(e. treated as effectively connected income
(ECI)) to the extent that a partner would be alled€ECI from a sale of the partnership’s assets.

» This effectively affirms Revenue Ruling 91-32 asatontrary to the recent Tax Court decisioGiecian
Magnesite

* Withholding TaxTo the extent a partnership has any ECl-gengratssets (and perhaps even if it does
not), a seller of a partnership interest is reqgliceprovide a certificate that it is not a forejggrson, and
in the absence of such a certificate a purchaseqgisred to withhold 10% of the gross purchaseepri
including assumption of debt. If the purchasersdoat withhold, the partnership itself will need to
withhold on distributions to the purchaser to caver withholding. The foreign seller should beeatal
recover or credit any withheld taxes by filing tleguired U.S. tax return.

» This rule will be effective for partnership salesrring on or after November 27, 2017; howeveg, th
10% withholding tax will apply only to sales ocang after December 31, 2017.

» This could have a significant effect on the struo of fund investments, the documentation of LP
transfers and the drafting of fund LPAs and PPMIdsures.

— Itemized Deductions

» The TCJA repeals the overall limitations on iterizieductions (the 3% phase out and 80% cap),
effective for taxable years after December 31, 201His repeal expires after 2025.

* In addition,the TCJA repeals all miscellaneous itemized dedastisuch as, most importantly for funds,
investment expensésg, deductions for management fees or other partipeesipenses), for taxable
years through 2025.

— State and Local Taxes The TCJA allows up to $10,000 in aggregate deolas for state and local non-
business income, property or sales taxes. The TahAallows unlimited deductions for state anéloc
property, sales, etc. taxes attributable to a tordrisinessg(g, a management company). State and local
non-business taxes become fully deductible agaem 2025. 2018 state and local taxes prepaid 17 20e
not intended to be deductible in 2017.

CLEARY GOTTLIEB 4



ALERT MEMORANDUM

— Limits on Active Business LossesThe TCJA significantly limits the extent to whiobn-corporate
taxpayers can use active business losses to offsatincome, such as income from investments,
compensation and other nonbusiness income.

* Under the new provision, “excess business lossiea non-corporate taxpayer are not currently
deductible. The bill defines an “excess business’las the excess of the deductions attributalii@ates
or businesses of the taxpayer over the gross inaorgain of the taxpayer for those trades or bssies
plus a threshold amount ($250,000, indexed totioftd. In the case of partnerships or S corponatithe
limitation applies at the partner or shareholdeelle The limitation expires after 2025.

* This limitation could impact investors in funds inhvestments in flow-through entities engageddtiva
businesses. Individual taxpayers can aggregaitertéietrade or business income and loss from pielti
trades or businessdse( from multiple flow-through investments), which st mitigate the impact of the
rule for some fund investors.

» Excess business losses disallowed by this provemiertreated as NOLs and carried forward (subpettie
limitations discussed in “Limits on Deductibility DOLs” below). Although the statute is uncleage w
believe that deductions in a subsequent year fdrN&dtributable to excess business losses arg likel
themselves to be treated as attributable to a ttalasiness of the taxpayer, which could leadtess
business losses subject to limitation in subseqyeants as well.

3. Portfolio Company Issues

— Limitation on the Deductibility of Net Interest Expense The TCJA introduces a new significant limitation
on deductions fonetbusiness interest expense: net business inteqeshge cannot offset more than 30% of
“adjusted taxable income.”

» The rule applies to any interest paid on or aféewary 1, 2018. There is no grandfathering for pre
existing debt.

» This rule, combined with the lower corporate tabeyavill significantly affect both corporate grouthst
have utilized acquisition debt as well as the plagiand structuring for future LBOs.

+ It will diminish the existing incentive to allocatiee maximum amount of debt to the U.S. in a cross-
border acquisition.

* It may increase the after-tax cost of financingsLfiBOs, and may make preferred equity financings,
leasing or other interest equivalents more attra¢tian debt financings in some cases.

» The rule also applies to businesses conductedwitthrough form, which will also have an incentive
to use alternative forms of financing.

* The House-Senate Conference Committee has clatif&gdnterest paid on shareholder loans at a block
level is “business interest” that is subject tolthetation. As a result, the rule may reduce ahdity to
make full use of interest deductions at the blod&eel. (The shareholder debt would continue to be
useful in mitigating the need to pay dividends fribva blocker.) It appears that the limitation may
apply to a real estate business, even if owneddoy@oration. In addition, blocker corporationgdi$or a

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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credit business may have significant interest ineowhich will reduce or eliminate the effect of thmit
onnetinterest expense.

The rule limits the deduction for net businessregeexpense to 30% of adjusted taxable income.
“Adjusted taxable income” is similar to EBITDA feaxable years 2018 through 2021, and EBIT for 2022
and later years. Disallowed interest expense easalried forward indefinitely.

» Particularly in 2022 and later years, the changsfEBITDA to EBIT may mean that businesses with
significant expenditures eligible for expensingl\wave little or no capacity for interest deducton
That change would apply to any debt instrumentsdkist at that time (there is no grandfathering),
creating a cliff effect; therefore the switch tolIEBhould be taken into account in structuring
acquisition debt beginning immediately.

» For example, for a company with 100 of adjusteckbdexincome equal to EBITDA, and 40 of
depreciation, the limit on interest expense dedustwould be 30 through 2021. Starting in 2022, it
would be 18. Companies therefore may want to sak@ntage of the immediate expensing
permitted under the TCJA for certain types of thlgassets (described in “Expensing of Certain
Assets” below) to accelerate such investmentsae?fP?2 years when depreciation is not taken into
account in measuring adjusted taxable income fgoqaes of this interest expense limitation.

The rule is expected to apply on a U.S. consoltlgteup-wide basis for domestic corporations.
Partnerships are evaluated on a separate entis; bath rules to avoid double counting and to allo
“excess” adjusted taxable income to tier up. Tation of debt financing among partnerships or-non
consolidated companies may affect deductibility.

This rule is consistent with similar changes in ttnat have been enacted recently by some of odingga
partners €.g, Germany, UK) as a result of the OECD Base Erpaind Profit Shifting (BEPS) project.

— Limits on Deductibility of NOLs.

Carrybacks of NOLs are no longer allowed. Carnytds of NOLs become indefinite. These new
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.

For taxable years beginning after December 31, 28témpany may use NOLSs to offset only up to 80%
of its taxable income (with unused NOLs carriedMard into future years). This 80% cap applies to
NOLs that arise in taxable years beginning afterdbaber 31, 2017.

These changes will be relevant in modelling retusngh as the benefit of expensing, and shouldkent
into account in considering the impact of “trangactax benefits”€.g, bonuses and refinancing costs)
which a buyer is often asked to pay over to seller.

— Timing Issues The TCJA requires most accrual-method taxpayetake items of income into account for
tax purposes no later than the time these itemmelieed on the taxpayer’s audited financial stegets or
annual reports, subject to certain exceptionsdioly an exception for mortgage servicing contjactshis
rule generally takes effect beginning in 2018, ibutelayed until 2019 for debt instruments witlgoral
issue discount.
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— Expensing of Certain Assets The TCJA allows very beneficial expensing of tlst of certain “qualified
property”.

Immediate expensing of the entire cost in the yeég@urchase is available for qualified propertysoed
after September 27, 2017 and placed in service®dmuary 1, 2023.

* “Qualified property” is, generally, depreciable g#vie property (including used property), and does
include shares in corporations, real estate, angibles such as goodwill and intellectual propeity
also does not apply to property that is leaseceratian purchased.

* Accelerated expensing is also allowed for proppléged in service in 2023 and afterwards, with the
percentage of cost that is immediately deductitdpmng down annually until it reverts to the
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 will create an incentteeacquire assets eligible for immediate expensiitigin
the next 5 years (or accelerated expensing in Ye&rd0). As noted, because qualified propergsdwot
include intangible property, the deduction is liked be less valuable to the tech industry or other
businesses without significant tangible assetsadtition, because the deduction does not apply to
goodwill, this provision may result in an increadedus on the value of tangible business assqtara®f
the purchase price allocation process.

Structuring Acquisitionsmmediate (and accelerated) expensing will applyurchases of used as well as
new items, and thus may create incentives to streieécquisitions as asset purchases or deemed asset
purchases (such as stock purchases with a se@®0nr3336 election, or conversion of a corporatgdi

to an LLC prior to the purchase), during the 5@oygar period. However, in determining the berufit
selling assets vs. selling stock, the relative eafiimmediate (or accelerated) expensing for tivelpaser
will still need to be balanced against potentialifdnal tax on sellers.

Issues for Rolloverdf the purchaser is “related” to the seller, inthage or accelerated expensing is not
permitted; as a result in some circumstances thkcapion of attribution rules will take on incresb
significance. For instance, depending on the §ipdacts, transactions that involve a partial oo#r of
the existing shareholders may result in the purahlasing “related” to the seller and thus a deoiighis
benefit.

— Shift to a Territorial System. The TCJA adopts a territorial system of inteioal taxation, effective
January 1, 2018.

A one-time transition tax will be imposed on then&ags of foreign subsidiaries at the rates desdrib
above under “Fund Issues—Deemed Repatriation”cefkdy “unlocking” the trapped cash held offshore
by U.S. multinationals.

Under the new system, going forward, dividendsixeckby a portfolio company that is a U.S.
corporation from its 10%-or-greater-owned foreighsidiaries (by vote or value) are generally exempt
from tax if attributable to non-U.S. earnings o Subsidiaries.

» The exemption does not apply to so-called “hybnddegnds” (dividends that are deductible by the
foreign subsidiary).

» The exemption is not available if the foreign cogimn is a passive foreign investment company (a
“PFIC”).
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» The exemption is available only to U.S. corpor#i@rsholders who have held the foreign subsidiary
stock for at least 1 year (subject to potentidirtglrules).

» Dividends exempted from tax reduce the U.S. cotpmra basis in the foreign subsidiary, reducing th
U.S. corporation’s ability to claim losses on aufgtsale of the subsidiary.

This is Not a Full Participation Exemption

» Dividendsreceived by non-corporate taxpayers as well agleinds from subsidiaries in which the U.S.
taxpayer does not own 10% of the equity (by votbyovalue) will be fully taxable (with potentialifo
foreign tax credit relief).

» The exemption does not apply to gains from the sladbares (although it does apply to any gains
recharacterized as dividends under section 12iBgre may be a significant benefit to selling fgrei
assets and deriving exempt dividends as comparselling foreign shares.

Limitations on Credit Support from CFCs Remain lace Despite the exemption for actual dividends
from foreign subsidiaries, the TCJA retains thesemg rule (section 956) that requires a U.S. dialder
of a CFC to currently include in income the earsin§the CFC reinvested in United States property.
Loans from CFCs to U.S. corporate shareholdersiggte of CFC stock to support borrowings of U.S.
corporate shareholders, and other investments I8s@#U.S. property (including owning stock of U.S.
affiliates and other U.S. tangible and intangibiegerty) will continue to give rise to deemed dexidl
inclusions that are fully taxable, and thereforetisa 956 will continue to constrain the structgriof debt
incurred by U.S. entities with significant foreigasets.

Absent additional provisions, the new territorek system would create a strong incentive to move
operations offshore. In order to mitigate thig TTCJA broadens the scope of the CFC rules and
introduces a series of new taxes and rules thettatiie deductibility of payments to foreign aéfiks. We
discuss these and their potential impact for fundbke following three sections.

— Base Erosion — Outbound Payments

The TCJA targets earnings stripping or base erdsyomposing a new minimum tax (called the “BEAT")
on the taxable income of a corporate taxpayer, fimadso as to deny deductions for “base erosion
payments.”

“Base erosion payments” are deductible paymenta flomestic corporations and branches to foreign
affiliates, excluding mainly (i) cost of goods s@&kcept for corporations that expatriate fromtimted
States after November 9, 2017), (ii) certain paymhéor services representing cost reimbursemerfit mot
mark-up, (iii) certain payments pursuant to derxes that are marked to market for tax purposes
(generally by banks or swap dealers) and (iv) paysthat are subject to U.S. withholding tax.

» There are no exclusions for interesty, interest on shareholder debt) or other payment®mnnection
with financial transactions other than derivativé8oreover, there is an unfavorable rule that &eaty
interest expense that is non-deductible undenthiedescribed in “Limitation on the Deductibilityf
Net Interest Expense” above as paid to unrelatetiepdor purposes of the BEAT, which maximizes
the deductible interest that is treated as pardleded parties and therefore subject to the BEAT.

» “Affiliate” is construed broadly for this purposand includes not only entities that are “contrdlliey,
or “control,” the U.S. taxpayer but also entitibattown as little as 25% of the taxpayer (by vate o
value) or are controlled by, or control, such ovener
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The tax due equals the excess of (a) the minimumet@ applied to the corporation’s taxable incafter
adding back base erosion payments over (b) theocatipn’s tax liability at the regular corporatéaa

* Rates
* The minimum tax rate is 5% in 2018, 10% in 2019dgh 2025, and 12.5% in 2026 and later years.

* Increased rates apply to U.S. affiliated groups ithelude a bank or registered securities deaBér: 6
in 2018, 11% in 2019 through 2025 and 13.5% in 2&&6later years. However, as noted above,
the base erosion tax does not apply to most pagmebnnection with derivatives which are
marked to market.

» Tax CreditsIn calculating a corporation’s tax liability dite regular corporate rate for purposes of the
BEAT, tax credits are generally taken into accothrgreby increasing the BEAT liability. Howevaen, i
2018 through 2025, research tax credits and 80fbnefncome housing and energy credits are
excluded from the calculation, with the effect ttisse credits can mitigate BEAT liability.

The BEAT applies to corporations with at least $&@ion in annual gross receipts and for whichéas
erosion payments represent at least 3% of totalalmohs (2% for a U.S. affiliated group that inahsda
bank or securities dealer). Aggregation rulesyafiptest related entities on a group-wide bakisteign
corporations are subject to the rule if their ineattmat is effectively connected to a U.S. tradbusiness
meets the gross receipts and 3% tests.

There is significant uncertainty about how the BE&ll be applied in practice. Guidance from the
Treasury Department and the Internal Revenue Seivioceeded to clarify many aspects of the BEAT.

“Hybrid” transactions and entitiesThe TCJA also disallows deductions for interest myalty payments
to foreign affiliates where the foreign recipiesiniot subject to tax on the payments due to ardifte
characterization of the payment or the recipiestt@aits regarded or transparent tax status) bjotiegn
jurisdiction.

These provisions could have effects on the taxatmahstructuring of multinational portfolio compesii
and their supply chains.

— Base Erosion — Low-Taxed Intangibles Income

The TCJA targets the incentive to move operatidfshore by expanding U.S. taxpayers’ taxable income
to include a new category of income: the “glob&hngible low-taxed income” or “GILTI” derived byeh
CFCs of which such taxpayers are 10% shareholders.

* GILTl is taxed to individual shareholders at 100#4he applicable rate; and taxed to corporate
shareholders at 50% of the usual rate, (@ 10.5% rate) through 2025, and at 62.5% of sualrate
(i.e, a 13.125% rate) in 2026 and later years.

Not Just Intangibles Despite its name, GILTI does not focus on intaleg. It is computed as the excess
of the CFC’s net income for the year (with cert@xeceptions) over a benchmark rate of return that is
keyed off the CFC'’s basis in its depreciable assets

* As aresult, GILTI will potentially subject to cemt U.S. taxes a significant portion of the incavhe
CFCs that (i) earn high returns on assetg,(intangibles), (ii) have assets that are not depbde or
have already been significantly depreciated, gri{ave a busines®.(g.sales or services) that does not
require tangible assets.
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Not Necessarily Low Taxed

» 80% of foreign taxes attributable to the GILTI areditable by corporate shareholders (subjectnweso
limitations, including most notably no carryforwardr carrybacks of excess credits). As aresult, a
CFC would need to pay tax at an effective rate30125% (through 2025) or 16.41% (in 2026 and later
years) in order to avoid triggering tax for itsporate U.S. shareholders under this rule.

* Individuals do not however get the benefit of theselits. In other words, individual U.S.
shareholders of a CFC may be subject to tax at 18fG%e applicable rate (see above) on their sbiare
a CFC’s GILTI, no matter how much tax the CFC haisl pn that income.

Incentives for U.S. ProductionThe TCJA also includes a special 13.125% tax (iatreased to 16.41%
in 2026 and later years) for a domestic corpor&itioreign-derived intangible income,” which iscome
related to services provided and goods sold byltimeestic corporation for a foreign use, and isudated
in a similar manner as GILTI. This rule may en@me bringing some offshore intangible assets back t
the United States.

The TCJA's reduced rates on GILTI and foreign-dedivntangible income of U.S. corporate investors,
combined with the fact that the dividend exemptiescribed in “Shift to a Territorial System” abase
only available to U.S. corporate shareholders, lshioel considered in determining whether to holdader
foreign portfolio companies through U.S. corpotalteckers.

— Changes to CFC Attribution Rules

In general, a CFC is defined as a foreign corpandtiat is directly or indirectly controlled by 10%6S.
shareholders who collectively own more than 50%hefforeign corporation’s equity. Attribution rale
apply for this purpose. However, under prior l&sgwnwards attribution” from foreign persons to U.S
persons did not apply.

The TCJA expands the attribution rules applicabiedFC purposes, allowing downwards attribution
from foreign persons to U.S. persons. This coalase a foreign corporation to be treated as a GEC i
situation where significantly less than 50% of fitreign corporation’s equity is directly or inditBc
owned by U.S. shareholders, in particular wherd& daeign corporation is affiliated with (but not a
subsidiary of) another U.S. corporation. As alteslS. shareholders that directly or indirectlyroor
invest in at least 10% of the equity of a foreignporation that was not previously treated as a Céld
become liable for tax on subpart F income and sulbgethe GILTI rules described above.

» This change is effective beginning with the lagtytear of a CFC that begiheforeJanuary 1, 2018 (in
other words, it will apply to the 2017 tax year &CFC that is on a non-calendar tax year).

* An explanation by the House-Senate Conference Ctigerindicates that the new downward
attribution rule was not intended to result in imallocations to 10% U.S. shareholders who are not
otherwise related (at a 50% level) with U.S. esgitihat are attributed ownership of the foreign
corporation. However, the text of the TCJA doesincude language to reflect that intent.

The TCJA also expands the definition of a 10% Wlfareholder to any U.S. person that owns 10% by
value (as well as the current rule which looks@é6lof voting power).
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— Specific Industry Issues The TCJA has a number of industry-specific provisithat may affect your
existing portfolio companies and prospective innesits. For example:

» The TCJA modifies how insurance companies calcula taxable income (and makes offshore
insurance companies more likely to be PFICSs), ipsithat may negatively affect the insurance ingustr
and their investors.

» The rules for like-kind exchanges are narrowedsstwanly apply to real property.
+ The TCJA imposes new reporting rules relating toabquisition of life settlement policies.

» The TCJA provides numerous additional rules redytne excise tax imposed on certain alcoholic
beverages.

4. Sponsor Issues: Carried Interest
— The TCJA includes a provision dealing with the tmeant of carried interest.

— The provision is considerably simpler than carirgdrest provisions that have previously been psepolt
is not a broad attack on carried interedRather, for certain partnership profits intesdstf the sort that
generally would be issued by an investment pari@ysit applies a 3 year holding period requiretrfen
capital gainsderived by the partnership (or from the dispositb the profits interest) to qualify for the
long-term capital gains rate. It does not apphéner to recharacterize the taxation of carriedrest with
respect to qualified dividends.@, from a leveraged recap).

— These rules are clearly intended to capture priofiesests issued by private equity or other investt funds,
and generally cover the usual sort of carried esiearrangement. Given the fact that private gduids
often hold investments for longer than 3 years tgefealizing capital gains, in many cases the effec
unlikely to be material. It could be, however,ttlaodd situations the rules (perhaps unintentlghavill
cover other partnership profits interests, sucprafts interests granted to management of podfoli
companies.

— From a more technical perspective, under the nexiedainterest provision:

» Long-term capital gain recognized with respectridapplicable partnership interest” is recharazemlias
short-term capital gain if the holding period isde¢han 3 years. Short-term capital gains areltaxe
individuals at ordinary income tax rates.

» The provision does not disallow the offsets of sterm capital losses against the recharacterized
short-term capital gains.

» The provision does not change the normal rulesiéermining holding periods, including tacking
holding periods upon a tax-free contribution tcaatipership.As drafted the rules do not appear to
affect the rules for recognizing gairesd, gains on sale of partnership assets look to éneership’s
holding period for the property and not the pargbolding period in the partnership interest),
although it is not entirely clear and it is possitiie IRS could take a broader position.

* An “applicable partnership interest” is one transdd or held in connection with the provision of\sees
by a taxpayer (or related person) in the tradeusirtess of raising or returning capital, and invmesin,
disposing, identifying or developing “specified eisS, which are generally investment assets (Siesiri
partnership interests, debt instruments, derivativeal estate, etc.).
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» There are a number of exceptions: (i) regulatioilispnovide an exception for income or gain attriole
to any asset not held for portfolio investment fyd parties i(e., this should not apply to non-investment
partnerships, although it may cover certain pastnips with a passive capital-providing partnei);ttie
rule does not apply to a partnership interest hgld corporation (which pays tax on capital gainhe
same rate as ordinary income); (iii) the rule doasapply to capital interests commensurate torgnned
cash, or to the extent included as compensatiosdiices under section 83 (note that this does not
technically apply to interests acquired for cash secondary transaction, and it does not covetatap
interests that reflect prior allocations of taxableome).

* It will need to be clarified whether investmentsd®ean a fee-free or carry-free basis might not be
treated as “commensurate” with the capital investetwbt then this rule may apply also to
co-investments by investment professionals asagethe carried interest.

* Any gains from a transfer of an applicable partinigraterest to a “related party” (defined as aifgm
member or a person who performed services witherptior three years in the same applicable trade or
business), that are attributable to an asset lyelddpartnership for not more than 3 years, visibde
treated as short-term capital gains.

» Itis unclear what this provision is intended to@othat is not already covered by the general rGlae
possibility is that it covers the transfer to atetl party of a partnership interest with a lormgate
holding period in a partnership that has assets avtiolding period of 3 years or less. A second
possibility is that it is intended to cause rectigniof otherwise non-taxable transfers to related
persons.
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