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Not All Carried Interests Are Created
Equal

Adam H. Rosenzweig”

Abstracs: Recently, a significant debate over the faxation of so-called “careied
interest” in private equity funds oy recedved much altention from scholars, the
rovermmend, commentalors, and the media. This debate has focused on whether
private eqguity fund monagers whe varn a percentage of the retums generated by
the fund should be entitled 1o preferentiol “capitel gain” freatment on soch
returns. The primary concern in thiy debate revelves around whether managers
are effectively being compensated for services normally taved w higher rates
while receiving the benefit of preferential rates reserved for capifal gains.
Proponents of reform peint fo the services being performed by the managers,
wihile proporents of the carvent syvslem point to the tnvestmentt exposure lo the
wnderlving assety of the fund. v oreality, fowever, both sides are partially
corvect: carried interest 15 Chlended” in that @t represents ot a return o
services and a retwen on capital. Since carrted interest (s bended in this
menner, an analogy fo edtfer proves less than satisfving.

The issue of Blended laborimvestiment retwrns 5 nol new o the tax laws,
however, Historically, one way the law has attempeed (o address she xsue was
not By deconstructing such retwrns into constifent parets, but instead by
imposing a “hofding period” requivement. Under thiy approech. not all copital
mvestmenis are created egual; rather, only capidal mvestments held for an
arbitrary period of time while bearing the visk of losy gualify for prefecential
rites. The current debate over the favation of carded inferest in private eguity
has failed to incorporale this element into the analveis, Le., the vole that holding
period plays in denving preferential rates to blended labordnvesiment retums,
such as carried imterest. This Arnicle wall do so, concluding that, 1o the extent
any reform of the fowion of carvied interest within the existing framewark of
the income fox @5 appropriate, a better approach may be through the application
af the holding period rules rather than through cwerent proposals o either
change the definition of capital gaing or further complicate the partnership tax
riles.
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I INTRODUCTION

Recently, a significant debate over the taxation of so-called “carried
interest™ in private equity funds has received much attention from scholars,
the government, commentators, and the media—both within and without
the United States." This debate has focused on the treatment of carried
interest as capital gain for the managers of private equity funds. In
particular, it has focused on whether private equity fund managers who eamn
a percentage (typically twenty percent) of the gains generated by the
investments held by the fund should be entitled to capital gain treatment
(entitled to preferential tax rates) rather than ordinary income treatment on
such largesse. The debate has generally been comprised of two separate but
related points: (1) whether carried interest is properly analogized to “sweat
equity"—that is, return on entrepreneurial effort—or salary (in this case,
compensation for money management),” and (2) if so, whether the tax rules
applicable to partnerships are the proper fora for addressing this issue.’

Often overlooked in this debate is that the tax treatment of managers of
different types of private investment funds, including not only private

the Symposium. Any errors are solely those of the author.

U See, e.p, JoNT Comm. 0N TAXATION, PRESENT LAW AND ANALYSIS RELATING TO Tax
TrEaTMENT OF ParTersHir CarriED INTERESTS 6 (2007) [hereinafier JCT Carpien
InNTEREST REPORT]: Bradley T. Borden. Frofits-Only Parinership Interests, 74 Brook. L.
REv. (forthcoming 2009 Noél B, Cunningham & Mitchell L. Engler, The Carried Interest
Comtraversy: Let's Not Get Carrted Away, 61 Tax L. Rev. 121; Victor Fleischer, Two and
Twentv: Tacing Parmership Profits in Private Eguity Funds, 83 NY.UL L Rev. 1 (2008);
Matthew A. Melone, Success Breeds Discontent: Reforming the Taxation of Carned
Interests: Forcing a Square Peg into o Rownd Hole, 46 Dug. L Rev. 421 (2008); Phalip F.
Postlewaite, Fifteen and Thirty Five: Cluss Warfare in Subchapter K of the Internal Revenue
Code: The Taxation of Human Capital Upon the Receipt of a Proprietary Interest in a
Business Emterprise, 28 Va, Tax Rev. (forthcoming 2009) David A, Weishach, The
Tovation of Carrfed Interests in Private Equity, 94 Va, L REv. T15 (2008): New Worries
Abowr Private Equity, EConomisT, June 23, 2007, at 63; Robert Peston, Tax and Private
Eguaty, BBC, June 15, 2007, http:ffwww_bbe coukiblogsfthereportersfrobentpeston 200706
Stax_and_private_equity_html (“in the UK, MPs _ . _ are sending out a strong signal that they
want private equity firms’ ‘carry’—their share of the capital gain: made on the investments
made by their funds—taxed at a higher rate than the prevailing 10% .7}, Howard E. Abrams,
Carried Interests: The Poast Iy Profopee (Emory U, Law & Econ. Research Paper Series. Mo.
O8-32), available af http:Upapers.ssrnccomdsol 3papers.cimabstract_id=1085582.

* Bweal equity is often thought of in terms of small business owners whose work effort
increases the value of the business, which can then be sold for capital gain. Chris William
Sanchirico, Taxing Carried fnterest: The Problematic Analogy o "Sweat Equiry,” 117 Tax
MoTEs 239, 24042 (2007).

' See Postlewaite, supra note 1) Abrams, supra note 1, at 1; see also Howard E. Abrams,
Taxation of Carried Interests, 116 Tax Notes 183 (20070 In addition, another related but
distinet 1=sue recently discussed in the literature has been the “conversion” of management
fees nto carried interest.  See Gregg Do Polsky, Private Eguity Management Fee
Comversions, 122 Tax MoTes 743 (20009,

714

Electronic copy available at: http://ssrn.com/abstract=1315004

EFTA01119568



MOT ALL CARRIED INTERESTS ARE UREATED EQUAL AZENY 53225 M

Neor All Carried Interests Are Created Equal
29:713 (2009)

equity funds but also venture capital and hedge funds, is not necessarily the
same. The debate has tended to group these funds together, mostly because
the managers of each tend to charge some form of percentage fee based on
the performance of the fund (the so-called “two and twant}r“]."‘ Each is
significantly different, however, not only in its business model but also in
its tax treatment. Most notably, the tax treatment of the equivalent of
carried interest in most hedge funds raises little of the same preferential rate
concerns that plague carried interests in private equity funds, precisely
because even under current law the profits paid to hedge fund managers are
eenerally not entitled to preferential rates.

The question that follows is: if the concern is over preferential rates for
carried interest, why is there such a problem with the taxation of carried
interest for private equity but not for other private funds? This Article
contends that the answer lies in the failure of the carried interest debate to
incorporate a crucial element into the analysis, i.e., the role that the holding
period plays in denving preferential tax rates to blended labor/investment
returns such as carried interest. The primary concern over the taxation of
carried interest is that managers are effectively being compensated for their
services but are receiving the benefit of the preferential rates applied to
long-term capital gains. On the other hand, managers do have some
investment exposure to the underlying capital asset. Thus, since carried
interest is “blended”—it has some components of ordinary income and
some components of capital gain—an analogy to either situation proves less
than satisfying.

The issue of blended laborfinvestment returns is not new to the tax
laws, however. Historically, one way the law has attempted to address the
issue was not by deconstructing such returns into constituent parts, but by
imposing a “holding period” requirement.” Under this approach, not all
investments are created equal: rather, only capital investments held for an
arbitrary period of time while bearing the risk of loss qualify for preferential
rates. It is precisely these rules that prevent managers of certain privaie
funds, such as hedge funds, from obtaining the benefit of preferential
capital gains tax rates for their carried interest in most instances. In other
words, not all carried interests are created equal.

This Article will incorporate the holding period analysis into the
carried interest debate, concluding that, to the extent any reform of the
taxation of carried interest is appropriate (absent complete overhaul of the
taxation of partnerships, repeal of the capital gains preference, or other
fundamental change to the tax laws), the proper approach may well be

* Recent work has begun to emphasize these differences in other contexts, however. See
Thomas 1. Brennan & Karl 5. Okamoto, Measuring the Teax Subsidy in Private Equity aned
Hedpe Fund Compensation, 60 HasTings LI 27 (2008).

* See infra Section IV.
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through the holding period rules rather than current proposals o either
change the definition of capital gains or further complicate the partnership
tax accounting mles. Not only would this more closely conform with the
historical approach to blended returns and capital zains, and more closely fit
within the existing tax regime, but it could also be less problematic than
other current proposals with respect to incentives for private equity funds
(or their managers) to move offshore to escape U.S. taxation altogether. As
a result, the holding period approach could bridge the divide between two
sides of a debate which have often talked past each other: reformers who
want to impose higher rates on carried interest and those who note reform
could cause more harm than good under the current structure of the income
rax.

Section 11 of this Article will briefly summarize the struciure of private
equity and hedge funds and compare and contrast the carried interest in
private equity and incentive fees in hedge funds so as to frame the role
holding period plays. Section III will then summarize the current debate
over carried interest, and discuss how current law applies to hedge funds to
denv preferential rates. Section IV will analyze the policy behind the
holding period requirement for long-term capital gains and explain why, as
a normative matter, carried interest could be treated as short-term capital
gain within this framework, both from a domestic and international
standpoint.  Section V' will then discuss why, as a positive matter, the
holding period approach would be an easier, more administrable means to
address the concern over the taxation of carried interest under current law
than other proposals.

II. THE STREUCTURE OF PRIVATE EQUITY AND HEDGE FUNDS

Much has been written on carried interest and the structure and
business model of private equity funds. This Article will not attempt to
recreate such discussions in detail, but rather will briefly describe the
structure of private equity funds for the purposes of comparing and
contrasting them with hedge funds, thus framing the role that holding
period plays in denying preferential rates to blended returns.

Both private equity and hedge funds are forms of private investment
funds, or pools of money brought together in a non-regulated entity to make
investments on behalf of the investors. All private investment funds share
certain fundamental similarities: they raise money privately rather than
through the public capital markets, the money is pooled and invested by
managers who attempt to earn returns in excess of the market as a whole,
and the managers charge a fee equal to a percentage of the gains generated
on the investments.” Beyond these similarities, however, different types of

® See JCT CARRIED INTEREST REPORT, supra note 1, at 3436,
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private investment funds can differ significantly from an economic,
business model. and tax perspective.

Private equity funds are generally those funds for which the business
model is to use leverage to acquire controlling interests in portfolio
companies, and to increase their value for the purpose of a future sale.” The
increase in value may result from several reasons, including a more efficient
capital structure, a more efficient management team, a better compensation
structure, or simply through operating synergies or other more traditional
strategic business models. Regardless, the intent of the private equity fund
is to acquire control of a portfolio company, increase its value, and then
monegtize the investment within a relatively short time-frame, typically one
to five years from the time of acquisition."

Hedge funds, on the other hand, are less well-defined. Hedge funds
are often referred to as lightly regulated pools of investment capital.” This
definition misses the crucial defining characteristic of hedge funds,
however: hedge funds are those private investment funds which seek to
exploit small arbitrage or mispricing opportunities in the market, and to
profit from them through the use of leverage.'" Thus, rather than acquire
controlling interests in companies, hedge funds engage in numerous
investment activities such as trading of securities and derivatives, betting on
the arbitrage of a proposed merger, providing liquidity to capital markets, or
exploiting unperceived market arbitrages.'" Regardless of the particular
business model, hedge funds do not, as a general matter, profit from
acquiring controlling interests in companies with the intent to create excess
returns through implementing changes in the particular company." As a
result, hedge funds rarely hold investments for more than a short period of
time or with any significant exposure to long-term price fluctuations.

T rdat 34

* See Fleischer, supra note 1, at -9,

* Bee, ep, Hepdk Fumps, LEVERAGE, aND THE Lessons oF LonG-Teem CapitaL
MANAGEMENT: REFORT OF THE PRESIDENT'S WORKING GROUP ON FiINaNCIAL MARKETS
(19990 availabde  ar hitpedfeeww ustreas. govipress/releasesreports/hedgfund pdf;,  InT'L
MoneTARY FunD, GLopal FINancial STABILITY REPORT: MARKET DEVELOPMENTS AND
[s50ES (Sept. 2004) [hereinafter GLOBAL FINANCIAL STABILITY REPORT]: SEC STAFF REP.,
IMPLICATIONS  OF THE GrROWTH oF HeEpGE Fusps  (Sept. 2003),  avaifable  ar
htrpeffweww sec. govinewsfstudies/hed gefund=0903_pdf.

" Weishach, supra note 1, at 726, See generally René M. Stulz, Hedge Furds: Pasr,
Present and Fuare, 19 (Fisher C. Bus. Working Paper Series, Noo 2007-03-003, 2007),
availaile at httpaffweww ssenccomfabsract=939629 (“The skill of a hedge fund manager is
required to produce alpha returns, but not to take beta risk.™).

YT lenty Ordower, Demystifving Hedpe Funds: A Design Frimer, 7 ULC. Davis Bus,
L.J. 323 366-T70 (2007) (discussing invesiment policies and objectives of, and wse of
leverage by, hedge funds).

* See Weisbach, supra note 1, at 726; Andrew W, Needham & Christian Brause, Hedge
Funds, 736 Tax Mo, A-1, A-T (2007
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The typical private equity fund is formed as a limited partnership."
The limited partnership issues limited partner interests to capital investors
and the general parinership intergst to an affiliate of the management team
(the GP)."" The management team operates through a management
company which typically does not own any interest in the partnership, but
does enter into an agreement with the partnership to provide management
services in exchange for a fee (often two percent of the committed capital
annually).” This fee paid to the management company is ordinary fee
income and is generally used to pay administrative salaries, overhead, and
other costs of operating the fund."™

The GP is an affiliate of the management company and invests some
amount of capital in the partnership, typically one percent of the total
committed capital, and also receives the right to share in a percentage,
typically twenty percent, of the profits of the fund, if any."" This interest,
usually referred to as the “carried interest,” represents a right to share in
future profits.'® If the partnership were liguidated before making any
investments, the carried interest would only be entitled to the initial
invested capital as a distribution of assets and would receive nothing with
respect to the profits interest.'”

The carried interest of a private equity fund is structured so as to share
in the total profits over the lifetime of the fund (limited to a fixed period,
e.g., ten years).” The fund will typically make multiple investments in
portfolio companies over the life of the fund, and will monetize a number of
them well before the end of the life of the fund.*" The income from these
investments is divided among the pariners of the fund as if it represented
the total income from the fund.™ Thus, upon the sale of the first portfolio
company, a GP may be entitled to twenty percent of the gain even if the
fund may lose money on future investments. As a result, certain private

HICT Canmien INTeREST REPORT, supra note 1, at 2; Fleischer, supra note 1, at 8.

* Fleischer, supra note 1, at 8. The GP tends to be a partnershap for ax purposes,
ultimately owned by taxable individuals eligible for preferential capital gains rates. For
purposes of simplicity, this Article will refer collectively to the “GF” (o encompass both the
entity and its owners.

13 Jd.

' Spe Postlewaite, supra note 1 (manuscript at 33),

" Fleischer, supra note 1, at 8.

" Id.

" See Postlewaite, supra note | (manuscript at 35).

* See Mark P. Gergen, A Pragmatic Case for Tavng an Eguity Fund Manager's Profu
Share as Compensation, 87 Taxes 139, 142 (2009).

* See Paul H. Msofsky, U8 Private Eguity Fueds: Common Tox Ivsues for Investors and
Cher Participants, 630 PLITAx 1275, 129596 (2008) (referring to this as the “realized
investment”™ model).

=,
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equity funds provide for a “clawback™—or the obligation of the GP to repay
the fund for any excess carried interest it withdrew from the fund in earlier
years.” In turn, the limited partners (LPs) are often subject to a “lockup™—
reguiring them to stay invested in the fund for the life of the fund.™

For this reason, most private equity fund GPs do not take distributions
of carried interest on a current basis. Rather, cash must first be distributed
to the LPs such that their capital is returned {and at times, a preferred return
on capital is paid as well). and only then may the GPs receive
distributions.™ The one general exception is that the GP is permitted to
withdraw cash advances against the carried interest from the fund to pay
their personal taxes attributable to the carried interest.” These withdrawals
are subject to the clawback, which makes the clawback meaningful even
though the GP generally does not withdraw cash with respect to the carried
interest before the LPs are paid.”

Carried interest in a private equity fund is economically similar to the
LPs of the fund lending money to the GP on a nonrecourse basis to acquire
a capital interest in the partnership.™ That is, if the fund makes money on
its portfolio investments, the GP shares in the profits only after “repaying”
the loan to the LPs; in other words, the GP only receives money if the
porifolio companies appreciate in excess of the LPs' initial cost (plus a
preferred return on capital in some cases). If the portfolio investments
decline in value, the GP does not receive any distribution on the carried
interest but at the same time does not owe anything to the LPs.

For example, assume a simplified private equity fund with one LP and
one GP. The GP contributes one million dollars to the fund and the LP
contributes ninety nine million dollars to the fund. The fund then acquires
all of the stock of two different corporations as separate investments, each
for fifty million dollars. The fund agreement provides that all proceeds will
first be paid to the LP until it receives its ninety nine million dollars, and
then paid to the GP until it receives its one million dollars, and then divided
eighty percent to the LP and twenty percent to the GP. In vear three, the
first investment increases in value from fifty million to one hundred and
fifty million dollars and the fund sells it for cash. First, the LP receives
ninety nine million dollars, then the GP receives one million dollars, after

ICT CamriED INTEREST REPORT, supra note 1, at 2, Weisbach, supra note 1, at 723,

* Needham & Brause, supra note 12, at A-7 (“After the initial capital commitment, an
investor in a private eguity fund assumes a passive role during the remaining life of the fund,
waiting until the fund calls capital or sells an investment.”).

* Weisbach, supra note 1, at 722-23,

* Abrams, supre note 1, ot 1

.

* Cunningham & Engler, supra note 1, at 126-27; Fleischer, supra note 1, at 40,
Weishach, supra note 1, at 734 (“The closest analogy to a profits interest is a taxpayver who
takes out a nonrecourse loan.”).
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which the GP receives ten million dollars and the LP receives forty million
dollars of the remaining fifty million dollars. In year four, the second
investment becomes worthless and the fund sells it for nothing. Owver the
life of the fund, the total profits were fifty million dollars—twenty percent
of which is ten million dollars. Ewven after paying the carried interest, the
LP received a return of slightly higher than forty percent on the initial
capital investment, which is significantly better than most investment-based
returns. The GP, on the other hand, earned a staggering return of one
thousand percent on its invested capital.

Hedge funds operate in a fundamentally different manner. Since they
tend to trade regularly and invest in numerous different investments, the
committed capital is rarely locked-up in any significant manner (beyond
perhaps an initial start-up period).” Rather, investors in a hedge fund
typically have had the right to withdraw their investment, plus their share of
investment returns, at regular intervals (for example, quanerl}r}.“] In turn,
the hedge fund manager charges an “incentive fee” against the profits of the
fund.” This incentive fee is then paid (in one way or another) to the hedge
fund manager at that time; the payment is complete and not subject to any
clawback or other right to claim a repavment from the investors, even if the
fund loses money in the future.” Thus, investors in hedge funds own a
much more liquid investment than a private equity LP interest but also are
charged the equivalent of carried interest on an ongoing basis with no right
to reclaim such amounts for future losses. ™

Hedge funds are typically structured as muliiple entities, some
partnerships and some corporations; the capital is then pooled among these
related entities and used to make the investments of the hedge fund.™ The

* See Needham & Brause, supra note 12, at A-7; see generally Ordower, supra note 11,
il 366-67.

“In light of the recent financial crisis, however. some hedge funds have taken the
extracidinary measure of limiting withdrawals or redemptions due to liguidity or financial
constraints.  See, ep, Zachary Kouwe, Hedge Fund Lets fnvestors Withdraw Wihar Iy Left,
MUY Times, Feb, 9, 2000, at B (“Several large hedge funds, including Citadel Investiment
Group and Farallon Capital Management, have halted imvestor redemptions in certain funds
after having huge losses last year.”): Tom Petruno, Exits Saered ar Some Funds: Hedpe
Managers' Limits  on Withdrawals  Amid  Marke! Turbulence Couwld  Hurt Investor
Comfidence, LA TiMEs, Aug. 2, 2007, at C-1; Lowise Story, A Sgueeze on Leading Fund
Chigfz, WY, Tives, Sept. 30, 2008, at Cl ("On Tuesday. RAB Capital. a British fund
manager reportedly froze redemptions on its fund for three years ... .71 Louise Story,
Hedge Funds Are Bracing for Investors to Cash Cut, NUY . Tivgs, Sept. 29 2008, at C1.

" Needham d& Brause, supra note 12, at A-B,

2 fadat A-9; Weisbach, supra note 1, at 723 n 12,

¥ Needham & Brause, supra note 12, at A-T ("The investor in a hedge fund has more
control over the sales process. It initiates the process by notifving the portfolio manager that
it intends to withdeaw from the fund.”™).

“ Hedge funds use multiple structures o accomplish this, such as “master feeder” and
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manager of the hedge fund charges the incentive fee in one of two wavs: (1)
for the partnerships, the manager owns a profits interest similar to a carried
interest and (2) for the corporations, the manager charges a fee for the
investment services of the manager.” These incentive fees are charged on
a regular basis based on the value of the assets of the fund at the time of the
calculation.™

Assume the same facts as above, except that the fund is a simplified
version of a hedge fund rather than a private equity fund and the incentive
fee is calculated on an annual basis. In year one, the hedge fund purchases
ten different assets for ten million dollars each. By the end of year two, the
assets as a whole have increased in value to two hundred million dollars.
Az a result, the GP charges an incentive fee of twenty million dollars, or
twenty percent of the one hundred million dollar profit, which is paid to the
GPF at the end of the vear. The next year, the assets decline in value to one
hundred million dollars. Since there is no profit, the GP does not charge an
incentive fee in year three, but also is not required to repay any of the
twenty million dollar incentive fee it received in year two.”’

III. TAXING CARRIED INTEREST: THE DEBATE

Given the significant differences in business model, legal structure,
and economic agreement between the GP and LPs, it makes sense that the
analysis for hedge funds and private equity funds might differ when

“hub and spoke™ structures—regardless, the basic premise remains that muoltple entities pool
capital to make investments on behalf of the fund. See Needham & Brause, supra note 12, at
A-3—4; Ordower, sapra note L1 at 361-64.

¥ See Needham & Brause, suprra note 12, at A-B-9.

* See Ordower, supra note 11, at 347

Rarely do fund managers return any portion of incentive fees they have collected
previously when assets decline in value following an incentive fee. Rather
managers agree o claim subsequent incentive fees only when the value of the
investor's interest exceeds the incentive fee floor or “high water mark.” The floor
is the highest value of that investor's interest upon which the manager previously
collected an incentive fee. This floor computational method prevents the manager
from collecting multiple incentive fees on cvclical increases and decreases in value
in volatile markets. The floor, however, does not preclude retention of fees
attributable o aberrant market spikes since the value of an investor™s account is the
investor's share of the net asset value of the fund without regard o whether the
fund has realized any gain by disposing of positions.

7 Under a provision sometimes included in hedge funds often known as the “high water
mark,” the manager would not be able to charge an incentive fee again until the assets
appreciate in excess of two hundred million dollars. See Jerald David August & Lawrence
Cohen, Hedge Funds—Structure, Regulation and Tax Implications, 815 PLITax 131, 142
(2008).
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considering the tax treatment of carried interest, notwithstanding that both
types of funds use a similar means to compensate GPs as an incentive to
maximize returns. To examine these distinctions in more detail, this
Section will summarize the current debate regarding the taxation of carried
interest. Much has been written about the taxation of carried interest. and
there is little need for a retelling of all the issues in detail, and thus this
Section will only frame the existing debate.

As discussed in Section II, carried interest in private equity funds is
typically issued in the form of a profits interest in the limited partnership.
The GP receives the profits interest as an affiliate of the management
company, which provides the investment services for the fund. Thus, the
sole reason the GP is issued the profits interest is in exchange for the
services. In general, for tax purposes. when a service provider receives
property in exchange for services, the value of the property is treated as
salary, or ordinary income, on the date of issuance.”™ The treatment of the
receipt of a profits interest in a partnership has been more controversial,
however, with the courts, Iﬁovermnem. and commentators often reaching
contradictory conclusions.” In part to resolve this confusion, in 1993 the
Internal Revenue Service (IRS) formally announced that, under certain
conditions, it would treat a profits interest as if it had no value at the time of
issuance, with the result that there would be no income to the GP upon the
grant of a carried interest."

The position of the IRS with respect to the issuance of profits interesis
in exchange for services is based on the theory that the value of a profits
interest is equivalent to the amount of capital allocated to the interest in the
“capital account” of the partnership, or the “liquidation value” of the
interest.'' Ignoring the minimal contributed capital, since the GP would
receive no distributions if the fund never generated any profits, and is not
entitled to any capital of the partnership at the date of the grant, the profits
interest is deemed to have no value at issuance. This is clearly a legal
fiction: the carried interest must have some economic value to the GP since
the GF accepted it in the first place and could earn substantial amounts in
the future. The fiction is consistent with the general methodology used to

B 26 US.C. § B3 (2008).

!-9 Comnpare Diamond v, Comm., 56 T.C. 5300 (1971, affa 492 F. 2d 286 (Tth Cir. 1974)
(ruling that a profits interest was taxable upon receipt) with Campbell v. Comm., 943 F. 2d.
BI5 (8th Cir. 1991) (reversing a Tax Cowt ruling that receipt of a profits interest was a
taxable event). See alvo JOT Carpien INTEREST REPORT, supra note 1. at 6; Weishach,
supro note 1, at 727 n.22: Leo Lo Schmoelka, Commentary. Taving Partnership faferests
Exchanged for Services: Let DiamondCampbed] Quiedly Die, 47 Tax, LLREV, 287 (1991).

W Bep g Rev. Proc. 93-27, 199322 C.B. 343 see penerally ARTHUR B, WiLLIS, JoHN 8.
PENNELL & PHILIP F. POSTLEWAITE, PARTNERSHIP Taxamion | 4.06]7] {6th ed. 2002).

M See WILLIS, PENNELL & POSTLEWAITE, supra note 40, 7 10.035.
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account for partnership income for income tax purposes. however.”
Although the rules work such that by the end of the life of a partnership the
items of taxable income and economic income should match, due to this
fiction they do not maich at the time of issuance.

The fund is treated like a partnership for tax purposes, meaning the
income, gains, losses, deductions, and credits of the fund “flow thmu_lgh" to
the partners of the fund regardless whether any cash is distributed.” The
partners then include such items in their personal tax returns. The fund
utilizes an accounting mechanism of “capital accounts™ to keep track of
which partner is entitled to what assets as income, gains, losses, and credits
are generated at the fund level.” The fund allocates these tax items among
the partners and the tax law generally respects the manner in which the
partnership does so, as long as the allocations have “substantial economic
effect”—effectively, so long as the allocation of the tax items also adjust
capital accounts.” In this manner, the tax laws are structured so that the
allocation of taxable items corresponds to the economic realities of how the
partners are actually sharing profits and losses.

For tax purposes, as a partner of the fund the GP is allocated a share of
profits from the sale of portfolio companies as they occur. These profits
flow-through to the GP at the time of the sale, and the character of such
income is determined at the partnership level."® Since the profits interest is
considered an interest in the partnership under this approach, the income
attributable to the GP is considered to be a portion of the income of the
partnership. For the most part in private equity funds, the income is
primarily gain from the sale or exchange of stock in portfolio companies.
Thus, assuming the gain from the sale is capital gain for tax purposes, it
flows through to the GP as a partner in the partnership and is reported as
capital gain by the GP. Since the members of the GP ultimately are
individuals, they are generally eligible for preferential rates on capital
gain."’

The controversy that arose was not over the technical application of
these rules, but rather that, through the application of these rules, managers
of private equity funds were effectively being compensated for their
services while receiving income in the form of capital gain for tax

* The partnership tax accounting mechanism is intended to reflect the partner’s current
share of assets of the partmership. This simplifying methodology is assumed solely for tax
purposes o reflect the true economic relationship of the parties. fd

* See penevally id. ] 10.01-03,

M 26 US.C§E TOL-TO4 (2008).

* Lep penerally WILLIS, PENNELL & POSTLEWAITE, supra note 40, ) 10004

426 US.C.§ T02b) (2008). For a more detailed discussion, see infra Section V.

26 USO8 Lk (2008). For a more detailed discussion. see infra Section [V,
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purposes.”” This can be seen by returning to the example in Section II
ahove, in which the LP received a return of almost forty percent on its
invested capital while the GP received a return of one thousand percent on
its invested capital. Why did the GP earn such a disproportionately higher
return on its capital than the LP? It would appear that the only way to
explain this disproportionate return for the GP would be that the return was
not really on invested capital but rather compensation to the GP for finding
and managing the investments of the fund. Since other money managers,
such as those at muotual funds and investment banks, do not receive
compensation as capital gain, but rather receive fees or salaries treated as
ordinary income, proponents of changing the taxation of carried interest
claim that this disparate treatment violates the norm of horizontal equity,
which provides that similarly sitwated taxpayers should bear similar tax
burdens. "’

Proponents of maintaining the current law treatment of carried interest
counier that horizontal equity may not be a useful tool in analyzing blended
scenarios such as carried interest, because they can be considered “similar™
to two different and opposite treatments.” In the words of Professor
Weisbach:

It 1s as if we had to choose a color for three squares arranged in a
line. The square on the right is red and the square the left is blue. If
we must choose red or blue for the middle square, we cannot pick a
color by noting only that the square to the right is red, ignoring the
blue square on the left. Horizontal equity arguments fail entirely in
this context.™

Under this analysis, the taxation of carried interest is purely an
exercise in line-drawing across a spectrum, since the law creates two
inconsistent poles at the far ends (capital gain on one and ordinary income
on the other) while a third choice (carried interest) falls in the middle.
Viewed from this perspective, proponents of the current law treatment
claim less distortions would arise from treating GPs in private equity funds
more like “sweat equity”—or the gain in the value of a business derived

+ Fleischer, supra note 1at T1-16, 44-46.

¥ op, e, Henry Ordower, Taving Service Pariners to Achieve Horizomial Equitv, 46
Tax Law. 19, 41 (1992} see also Fleischer, supra note 1, at 4447, The wsefulness of
horizontal equity as an independent norm in the tax laws has been challenged, however. See.
e, Weishach, supra note 1, at 740, This does not mean that GPs always earn such
staggering returns, or that private equity funds never lose money, but rather that since such
returns are possible it is difficult to argoe that the returns on carried interest are solely in the
nature of a return on invested capital, and thus horizontal equity comes into play.

* Weisbach, supra note 1, at 718,

k1] Jd.
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from the work of its owners—than compensation for services.”

In addition to the claim that the taxation of carried interest as capital
gain violates the norm of horizontal equity, proponents of reform also
contend that such taxation violates the underlying policies supporting the
distinction between ordinary income and capital gains.” In particular, as
discussed in more detail in Section IV infra, capital gains are treated
differently than ordinary income due to two policy concerns: (1) bunching
and (2) lock-in. In general, bunching refers to the phenomenon that gains
from sale of assets accrue over time but are realized all in one year, while
lock-in refers to the concept that investors have an incentive not to sell an
asset solely to avoid tax.” The primary concern with bunching and lock-in
is that, as more gain accrues over time, the more tax will be paid upon a sale
of the asset and thus the worse the problems become; to address bunching
and lock-in, Congress adopted preferential rates for the taxation of capital
gains.”

A fundamental aspect of the bunching and lock-in phenomena is that
they require an upfront investment in an asset and gain derived from that
investment; in other words, the gain subject to bunching and lock-in is the
return on the initial capital investment. In the case of carried interest in a
private equity fund, howewver, there is nominally no upfront capital
investment by the GP. Rather, the GP is effectively earning a return
generated on the capital contributed to the fund by the LPs. Thus, one

* Jd. at 719 (“From a line drawing perspective the choice is clear: we should not change
the reatment of carried interests in private equity partnerships.”).

* See, e.g., Fleischer, supra note 1, at 43,

* See Burnet v. Harmel, 287 US. 103, 106 (1932). This is not to say that bunching and
lock-in are the only justifications for the capital gains preferences, or that they are sufficient
to normatively justify a capital gains preference, rather only that they are the beginning of
any discussion as to the purpose of the capital gain preference under current law. See JoinT
Commt. ox Taxamion, Tax TREATMENT OF CAPITAL GAINS AND Losses. 30-36 (1997)
[hereinafter JCT Cariral Galn REPORT].

*Of particular concern was that a large portion of such gain could be comprised solely
of inflationary returns, and thus not represent any increase in the ability to consume. See
Moel B. Cunningham & Deborah H. Schenk., The Case for @ Capital Gaing Preference, 48
Tax L. Rev. 319, 337 (19930, It is arguable whether the capital gains preference is the
optimal way to fulfill this policy, or whether it does so at all. See, eg.. John W, Lee,
Critigue of Carrent Congressional Capital Gaing Contentions, 15 Wa, Tax Rev. 1 (1995);

Michael J. Waggoner, Elimmating the Capital Gaing Preference Section I The Problems of

Inflation, Bunching, and Lock-Tn, 48 U Covo. Lo Rev, 313 (1977). For example, indexing
basis for inflation could directly address the inflation 1ssue. See JCT CApTAaL Gain REPORT,
supra note 34, at 36-39, It is clear, however, that these are the stated policies for the capital
gain preference and that the rules crafted with respect to it have been justified in this manner,
regardless of their efficacy. See, eg., John W. Lee, The Capitad Gains “Sieve " and the
“Farce” of Progressivity [921-1986, 1 Hastinas Bus. LI 1 (2005).  Thus, solely for
purposes of analyzing the 1ssue in the context of the carried interest debate. it is sufficient o
focus on these policies.
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argument has been that the income atiributable to the profits interest is
really income from services and not capital, and the GP should not be
entitled to capital zain treatment because there are no bunching or lock-in
concerns.”” Critics of this argument counter that current law permits an
identical result through borrowing funds to make an investment, and thus
this result does not violate any deep norm regarding the capital gains
preference.”’

In addition to the normative debates over reform of the taxation of
carried interest, critics have noted that there are multiple problems with the
implementation of any reform proposal as well.™ One particularly vexing
problem is that any reform targeted solely or primarily at private equity
funds would require some change to the underlying fundamental treatment
of the allocation of income in a partnership for tax purposes.” For
example, one way to address carried interest would be through an analogy
to other property issued to service providers (i.e., ordinary income at the
time of grant equal to the fair market value of the property and capital gain
for any future appreciation).” Under current law, the capital account of the
GPF at the time of issuance is zero, and thus the partnership tax accounting
rules assume it is worth zero. As a result, if the “forced valuation™ proposal
were adopted, the GP would be taxed on having received compensation, but
the partnership tax laws would assume that the GP would not be entitled to
any of the assets of the partnership, resulting in a mismatch that could lead
to timing, character, and amount of income distortions.”"  One way to
remedy this would be for the GP to receive a capital account equal to the
amount of the income inclusion. Doing so would result in one of two
anomalies—either the capital accounts would no longer reflect the value of
the assets of the partnership, or the GP would have to “take™ capital account
away from the LPs. In either case, absent exceedingly complex

* fee Fleischer, spra note |, at 4446,

T Weishach, supra note 1, at 74144,

* E.p., Postlewaite, supra note 1, Weishach, supra note 1; Abrams, supra note 1.

* Abrams, supre note 1, at 9-11; Postlewaite, supra note 1 (manuscript at 5) (“Critics
examing only part of the evidence in compiling their case against the status guo.
Furthermore, they fail to integrate the full fabric of Subchapter K and the taxation of partners
and partnerships into their assessment of the area.”™).

™ See Fleischer, srprrer note 1, at 532 (referring to this as the “forced valuation™ method).

o1 Abrams, supre note 1, at 9-11, A similar proposal to treat carried interest similar to
[500s suffers from this same malady, since any attempt to impose a valuation on the profits
interest upon issuance requires facing the parinership accounting issue as welll See Adam
Lawton, Mote, Taving Frvate Eguity Carrfed Tntevest Using an Incentive Stock Option
Analogy, 121 Harv. Lo Rev. 846 (2008). An additional proposal, (o treat “homan capital™ as
contributed capital so as to make the capital accounts work, may address the capital account
issue but continues to confront the line-drawing issue for blended returns.  See Sarah
Pendergraft, Mote, From Huwwan Capiial to Capital Gains: The Puzzle of Profiss Interests, 27
V. Tax Rev. T09 (2008).
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adjustments, the capital accounts would no longer reflect the economic
realité of the business arrangement, and could not be made to do so over
time.

Alternatively, rather than tax the issuance of the carried interest, the
gain allocated to the GP at the time of the sale of stock in the portfolio
company could be re-characterized as ordinary income rather than capital
gain just for the GP, thus denying preferential rates.” Such an approach
would require the partnership to change the character of income based
solely on to whom the income is attributable, rather than based on the
source of the income. This is contrary to the “aggregate” or “conduit™
theory of partnerships that posits that the partnership tax rules should be
drafted so as to, as closely as possible, treat partners in a partnership as if
they owned a share of the underlying assets of the partnership.”* If the GP
owned shares of the portfolio company directly, there is no doubt that the
gain on sale would be capital gain, except in limited circumstances.” Thus,
the argument would have to be that something about the nature of
investment partnerships, carried interest, or both, necessarily requires a
deviation from this general theory of partnerships.”

All of these alternatives implicate difficult, if not intractable, line-
drawing problems.®” If carried interest truly is unique and needs unique

" Abrams, supra note 1, at 9 (“without using liguidation values, the capital account
values do not work out.™).  This does not mean such an exercise is futile, rather just
complicated. See Michael L. Schler, Taong Parnership Profits Income ay Compensation
Tneome, 119 Tax Nores 829 (2008). For anyone who has read, written, or tried to apply the
capital account maintenance provisions of a private invesiment fund, however, the mere
specter of increasing the complexity of their provisions would strike sufficient fear into their
hearts as o make capital accounts untenable in any meaningful way.

* See Fleischer, supra note 1, at 51 (referring to this as the “ordinary income™ method),
This method was originally introduced in the context of profits interest for service pariners in
Mark P. Gergen, Reforming Subchapter K: Compensating Service Partners, 48 Tax L. REv.
69 (1992), as part of a broader set of reform proposals.

= WILLIS, PENNELL & POSTLEWAITE, supre note 40,9 S.01[2].

** This is true if the GP purchased the asset, including if it was acquired with borrowed
funds, and, if the GF were issued the asset as compensation for services, any gain accruing
after the date of 1ssuance or the date of lapse of substantial risk of forfeiture. See 26 U.5.C.
& B3a) (2008).

“’ Compare Fleischer, supra note 1, at 5 (arguing in the affirmative) with Weisbach,
supra note 1, at T34-55 (arguing in the negative). See also Sanchirico, supra note 2, at 242
(“The tax advantage of carried inferest must be something that switches on when carred
interest is present and switches off when it is not.”) (emphasis in original). For a detailed
critique of the current reform proposals, see Postlewaite, supra note 1 (manuscript at 58-64).
This problem would not necessarily apply if fundamental overhaul of Subchapter K were
undertaken to rationalize all of these moving parts. See infra note 139,

“" Borden, supra note 1, at 35 (“The nature of partnerships make parinership
disagaregation an unattractive method for reducing the inequities caused by the current tax
treatment of profits-only partnership interests.”); Weisbach, sipra note 1, at 755-62.
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rules, then how should the tax law differentiate among partnerships that
should be subject to the special rule and partnerships that should be subject
to the general rule? It all profits interests were subject to the special rule
just to attack carried interest, the rule could be overbroad in its application
and impose ordinary income treatment on investments subject to bunching
and lock-in.*" Further, it might be quite easy to avoid. since there could be
relatively simple substitutes for a profits interest in a partnership to replicate
the economics but which would not be subject to the carried interest rule.”
Any time behavior changes in response to the tax laws, not only would
there be incremental transaction costs involved but there could also be
deadweight loss resulting from changes in behavior.” In this manner, any
attempt to draw a line to distinguish between carried interest, as opposed to
any other type of partnership interest, could cause more harm than good.”
Some have even argued that this is precisely why the current law treatment
of carried interest may in fact be a second-best solution in itself.™

Problems such as these have plagued proposals to change the tax
treatment of carried interest to date. For example, under proposed § 710 of
the Internal Revenue Code (the Code), allocations of carried interest to a
GP of an investment services partnership would be treated as ordinary
income notwithstanding its character in the hands of the partnership.” The
proposal addresses the definitional line-drawing problem by defining an
“investment services partnership interest™ as one held by a person providing
investment services to the partnership with respect to stocks, bonds, real
estate, derivatives, or other similar assets.” It then addresses the overbroad
line-drawing problem by permitting “reasonable™ allocations to capital to be
treated as capital gain while treating “unreasonable”™ allocations as ordinary
income.” It also addresses the change in behavior line-drawing problem by
ignoring real loans from LPs to the GPs used to make a capital investment
in the partnership.’® Although each of these may be a reasonable approach

™ But see infra note 139 for proposals to fundamentally reform the treatment of all non
pro-rata allocations in partnerships, with the attendant changes to timing and capital account
rules as well.

* Weishach, supre note 1, at 73960,

™ David A, Weisbach, Line Drawing, Doctrine, and Efficiency in the Taxr Law, 84
CorneLL Lo Rev. 1627, 1652 (19G9),

" Weishach, supra note 1, at 763, See also Schler, supra note 62,

" Postlewaite, supra note | (manusceipt at 31) (“[Tlhe status guo is the second best
approach to the isswe.  Given the administrative difficulues in dizentangling in any
meaningful way the return on human capital and the return on invested capital. the current
system is the best we can do.”).

™ Tax Reduction and Reform Act of 2007, HR. 3970, 110th Cong.. § 1201 (2007)
[hereinafter Proposed § T10].

™ Proposed § 710, supra note 73, § 710 1).

™ Proposed § T10, supra note 73, § T100c){2)(A).

™ Proposed § T10, supra note 73, § T100c)(2)(D).
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to the line-drawing problems inherent in the re-characterization of carried
interest as ordinary income, the combination leads to potentially
insurmountable complexity issues.” As a result, both the New York State
and American Bar Associations have issued reports with detailed lists of
problems and complications with pmjﬂnsr:d § 710, as well as a list of
possible modifications to address them.

What can been learned from the lessons of proposed § 710 is that the
re-characterization approach requires difficult choices to be made, leading
to complex and potentially convoluted rules, because it uses the partnership
accounting rules to attempt to remedy a more fundamental undcrlyin?%
problem: the blended labor/capital return embedded in carried interest.
Since the blended return problem has plagued capital gains since its
inception, there is no reason to believe that adding the additional
complexities of the partnership accounting rules into the mix will lead to a
more rationalized or implementable solution. In fact, doing so likely only
adds to the line-drawing problems, making them incrementally more
difficult to overcome. ™

In recognition of this fundamental problem with using the partnership
accounting rules to attack what is essentially a blended labor/capital
problem, two alternative approaches have been proposed. One proposed

™ See Howard E. Abrams, A Close Loak ar the Carried Interest Legistation, 117 Tax
MOTES 961 (2007); see also Howard E. Abrams, Tavaron of Carried Interests: The Refornm
Thae Did New Happen, 30 Loy, U Ca LI 197, 227 (2009 (“A third explanation is that the
proposed reform of carrled interest taxation was a bad idea badly execuoted. and sometimes
bad laws fail simply because they should.™).

™ See AMERICAN BAR ASS'N SECTION OF TaxaTION, COMMENTS o HLR. 2384 (2007},
avartlable ar hitpeffwww abanet.orgftax/pubpolicy 2007707 1 3commentshr 2834 pdf; NY.
STaTE Bar AS8'N Tax Secmion, REpoRT ON PROPOSED CARRIED INTEREST AMD FEE
DereReAL  LeEGisLaTion  (2008)  aveifabde  ar hitpafwww nysba.orgiContentiContent
Falders2iW TaxLawSectionTax Reports/ l66Rptpdf. These issues have served as the basis
for proposals to amend proposed § 7100 See Hedpe Funds and the Financiel Moarker:
Hearing Before the H. R Conn. on Oversight and Gov'nt Reform, 110th Cong. (2008)
(testimony of Joseph Bankman, Professor of Law and Business, Stanford Law Schoal),
avadlaile  ar  httpdfoversighthouse govidocuments200811 13102023 pdf [hereinafier
Burnkman Testimeny], Gergen, supra note 20, at 149 (“Many of the problems that have been
raised . . . are technical in nature and solvable ™).

™ See, ep.. Postlewaite, suprra note 1 (manuscript at 67

Once a compensatory equity interest is received, the clarity of the return on human
capital beging w blur.  Human capital begets invested capital, which begets
invested capital, which begets invested capital, ad infinatum.  Like conjoined
twins, delineation between the two is virtwally impossible, and any attempt o
disentangle them is fraught with difficult obstacles.

™ This does not mean they would be insurmountable, only that they would be marginally
more difficult. See Gergen. supra note 20
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alternative has been to disregard the partnership altogether and look to the
underlying economic fundamentals of the deal between the GP and the
LPs."" Under this theory, the use of the partnership is irrelevant to the real
underlying issue, which is the economic basis for the return to the GP.
Thus, if the underlying economic transaction involves a return on capital,
then the return should be capital gains, while if the underlying economic
transaction involves compensation for services, then the return should be
ordinary income.™ This approach directly confronts and addresses the
incremental complexity problem of using the partnership accounting rules
to combat a blended labor/capital issue. The problem with such an
approach is that it does not assist in solving the underlying blended
labor/capital line-drawing problem, but rather directly presents it as the
crucial consideration.”” Given that the law has a difficult time enforcing a
line in true blended return situations like “sweat equity,” such a solution
could prove particularly difficult when attempting to create fictional
transactions to represent the economic reality of the transaction between the
parties. "’

Another proposed alternative has been for the tax laws to assume that
there is an embedded loan in the carried interest structure from the LPs to
the GP.* This approach reflects the fact that the GP's return is generated
with respect to the capital contributed by the LP. In effect, the LPs could be
thought of as lending some of their contributed capital to the GP, secured
only by the partnership interest, and charging no interest. It is this
embedded loan construct that proponents of the current treatment of carried
interest point to as support for the contention that the GP has in fact earned
a return on invested capital.”™® Since returns on borrowed capital are treated
as capital gains outside of the carried interest arena, the argument is that

* See Borden, supra note 1; Lee A, Sheppard, News Analysis: The Unbearable Lightness
of the Carried Interest Bill, 116 Tax NoTes 15 (2007).

* Borden. supra note 1, at 43. Discussing the issue of adopting such an approach, the
author states:

An analysis that assumes away a partnership must consider all possible outcomes
and justify the selection of any particular one. I nothing justifies the fixation on a
hired-services arrangement, an analvsis that merely adopts that approach is
unsound. A better analysis would examine the economics of an arrangement and
allow the economic aspects to determine the classification.

fd.

=g ar 38 (“[Alfter disregarding a parinership, the analysis must consider whether the
arrangement 15 a  hired-services  arrangement  or  a  hired-property  arrangement.
Unfortunately, the law is largely unhelpful with each of those determinations ™).

= Bew i

** Fleischer, supra note 1, at 4446,

* Weisbach, supra note 1, at 74344,
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treatilzg carried interest as capital gain is not particularly troubling in and of
itself.

Even assuming this is correct, if the embedded loan were a “true” non-
interest bearing loan, it would be subject to special rules requiring
imputation of interest income. Under current law, a compensation-related
interest-free loan would be subject to a deemed payment schedule, in which
it would be assumed that the LPs paid compensation to the GP, which the
GP then used to pay interest to the LPs."™ This set of deemed transactions
would require the GP to include some amount of the value of the profits
interest as ordinary compensation income and thus could offset some of the
horizontal equity and capital gain policy problems with carried interest.™
As a result, some have argued that even if carried interest is a refurn on
borrowed capital, carried interest should be subject to these same rules so as
to convert some of the return into ordinary income.”

As has been noted in the literature, however, doing so without also
taking into account the deemed interest payment by the GP would again
result in distortions of the tax system as compared to the business
arrangement of the parties, and that itself could violate horizontal equity.”!
One solution proposed would be to permit the GP a deduction on deemed
interest paid to the LPs.”* The result would be that the GP would almost
always have zero ner ordinary income, which may be the correct answer but
would defeat the point of the interest accrual proposal for carried interest as
a means to further horizontal equity in the first place.” To impose a net tax
on the GP, therefore, a deduction would have to be denied or limited for the
deemed interest payment.™

Another interesting issue with the embedded loan approach is the
treatment of the LPs. Presumably, deemed interest payments to the LPs
would be taxable income, but in addition, the LPs would also have an
offsetting deduction available: thus, once again, the issue comes down to
whether the offsetting deduction can or should be disallowed in whole or in
part.” 1In reality. however, LPs of private equity funds disproportionately
tend to be tax-exempt investors (either exempt charities or pension funds or

=,

* Bee 26 ULS.C. § TRT2 (2008),

* Fleischer, supra note 1, at 53-54 (referring to this as the “cost of capital” approach).
" Id. ar 57-58.

“ Cunningham & Engler, supra note 1, at 129,

.

* See Abrams, supra note 3, at 189,

* See Cunningham & Engler, supra note 1, at 130-31 (discussing the limitation on
investment interest under 26 US.CO§ 163id) (2008)); Schmolka, supra note 39, at 311-12
(discussing the limitation on investment expenses under 26 TLS.C. § 212 (2008]1).

* See Cunningham & Engler, supra note 1, at 194 .23,
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non-U.S. persons not subject to U.S. tax on their investments),” and thus
may be indifferent to the taxable income irrespective of the availability of a
deduction.

It has been claimed that this, not the capital gain treatment of carried
interest to the GP, is the real issue in carried interest. ie., that tax-
indifferent LPs permit exploitation of tax rules.” The arcument looks to
the tension among arm’s-length parties that is typically relied upon to limit
the ability to exploit such issues in other contexts. In short, under this
argument, the GP wants the carried interest to be capital gains due to
preferential rates, while taxable LPs want the carried interest to be
compensation so that they can receive a deduction. The problem in private
equity funds is that the LPs are mostly indifferent to the compensation
deduction because they are not taxpayers; as a result, this internal discipline
on the ability of GPs to structure returns so as to generate long-term capital
gains with respect to their carried interest no longer exists.” This fact
alone might be sufficient to determine that private equity funds need to be
subject to a special rule separate from partnerships more generally:” in
particular, this would be the case for partnerships where, among other
things. this internal discipline could be sufficient to protect the fisc."" Any
such approach would require not only rethinking the tax treatment of GPs,
but also the treatment of the LPs, to determine if any particular reform
would result in desired adversity of interest between the two. """

* Sanchirico, supra note X, at 24344

" See id at 24445

* Jd. Similarly, if taxable LPs are limited in their ability to claim the available
deductions, they might also prefer deferred capital losses over a current ordinary deduction.
See Polsky, supra note 3.

* See Fleischer, supra note 1, at 23-24,

MU the sole problem were the presence of tax-indifferent LPs, one solution would be 1o
require exempt LPs to include gain from the fund as taxable income: while this might solve
the internal discipline  problem, it could casse more damage (by taxing exempt
organizations) than it solves (by minimizing carried interest abuse). Further, it is not a
problem unigue to carried interest per se nor would it address any of the horizontal eguity
concerns addressed in the literature,  See Weisbach, sapra note 1, at 764 (“Distributional
concerns are important but they are not centrally related @ the taxation of carmed interests.
Instead, they arse because of the capital pains preference and if they are going o be
addressed, should be dealt with directly.").

" For example, it has been argued that such an approach would not necessarly
accomplish anything other than shifting the LP base. because the resulting deduction from
ordinary income for the LPs would make it more attractive for axable investors o invest in
private equity instead of tax exempt investors, resulting in little or no net revenve and only
nominal changes to the after-tax treatment of the fund and the GP. Michael 5. Knoll, The
Taxation of Private Eguity Carvied Interests: Estimating the Revenue Effects of Toong
Profir Interests as Ordinary Ineome, 50 WL & Mary L Rev. 115, 158 (2008):

[4] wealthy individual who is willing to pay a 20 percent carmed interest under
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Contrast this with the income tax treatment of managers in hedge
funds. The manager in a hedge fund takes either (or both) a profits interest
in a partnership or/and a fee from a corporation. The incentive fee from the
corporation is ordinary fee income, and thus the concerns present in private
equity fund carried interest simply are not present."” With respect to the
profits interest, however, the situation at first appears quite similar to that of
the private equity fund: the manager receives a profits interest and is not
subject to tax on its grant, and the manager receives an allocation of profits
from the partnership taking the character of the income at the partnership
level, "™

The similarities end there, however, because the business model of the
hedge fund differs significantly. The hedge fund engages in regular trading
activity, such as buying and selling financial or derivative assets, and
regularly hedges their investments through such means as short sales,
offsetting future contracts and delta hedging."™ The net result is that the
income of the hedge fund is primarily short-term capital gains (other than
certain fee income or other ordinary income generated by the fund), because
the fund rarely owns assets for the one-year period necessary to be eligible
for long-term capital gains.'” Assuming this is correct, the income from
the incentive fee or carried interest allocated to the manager is comprised
primarily of these short-term capital gains, which retain their character in
the hands of the manager.'"™ Since short-term capital gains do not gualify
for the preferential tax rate applicable to long-term capital gains, the
perceived problems of private equity carried interest do not apply, even
though the compensation structure on its face appears identical to private

current law would presumably be willing to pay a 26.15 percent carried interest o
that same fund manager. if payment of the carry were deductible against ordinary
income.  Similarly, the general partner is as well off with a 20 percent carried
interest under current law as it would be with a 26.15 percent carmed interest taxed
at ordinary income ax raies.

Similarly, to the extent the deduction was more valuable to axable investors than tax-exempt
investors, it would have the effect of shifting the LP base to more taxable LPs or other LPs
who could utilize such a deduction. fa. See also Polsky, supra note 3, at 74648,

" Needham & Brause, supra note 12, at A-31. Until recently, managers of hedge funds
were able to defer such fee income and thus obtain a time-value benefit, but recent
legislation has at least partially curtailed this opportunity. See infra notes 138-39.

"™ Needham & Brause, supra note 12, at A-27-30.

" 1d. at A-S.

"™ This could be because the fund sells assets at a gain quickly or because it enters into
offsetting transactions which “toll” the holding pericd.  See infra Section IV, Further. it is
possible for cerain hedge funds o elect o “mark o market” in which case all returns would
be ordinary income, which would also not be eligible for preferential rates. 26 U.S.C.
& 475(0) (2008},

" Needham & Brause, supra note 12, at A-43,
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equity.

What lessons can be learned from the private equity/hedge fund
distinction? Primarily, that the use of profits interest in partnerships to
compensate managers is not itself fundamentally problematic. Hedge fund
managers use the equivalent of carried interest as a form of compensation,
with nearly identical legal and economic consequences, yet do not raise the
same tax concerns. Accordingly, the focus in the carried interest debate
should not be on the method of compensating the manager of a privaie
investment fund, but rather on the types of income being generated and
allocated by the fund to the manager. For certain proponents of reform of
the taxation of carried interest in private equity funds, the concern is not
that carried interest is different from any other profits interest {or any other
non pro-rata allocation in a partnership), but that the private equity firms
generate primarily long-term capital gains eligible for preferential rates.
For hedge funds, which generate primarily ordinary income and short-term
capital gain, these concerns are not present, since such income is not
eligible for the lower rates.

IV. FRAMING A NOEMATIVE CASE FOR CARRIED INTEREST AND
HOLDING PERIOD

Any normative analysis of the taxation of carried interest must have a
starting point. The starting point for much of the carried interest literature
has been the current treatment of “sweat equity™ entitled to capital gains
treatment and the current treatment of “compensation” treated as ordinary
income.”  This Article will do the same, assuming that the capital
cainfordinary income distinction and the preferential rate structure are
normative, without taking a position, in part to directly engage the existing
literature and in H‘art to more closely structure a positive prescription within
the current law."

Under this assumption, the line-drawing debate which has received the
bulk of attention in the recent carried interest literature is whether carried
interest should be treated as capital gain or ordinary income. Thinking of

W Bpe Brennan & Okamoto, supra note 4, at 35, For this reason, this Aricle will not
discuss the normative treatment of deferred compensation more generally, or whether carried
interest reform under current law would result in a greater or smaller tax than it would bear
under an ideal system. although reform of carried interest as part of a comprehensive reform
of deferred compensation more broadly would address other concerns such as the embedded

time value issues. See, ep, Ethan Yale & Gregg Do Polsky, Reforming the Tavation of

Deferred Compensation, 85 N.C. Lo Rev. 571 (20073 Daniel I Halperin, faterest in
IDspnise: Taving the " Time Value of Money, " 93 YaLe LI 306 (1986).

" OF course, this alse means that fundamental reform of either of these base
assumptions, such as repeal of the capital gains preference, would also require a rethinking
of the normative conclusions in this Section.
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this debate in terms of the line-drawing spectrum,'” if ordinary income
werg a blue box and capital gain were a red box at opposite ends of a
spectrum, carried interest would present a box in the middle, with the
current debate being over whether it should be red or blue. A second line-
drawing issue has received less attention in the debate, however: even if
carried interest is capital, should it be entitled to preferential rates? One
lesson of the disparate treatment of hedge funds and private equity funds is
that these questions, although related, are not identical, since some capital
gains—in particular, short term capital gains—are treated as capital under
the first line drawing test but denied preferential rates under the second. In
other words, rather than claim that carried interest should be red or blue, a
short-term capital gain analysis would treat carried interest as purple; that
is, capital gain, but not entitled to preferential rates.

A, Applying Holding Period to Carried Interest in a Domestic Tax Regime

As discussed above, the policy behind granting preferential rates to
long-term capital gains is to overcome the problems of bunching and lock-
in, which become exacerbated over time, but which generally do not apply
to salary or compensation income.'" By distinguishing between different
types of income, however, taxpayers have an incentive to try to make
compensation or blended laborfinvestment returns appear to be capital in
nature solely to avail themselves of preferential capital gain rates (assuming
those are the only two options) even if they are not subject to bunching and
lock-in. Ultimately, this is the fundamental source of the concern over the
taxation of carried interest.

This issue is not unique to carried interest, however. The problem of
taxpayers attempting to make blended returns appear capital in nature has
plagued the Code for generations, and was presciently described by Stanley
Surrey, one of the all-time leading tax authorities,''' in considering the
treatment of capital gains over fifty vears ago, referring to capital gains as
“the sub]j::ct singly responsible for the largest amount of complexity [in the
Code].”"" In particular, although capital gain has been in the Code since

™ See supra note 46 and accompanying text

MY ICT CapiraL Gals REPORT, supra note 54, at 30-36,

U Bep, e, Bernard Wolfman, Introduction, 31 Vioe L. Rev. 1615, 1616 (1986)
(“Stanley 5. Surrey was the country’s leading tax policy scholar and activist for more than
S0 vears.").

Y Sranley Swirey, Definitional Problems in Capital Gains Taxation, 69 Hagv, L. REv,
Q85 (1956). More specifically, according o Surrey:

The subject singly responsible for the largest amount of complexity [in the Code]
is the reatment of capital gains and losses. And the factor in that treatment which
is accountable for the resulting complexity is the defimition of capital gain and of
capital loss. The fact that our tax law is complex does not necessarily mean that it
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its modern inception, no single coherent theory of what precisely constitutes
capital gain has ever been promulgated. According to Professor Surrey:

The term “capital gain™ has been used in the tax law for so long a
period of tme and with such wide publicity that it has acquired a
very familiar ring. We are led o believe that 1t has readily
ascertainable content and as respects s comprehensibility  and
application stands on no different a footing from other items of
income such as salary, interest, rent, and the like. But we must
remember that a fully developed concept of “capital gain” has not
been offered 1o the tax law by either the economist or the accountant,
s0 that its content cannot readily be supplied by reference o those
branches of discourse.”"”

As a result, it has generally come to be accepted that preferential rates
for capital gains exist not because there is some natural or inherent
distinction between capital and ordinary income, but rather to overcome
perceived inefficiencies or unfairness applicable to certain types of
investment returns that are not present in other tvpes of income, ie.,
bunching and lock-in.'" Thus, any attempt to intuit whether a particular
item of income should be treated as ordinary or capital without considering
these policies proves futile,

This lesson was learned by the Supreme Court as recently as 1988 in
the case of Arkansas Best Corp. v. Commissioner.'” The Court in
Arkansas Besr was forced to revisit its previous holding in Corn Producis
Ref. Co. v. Commissioner,""® which had held that corn futures were ordinary
assets to the extent they were related to the inventory of the business, even
if they were not explicitly defined as such in the Code. The response to
Corn Producrts was an explosion of whipsaw arguments confronting the
covernment, where taxpavers claimed assets were “ordinary” when there
were losses but “capital” when there were gains, solely to obtain favorable

is a poor law . ... Buot if the complexity is to be kept within reasonable bounds,
we must at all times have an awareness of the factors responsible for each
particular complication and the values which that complication serves, so that the
two may constantly be compared and weighed. 5o viewed. the complexities
caused by the reatment of capital gains and losses far outweigh the values which it
is asserted are served by that reatment.  Moreover, the present congressional
approach o the definition of capital gains and losses inevitably results in more and
more complexity, so that the difficulties can only grow worse.

Idd. at 985,
TR pd at 9RA.
M gpp stipra notes 34-535.
Y Arkansas Best Corp. v, Commn'r, 485 U5, 212 (1988),
U Corn Products Ref. Co. v. Comm’r. 330 U.S. 46 (19355).
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tax treatment.'”’ As a result, the Supreme Court in Arkansas Best was

forced to revisit the issue, holding that capital gain has no inherent
meaning, but rather can mean only what is explicitly defined in the Code.'""

At least since the ruling in Arkansas Best, the law has focused on the
types of gain subject to the bunching and lock-in problems that underlie the
policy of the capital gains preference, rather than rely on some inherent
concept of capital gain. By doing so, howewver, it recognizes that
investments which provide returns comprised of both investment returns
and labor returns do not fit neatly into the definition of either ordinary
income or capital gains. In the words of Professor Surrey:

Congress answered in the affirmative when 1t commenced its
phrasing of the definition of “capital asset” to include all “property”™
and then did not embark on the search for exclusions essentially
related to the causes of the merease in value. Consequently, the
additional value imparted o0 a taxpayver’s stock through factors
within his control, such as the accumulation of corporate earnings or
his personal efforts as corporate president, was regarded in the
definition used as no different from increases in value caused by
forces bevond his control.  Taxpayers were guick to perceive the
enormous range of possibilities in planning for capital gain under
such a definitional aﬂ:ruach_ Here again, the pattern of definition
was all in their favor.'"”

Thus, rather than attempt to list every possible instance of blended returns
in the Code as a means to prevent taxpayers from obtaining the benefit of
preferential rates for blended returns, the law adopted a different approach
to maintain the capital gain preference while avoiding the concerns over
abuse by taxpavers: holding period.

U S, e.g., Bdward D Klembard & Suzanne F. Greenberg, Business Hedges After
Arkonsas Best, 43 Tax L. Rev. 393, 413-14 (1988) (“The application of Corn Products . .
exposed the Service to essentially insoluble pragmatic whipsaws.").

V% Qop Arkansas Best, 485 U5, at 221-22:

We believe petitioner misunderstands the relevance of the Couwrt’s inguiry. A
business connection, although irrelevant o the initial determination whether an
itern is a capital asset, is relevant in determining the applicability of certain of the
statutory exceptions, including the inventory exception .. .. We conclude that
Corn Products is properly interpreted as standing for the narrow proposition that
hedging transactions that are an integral part of a business” inventory-purchase
system fall within the inventory exclusion of § 1221,

Y Surrey, supra note 112, at 989, There are some relatively nartow, but interesting,
exceptions not directly relevant to carried imterest in which Congress determined labor was
the primary source of value, specifically self-produced copyrights and artistic works (other
than self-produced musical compositions). 26 U.S.C. 84§ 122 1a)(3), (b)(3) (2008).
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The original debate over holding period and capital gains focused on
short-term  investments deemed “speculative™ in nature, which were
considered not to raise the same bunching and lock-in concerns as long-
term investments.”" The solution adopted at the time was not to re-
characterize such investment gains as ordinary notwithstanding that they
arose from sales of property, but rather to maintain their status as capital
assets but deny the benefits of preferential rates otherwise available to such
gains.””" In this manner, taxpayers would be required to remain invested in
the asset, subject to the risk that it might decline in value, for a period of
time before beneficial rates were available. In other words, the law
presumes that taxpavers would prefer not to “lock up™ their salary or other
“pure” labor returns in risky assets for this length of time solely for tax
benefits, so that assets which are held for the duration of the holding period
can be presumed to be primarily investment in nature.

In effect, rather than solve the difficult line-drawing problems between
capital gain and ordinary income in such blended situations, the law sought
to provide disincentives to taxpayers to manipulate such returns solely for
tax purposes by imposing an aging requirement. For example, according to
legislative history revisiting this issue in 1974:

A holding period is an objective procedure for distinguishing
between short-term and long-term capital gains. The holding period
15 an arbitrary and imperfect procedure that may be naccurate in
some specific situations, but it provides an approach under which
there  are  significanily  fewer admimstrative and compliance
difficulties than would arise under a less objective standard . . .

[1]t is argued that there should be special tax treatment for gains on
assets held for investment but not on those held for speculative
profit.  The underlying concept is that a person who holds an
investment for only a short tme is primarily interested in obiaining
quick gains from short-term  market [luciuations which is a
distinctively speculative activity. In contrast, the person who holds
an investment for a long tme probably is basically interested
fundamentally in the income aspects ol his investment and in the

S 7

126 11.S.C. § 1222 (2008). More specifically, this approach was adopted in 1934 after
perceived abuses of holding period as a definitional aspect of capital gain.  See Myron C.
Graver, A Case for Congressional Facilitaon of a Collaboranive Model of Statiory
Interpretarion in the Tax Arvea: Lessons fo be Learned from the Corn Products and Arkansas
Best Cases and the Historical Development of the Statatory Definition of * Coapital Asset(s),”
B4 Ky, LI 1, 4546 (1995-96). This further supports the contention that holding period
was meant (o remedy overbreadth in the definition of capital gains by denving preferential
rates to specific types of capital gains.
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122

long-term appreciation in value.

In essence, the law used holding period to distinguish returns
attributable to labor (i.e., the ability to speculatively trade) as opposed to
investment (Le., long-term investments subject to bunching and lock-in),
even though both types of returns derived from dispositions of investments
in “capital” assets such as stocks or bonds.'™ Under this approach, if an
investor owned an asset for a fixed period of time while incurring the full
risk of the asset appreciating or depreciating. then it would be assumed the
investor held the asset for investment purposes and thus would be eligible
for preferential capital gains rates.'* This period of time has changed over
the years, but under current law it is one year.'™

This solution to the problem of speculation in itself does not prove
particularly helpful in resolving the carried interest issue, primarily because
private equity fund investments tend to be held for at least one vear. It is
relatively easy for GPs of private equity funds to establish that the return on
investment is not speculative in nature, at least not in the same manner as
day traders or other short swing investors. As a result, the aging
requirement of the holding period rules alone does not address the blended
labor/investment returns in the carried interest context, since the type of
labor return addressed through the holding period rules (speculation) is
different than the type of labor returns at issue in private equity
(money/investment management),  Contrast this with hedge funds,
however, which are primarily speculative in nature and which engage in
frequent trading of assets. In this case, the holding period rules work
remarkably well—they avoid the difficult line-drawing problem by
permitting the assets of the hedge fund to be treated as capital assets, but
deny the benefit of preferential rates because the value is generated by
trading and speculation and not from investment returns subject to bunching
and lock-in.

This does not necessarily mean that holding period is irrelevant to
private equity fund carried interest due to the second, more recent,
requirement for long-term preferential capital gains rates: that the asset be
held for the requisite holding period without the taxpaver significantly
reducing the risk of loss related to the asset.'™  Under these rules, if a
taxpayer owns an asset and then enters into any form of offsetting position

" H.R.REP. NO, 94-638, at 3237-38 (1976).

H Bee ICT Cartral Gain REPORT, supra note 54, at 24-26.

" Sumrey, supra note 112, at 999-1003.

26 US.C.§ 1222 (2008). Ower recent years, the time period has fluctuated from six
months o eighteen months. See JCT Carttal GAlN REPORT, supra note 54, at 7-8.

M As discussed in more detail in Section V infru, these rules are found in multiple parts
of the Code, but primarily can be found in 26 US.C. §§ 1092, 1233 (2008) and the
regulations promul gated thereunder.
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which protects the taxpaver from losing money with respect to that asset,
the clock for the holdin,lg Periud does not start or, if it had already started,
stops during such time. = Thus, a taxpaver who owns a capital asset for
three months, then enters into an offsetting position such as a put option
against the asset for thirteen months, and then sells the asset in month
sixteen, would not qualify for long-term capital gain, even though the
taxpayer held the asset for longer than one year.”® These rules were
believed to be necessary in lizht of modern financial instruments making it
possible for a taxpayer to legally own an asset for the requisite holding
period while being fully divested or protected from part or all of the
economic risks of ownership during such time."”

The policy behind these “tolling™ rules is the converse of the policy
behind the “aging™ rules—that holding period is meant to reflect ownership
of the capital asset only if it is subject to risk of loss."™ In other words, a
capital asset owned without any risk of losing invested capital does not
implicate the same bunching and lock-in concerns as a capital asset owned
with exposure to such risk of loss. In part, these rules rely on a built-in
tension limiting the abuse of capital gains: the adverse treatment of capital
losses."”' In particular, although capital gains receive preferential tax rates,
capital losses only reduce income subject to these same lower rates, and
thus are less valuable than other deductions which can offset higher-taxed
income."” Further. capital losses for the most part can only be deducted to

T See 26 CER. § 1.1092(b)-2Tia) (2008).

" An offsetting position for these purposes can include a contract to sell the asset at a
fixed price in the future or a “put” option on the asset. 26 UL5.C § I092(cH2) (2008).

13 Gep 5 Rer. Mo, 07-144, ar 14546, reprinted m 1981-2 C.B. 412, 469 (1981 ):

The possibility that certain transactions called spreads or straddles can defer
income and convert ordinary income and short-term capital gain into long-term
capital gain has been recognized by the investment industry for decades ...
Simple commodity tax straddles generally are uwsed to defer tax on shori-term
capital gain from one tax yvear to the next tax year and, in many cases, to convert
short-term capital gain realized in the first year into preferentially taxed long-term
capital gain in a later year.

U Jd. This is meant o serve s a compromise, ie., something less than a realization
event but more than a mere diversifving investment. See, e, Deborah L. Paul, Another
Uneasy Compronmize: The Treatment of Hedging in a Realization Tncome Tax, 3 FLa, Tax
Rev. 1 (1996); General Counsel Memorandum 39493, 1986 WL 372974 (discussing HL.E.
REr. Mo, BI-Z319, at 534 (19507).

1 Michael B Powers, David M. Schizer & Martin Shubik, Marker Bubbles cnd Westefid
Avendance: Tax and Regulatory Constraints on Short Sales, 37 Tax L Rev. 233, 2572 (2004).

M See Polsky, supra note 3, at 747, OF course, this is only the case if other deductions
actually can reduce higher taxed income; if such deductions were limited in their ability o
b wsed, a fully usable capital deduction could actually be more valuable to taxable investors.
T
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the extent of capital gains.'"” Taken together, capital losses are less
valuable than ordinary losses. The law relies on this tension to restrict the
ahility of taxpavers to manipulate the character of income since, at the
initial time of an investment, a taxpaver would prefer capital treatment if
the investment were to increase in value but ordinary treatment if the
investment were to decline in value, without knowing at the outset which
will occur.”™ A taxpayer not bearing any risk of incurring a loss would not
be concerned about the adverse treatment of capital losses, however, and
would thus be free to structure such investments to appear capital in nature
without limitation.

This policy concern in the context of contractual reduction in the risk
of loss parallels the fundamental concern at issue in the taxation of carried
interest. The original concern over preferential capital gain rates was that
the preference should only be afforded to those investors subject to the
concerns of bunching and lock-in.  Similarly, the concern over carried
interest is that the GFP is effectively being compensated for providing
services, which does not suffer from bunching and lock-in, but is receiving
the benefit of long-term capital gains preferential rates. Treating such
returns as ordinary income would solve the preferential rate concern, but
would ignore the reality that the GP does have some investment exposure to
the underlyving capital asset: after all, the GP only makes money if the
portfolio company increases in value. Since carried interest is blended in
this manner, an analogy to either situation proves less than satisfying.'”

The analogy to short-term capital gains can prove more satisfving,
however, at least within the framework of existing law. Short-term capital
gains are similar to carried interest in that they represent a blended return—
in the case of day trading, part a return on investment and part on skill in
speculation, while in the case of carried interest, part a refurn on investment
and part a return on money management.  Further, and perhaps more
importantly, carried interest bears no risk of losing any invested capital
beyond the minimal invested capital of the GP, because economically the
GPF can only share in profits (and not losses). Thus, the GP is not concerned
ahout the limitations on the ability to deduct capital losses arising from a
loss of invested capital. Due to this combination of factors, carried interest
appears more similar to short-term capital gains than either ordinary income
or long-term capital gains, at least under current law. The answer that
developed over time for such gains was not to re-characterize the
investment as ordinary income, but to maintain the treatment as capital gain
while at the same time denying the benefit of a preferential rate of tax."

H Bee 26 US.C. 8§ 165(1), 1211 (2008).

"™ Powers, Schizer & Shubik, supra note 131,

M Bee Weishach, supra note 1, at 74142,

M There is a set of rules that serves as the primary exception to this approach: the rules
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The analogy would suggest, therefore, that the proper normative treatment
of carried interest should be similar—to continue treating the income
attributable to carried interest as capital in nature but deny the preferential
rate of tax through the use of holding period."”’

Such a conclusion could bridge the divide in the carried interest
debate. First, fundamentally the treatment of gains from the sale of stock in
the portfolio company would remain capital gain.  Thus, concerns
expressed by sopporters of the current regime regarding the re-
characterization of income at the partnership level due to the nature of the
partner to whom the income would be allocated no longer apply.'™
Similarly, concerns expressed about valuation problems or capital account
shifting upon the grant of the profits interest to the GP would be addressed,
since it would be the gain and only the gain allocated to the GP that would
be included in the gross income of the GP. By removing both the
partnership accounting problems and the characterization problems, this
approach also ameliorates or avoids many of the difficult (and potentially
prohibitive) line-drawing and complexity problems identified by some
proponents of the current regime as prohibitive in reforming the taxation of

dealing with embedded time value of money in debt instruments (the “OID™ rules). 26
UL5.C 44 1271-1275. Under these rules, a portion of what would otherwise be treated as
capital gain is converted into ordinary income based on an assumed vield to maturity. See
KEvIN M. KEYES, FEDERAL TAXATION OF FINANCIAL INSTRUMENTS & TrRanNsacTIONS  4.03
(2009, Similar rules apply to debt instruments purchased at a discount in the secondary
market. 26 US.C. § 1276 (2008). These rules primarily address time value rather than
blended laborinvestment returns, and thus are not directly relevant to the analysis. Further,
to the extent returns exceed the deemed time value, they remain capital in nature.  In the
carried interest literature, the most similar approach is the deemed interest or cost of capital
approach, which is not necessarily mutually exclusive with the holding period proposal. See
infro note 144 and accompanying text. In other words, just as a single debt instrument could
b subject to bath the OID rules and the straddle rules, so could carried interest be subject to
time value rules. such as the conversion transaction rules, and holding period roles, such as
straddle roles.  See 26 ULS.C. § 1258 (2008): Keves, supra, 9 17.02[1][a].  Other re-
characterization rules are similarly focused on unrelated concerns, such as tax arbitrage, and
thus not directly relevant to carmed interest. Eg, 26 US.C§ 1245 (2008).

T As discussed in Section V infra, the mechanism to do so would be the straddle rules
of 26 UEC § 1092 (2008).  For a discussion of extending these rules to specific
transactions for policy reasons, see John 1 Ensminger, The Broad but Porous Net of the
Straddle Rules: How Long Wl the Fish Continue to Swim Throwgh?, 18 Va, Tax Rev. 7049,
757 n 144 and accompanying text (19949). This is not to say that the current regime is
optimal in an ideal world, but only that to the extent reform 1s imtended o work within the
current tax regime the analogy to short-term capital gain can be a better fit than either
ordinary income or long-term capital gain,

" In addition, this avoids the “endowment” concern identified in the literature. ie.. that
the tax law 15 hesitant to ax individuals based on their endowed abilities rather than actual
economic returns in the market. See Fleischer, supra note 1, at 28-31. Under the holding
period proposal, returns on carmied interest would remain capital gain, and thus treated as a
return on capital rather than an imputed retum on ability or services.
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carried interest."””

Further, the holding period approach would overcome the “joint tax™
issue which has been noted in the literature as a problem with many reform
proposals.”™ Under this theory, the problem with carried interest is not that
it is taxed as capital gain but rather that GPs are arbitraging the low or zero
rates of the LPs.'"" The holding period proposal addresses this, precisely
because the gain remains treated as capital gain—that is, gain from the sale
of a capital asset—and thus would not generate an incremental deduction
for the LPs."" In this manner, since the GP would be denied the benefit of
preferential rates but the LPs would also be denied an incremental
deduction, the joint tax is increased as compared to current law regardless
whether the LPs are tax-exempt or taxable investors.'” To the extent the
joint tax concern is solely one of net revenue raised rather than labels or
nominal rates, this result should satisfyv such concerns; this reflects the

" See, e.g., Weisbach, supra note 1, at 755-58: Abrams, supra note 1, at 9. This

conclusion applies o the current proposals o treat carried interest differently from other non
pro-rata partnership items. The 1ssue could also be addressed in a more fundamental manner
by reforming the entire svstem for treating non pro-rata allocations for all purposes in
partnership tax, which would reguire rethinking not only the character rules, but also the
timing and basis rules as well as capital accounts, o achieve fundamental reform.  See
Gergen, sapra note 63; Mark P. Gergen, Reforming Subchapter K> Contributions aned
Distributions, 47 Tax Lo Reve 173 (19910 Mark P. Gergen, Reforming Subchaprer K
Special Allocarfons, 46 Tax Lo REv. 1 (1990).

149 ger Knoll, supra note 100, at 126-27: Sanchirico, supre note 2, at 241, The holding
period proposal would achieve this in much the same manner as a re-characternzation
approach accompanied with a deduction disallowance, by increasing the tax rate on the GP
while limiting the benefit of an offsetting deduction o the LPs.

M Gee Knoll, supra note 101

" For example, under current law the GP is taxed on the carried interest at a rate of
fifteen percent and the LP is not entitled to a deduction but is allocated less gain, which can
be thought of as the equivalent of a dedoction at a rate of fifteen percent. If, however, the
carried interest was treated as ordinary income and penerated an ordinary deduction for the
LP. the parties could simply increase the carried interest to reflect this change: although the
GP would pay twenty percent greater tax the LP would also be entitled to a twenty percent
ereater deduction—the result being that both the GF and the LP would have roughly the
same after-tax return. See Knoll, swpra note 101, at 1538 By contrast, under the holding
period proposal the carred interest would be subject to tax at thirty five percent but there
would be no incremental deduction available for the LP (or the deduction would remain at
fifteen percent), meaning the joint @x s increased. See Polsky, supra note 3 at T47-48.

" For taxable investors subject to limitations on their ability to claim ordinay
deductions atiributable to investents, this proposal might actually be preferable to
alternatives where an ordinary deduction might be available. See Polsky, supra note 3, at
747, Repardless, by subjecting the carnied interest to a higher rate of tax without changing
the treatrment of the LPs, the joint tax would still be increased. This is similar to one of the
justifications for adopting § 772, ie. to prevent taxpayers from converting nondeductible
or limited deductibility expenses into deductible expenses. See STAFF OF JOINT CoMM. ON
Taxation, 98TH Cond., GENERAL EXPLANATION OF THE REVENUE PROVISIONS OF THE
DEFCIT REDUCTION ACT OF 1984 328 (Comm. Print 1984 ).
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strength of the holding period proposal—carried interest can be subject to a
higher tax rate without re-characterizing the gain or fundamentally altering
the partnership accounting rules.'*

One potential problem with this approach is a variation of the line-
drawing problem. Once it is determined that the law should treat the GP as
receiving short-term capital gain for allocations of gain to a profits interest,
the difficulty arises in determining which types of partnerships should be
subject to this rule. Unlike the other carried interest proposals, however,
this line-drawing problem should prove easier to overcome. More
specifically, the allocation of gain to a profits interest could be treated as
short-term capital gain any time the profits interest is such that the holder
has a reduced risk of loss with respect to the underlying capital asset. Since
a pure profits interest by definition has no invested capital to lose, holding a
profits interest in a partnership in which capital was a material income-
producing factor could be thought of as owning a capital interest in the
partnership with some offsetting position reducing risk of loss.""”

Due to these features, the short-term capital gain approach solves a
number of the problems faced in the carried interest controversy, while
avoiding a number of the problems with the current proposals being
discussed. It would answer the proponents of reform whose focus is the
marginal tax rate paid on carried interest by depriving private equity fund
managers of the preferential capital gain, while also addressing the concerns
of defenders of the current regime by maintaining the current rules
regarding partnership accounting and issuance of partnership interests for
services, as well as avoiding most of the line-drawing problems faced in a
number of the other proposals {(while creating a much more manageable

" Further, for this reason, the holding period proposal is not pecessarily muiually
exclusive with the deemed interest proposal with a dedection disallowance.  See
Cuonningham & Engler, supra note 1, at 126-32. One concern could be that by maintaining
the capital nature of the carried interest, capital losses could be used to offset such gain—
potentially freeing up otherwise limited deductions.  OF course. this is the same for all
blended returns treated as short-term capital gains, including pure speculation and day-
trading. Further. other rules are in place which could limit the potential for abuse: for
example, to the extent the siraddle rules apply, such losses could not be claimed until the
offsetting  gain  was  recognized, potentially  mitigating  the concem. 26 USC
§ 10920a) 1(A) (2008).

" One benefit of this approach is that this line is already a familiar one in the tax laws,
See 26 US.C. § 7300a) (2008); Philip F. Postlewaite & Adam H. Rosenzweig, Anachronisms
in Subchapter K of the Internal Reveree Code: Is It Time to Part with Section 7267 100 Nw,
UL Lo Rev. 379 (2006). One difficulty could be if taxpavers added some risk of loss o
profits interests, such as a “deficit restoration obligation™ or some form of top-tier loss
allocation, presenting another potentially difficult line-drawing problem. To the extent these
have “substantial economic effect” and thus actually change the structure of the deal and the
economic risk of the GPF, it is possibly not the worst result. See infra note 148 and
accompanying text. Fuorther, it could be possible to avoid an all-or-nothing approach even
within this context through the “identified straddle™ rales. See infra note 228,
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line-drawing issue).

This does not end the analysis, since presumably private equity fund
managers would respond to any change in the tax law by restructuring their
carried interest. In fact, this is one of the primary criticisms of any proposal
to change to an ordinary income approach.'” Presumably, the simplest
way to avoid this problem would be to structure the carried interest as a true
loan outside the partnership. In other words, the LPs would lend a portion
of their investment capital to the GP directly rather than invest the money in
the fund, and the GP would then use the money to invest in the fund on its
own behalf, with the loan being nonrecourse and secured only by the GP's
partnership interest. Such a structure would fairly closely replicate the
economics of carried interest; the difference is that, since the GP would no
longer own a profits interest but a “real” capital interest, the short-term
capital gain solution would no longer apply.""’

Perhaps this is not the worst result, however; providing incentives for
taxpayers to enter into economically transparent transactions for which the
tax laws have established rules may be a valuable end in itself."" First, the
tax law has established rules to deal with loans made between related
parties, regardless whether they bear adequate interest.'"” Thus, a number
of the complexities introduced by involving the complex partnership
accounting rules would be avoided by taxpayers shifting to a “true”™ loan
structure.”™ Second. the more transparent structure would permit Congress
to consider directly the treatment of such arrangements. In other words, if
Congress wished to increase the tax rate on loans to fund managers by their
investors, it could do so much more easily to “true” loans than to embedded
or hidden loans within the partnership.””' Third, papering an embedded
loan in the carried interest as a true loan outside the partnership could be
done in a manner so as not to distort any real economics of the transaction,

15 Weishach, supra note 1, at T59-62,

" Although nonrecourse loans act to limit the risk of loss with respect to an asset
purchased with the debt, and thus could be thought of in the same manner, for historic
reasons il is not treated as an offsetting position reducing risk of loss (except in limited
circumstances). See infra Section ¥ for a discussion of the nonrecourse debt paradigm.

" In other words, the potential deadweight loss may be outweighed by the ransaction
cost savings andfor distributive benefits. See Fair and Equitable Tax Policy for America’s
Waorking Families: Hearing Before the H. Comm. on Ways and Means, 110th Cong. (2007)
(testimony of Mark P. Gergen, Professor of Law, The University of Texas School of Law),
available ot hitpdffwaysand  means house govhearings. aspormmode=view & id=0433
[hereinafter Gergen Testimony], Wolfgang Schon, The Odd Couple: A Common Future for
Finanetal and Tax Accounting?, 38 Tax L Rev. 111, 145 (2005,

M See 26 US.C. § TH72(2008).

"™ See Gergen Testimony, supra note 148: Fleischer, supra note 1, at 57-58.

"' This could include, among other things, imposing a higher implicit time value
component on the loan than the “applicable federal rate™ which 15 currently utilized under 26
US.Co§ TRTZed 1) (2008). See Knoll, supra note 101.
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and thus should result in little, if any, incremental deadweight loss as
compared with the carried interest structure.” Rather, the incremental cost
would be purely an administrative one, making the cost/benefit analysis
favorable towards the adoption of such a proposal.'™

Lastly, the holding period proposal would bring the tax treatment of
private equity fund sponsors closer to those of hedge funds—equalizing the
tax treatment of the similar carried interest structures utilized by private
equity and hedge funds. For example, there is little if any discussion as to
why conversion proposals such as proposed § 710 should be applied to
carried interest in hedge funds when there is often no concern of abuse in
such situations (because they are not entitled to preferential rates under
current law). Rather, application of proposed § 710 to GPs of hedge funds
would appear solely to increase complexity while adding little normative
benefit to the taxation of the managers of hedge funds—at least to the
extent that rate concerns are driving the debate over the taxation of carried
interest. Excluding hedge funds from the scope of § 710 would address
this, but only by introducing yet another difficult if not impossible to
enforce line-drawing problem (as well as the corresponding incentives to
private equity to exploit the distinction). Under the holding period
proposal, GPs of both private equity and hedge funds would receive short-
term capital gain treatment on their investment-based returns, treating both
similarly for tax purposes without requiring overly complex or arbitrary
provisions.

B. Applying Holding Period to Carried Interest in an International Tax
Regime

Once it is determined that a holding period approach would be
preferable within a domestic context, it becomes useful to expand the
analysis to one in which there are multiple taxing jurisdictions and mobility
of capital to exploit differences among these jurisdictions, especially in the
context of private equity fund sponsors, which have proven to be both tax
sensitive and financially sophisticated, and which are relatively mobile as
compared to other types of businesses.”' To this end. two alternatives

M Bee Weishach, supra note 70,

™ Further, it is possible (if not likely) that the carried interest structure itself is a
distorted structure due to the corrent tax laws, in which case providing incentives to engage
in a true loan structure could in fact be more efficient as a second-best solution.

Y Sep, eop, Peter Yeoh, Showld Private Equity Funds Be Further Regulated?, 8 1. AssET
M, 215, 224 (2007).  OF course, this assumes the incidence of the holding period
proposal would fall on the GP. To the extent the incidence of the tax falls on the LPs or on
the portfolio company. the answer could differ. At first glance, however, it would appear
that if the U5, fund could shift the mmcidence of the increased tax to the LPs it would mean
there was not a competition problem, since the LPs would continue to invest notwithstanding
the increased cost, while if the fund could not do so then the incidence would return to the
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present themselves for consideration: (1) the incentive for private equity
funds ({including GPs) to move offshore and thus no longer be subject to
U.5. tax and (2) the competitive position of private equity funds that remain
within the United States as compared to those in other countries. From both
perspectives, the holding period approach provides a satisfying resolution,
at least within the structure of current law.

With respect to (1), once again contrasting private equity with hedge
funds can be instructive. For a number of reasons, hedge funds tend to be
organized offshore and not subject to U.S. income tax on a net basis.'” For
U.5. funds at least, the managers of the fund do tend to be located in the
United States and subject to income tax on a net basis. As a result, long-
term capital gain would be beneficial for these managers. As discussed
ahove, however, the funds generally do not generate much long-term capital
gain due to the limitations of their business model, notwithstanding the tax
preferences of the managers. Consequently, the managers of these funds
have historically structured their return as an incentive fee paid by an
offshore corporation, which the manager can then defer and reinvest in the
fund—deferring tax on the income as well.”™® At first glance, if a proposal
to treat carried interest in private equity funds as short-term capital gain
were adopted, presumably private equity funds would have a similar
incentive to move offshore and structure their returns as deferred fees rather
than as carried interest.”’

GP, making the inquiry relevant again. | am indebted to Grege Polsky for highlighting this
issue.

"* This is generally so that foreign and tax-exempt investors can invest without being
subject to ULS. tax.  See Orvdower, sepra note 11, at 36263 (“[E]xempt organizations
capture their most favorable tax position by investing in offshore hedge funds.™). This is
becanse businesses organized as foreign entities are generally not subject o US. income
taxation on a net basis unless they are engaged in a “United States trade or business.” See 26
U.5.C. &% B7la)j—(b). BRI{a). BE2(a), B6dib)—(c) (2008). See generally JoeL D Kuwrz &
RoOBERT 1. PERONL ULS. INTERNATIONAL Taxarioxn AL (2008). Hedge funds with
significant foreign or tax-exempt investors can therefore organize offshore and engage only
in investing activities in the United States that do not to rise to the level of a tade or
business, thereby avoiding subjecting the fund’s returns to United States tax. See Neadham
& Brause, supra note 12, at A-46, A-45-49,

M Ordower, supra note 11, at 364-63.

T Russell Berman, Sehwarzmean Declines Tnvite To Speak on “Blackstone” Bill, NY.
Sun, July 31, 2007 (citing Robert Stewart. spokesman for The Private Equity Council as
saying “it doesn’t take much more than some smart men and women and some computers (o
set up a private equity firm, and clearly if the tax incentives are better overseas then that may
well be where the economic activity occurs.”), available ar htipdfawwonysun.comdbusiness
fschwargman-declines-invite-to-speak-on-blackstone/539458/,  Similarly, fund sponsors may
have an incentive to move the fund offshore in whole or in part as a means to hold stock in
an offshore corporation, which in certain circumstances could generate capital gain upon
sale. See Lee A. Sheppard, News Analvais: Hedge Fund Managers” Year-End Tax Planning,
121 Tax NotTes 1216, 1221 (2008) (“The Levin bill would be avoided and life would be
ereatly simplified if the fund itself were a [foreign corporation].”).
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As with the true loan scenario, this may be less troubling than it
initially appears. First, Congress has recently responded to the use of
deferred fee structures by offshore hedge funds by denh}'ing the benefit of
deferral in some of the most troubling circumstances.”” Under these new
rules, except in limited circumstances, the deferred fee would be included in
the income of the managers in the year in which they were entitled to be
paid without a significant risk of forfeiture."”” Thus, as with the case of the
true loan scenario, the incentive provided by the proposal may be simply for
private equity funds to engage in more transparent transactions for which
the tax law has established treatments.

Second, unlike hedge funds which act like traders in U.S. assets and
thus claim they are not subject to U.S. income tax, the business model of
private equity could make it difficult for the fund to move offshore while
avoiding sufficient control over the day-to-day business inside the United
States s0 as to become liable for U.S. income tax on a net basis."™ In
general, the United States does not tax the income of non-U.S. corporations;
the primary exception being that it does impose U.S. tax on a net basis on
the income effectively connected with the conduct of a US. trade or
business.'”'  For these purposes. however, trading in securities for the
investor's own account is granted a “safe harbor” from being considered a
trade or business.'™

Hedge funds generally contend that they meet the requirement of
trading for their own account, and thus are not engaged in a U.S. trade or
business."™ This “trading” safe-harbor is relatively limited, however; to the
extent the offshore investor exerts any control over the day-to-day
operations of the U.5. business, including actively managing officers or
employees of the business, the investor likely would not qualify.'®
Similarly, offshore investors acting as the lead negotiators or lenders on
behalf of a consortivm may be considered engaged in the business of

B G penerally Bonkman Testimony, supra note TR, This is not to say that the current
response o deferred compensation is optimal, but rather that to the extent Congress has
chosen to address the issue, subjecting taxpavers to the existing regime may not be the worst
consequence of carried interest reform.

" Emergency Economic Stabilization Act of 2008, Pub. L. No. 110-343 § B01, 26
U.5.C. & 457TA (2008).

" Arturo Requenez 11 & Timothy 5. Shuman, U.S. Private Equity Funds Making Cross-
Border Investmenis, 842 PLIMax 1091 {2008).

26 ULS.C. 44 BELja), BE2(a) (2008).

526 ULS.C. § B6d(b)i 200 AXii) (2008).

" Richard M. Lipton & John (Jay) Soave IIL £08. Taion of Private Equity and Hedpe
Funds, SPO26 ALI-ABA 623, 634-35 (2008).

" David R. Sicular & Emma Q. Sobol, Selected Current Effectively Connected Income
Tesues for Investiment Funes, 36 Tax Law, 719 (2003).
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lending in the United States.'™ Since the business model of private equity
is precisely to buy controlling stakes in companies and reorganize them to
unlock value, it would be difficult for private equity funds to meet the
“trading” safe harbor.'®

This does not end the analysis, however, because private equity funds
could contend that they are merely acting as passive investors in securities
and thus have no business activity within the United States.'”” To the
extent that a private equity fund wished to take such a position, it would
have to be careful not to conduct any activities within the United States
more consistent with a business than with the activities of an in'.ff:e;tu:-r,“"H
potentially increasing compliance and oversight costs and thus making
operation of the fund more expensive. Further, if the private equity fund
did not buy a controlling stake in a company but rather participated in a
consortinm, it would be possible that the one or more other members of the
consortinm could be considered to be ﬁngaged in a U.5. trade or business,
potentially subjecting the fund to U.S. tax."™ Consequently, restructuring
as an offshore corporation could be riskier for private equity than for hedge
funds, given the absence of a regulatory safe harbor. Such uncertainty, in
addition to the increased transaction costs of maintaining non-U.S. status,
could serve as a deterrent to private equity funds to relocate offshore.'”

Due to the interactions of these rules, the tax law can better rely on the
tension between the interests of the GP and the interests of the LPs to limit
the ability of private equity to move offshore to escape the holding interest
proposal. The move offshore would be solely to maximize the GP's tax
treatment, while the risk would be that the entire fund would bear an entity

M Pl ar 752-53.

s possible that the fund would argue that it should be treated solely as a passive
equity imvestor, although it could be a risky position depending on the involvement of the
fund in the day-to-day operations of the portfolio companies.  fal at 776-77. See alse
Kimberly 5. Blanchard, Cross-Border Tax Problems of fovestiment Funds, 60 Tax Law. 583
(2007,

" There is evidence that private equity funds make such a claim currently with respect
to their non-U.5. investors. See, e.p, Polsky, supra note 3, at 746, n.32: Lee A Sheppard,
News Analveizs: Are Hedpe Funds in g Trade or Business?, 114 Tax Notes 140 (2007
Sicular & Sobel. supro note 164, at 772-73. The difference if the entire fund moved
offshore would be that all the LPs, and not just the non-US. LPs, would bear the rsk of tax
if the position was incorrect. For tax-exempt LPs in particular, this incremental risk could be
a substantial negative factor in deciding whether to invest in a particular fund.

% See Blanchard, swpra note 166, This could include promoting the corporation to the
market or customers or actively managing loans or financing. See Sicular & Sobel, supra
note 164, at T73-74.

" For example, if the lead member of the consortivm were considered to be acting as an
agent for the fund in conducting a business. fd at 765,

T S, e, Kyle D Logue, ptimal Tax Complionee and Penalties When the Law is
Uneertann, 27TV A TAX Rev. 241 (2007).
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level tax, ultimately born mostly by the LPs through reduced afier-tax
returns in the fund. Presumably, LPs would not be interested in
maximizing the tax benefits of the GP at their own risk, even if such risk
was relatively small. Contrast this to the current case of carried interest,
where the LPs are indifferent for the most part to the taxation of the GP
because the only cost to them is the loss of a deduction which is mostly
irrelevant to tax-exempt LPs. Thus, even though incentives to cross borders
can be a crucially important aspect of adopting any new tax provision, the
experience with offshore hedge funds and the business model of private
equity make changes to the taxation of carried interest for private equity
funds less of a concern than would otherwise be the case.

So far, this analysis is not unique to the holding period proposal—any
increase in taxation of the GP on the carried interest would result in the
same analysis with respect to the ability of the fund to locate offshore. In
addition to these general limitations, however, there are also benefits unique
to the holding period proposal. One of the primary benefits would be that
GPs would be treated as receiving short-term capital gain with respect to
their carried interest independent of the investment profile of the fund.
Thus, so long as the GF was located in the United States, the proposal
would apply to disallow beneficial rates, regardless of the investment
profile of the fund itself.

By way of contrast, many of the other proposals (such as proposed
§ 710 require some information with respect to the fund investments
themselves, so as to identify partnerships with troubling assets and re-
characterize them as ordinary income.  With respect to domestic
partnerships this is not particularly problematic because such entities are
required to file informational returns with the [RS and are subject to unified
audit procedures.'”" Information collection can prove more problematic for
offshore funds not subject to U.S. enforcement jurisdiction,'™ and forcing
disclosure of asset classes, investment returns, or other proprietary
information may be difficult if not impossible."” Thus, any proposal
relying on information from the fund would provide an incentive for
unscrupulous funds to locate offshore solely in the hopes of denying this
information to the IRS.""  Since the holding period proposal does not
require any such information, it does not suffer from this problem and
correspondingly does not provide any additional incentive for funds to

P See WiLLIS, PENNELL & POSTLEWAITE, supra note 40,9 20002[1].
VR g 21.04[2)
"™ This is precisely the case with respect to offshore hedge funds currently, and is the

subject of current proposed legislation. See Stop Tax Haven Abuse Act, HR. 12635, 111th
Cong. & 106 (2004,

"™ Of course, the GP controls the fund and would be subject to LS. law, and thus could
be the subject of enforcement proceedings instead.
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locate offshore.

This does not end the analysis, however, because in addition to
incentives for the fund to move offshore, such a proposal must also consider
incentives for the GP to move offshore as well. Unlike the first issue, this
issue is directly relevant to the holding period proposal because it is the GP
who would be subject to the higher rate of tax by denving holding period
for carried interest.'”” Once again, unique factors about the U.S. tax regime
and the business model of private equity make this less of a concern than
would first appear. In general, unlike most countries, the U.5. taxes the
worldwide income of all U.S. citizens and all U.S. residents.’® As an
initial matter, therefore, so long as the GP is a U.S. citizen the GP would
not avoid U.S. tax simply by relocating to another country. This rule places
significant pressure on the role of citizenship: since citizenship subjects one
to LS. tax, the tax law creates an incentive to renounce citizenship as a
means to avoid paying tax.'” For many, the tangible and intangible
benefits of citizenship likely outweigh any marginal tax savings that could
inure from renouncing, including the right to live and work in the United
States, which could be especially important for those with family, friends,
or other close ties remaining within the United States."™ The cost-benefit
analysis for GPs of private equity may differ from most people, if for no
other reason than the sheer size of the dollars at issue dwarfs that of most
U.S. citizens."”  As a result, the potential of GPs expatriating to avoid an
increase in the tax liability of their carried interest must be taken seriously,
even if expatriation is not a significant concern with respect to most
raxpayers.

Again, this may not necessarily be problematic because it could simply
result in taxpayers engaging in transactions for which Congress has clearly
established rules. First, Congress recently enacted new rules intended to
discourage tax-motivated expatriation by U.S. citizens."™ Under these
rules, the U.5. citizen must pay an “exit tax” upon expatriation by marking
all their assets to market and paying tax on any gain as if they had sold all
of their assets for the fair market value.'"™ This may not be much of an

" Again, this assumes that part or all of the incidence of such tax actually falls on the
GP. See supra note 154,

Y KuNTE & PEROML, supra note 155, A10O3,

T Michael 8. Kirsch, Taving Citizens in a Global Econemy, 82 NY U, L. Rev. 443
{2007},

U Tl ar 46975,

"™ Fleischer, supra note 1, at 5 (“In 2004, almost nine fimes as many Wall Street
managers earned over 5100 million than did public company CEQs: many of these top
earners on Wall Street are fund managers.”™).

" Heroes Earnings Assistance and Relief Tax (HEART) Act of 2008, Pub. L. No. 110-
245 (2008).

B Jd g 301, codified at 26 US.C. § 8TTA (2008).

751

EFTA01119605



MOT ALL CARRIED INTERESTS ARE UREATED EQUAL AZENY 53225 M

MNorthwestern Journal of
International Law & Business 29:713 (2009)

issue for most U.S. citizens, but GPs in private equity could well, and likely
do, have significant holdings in appreciated assets; as a result, an exit tax
could act as a significant deterrent on expatriating solely as a means to
avoid the holding period proposal on carried interest. Further, these new
rules also impose a gift and estate tax liability on any expatriate who gifis
or bequeaths .;gnificant amounts of property back to beneficiaries in the
United States.”™ Thus, not only would the expatriate have to sacrifice the
right to permanently live and work near their family or friends, but they
would also have to sacrifice passing on their assets to the same, at least
without incurring a significant 1.5, tax which would defeat the purpose of
expatriating. Presumably, this would make expatriation a less viable option
than it might otherwise appear at first glance.

Finally, the U.S. tax mles also significantly limit the ability of
expatriates to even visit family and friends in the United States without
incurring a tax liability, because the United States defines a U.S. resident as
anyone who spends 183 days in the United States in any given year." This
is a bright-line test, and even de minimis amounts of time in the United
States count towards the 183 day limit absent a specific exception."™ Thus,
an expatriate would have to significantly limit their visitation back to the
United States to avoid being subject to US. tax on their worldwide
income."” Taken together. these rules impose a substantial personal and
financial toll on taxpayers who expatriate solely to avoid a marginal
increase in 1.S. income taxes.’

Due to the operation of these limitations, expatriation seems an
unlikely response to adoption of the holding period proposal. As a result, it

U5 Jd 301, codified at 26 US.C. § 2801 (2008).

a6 LSO, & TTOL(R) (2008).

26 CFR. § 301.7700(b)-3a) (2008} (“[Aln alien is considered to be present if the
individual is physically present in the United States at any time during the day ... ") See
penerally KUNTE & PERONL, supra note 135, B LOZ[2][c][ii].

"™ This is in addition to any other non-tax restrictions on expatriates visiting the United
States. For example, former citizens who are determined to have renounced their citizenship
solely o avoid taxes may be prohibited from retuming to the United States at any time. 8
ULS.C & TIEZia) LOWE) (2008) (“Any alien who 15 a former citizen of the United States who
officially renounces United States citizenship and who s determined by the Attorney
General to have renounced United States citizenship for the purpose of avoiding taxation by
the United States is inadmissible.”).

" This analysis does not take into account another complicating factor, which is that the
expairiate would also need to find another country willing to grant citizenship or permanent
residence staus. For those with dual-citizenship this would be less of a problem, since the
expatriate could return to the other country of citizenship, but there is anecdotal evidence
that for those without dual citizenship finding a new home may not be as easy as it sounds, at
least for certain high profile individuals. See Sarah Lyall, Bobby Fischer, Facing Charges in
L8, Seels  leelandic Citizenship, DNY. Times, Jan. 28, 2005, avadable  ar
hitp:fiquery nvtimes.com/gstffullpage himl res=9FOCEI DT TABF#3BA 1575200A9639C8R
6id&fa=y & scp=2&sq=lischer® I0renounce® I0citizenshipd st=c=e.
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becomes necessary to consider whether the United States would
disadvantage its own private equity fund managers as compared to those
located in other countries if the holding period proposal were adopted. The
answer to this gquestion requires an investigation into two areas: first, how
other countries treat carried interest, and second, the incentives to U.S.
taxpayers in light of the proposal.

With respect to the first issue, there is not an obvious single answer. A
number of similarly situated jurisdictions, such as the United Kingdom,
have also proposed taxing carried interest at higher rates than under current
law."" In such a case, although the details would differ, U.5. fund
managers would not necessarily be at a competitive disadvantage to funds
in countries such as the United Kingdom. Other countries, on the other
hand, have reportedly promoted the beneficial treatment of carried interest
under their law as a means to attract fund managers.'™ As a result, it is
difficult to claim that there is any international consensus as to the
treatment of carried interest.

It is possible, if not likely, that countries with more established
financial centers would be able to impose higher taxes on carried interest
because funds would benefit from remaining in such jurisdictions even
given the tax (or in other words the location of the funds would be
sufficiently inelastic)."™ Although not certain, this would make it more
likely that other major financial centers such as the United Kingdom and
Japan could also increase the taxation of carried interest, leaving U.S. fund
managers in no worse position as compared to their primary competitors
than under current law. While U.S. fund managers may be disadvantaged
as compared to competitors in other countries, such as Swiss fund
managers, this may be less of a concern considering the lack of significant
private equity fund manager activity in these jurisdictions."™ To the extent
this is the case, competitiveness would not be a concern; to the extent it is
not, however, the concern remains and thus the question would need to be
confronted directly.

Directly confronting this question presents the second issue: whether,
even if they were taxed more heavily than some competitors, U.5. fund

! peston, supra note 1. See also Lee A Sheppard, News Anafvsis: Hedge Fund
Managers' Tax Benefits Compared, 119 Tax Nores 243 (2008).

B S, e.g.. Jean-Baptiste Brekelmans, Luvembowrg's Law on Specialized Investment
Frnes, 2007 WTD 115-9 (June 11, 2007 Switzerland to Clarifv Hedpe Fund, Private
Eypuiry Treatment, 2008 WTD 175-20 (Sept. 3. 2008).

" This is also referred to as “rent extraction.” See Rosanne Alishuler & Harry Grubert,
The Three Parfies in the Race o the Bottom: Host Govermments, Home Governments aned
Multinational Companies, 7T FLA. TAX REv. 153 (2005).

" This would depend on the relative costs and benefits, which was seen in the case of
funds moving to Singapore in light of adverse Japanese tax and regulatory rules. See, eg.
Randall Jackson, Japan Trving to Woo Back Hedge Funds, 2008 WTD 18-4 (Jan. 28, 2008).
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managers would change their behavior or have less incentive to manage or
invest in portfolio companies. Such an analysis confronts the well-known
tension between the “income effect” and “substitution effect” of the tax
laws.'”" Under the income effect, the higher taxes are the more people must
work to earn the same after-tax income, while under the substitution effect,
higher taxes provide less incentive to choose work over leisure.'” The
literature is divided on which effect should dominate theoretically, or even
whether that can be determined.'” Consequently, the answer turns on
whether policy makers believe that private equity fund managers would
work less in the face of the holding period proposal, at least relative to other
professions.'”" There is no direct empirical evidence on this issue, and the
evidence that exists would seem to suggest a contrary conclusion.'” Asa
result, it is difficult to justify not adopting the proposal based solely on a
claim of tax induced reduction in private equity performance, although it
could be a relevant factor in structuring the details of a reform proposal as
part of the overall debate.

B Erie M. Zolt, The Uneasy Case for Uniform Taxation, 16 Va, Tax Rev. 39, 63 (19946).
This assumes the incidence falls on the GP and is not shifted to the LPs. See supro note 154

¥ Weishach, supra note 70, at 1653-54,

"™ See Anne L. Alstott, Eguad Opportunity and Inberitance Taxaton, 121 Hary., L. REvV.
4049, 497 (2007 (“Economic theory cannot predict whether the income effect or the
substitution effect will dominate: that 1= an empirical question.”): Martin 1. McMahon, Ir.,
The Matthew Effect and Federal Taxation, 45 B.C. L. Rev. 993, 1080—84 (2004,

" See Carvied Interest Part I 5. Comm. on Fin, Hearing, 110th Cong. 2 (July 31,
2007) (testimony of JToseph Bankman, Ralph M. Parsons Professor of Law and Business,
Stanford Law School), available w hitpaffinance senate_govihearingsfestimony/2007Ttest
MT310Testjbopdfl. Professor Bankman testified that:

In order for the current low rate to be efficient, it would have to be shown not just
that fund managers will work less if the tax s increased, but that they are relatively
more sensitive to @x than those in other occupations . .. no one has presented any
evidence that this is the case.

T
¥ Bpe MeMahon, supra note 193, at 1082-83:

Historically, over the long-term in the United States, increasing real wages have
led to shorter work weeks, longer vacations, and earlier retirement.  This is
evidence that the income effect predominates over the sobstitution effect
Furthermore, there i nothing to indicate that high-income earners behave any
differently than anyone else, unless perhaps their labor supply 15 more inelastic
than that of low-income workers because of the nature of their jobs and the reasons
that they work . ... In short, the empirical evidence indicates that those who
predict that lower tax rates will increase work effort have made erroneous
assumptions about human behavior.
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From this perspective, one benefit of the holding period proposal in
particular is that it focuses solely on the GP and not on the fund itself. This
is important, because the competitiveness analysis ultimately turns on the
ability of the funds to attract investors, not on the treatment of the fund
managers. Since the holding period proposal does nothing to change the
after-tax return of the fund itself or of the investors in the fund, there is no
particular reason to think that it would change the competitive position of
U.S. managed funds as compared to those managed in other jurisdictions.'”
Consequently, although difficult isswes arise when confronting the
treatment of carried interest in an international regime, the competitiveness
of U.5. funds as compared to non-U.5. funds does not appear to be a reason
for the holding period proposal to be unattractive from a normative
standpoint within the existing income tax framework.

V. THE POSITIVE CASE FOR CARRIED INTEREST AND HOLDING
PERIOD

One major benefit of the holding period proposal to the taxation of
carried interest is that it is arguably not only the proper policy answer, but
also would be much simpler to integrate into current law. This may seem
strange at first, but after a short overview of some provisions of the Code in
other contexts, the short term capital gain approach proves much simpler to
adopt than most re-characterization proposals.

In general, income, gains, losses, and deductions realized in a
partnership are allocated to the partners in accordance with the partners’
interests in the partnership.””’ The Treasury regulations provide a detailed
set of rules on how to maintain capital accounts and allocate gains and
losses s0 as to comply with this requirement.”™ Under these rules, gains
are allocated among the partners so as to make the capital accounts match
(eventually) with the economic rights of the partners if the partnership were
to liquidate."™ Further, the character of the gain is determined at the
partnership level, and then treated in the same manner by the pariner when
the gain is allocated to the partner.”™ The general intent of these provisions
is to treat the partnership as an entity for purposes of calculating income,
cain, loss, and deductions but to end wp in the same (or as similar as
possible) situation as if the pariners had owned a share of the underlying

" The one exception would be to the extent the fund could shift the incidence of the tax
o the LPs.  As discussed above, to the extent such shifting was possible then
competitiveness should be less of a concern. while to the extent it was not then the return for
the LPs would not be affected. See supra note 154,

26 ULS.C. 8 TO4B) (2008).

" See generally 26 CFR. § 1.704-1{b) (2008).

WIS, PENNELL & POSTLEWAITE, supra note 40,9 10,01,

26 ULS.C. § T020b) (2008).
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assets of the partnership directly.”"

Under § 1092, if a taxpayer enters into an offsetting position with
respect to certain capital assets,”” among other consequences the holding
period of the asset stops running.” For example, if a partnership which
owned stock in a publicly-traded company for less than one year were to
engage in an offsetting position with respect to such siock, the partnership
would toll the holding period of the stock at such time. In such case,
assuming nothing else changes, upon sale of the stock any gain would be
short-term calculated at the partnf:rshjg, and thus would be short-term for
the partners to whom it was allocated.”

This straightforward example does not address the treatment of
partners who enter into offsetting positions with respect to their partnership
interests. It would appear at first glance that a partner entering into an
offsetting position with respect to the partnership interest would not be in a
straddle with respect to an asset owned by the partnership, because they are
two distinct assets.™  This result is contradicted by § 1092(d)(4)(C),
however, which provides that, in general, if part or all of the gain or loss
with respect to a position held by a partnership would be allocated to a
partner, then such position shall be treated as held by the partner.™ Under

U Spe penevally WILLIE, PENNELL & POSTLEWAITE, supra note 40, 90 10.01-04.

% Section 10892 only applies to “personal property of a type which is actively traded.”
26 U.5.C, & 1092(du 1y (Z008). Itis likely that the GP's carred interest would not meet this
test since it is a private fund. The stock of the underlving portfolio company 15 less clear,
however. Under their business model. stock of portfolio companies owned by private eguity
funds are private—that 18 not actually traded—until a liquidation event. However, § 1092
does not require actual trading to apply. Rather, & 1092 only requires that the stock be of a
type that is actually traded for it be personal property (emphasis added). Thus, it is possible
that portfelio company stock could meet this definition even under current law because a
commaon exit strategy for private equity 15 a public offering of the portfolio company stock.
See Michael Kosnitzky, The Uncertain Repeal of the Straddle Stock Evceprion, 109 Tax
MoTES 1438 (2005). Regardless, even if the portfolio company stock was not covered under
the current definition of personal property, it is relatively clear that Treasury has the
regulatory anthority to include it in the definition. 26 SO § 1092ib)1) (2008). This may
not be sufficient for real estate or other types of non-equity funds, but Congress could add
such assets to the list as well if it was considered important or necessary.

M Cer 26 CFR. 8§ L1092(b)-2T(a) (2008). See penerally KEYES, supra note 136,
T 17.03[2][al.

M See 26 US.C. § T02(b) (2008).

26 US04 T4 (2008).

“¥ 26 U.S.C. § 1092(d)(4)(C) {2008). The statute states:

If part or all of the gain or loss with respect to a position held by a parmership,
trust, or other entity would properly be taken into account for purposes of this
chapier by a taxpayer, then, except to the extent otherwise provided in regulations,
such position shall be treated as held by the taxpayer.
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this approach, the partner would be treated as owning a share of the
underlying asset of the partnership. For example, if a partner in partnership
ABC. which owned XYZ stock, entered into a put against XYZ stock
outside of the partnership, the partner would be considered to have entered
into offsetting positions; in this case, the put directly owned by the partner
would be considered an offsetting position against the XYZ stock deemed
owned by the partner under § ]{]Q’E{d}ﬂ}fm

What is less clear is whether an offsetting obligation with respect to
the parinership inferest can be an offsetting position with respect to the
underlying asset of the partnership, even if such asset is deemed owned by
the pariner under § 1092(d){4). This is a difficult question because, under
the entity theory of partnerships, the partnership interest is a separate and
unique asset from the underlying assets of the partnership. For example, if
a taxpayer owned two wholly unrelated assets D and E and entered into an
offsetting position with respect to E, this would not cause the taxpayer to be
considered to have entered into an offsetting position with respect to D
Similarly, if a partner has an offsetting position with respect to the
partnership interest, this should not necessarily impact the partner’s deemed
ownership of the underlving assets of the partnership. This is purely a legal
construct, however; economically, the partnership interest represents the
right to share in the underlying assets of the partnership. Thus, the
economic realities would support the argument that the taxpayer has entered
into an offsetting position with respect to the underlying asset.
Nonetheless, the legal answer remains unclear.™

Support for the affirmative answer to this question can be found by
looking to other provisions of the tax laws. For example, in Prop. Reg.
§ 1.263(g)-4ic), Ex. 6, a partner who borrows at the pariner level to make
an investment with respect to a partnership asset is considered to have
entered into a straddle.™ The example concludes that the partner should be

T See also 26 CER. § 1.246-5(c){6) (2008).

7 An offsetting position for these purposes exists o the extent there is a substantial
diminution of the taxpayer’s risk of loss with respect to personal property. 26 U.S.C
& 10920cH2piA) (2008). Since these offsetting positions would be deemed to occur outside
the partnership. the partnership would not necessarily have to re-characterize the gain solely
for that pariner or otherwise alter compliance with Subchapter K. although the mechanics
cun get complicated in more complex situations. See Deborah . Schenk, Tovation of Equity
Derivatives: A Partial Integration Proposal, 50 Tax Lo Rev. 371, 619-22 {1995) (providing
detailed examples).

** See Kevin M. Keyes, Proposed Stroaddle and Hedging Regulations Take Steps in the
Wrong Directiom, B350 PLITax 1087, 1094 n 18 (2008) (“[O]ne would mot think of a
partnership interest as being part of a straddle.”™).

™ 66 Fed. Reg. 4746-01, at 4751 (2001). See alvo 26 CFR. § 1.246-5(c)6) (2008}
(“Positions held by a party related to the taxpayer . .. are treated as positions held by the
taxpaver if the positions are held with a view to avoiding the application of this section or
§ 110920d)-2.7).
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treated as entering into an offsetting position with respect to the underlying
assets of the partnership, even though the partner only reduced the risk of
loss with respect to the partnership interest.””"” Under this interpretation,
entering into an offsetting position with respect to the partnership interest
could result in a straddle with an asset owned by the partnership. What is
interesting about this analysis is that, unlike the situation where the
partnership enters into an offsetting obligation, only the partner is deemed
in a straddle, not the entire partnership.

It may be difficult to argue that an example in a regulation applying
the interest capitalization rules of § 263 could change the definition of a
straddle under § 1092 if it otherwise did not cover this type of situation.”"’
However, the Treasury and the RS have consistently taken the position that
the regulations interpreting § 263 are meant to be read in concurrence with
§ 1092; in other words, it is the position of the Tl'qasul'y and the IRS that a
§ 1092 straddle must exist before § 263 can apply.”” Under this approach,
at least in the interpretation of Treasury and the IRS, a partner entering into
an offsetting position with respect to a partnership interest can be
considered to be in a straddle with the underlying property of the
partnership.

This position is further supported by the presence of § 7701(f),
which provides that Treasury has the auothority to enact regulations to
prevent the use of a flow-through entity such as a partnership to avoid any
provision of the Code related to diminished risk of loss. Among other
things, § 770L{{) was intended to give Treasury the authority to prevent
corporations from claiming a dividends-received deduction in certain
circumstances where the corporation owned stock through a partnership and
entered into a position limiting its risk of loss on the partnership interest.”"
The Tax Court has held that the failure to issue regulations under § 7701(f)
does not mean that other provisions applying similar rules cannot be applied
to taxpayers.”” Taken together, these support the argument that partners
who enter into an offsetting position with respect to a partnership interest
can be in a straddle with the assets of the partnership. Ewven if they did not,
§ 7701(f) would seem to provide clear authority to Treasury to promulgate

213

paln} Id.

H Sep, ep KEYES, supra note 136, 9 17.05 n.309.21.

1705 030924,

26 UL5.C. § TT0OL(R {2008) (“The Secretary shall prescribe such regulations as may be
necessary of appropriate to prevent the avoidance of those provisions of this title which deal
with _ .. (2} diminishing risks . . . through the wse of related persons, pass-thro entities, or
other intermediaries.”).

M Boms L Brireer & James 8. Eustice, FEpErRaL INcOME TAXATION 0F CORPORATION
& SHAREHOLDERS ] 5.05 n. 20 (20007,

2 Enter. Int'LL Inc. v. Comm’'r, 105 T.C. 71 (1993).
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Even taking this as true, how does it apply to carried interest? Once
again, it requires a return to the embedded loan construct of carried interest.
The typical analysis of the embedded loan is that it should be thought of as
a nonrecourse loan from the LPs to the GP to acquire a capital interest in
the partnership.”’ Although not entirely clear, this appears to be a favored
alternative construct of carried interest because it is similar to more familiar
situations where the borrower does not bear risk of loss bevond the secured
asset—a nonrecourse loan. In particular, since the landmark holdings of
Crane™" and Tujfts,”"” the fact that a taxpayer may not bear the risk of loss
when using nonrecourse debt to acquire property has been considered
irrelevant to whether the debt is considered true debt, whether the taxpaver
is considered the owner of the property, and whether the taxpayer receives
basis in such property.”™ Given the overwhelming dominance of Crasne
and Tufis, the paradigm in the tax law has generally been to analogize to
nonrecourse debt in situations where a borrower does not bear risk of loss
on financing, such as with the embedded loan in carried interest.”

What has been long recognized in the literature, however, is that
nonrecourse debt is economically identical to recourse debt plus a put
option on the secured property.”™ Given the dominance of Crane and
Tufts, and the disfavor in the tax laws for deconstructing instruments into
constituent parts, the tax law has generally not treated nonrecourse debt as
separate recourse debt plus a put option, notwithstanding their economic

e of 26 CER. § 1.246-50c)06) (2008).

7 Fleischer, supr note 1, at 400 Weishach, supra note 1, at 734,

“* Crane v. Comm’r, 331 ULS. 1 (1947).

¥ Comm'r v. Tufis, 461 U5, 300 { 1983),

e, e g, Deborah A Geier, Tufis and the Evolution of Debi-Discharge Theory, |
FLa. TAX Rev. 115 (1992} see also Preslar v. Comm’'r, 167 F3d 1323 (1th Cir. 19949),

! See Schmolka, supra note 390 For example, borrowings by disregarded limited
Liability companies {LLCs) have been analogized to nonrecourse debi of the owner of the
LLC under this theory. See Terence Floyd Cuff, ndebtednesy of a Disregarded Entity. 81
Taxes 303 (2003); see also Stephanie B Hoffer, Give Them My Repards: A Proposal for
Applving the COD Rules to Disregarded Entities, 107 Tax Notes 327 (2005).

e, e, Linda Sugin, Nonrecourse Debi Revisited, Restructured and Redefined, 51
Tax L. Rev. 115, 146 n.21 and accompanying text (1993). For example. assume a person
buys a 5500,000 houwse with no money down with a 55000000 nonrecourse mortgage. If the
house drops in value to S300.0KK, due to the nonrecourse nature of the debt the person can
simply walk away from the house and owe nothing additional on the mortgage. If the person
acquires the same house with a $500,000 recourse loan but also buys a put on the house for
5500, 00K from the same lender, if the house drops in value to S300.000 the person is
technically liable for the additonal 52000000 due to the recourse nature of the loan. In
response, the person could exercise the put, sell the house to the lender for 300,000, and
fully satisfy the mortgage. Under either scenario, the person has no liability for the
mortgage beyond the risk of losing the howse.
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equivalence.” This paradigm is so strong that it has dominated the carried
interest debate. This need not be the case, however. Since the “debt” at
issue in carried interest is embedded in the profits interest of the
partnership, there is no existing legal instrument to deconstruct, and thus the
paradigm to respect nonrecourse debt need not apply. Rather, the law
should be able to construct a hypothetical set of facts to most closely match
the tax treatment of carried interest with its economic reality.™"

Perhaps the better approach from this perspective would be for the
embedded loan in a carried interest to be thought of as if the GP had
borrowed money on a recourse basis from the LPs and at the same time
purchased a put on the partnership interest. Under this construct, the GP
would have invested capital in the partnership but also would be
economically protected from risk of loss on the partnership interest, which
would fit perfectly within the interpretation of § 1092 described above. Of
course, this is only a legal construct; no real debt exists, would be
constructively attributed, or would be actually or constructively bifurcated.
Rather, such an approach would merely recognize that the embedded put in
an embedded loan of the carried interest could have the economic effect of
an “offsetting position” for purposes of § 109277

Assuming this is correct, then a GP holding a carried interest would be
considered to have a reduced risk of loss with respect to the partnership
interest of the fund and thus to have entered into a straddle with respect to
the stock of the portfolio companies owned by the fund.”™® As a result, the
GF would have to toll its holding period with respect to the stock of all
portfolio companies owned by the fund.™’ Since the carried interest is
issued to the GP at the inception of the fund, the GF would be deemed in a
straddle with portfolio company stock at all times, and thus all gain
allocated to the carried interest with respect to such investments would be

H See dd; see also STEVIE DL ComLON & VINCENT M. AQUILING, PRINCIFLES OF
FinanCial DERIVATIVES ULS. & INTERNATIONAL Taxarion  B2.04[5] (2008) (“[Thhe tax
law as a general matter does not bifurcate a debt instroment into its economic components.” .
With respect o straddles, however, on at least one occasion the IRS has shown a willingness
i bifurcate an instrument in cerfain circumstances.  See IRS Field Service Advice
Memorandum No. 199940007, 1999 WL 8015398 (June 15, 1999).

* David P. Hariton, Sorting OQut the Tangle of Economic Substance, 32 Tax Law, 235
{19997,

= e, ep, David M. Hasen, A Realizasion-Based Approach to the Toxation of

Finoncial Instruments, 57 Tax Lo Rev. 397 (20040 David F. Lewy. Towardy Egual
Treatment of Economically Eguivalent Financial Insirements; Proposals for Taxving Prepaid
Forward Contracts, Egquity Swaps, and Certain Contingent Debt Instrumenis, 3 FLa, Tax
REv. 471 (1997 Jeff Sunad. Commentary: Toaxing New Financial Products in o Second-
Best World: Bifwrcarion and Integraion, 30 Tax L. REV. 345 (1995).

8 Joer Comu. 0N TaxaTion, GENERAL EXPLANATION OF Tax LEGISLATION ENACTED IN
THE 108TH CONGRESS 485 (2005).

26 CFER.§ LI092(h)-2Tia) (2008).
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228

short-term capital gain.

Whether such an approach can or should be adopted, and if so by
either Treasury or Congress,” are important questions, but distinct from
the positive claim that such an approach fits more easily within the existing
tax regime than most of the current carried interest proposals being debated.
Under such a positive claim, the short-term capital gain approach would be
simpler to adopt and implement within current law than other carried
interest proposals, thereby avoiding placing the IRS in the unenviable
position of both needing to be near-omniscient in crafting rules within a
new regime and near-omnipresent in policing them going forward.

This remedy does not necessarily solve all of the problems raised by
carried interest. For example, treating carried interest as short-term capital
cain under current law would not subject the carried interest to payroll
taxes, to which wage income would be subject.™ It is difficult to think of a
reason why conforming problems such as these would themselves provide
the basis for adopting a complex and difficult to administer approach such
as proposed § 710; rather, such concerns would seem to further support the
adoption of the short-term capital gain approach, but with conforming
amendments to the payroll tax rules to include such amounts in the payroll
tax base.”™' By more closely fitting the treatment of carried interest within
the existing law, such conforming changes would presumably be much
simpler to identify and implement than in the situation where a completely

** One problem with this interpretation of current law may be that it proves oo much,
Le., if the GF owns a put against the carned interest, then potentially all gain allocated o the
GP, even amounts allocated to a real capital investment by the GP, could be subject to the
straddle rules of & 1092, Under the identified straddle rules of § 1092(a)(2), however, a
taxpayver may identify specific offsetting positions as part of a straddle and thus insulate
other positions in similar property from the straddle rules. Thuos, one possibility could be for
all GPs to wentify the carried interest as a straddle and thus insulate any additional capital
interest owned by the GP, including reinvested capital, from these rules. Further, since the
taxpaver is deemed (o engage in the offsetting “put”™ as of the date of issuance. taxpavers
might claim the benefits of the “married put”™ rules of § 1233, which would capse the carried
interest to escape the tolling rules. 26 US.Co § 1233(c) (2008). It s likely that if a
transaction is a straddle under § 1092, it is not entitled to the benefits of the married put rule,
thus mitigating the risk of such an argument. See Report of the Tax Section of the New
York State Bar Association, Comments on Proposed Straddle Legislation, 87 Tax NOTES
B23, 843 (200070 (“The married put rule was in effect eliminated from the code, as it relates
to actively traded property, by the straddle mules™).

* For example, it is possible that Treasury pursuant to its existing authority under
g 1092(b 1) and § 77010 could accomplish this result solely through regulation.

H26 US04 3121(a) (2008).

1 See James B. Sowell, Partmers ax Emplovees: A Proposal for Analvzing Partner
Compensaiion, 90 Tax Notes 375, 391 (2001 ("Given the burgeoning use in today’s
business environment of LLCs and other entities that are reated as partnerships for federal
tax purposes, it is time for Congress . . to enact legislation specifically allowing partners to
be treated as employees”).

761

EFTA01119615



MOT ALL CARRIED INTERESTS ARE UREATED EQUAL AZENY 53225 M

MNorthwestern Journal of
International Law & Business 29:713 (2009)

new regime is adopted as well.

VI. CONCLUSION

Much has been written recently regarding the proper tax treatment of
carried interest. The debate has tended to focus on the distinction between
capital income, on the one hand, and services income, on the other. More
specifically, the debate has focused on carried interest in private equity
funds claiming the benefit of preferential long-term capital gain rates,
which raises significant distributional issues due to the large amount of
money involved. What generally has been missing in the debate, however,
is that the tension in addressing blended investment/services income is
unique neither to private equity nor even to private investment funds more
generally, but rather has been an embedded feature of the income tax laws
since their inception.

What can be learned from the tax treatment of incentive fees for
managers of other private funds such as hedge funds is that the proper
answer to the taxation of carried interest might not be to re-characterize
otherwise capital zain as ordinary income or fundamentally reshape the
partnership tax rules, but rather to rely on the rules already in place—the
treatment of shori-term capital gain—ito address such concerns. Looking at
the issue of carried interest from this perspective appears to provide both a
more satisfying analogy and a more implementable policy answer, at least
within the constrictions of current law. In other words, to the extent critics
of reform proposals insist that capital gains treatment is normatively correct
so long as there i3 an ordinary/capital distinction in the tax law, the holding
period proposal can satisfy such concerns, while to the extent proponents of
reform insist on higher rates of tax, the holding period proposal can satisfy
their normative preferences as well. Perhaps these conclusions only support
the claim that more fundamental reform is necessary, or that the logistical
concerns of other proposals may actually be preferable to the result of the
holding period proposal. Regardless, any discussions about the taxation of
carried interest under current law not taking into account the treatment of
short-term capital gains would be incomplete. At a minimum, therefore,
treating carried interest as short-term capital gain should be part of the
debate if and when Congress and Treasury revisit this issue.
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