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Overview:  Since 2007, Congress has considered measures to change how managers of investment funds (e.g., private equity funds) are taxed on their “carried interests” (i.e., the share of partnership profits paid by passive investors to a manager for her investment management services).  Congress’ latest attempt is embodied in both H.R. 4213 (passed by the House on May 28, 2010), and the substitute bill introduced by Senator Baucus on June 24, 2010 (“Baucus 3,” and together with H.R. 4213, the “Bill”).  The Bill would tax some portion of “carried interests” at ordinary income tax rates (rather than at capital gain rates).  

As drafted, however, the Bill would apply far beyond its intended target -- investment fund managers.  The Bill’s reach extends to family members who make and manage family investments through the common family partnership structure.  Although Baucus 3 would provide an exception designed to help these unfairly targeted family partnerships, as discussed below, many family partnerships could never qualify for this exception for reasons completely unrelated to the taxation of carried interests, and would remain subject to the higher tax rates provided for in the Bill.

How Does the Bill Unfairly Target Family Partnerships?  The Bill unwittingly targets family partnerships as a result of two factors:

1.  Overbroad Group of Partnerships Targeted by Bill.  The Bill does not only apply to a narrowly defined class of persons (for example, managers of typical investment fund arrangements who manage funds on behalf of unrelated passive investors).  Instead, the Bill increases the income tax rate on any person who holds an interest in a partnership that holds certain assets (which is almost any asset, subject to certain exceptions) where that person (or any person related to that person) provides management services to the partnership (an “investment services partnership interest,” or an “ISPI”).  

2.  Narrowly Drafted Exception for Qualified Capital.  Further, while the Bill would not subject managers holding ISPIs to increased tax where they purchased their interests with their own capital (“qualified capital interests,” or “QCIs”), the QCI exception has been so narrowly drafted as to offer family partnerships little or no protection.  For a partnership interest to qualify for the QCI exception, the fund manager:  

(i) must invest on the same terms as those given to an unrelated non-service providing partner, and 
(ii) cannot fund capital with a loan made or guaranteed by another partner or the fund or any person related to a partner or the fund.  

These limitations are designed to prevent fund managers from using the exemption to replicate a carried interest through oversized allocations of profits to the manager’s interest or through loans from limited partner investors.  

The unintended consequence of this language, however, is that where a group of family members contribute equal amounts of capital to a partnership, and agree to receive pro rata allocations on account of their contributed capital, the family members would in many cases be treated as having ISPIs that do not qualify for the QCI exception.  The QCI exception would require there to be a substantial partner that receives pro rata allocations on account of his or her contributed capital and be unrelated to any of the service providers.  In a partnership formed solely by family members, each family member would be related to each other, so the partnership would not have any unrelated partner who invested on the same basis.  The unintended consequence of this would be to impose ordinary income tax rates on family partnerships that do not receive any carried interests.

Baucus 3’s Solution to the Family Partnership Issue Falls Short.  Admittedly, Baucus 3 attempts to resolve this issue by excluding from the definition of an ISPI partnership interests in partnerships that provide allocations and distributions to the partners on a pro rata basis in relation to their qualified capital contributions to the partnership. It would not be necessary for a partnership to have an unrelated limited partner that would receive pro rata allocations on account of his or her “significant” interest in the partnership.  Still, many family partnerships would not be helped by Baucus 3.

· Baucus 3 requires that allocations and distributions of any partnership in which the pro rata partnership invests also be pro rata.  This would prevent a family partnership from qualifying if, for example, it invested in an unrelated investment fund or real estate partnership where third-party professional managers were entitled to a carried interest (and those professional managers’ carried interest was subject to the legislation). Why should the family partnership’s payment of a carried interest to someone else cause the family partnership’s investments to be subject to the carried interest legislation?
· Further, in many family partnerships, allocations to partners are not made pro rata.  Rather, a partnership’s structure may have different classes of partnership interests, in which certain classes are paid additional amounts for their capital or services, but all the partners, may provide managerial services to the partnership or be related to such persons. In such a case, even Baucus 3 would continue to impose ordinary income tax rates on all the partners—including partners that receive pro rata allocations and have no carried interest—because the partnership is not one in which “all distributions and all allocations…are made pro rata on the basis of the capital contributions of each partner.”  

As things stand, Baucus 3 provides relief to only a certain group of partnerships, while denying it, for no obvious reason other than simplicity, to other similarly situated partnerships.

Family Loans.  Often, members of a family will borrow funds from a bank with each member being jointly and severally liable for the loan. Other times, one family member will make (or guarantee) a loan to another family member at a market rate of interest. These arrangements allow the bank to look to the entire family for repayment (thereby increasing the collateral pool) or to deal with the principal family member (with which the bank has the longest banking relationship). Yet, the carried interest legislation could apply to this situation.  

Examples of How the Bill Unfairly Targets Family Partnerships.  We understand the desire to tax traditional carried interests at other than capital gains rates.  However, the Bill as currently drafted covers all too many cases that have nothing to do with carried interests.  Worse yet, many of the situations that are subjected inadvertently to the higher tax rate imposed by the carried interest provisions involve family investments and family businesses that do not earn carried interests, the last group that should be targeted unfairly.

· Example 1.  A partnership composed entirely of the members of a single family engages in investment activities managed by the senior family member.  All members of the family contribute their own capital and all allocations and distributions are made pro rata on the basis of contributed capital.  One of the partnership’s investments is in a hedge fund [or real estate fund] in which someone else, an unrelated third party (i.e., the general partner sponsor) earns 20% of the fund’s profits as a carried interest in exchange for managing the fund.  Under the statute as currently written, the unrelated general partner of the hedge fund (i.e., the intended target of the legislation) would be subject to the legislation’s higher tax rate.  However, because of the family partnership’s investment in a hedge fund that pays a carried interest to a sponsor unrelated to the family partnership, each family member in the family partnership also would be subject to the higher tax rate of the legislation, even though no family member earns any extra share of the family partnership’s profits in exchange for services.

· Example 2.  The members of a single family arrange a line of credit to have access to capital for new investments.  The family members are jointly and severally liable for amounts drawn down on the line.  A new real estate investment presents itself and the family borrows $X on the line, which the family members use to make capital contributions to a new partnership formed to exploit the opportunity.  All allocations and distributions are made pro rata on the basis of contributed capital and, as among the family, each family member is liable for the funds she borrowed on the line and contributed to the new partnership.  Under the statute as currently written, each family member in the family partnership would be subject to the higher tax rate of the legislation, even though no family member earns any extra share of the family partnership’s profits in exchange for services. 
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