July 22, 2010 - 6:30 PM
A Hedge Fund General Counsel Dinner at: Innis Arden Golf Club, Old Greenwich, CT

A Long Slow Death for Carried Interest or
~ Can Tax Legislation Really Modify the
- Behavior of Hedge Funds?




CARRIED INTERESTS

 TRADITIONALLY DEFINED AS A PROFITS
INTEREST RECEIVED IN EXCHANGE FOR
- MANAGEMENT SERVICES
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INVESTMENT SERVICES PARTNERSHIP
INTEREST

» PROVISION APPLIES TO INCOME RECEIVED
FROM AN INVESTMENT SERVICES
~ PARTNERSHIP INTEREST (ISPI)




MEANING OF SERVICES

* ADVISING ON ADVISABILITY OF INVESTING
IN, PURCHASING OR SELLING ASSETS

« MANAGING, ACQUIRING OR DISPOSING OF
QAU APECIFIED ASSET




SPECIFIED ASSETS

« SECURITIES

 REAL ESTATE HELD FOR RENTAL OR
NVESTMENT




QUALIFIED CAPITAL INTEREST
EXCEPTION

« RETURNS ON INVESTED CAPITAL
PROVIDED

— INVESTMENT IS MADE ON SAME TERMS AS
NERS NOT PROVIDING SERVI




LOSSES, DISPOSITION AND
DISTRIBUTIONS RELATED TO ISPI

 LOSSES: ORDINARY INCOME TAX
TREATMENT, BUT LIMITED TO EXCESS OF
- PRIOR INCOME OVER PRIOR LOSSES




EFFECTIVE DATE

« EFFECTIVE TO INCOME RECEIVED FROM
AN ISPl FOR TAXABLE YEARS ENDING
AFTER 12/31/2010

{E PARTNERSHIP TAXABLE YEA
ES 12/31/201




APPLICATION OF NEW SECTION 710 WILL BE
EXTRAORDINARILY COMPLEX.

SECTION 710 WOULD RESULT IN ONLY
PARTIAL RECHARACTERIZATION OF THE
VICE PARTNERS DISTRIBUTIVE SH




BECAUSE THERE IS NO EXCLUSION FOR
ACCRUED CARRIED INTEREST BASED ON
UNTAXED APPRECIATION EARNED BEFORE
THE EFFECTIVE DATE. MANY VIEW THE TAX
INCREASE AS RETROACTIVE.

INDER SECTION 710, A SERVICE PART




QUALIFIED CAPITAL CONSISTS OF
CONTRIBUTED CAPITAL INCREASED BY
EARNED CAPITAL (INCOME IN EXCESS OF
LOSSES) AND DECREASED BY

DISTRIBUTIONS AND LOSSES IN EXCESS OF
~ INCOME.




WHAT CAN BE DONE TO
AMELIORATE THE INCREASED
ORDINARY INCOME EXPOSURE
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* DISTRIBUTE SECURITIES OUT
OF PARTNERSHIP AS PAYOUT
ON CARRIED INTEREST/




* RESTRUCTURE PARTNERSHIP AND
EXCHANGE CARRIED INTEREST
PLUS NEW “PROPERTY” CAPITAL
CONTRIBUTION FOR NEW CAPITAL




* WHERE DO YOU GET THE “NEW”
PROPERTY TO PUT INTO THE
PARTNERSHIP RECAPITALIZATION?
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+ IF 15% RATE ON “QUALIFIED DIVIDENDS”
TO SHAREHOLDERS BY DOMESTIC
“REGULAR” CORPORATION UNTIL
CEMBER 31, 2010 (PRESIDENT BU




 USE OF DERIVATIVES ON THE CARRIED
INTERESTS




