Investment Stewardship Guidance

InvestmentPerspectives

~

DECEMBER 2017

How Will Tax Reform Impact Asset Class Returns?

NAT KELLOGG, CFA, DIRECTOR OF MANAGER SEARCH, MANAGING PARTNER

On December 20, 2017, Congress passed the final version of the Tax Cut and Jobs Act (H.R. 1). This tax reform bill is
estimated to be a $1.5 trillion tax cut and represents the most significant reform to the U.S. tax code since the 1986 tax
cut passed under President Reagan. This newsletter will address the most important changes as it relates to the economy,

markets, and our client portfolios.

The most substantive changes in the tax reform relate to corporate taxes. The corporate tax rate will drop from 35% to
21%, and the U.S. will switch to a territorial tax system where profits are taxed in the country in which they are earned,
which is consistent with the tax system used by most other OECD member countries. In addition to corporate tax cuts, the
bill reduces personal income tax rates while lowering the number and amount of income tax deductions. It is important

to note that the corporate tax changes are permanent, while the personal income tax changes largely sunset beginning in

2025.

Exhibit 1: Key Components of the Tax Cut and Jobs Act

TAXISSUE CURRENT LAW NEW LAW (effective 1/1/2018)
Corporate Tax Provisions
Corporate Tax Rate 35% 21%

Pass-Through Rate

Corporate Interest Deductibility

Corporate Repatriation

Taxed at ordinary income tax rates

100% (no limit)

Companies are taxed on the difference
between the foreign tax rate & U.S. 35% tax
rate if profits are repatriated

Taxed at ordinary income tax rates after
20% deduction of income

Limited to 30% of EBITDA (4 year carry-
forward)

15.5% tax on cash
8% on non-cash assets

Corporate Tax on Foreign Income ~ Worldwide System Territorial System

Individual Tax Provisions

Top Individual Rate 39.6% 37%

Standard Deduction $12,600 $24,000

Mortgage Deduction Up to $1 million Up to $750,000

Estate Tax 40% rate on estates over $5.49 million 40% rate on estates over $11.2 million
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Expected impact on the economy, markets, and major asset classes:

U.S. ECONOMY

As Federal Reserve Chair Janet Yellen noted in her testimony before Congress on December 13%, most economists
expect the tax bill will have a modestly positive impact on GDP growth with estimates ranging from 0.2% — 0.7%. This is
especially true in the short term as the benefit of tax cuts on consumer spending and corporate investment are likely to be
felt immediately, while the risks to growth from an increased federal deficit are more likely to be felt over time.

U.S. EQUITIES

A lower corporate tax rate is clearly a positive for corporate profits. Initial estimates are that the tax cut will result in

an ~8% one-time boost to corporate earnings for the S&P 500 index, and earnings increases should be even more
substantial for more domestically-focused areas of the market (small-cap, utilities, retail, financials). In addition, the move
to a territorial tax system should allow companies more flexibility to repatriate profits earned overseas to help finance
increased dividends, acquisitions, and capital expenditures. However, there are two key risks. First, it is unclear how
much of this good news is already priced into the market. Given the significant run-up in the market during the fourth
quarter — around the same time as the House and Senate first passed their versions of the bill — coupled with the
strong performance from many of the sectors most likely to benefit from the bill, it appears a significant amount of the
improvement in corporate earnings has already been priced into the market. Second, even the most optimistic projections
expect this bill will add significantly to the national debt. As a result, this bill has the potential to drive interest rates
higher. If interest rates increase enough (significantly above 3%), at some point that will have a negative effect on equity
valuations as investors apply a higher discount rate to future cash flows.

INTERNATIONAL EQUITIES

This bill should have little direct effect on international equities. Unless this reform results in much faster U.S. economic
growth and a stronger dollar, or leads to a surprisingly large increase in interest rates, we do not expect a material
reaction to the passage of this bill for international equity markets. The greatest risk is likely to emerging market equities,
where historically a stronger dollar and higher U.S. interest rates have often been a headwind for the asset class. However,
given the improved fiscal position and economic growth prospects of most emerging market countries, we believe the risk
is relatively modest.

FIXED INCOME

Thus far the bond markets have shown a minimal impact from the passage of this bill, with the U.S. 10-year Treasury
yielding approximately 2.40%. Calling for higher interest rates has been one of the most consistent mistakes forecasters
(including the Federal Reserve) have made since the onset of the credit crisis. However, the tax reform bill is expected
to cost $1.5 trillion over a decade and the Congressional Joint Committee on Taxation expects the bill to add ~$1 trillion
to the national debt after accounting for the beneficial effects of faster economic growth. At the same time, the Federal
Reserve has begun to unwind its balance sheet and the pace of normalization is going to increase meaningfully in 2018.
The effects of all this on long term interest rates remains uncertain, but creates a potential risk to fixed income investors.

BANK LOANS & HIGH YIELD

In the short term the lower corporate tax rate should be a credit positive for the vast majority of below-investment

grade issuers. However, the cap on interest deductibility at 30% of EBITDA could pose a risk to some highly leveraged
borrowers. Longer term the interest deductibility cap will likely lead to fewer highly levered issues which could reduce the
number and size of defaults in the next credit downturn. However, the legislation could have the unintended consequence
of being pro-cyclical. The interest deduction is limited to 30% of EBITDA and during a recession EBITDA is likely to drop,
while the overall amount of debt (and interest a company pays) is likely to stay relatively constant. As a result, a company
under stress, suffering from a drop in pre-tax earnings, could deduct less of its interest expense as earnings fall.

PRIVATE EQUITY

The benefit of a lower corporate tax rate is likely to more than offset any loss of interest deductibility from the new
30% cap. Most sponsor-backed firms that are levered less than 6x should be a net beneficiary of this bill. In addition, a
significant number of middle market companies are structured as pass-through entities, and thus they will also benefit
from a significant cut in the pass through tax rate. As we noted in our commentary for bank loans and high yield, the
largest risk to private equity investors is the potential increase in cyclicality due to the limits on the deductibility of
interest.
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REAL ESTATE

There were essentially no substantive changes for commercial real estate investors included in the tax bill. Commercial
real estate is not subject to the same interest deductibility caps that will affect corporations. The lower tax rate should
modestly improve the credit profile of many commercial real estate tenants, and may provide a boost to the retail sector,
but absent a large increase in interest rates we expect little direct effect from this legislation on real estate.

While we do expect the passage of this legislation to have a modest impact on a number of asset classes, we do not
believe clients need to make any radical changes to their long term asset allocation based solely on the passage of this
bill. »
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has
not independently verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates,
projections and comments on financial market trends constitute our judgment and are subject to change without
notice. References to specific securities are for illustrative purposes only and do not constitute recommendations.

Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused client service approach and careful research. Marquette has served a single mission since 1986 —
enable institutions to become more effective investment stewards. Marquette is a completely independent and
100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information,

please visit www.marquetteassociates.com.
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