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On behalf of the British Private Equity and Venture Capital Association (BVCA)

Industry Response to Notices 2010-60, 2011-34, 2011-53 and 2011-55 in respect of the Foreign Ac-
count Tax Compliance Act (FATCA) Provisions incorporated in Chapter 4 of the Hiring Incentives
to Restore Employment Act

We write to you on behalf of the representative national private equity body, and we speak on behalf of
the British private equity (“PE”) and venture capital (“VC”) industry. Our members cover the whole of
the private investment fund spectrum, from venture capital funds investing into high growth tech-
nology start-ups, to the largest global buyout funds turning around and growing mature companies.
BVCA members have invested over US$ 11 billion in US companies between 2008 and 2010, which
made up 10%, 28% and 9% of their total investment for 2010, 2009 and 2008 respectively. nl

The nature of investment activities in the private equity and venture capital industry differs significantly
from other financial institutions such as banks, hedge funds and mutual funds. It is our view that
without consideration of the industry’s specificities it will be unduly burdensome for the PE/VC in-
dustry to implement FATCA, as currently proposed, and there will be a negative impact in foreign
investment by the PE/VC industry into the United States.

It should be noted that the risk of tax evasion should be considered to be low within the private equity
and venture capital industry. The fact that the funds are closed-ended and the investments are of a
long-term illiquid nature (typical life of a fund is approximately 13-17 years) would not make private
equity funds an attractive investment vehicle via which investors could evade tax as the invested funds
are unavailable for long periods of time and are not within the control of the investor. In addition,
acceptance of investors into the fund is a relatively long process with significant levels of due diligence
involved. Under global anti-money laundering regulations, private equity funds are required to perform
certain procedures to verify the identity of the investors. n2 Given that tax evasion would be consid-
ered money laundering, any investors suspected of money laundering would not be accepted by the
fund at the time of investment. Furthermore, investors in private equity funds are typically institutional,
such as pension funds of large corporate or state organisations, and sovereign wealth funds, which the
PE/VC industry consider would pose a low risk of money laundering and/or tax evasion.

We have set out below our key concerns which we consider would significantly impact the appetite for
the British PE/VC industry to invest in the United States. Particularly, we are concerned that the
proposals as currently drafted could impose a punitive withholding tax and regulatory burden on the
private equity and venture capital industry which is inequitable, disproportionate to the US tax at stake,
and will also negatively impact the attractiveness of those funds which choose to invest in and conduct
business with United States entities.

We would welcome the opportunity to discuss these issues with you in greater detail.

This representation relates to the guidance as it currently stands, and as the regulations develop, the
industry may well have further points to make or different approaches to solving the issues we have



addressed may become available. We would therefore appreciate having an ongoing dialogue with the
Treasury and the IRS as regulations are being drafted.

Introduction

We understand that the intention of Chapter 4 is that Foreign Financial Institutions (FFIs) and
Non-Financial Foreign Entities (NFFEs) should obtain and report information in relation to the US
source income of US investors and beneficial owners to the IRS. In this context US source income
means Fixed, Determinable, Annual and Periodical (“FDAP”) payments from US sources (which in-
clude interest, dividends, personal services fees, licenses, rents, pension payments and litigation fees)
and the gross proceeds from the sale of property which can produce US source interest and dividends.
We acknowledge that Chapter 4 forms part of the US Treasury’s initiative to detect US taxpayers who
evade tax through offshore holdings and to discourage such practices. Therefore, whilst we are sup-
portive of the spirit of the initiative, we are concerned about significant reporting and compliance
burdens that are completely out of line with the risk of tax evasion in PE/VC structures.

How a private equity fund works and their structure

By way of background, we have set out at Appendix 1 a diagrammatic representation of a typical British
PE fund and a summary of its major components.

Impact of FATCA for private equity funds

The inherent nature of how a PE fund operates gives rise to concerns and complexities in the ability of
a fund to comply with the regime. In particular, we note the following:

1. A typical fund is closed-ended. Because of the

illiquid nature of the underlying portfolio company
investments, a typical fund often exists for 13-17

years as portfolio exits become available. The partners
of existing funds have signed up to partnership agreements
which govern the relationship between the partners

and which will have required the partners to provide
comprehensive information for “know-your-customer”
(KYC) and money laundering check purposes but may
not fully satisfy the FATCA regime. For example,

the UK Proceeds of Crime Act 2002 requires that the
identity and home address of each investor (or in

the case of a non-individual investor the identity

and home address of one of the directors) be ascertained
prior to funds being committed. The critical issue

for our industry is that in the event that one of

the investors is found to be ‘recalcitrant’ for whatever
reason, the vehicle will have no mechanism to force
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the investor to withdraw from the partnership for

FATCA non-compliance. Moreover even if it were possible,
such a step would create significant commercial problems
for the fund and its managers as it would lead to

a shortfall in funding available for investment,

and in turn adversely impact the commercial strategy

of the fund ~ both for the manager as well as for

the other institutional investors in the fund.

2. PE funds may use a range of investing vehicles

and such vehicles may not fall within the general
definitions of ‘holding companies’ under the FATCA
regime. A typical PE fund may have ten to forty portfolio
investments, with each investment involving a number
of holding companies due to commercial and legal
reasons (refer to the diagram in Appendix 1). These
holding companies could all be construed as FFIs

for the purposes of FATCA for the reasons set out
below even where such companies are considered to

be part of the trading group of the portfolio companies.
Accordingly, the withholding and administrative burden
may be disproportionately increased for a British

PE fund.

3. As noted above, each fund would typically invest

in a relatively small number of investments (e.g.,

10-40) each being held for an average 3-7 year period.
The current drafting of the Passthru Payments regulations
would require valuation of these illiquid investments
more frequently than a fund would typically undertake;
thus creating a large, costly, and onerous administrative
burden contrary to industry best practices. Furthermore,
they could result in withholding in connection with
payments (i.e. dividends) and exits from non-US portfolio
companies where the fund holds amongst other assets,
US portfolio companies. In view of the small number

of investments, British PE funds are capable of tracing
their income and proceeds flows through on an actual
basis.

We have addressed each of the above concerns and have set out our request for clarification/ proposed
solutions in further detail below.

1. Recalcitrant partners in existing partnerships



Issue 1:

The typical life of a fund is approximately 13-17 years. The rights and obligations of partners are de-
termined by the partnership agreements which can normally only be changed with unanimous agree-
ment if any economic changes are involved. Partnership agreements for existing funds will not have
considered the impact of FATCA. Therefore the fund will have no means of collecting the information
where an investor does not wish, for whatever reason, to provide it (to the extent the information which
existing funds have collected is insufficient to meet the requirements under the FATCA regime). This
will give rise to a clearly unacceptable situation whereby a recalcitrant partner will in effect be subsidised
by other partners as the partnership agreement also does not enable the withholding to be targeted at
the recalcitrant partners. Given that this was not foreseen in current partnership agreements, this could
create an issue for those partners who comply as income received in their hands will be subject to
withholding and will almost certainly result in extensive litigation against the fund for the monetary
damages caused by the additional financial burden.

We note that whilst partnership agreements may address that distributions to partners may be subject to
withholding if required by law, it is unlikely that this provision would be effective in this case as the
fund could be construed as “electing in” to a withholding regime. The issue of recalcitrant partners can
be accommodated and dealt with for new funds whereby provisions can be included in the partnership
agreements such that proceeds can be traced to ensure the recalcitrant partners are penalised without
giving rise to negative implications for compliant partners. However, there is a need for a solution in
respect of partners who are admitted to a partnership on or before the Regulations are issued.

Removing recalcitrant partners is not a viable solution as existing partnership agreements typically do
not provide the fund with the powers to do this unless the consent of all the partners (including the
recalcitrant partner) is obtained. Additionally, there could still be a requirement to pay future distri-
butions to recalcitrant partners even after their removal from the partnership (because it is unlikely the
partnership would be able to make liquidating distributions to the recalcitrant partner at the time of
removal) and therefore even this would not necessarily resolve the withholding issue since the recalci-
trant partner would remain a partner for US federal income tax purposes. The removal of recalcitrant
partners will also create a funding gap within the partnership as the level of committed capital will
decrease as a result of removing recalcitrant partners. It is typical for a fund to draw down on investor
capital commitments in tranches over the life of the fund and therefore the removal of the recalcitrant
partners during the life of a fund would be a real issue. Taking this into consideration, changes to
partnership agreements to allow the removal of recalcitrant partners may not be commercially viable as
they could trigger a failure to meet the fund’s investment strategy, e.g. spread of investors. This failure
would affect not only the fund’s manager, but also the other complying institutional investors in the

fund.
Proposed solution:

We request that grandfathering provisions are introduced for partners who are admitted to partner-
ships on or before the date the Regulations are issued such that there is a transitional period during
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which the FATCA provisions do not apply to such partnerships in respect of existing investors. We
accept that any new partners who are admitted to the partnership after this date would need to be

FATCA compliant.

We understand that similar grandfathering provisions were introduced in respect of the publicly traded
partnership rules (Treasury Regulations section 1.7704). Under these transitional rules (section 1.7704-2)
the publicly traded partnership rules only applied to taxable years beginning after 31 December 1997 as
opposed to taxable years beginning after 31 December 1987 in the case of an existing partnership.

2. Holding companies exemption
Issue:

Notice 2010-60 sets out guidance in respect of certain holding companies which would be excluded
from the definition of a financial institution and as such, would not be an FFI under the FATCA re-
gime.

The guidance states that a traditional holding company of a group of operating subsidiaries engaged
primarily in a non-financial institution business would be excluded but that this will not include any
entity functioning as an investment such as a private equity fund, venture capital fund, etc., whose
purpose is to acquire or fund the start-up of companies and then hold these companies for investment
purposes for a limited period of time.

Accordingly, it would appear based on the above that in the context of private equity, every new ac-
quisition vehicle (i.e. Bidco ~ see Appendix 1) could be an FFI. However, it is important to note that in
a private equity investment context, a number of holding companies may be set up for a particular
investment depending on commercial, legal, tax requirements, and it is not known at which level the
investment would be divested in the future as this could depend on the buyer’s preferences. In this
regard, it is not clear whether any of the holding companies could be regarded as a traditional holding
company, and whether it would continue to hold the investment for an unlimited period of time.

Finally, it should be noted that the holding structure for a private equity portfolio investment often
becomes the new parent of the operating group. To the extent that the holding companies which are set
up as part of the acquisition process are considered FFIs, the compliance and regulatory burden would
fall on the finance/operational personnel of the business. The private equity industry is anxious to
ensure that the burden of compliance with regulations, such as FATCA, is minimised for non-financial
portfolio businesses in order that senior management time and resources are not distracted from the
key objective of growing the operating business. Absent their ownership by the fund, these holding
companies would otherwise have been considered NFFEs, which we note are subject to reduced com-
pliance requirements.

Proposed solution



Treating each intermediate holding company as an FFI would create a huge compliance burden for the
typical PE fund with no additional meaningful information for the IRS. Therefore we request that
holding companies in a private equity investment structure that are parent companies or affiliates of an
operating company/group engaged primarily in a trade or business other than that of a “financial in-
stitution” are excluded from the definition of a financial institution. We accept that a holding company
which is used as a fund vehicle (i.e. where the external investors invest directly into a holding company)
will be construed as an FFI.

3. Passthru payments
Issue 1:

We understand that the intention of FATCA is to prevent US taxpayers from avoiding US tax on their
income by investing in the US through non-US financial institutions and offshore investment vehicles
and to encourage such information disclosure by non-US entities by imposing a penalty on items under
the control of a US withholding agent.

We also understand that the intention of the passthru percentage was to simplify the calculation of the
FATCA withholding for FFIs with extensive or complex investment portfolios given that cash is fun-
gible. In a private equity fund context, the passthru percentage calculation has the opposite effect,
giving rise to increased complexity as a private equity fund typically holds a small number of invest-
ments. Moreover the investments are normally illiquid, and therefore the valuation of such investments
can be complicated and subjective. In addition, the calculation of the passthru percentage requires
quarterly valuations. Private equity funds generally undertake valuations on a half-yearly basis, and
therefore quarterly valuations would create significant administrative burden.

Under the current guidance, the withholding required on passthru payments is determined by the
passthru percentage of the FFI and does not have a bearing on whether the underlying payment is
derived from a non-US or US asset. In this regard, distributions from non-US assets can result in
FATCA withholding if the fund includes US assets. On the basis that the objective and emphasis of
FATCA is to collect information, and not the tax, this result appears to go against the spirit of the
proposed rules. In addition, the methodology for calculating the FATCA withholding under the cur-
rent proposals appears to give rise to a greater overall withholding for a mixed US and non-US asset
fund compared to a situation where the withholding only applied on payments derived from US
sources. In this regard, we consider that the current proposals create an unfair result and are not fully
aligned with the intended purpose of FATCA (i.e., to capture information on US investors investing in
US assets to assist the US tax authorities to collect taxes which are due to them from such investors via
their tax returns). We have set out an illustration of this at Appendix 2.

In our view the ability to determine passthru payments on an actual basis is not only more accurate but
more equitable. Therefore tracing the source of distributions to the individual underlying assets would
be more appropriate in the context of the private equity industry on the basis that proceeds are easily
traceable given the relatively small number of investments in any particular fund.



Proposed solution:

Private equity funds should be permitted to calculate the FATCA withholding on passthru payments by
tracing actual US-source distributions rather than the FATCA withholding to be based on passthru
percentages.

Issue 2:

It is not clear from the guidance how cash would be deemed to be a US or a non-US asset for the
purposes of the passthru percentage calculation. For example, would the proceeds of a sale of a non-US

asset be classified as a US asset if it is held by a US bank, or a US branch of a non-US bank?

Request for clarification:

® Please confirm the conditions under which cash may
be considered a US asset or non-US asset

Issue 3:

The current statute contains a provision in section 1471(b)(3) which permits a participating FFI to elect
to have a US withholding agent withhold relevant amounts allocable to recalcitrants or
non-participating FFIs. It goes on to say that, in such case, the requirements of paragraph (1)(D), which
impose the passthru payment rules, shall not apply.

Request for clarification

® We assume that a non-US venture capital or private
equity fund could enter into such election, which
would then result in the disapplication of the passthru
payment rules. Please confirm.

Summary

As noted above, we would emphasise that the risk of tax evasion by private equity fund investors should
be low, and the regulatory/administrative burden envisaged under the FATCA regime appears dis-
proportionate to the perceived risk. Accordingly, we would be grateful of the opportunity to discuss
with you our key areas of concern. We have summarised these below:

® Grandfathering provisions for partners who are admitted
to partnerships on or before the Regulations are
issued

® Exclusion of holding companies in a private equity
investment structure from the definition of a financial
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institution

® Tracing methodology for calculating FATCA withholding
on passthru payments and election to avoid passthru
payment withholding

In addition, there are a number of other operational issues which we believe will have an impact on the
British private equity and venture capital industry which we would also like to discuss with you.

Yours sincerely,

David Huff
Chairman of the BVCA Tax Committee

Mark Florman
Chief Executive

BVCA

First Floor North, Brettenham
House,

Lancaster Place, London,

WCZE 7EN
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Appendix 1: Typical Private Equity Fund structures for cross-border investments

The diagram below illustrates a typical private equity fund structure. Link-to-image-2011267281

There are five major components to a private equity fund and its investments: the investors, the fund,
the portfolio company, the management company/General Partner of the fund (the Fund Manager),
and one or several advisory companies.

1) Investors

Investors provide capital, which is pooled together by the Fund Manager into collective investment
vehicles (usually called private equity funds). The investors seek Fund Managers with the investment
objectives, track record and capabilities that best match their requirements.

In the case of a transparent fund structure (the most common type), the investors are the fund’s ‘Lim-
ited partners’ with limited liability.

The vast majority of private equity financing comes from investors with long-term investment horizons,
such as institutional investors, (including banks, sovereign wealth funds, family offices, funds of funds
and pension funds) and high net-worth individuals. They invest for a period of approximately 13-17
years on behalf of themselves and their investors (who are acting on behalf of their own policy holders,
e.g., pension policy holders) to achieve risk-adjusted returns. The usual return the investors receive takes
the form of capital gains.

ii) The Fund
This is a collective investment vehicle into which the investors commit their capital. Typically the fund’s
life is 13-17 years, but this varies considerably between funds. Private equity funds can be established

under a variety of legal forms and regimes ~ typically:

® Partnerships ~ with or without legal personality
(usually transparent for tax purposes)

e Corporations ~ with legal personality (non-transparent
for tax purposes)

In the EU, Private Equity funds are typically structured as transparent limited partnerships.

iii) The Portfolio Company
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The fund acquires portfolio companies using a mixture of the fund’s capital (in the form of equity or
shareholder debt) and external borrowings. Typically the fund will set up an acquisition structure
consisting of holding companies to acquire the portfolio companies ~ depending on the fund, there
may be a common holding company which holds all of the fund’s investments, or a holding company
structure may be set up for each of the fund’s investments.

The acquisition structure typically consists of a number of holding companies whereby the number of
holding companies is driven by commercial, legal or tax requirements. At a minimum, a Bidco would be
incorporated to facilitate the acquisition of the portfolio company. Further holding companies may be
created to facilitate structural subordination of shareholder debt, to separate the fund’s holding of
equity and debt instruments etc.

Portfolio companies are typically unlisted companies, but a fund may also acquire listed companies
(public-to-private transactions). The objective of the fund is to help the companies achieve growth and
add value through active ownership.

iv) The Fund Manager

This entity manages the fund. In the case of a transparent fund structure, the Fund Manager is usually
the fund’s ‘General Partner’ with unlimited liability. In certain cases, the General Partner may be a
related entity in the Fund Manager’s group.

v) The Advisory Company

In the case of cross-border investments a local presence in other EU jurisdictions may be required to
enable the Fund Manager to find new investments in those jurisdictions and oversee investments once
acquired.

These advisory entities analyse the local market, identify and evaluate potential investment opportu-
nities and prepare investment proposals with appropriate input from the Fund Manager. These pro-
posals are then submitted to the Fund Manager for a decision on whether to proceed with an invest-
ment or not.
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Appendix 2: FATCA withholding - passthru percentage vs tracing

e PE Fund LP (“LP”) is an FFI with a mixed US and non-US
portfolio

® Any payments made by LP to its investors will be
caught by FATCA as a passthru payment

® [P is a PFFI but has a 10% recalcitrant account holder
Example
Quarter 1:

Lux Holdco has sold Non-US Co 1 for US$ 10m. Lux Holdco distributes the proceeds to LP, and LP in

turn distributes the proceeds to its investors.

Book Value

(US$ m)
Non-US Co 1 ~
Non-US Co 2 20
US Co 1 10
US Co 2 20
Non-US cash (from sale of Non- 10
US Co 1)
Total 60
US assets (passthru %) 50%
/2

In the EU, the Third Directive on the Prevention of the Use of the Financial System for the Purpose of
Money Laundering was passed in 2005 and has been enacted throughout Europe in such forms as the
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UK’s Proceeds of Crime Act 2002 together with the Money Laundering Regulations 2007, Germany’s
Gesetz zur Ergalnzung der Beka!mpfung der Geldwa?’sche und der Terrorismusfmanzierung (Geld-
walschebeka’mpfungserga’nzungsgesetz -~ GwBekErgG) 2008 and Denmark’s Act on Measures to
Prevent Money Laundering and Financing of Terrorism (Act no. 806 6 August 2009).

Quarter 2:

Lux Holdco has sold Non-US Co 2, US Co 1 and US Co 2 for US$ 20m, US$ 10m and US$ 20m
respectively. Lux Holdco distributes the proceeds to LP, and LP in turn distributes the proceeds to its

investors.
Book Value

(US$ m)
Non-US Co 2 -
USCo 1l -
USCo?2 -
Non-US cash (from sale of Non- 20
US Co 2)
US cash (from sales of US Co 1 30
and US Co 2)
Total 50
US assets (passthru %) 60%

Scenario 1: Passthru %

e No withholding on payments to Lux Holdco as it is
a PFFI

® Payments from Lux Holdco to LP is a passthru payment
but no withholding applies on this payment as LP
is a PFFI

® Quarter 1 distribution made by LP to investors is
a passthru payment. FATCA withholding applies on
this payment as there is a recalcitrant account holder
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e FATCA withholding = US$ 10m x 10% (recalcitrant)
x 50% (passthru %) x 30% (withholding) = US$ 150,000

® Quarter 2 distribution made by LP to investors is
a passthru payment. FATCA withholding applies on

this payment as there is a recalcitrant account holder

e FATCA withholding = US$ 50m x 10% (recalcitrant)
x 60% (passthru %) x 30% (withholding) = US$ 900,000

Total FATCA withholding on distributions made by LP = US$ 1.05m

Scenario 2: Tracing

e No withholding on payments to Lux Holdco or from
Lux Holdco to LP as both Lux Holdco and LP are PFFI’s

(same as scenario 1)
e No withholding on Quarter 1 distribution made by
LP to investors as the payment relates to sale proceeds
derived from a non-US asset
e FATCA withholding applies on Quarter 2 distribution
made by LP to investors as part of the payment relates
to sale proceeds derived from US assets
e FATCA withholding = US$ 30m (proceeds derived from
sale of US assets) x 10% (recalcitrant) x 30% (withholding)
= US$ 900,000
Total withholding on distributions made by LP = US$ 900,000

Under the above example, the passthru % scenario gives rise to an additional US$ 150,000 of with-
holding compared with tracing.

FOOTNOTES:
nl
Source: BVCA Private Equity and Venture Capital Report on Investment Activity in 2010

n2
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In the EU, the Third Directive on the Prevention of the Use of the Financial System for the
Purpose of Money Laundering was passed in 2005 and has been enacted throughout Europe in
such forms as the UK’s Proceeds of Crime Act 2002 together with the Money Laundering Reg-
ulations 2007, Germany’s Gesetz zur Erga’nzung der Beka’mpfung der Geldwa’sche und der
Terrorismusfmanzierung (Geldwa’schebeka’mpfungserga’nzungsgesetz ~ GwBekErgG) 2008 and
Denmark’s Act on Measures to Prevent Money Laundering and Financing of Terrorism (Act no.

806 6 August 2009).

15



