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The House of Representatives passed H.R. 4213, the “American Jobs and Closing Tax Loopholes Act of 2010” (the
“Bill"), on Friday, May 28, 2010. The Senate is expected to vote on a similar or identical version of the Bill soon, after it
returns from the Memorial Day Recess on Monday, June 7, 2010.

The Bill includes carried interest provisions that would tax a partner’s net income from certain carried interests as
ordinary income subject to self-employment tax and any net loss (to the extent not disallowed, as discussed further bel
ow) from carried interests as ordinary loss. This includes net income or gain from dispositions (including those that are
otherwise nontaxable dispositions under present law federal income tax principles). For individuals, only a portion of
net income and net loss is recharacterized: 50% after December 31, 2010 and before January 1, 2013, and 75%
beginning January 1, 2013.

Generally, a carried interest is a partnership interest provided to a developer, manager, sponsor or other service
partner (a “service partner”) to share in profits of the partnership without the contribution of capital by the service
partner. In many investment partnerships, the service partner receives a 2% management fee based on the partnershi
p’s net asset value plus a 20% share of profits, known as a “2 and 20" structure. The carried interest provision of the
Bill is aimed at the 20% share of profits, or carried interest, portion of the 2 and 20 structure. The carried interest provisi
on of the Bill is new Section 710 of the Internal Revenue Code of 1986, as amended (the “Code”). There are no carve
outs for specific industries although some members of the House and Senate have indicated that an exception for
venture capital firms must be included.

Code Section 7704(d)(6) - Exception for Certain Publicly Traded Partnerships

The provisions of new Section 7704(d)(6) generally provide that items of income and gain that are recharacterized as
ordinary income by reason of new Section 710 are not treated as qualifying income of a publicly traded partnership for
taxable years beginning on or after the date that is 10 years after enactment. However, this general rule does not apply
to treat as non-qualifying any income of a publicly traded partnership that otherwise qualifies under the natural res
ource exceptions of Section 7704(d)(1)(E). Thus, income and gains from activities relating to oil, gas, other natural res
ources, and other items so described are not treated as other than qualifying income by reason of being
recharacterized as ordinary income.

The provision also provides a special rule for partnerships owning certain other publicly traded partnerships. The
general rule that items of income and gain that are ordinary income by reason of new Section 710 are not qualifying inc
ome of a publicly traded partnership does not apply in the case of a partnership substantially all of the assets of which
consist of interests in one or more publicly traded partnerships that are traded on an established securities market
(such as the New York Stock Exchange) and substantially all of the income of which is ordinary income or Code Secti
on 1231 gain (generally, gain from the sale or exchange of property used in a trade or business).

The qualifying income provision provides a special rule for partnerships that are owned by publicly traded real estate
investment trusts (“REITs”). Under the special rule, the general rule that items of income and gain that are ordinary inc
ome by reason of new Section 710 are not qualifying income of a publicly traded partnership does not apply, provided:

e the partnership is treated as publicly traded solely by reason of interests in the partnership being convertible into
interests in REIT which is publicly traded;
* 50% or more of the capital and profits interests of the partnership are owned, directly or indirectly, at all times
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during the taxable year by the REIT; and
¢ the partnership itself satisfies the income and assets tests applicable to a REIT.

Code Section 710 - Carried Interest Provision
Phase-In of Code Section 710

The carried interest provision of the Bill is to be phased in under a transition rule prior to January 1, 2013. In the case
of an individual, after December 31, 2010 and before January 1, 2013, 50% of net income from an investment
services partnership interest or gain from the disposition of an investment services partnership interest is taxable as
ordinary income under Code Section 710 and 50% of such net income or gain continues to be taxable under present
law federal income tax principles. In the case of an individual, beginning January 1, 2013, 75% of net income from an
investment services partnership interest or gain from the disposition of an investment services partnership interest w
ould be taxable as ordinary income under Code Section 710 and 25% of such net income or gain would continue to be
taxable under present law federal income tax principles. In the discussion below, “specified percentage” refers to

50% or 75%, as applicable, in the case of individuals and 100% in the case of other types of service partners.

Net Income and Net Loss from an Investment Services Partnership Interest

New Code Section 710 provides that a service partner’s specified percentage of its distributive share of net income fr
om an “investment services partnership interest” is treated as ordinary income and the specified percentage of its
distributive share of net loss from an investment services partnership interest is treated as ordinary loss, to the extent
not disallowed. The specified percentage of net loss is allowed only to the extent that such loss does not exceed the
excess of (i) the service partner’s specified percentage of its distributive share of aggregate net income with respect t
o such interest for all prior partnership taxable years ending after December 31, 2010, over (ii) the service partner's s
pecified percentage of its distributive share of aggregate net loss with respect to such interest not disallowed under
this rule for all prior partnership taxable years ending after December 31, 2010. For a prior taxable year that includes
but does not end on December 31, 2010, a service partner’s distributive share of net income is the lesser of (i) net inc
ome for the entire partnership taxable year, or (ii) the net income determined by only taking into account items
attributable to the portion of the taxable year after December 31, 2010.

A service partner may carry forward disallowed net loss to be used in a succeeding taxable year and the disallowed
net loss does not affect (i.e., does not reduce) the service partner’'s adjusted basis in the investment services
partnership interest. A service partner’s distributive share of net income and net loss for purposes of Code Section
710 otherwise is determined under present law federal income tax principles. The specified percentage of any
dividend taken into account in determining a service partner’s distributive share of net income or net loss does not
qualify for the preferential federal income tax rates applicable to “qualified dividend income” under present law
federal income tax principles.

An “investment services partnership interest” means any interest in a partnership which is held directly or indirectly
by a person if it was reasonably expected (at the time that such person acquired such interest) that such person or
any person related to such person would provide, directly or indirectly, a substantial quantity of any of the following
services (“investment management services”) with respect to assets held, directly or indirectly, by the partnership:

advising as to the advisability of investing in, purchasing or selling any “specified asset”;
managing, acquiring or disposing of any specified asset;

arranging financing with respect to acquiring specified assets; or

any activity in support of any service described in the three preceding bullet points.

A “specified asset” means securities (such as stock in a corporation, units in a publicly traded partnership and debt
instruments), real estate held for rental or investment, interests in partnerships that are not otherwise treated as
securities, commodities (including oil or gas) or options or derivative contracts with respect to any of the foregoing.
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Disposition of an Investment Services Partnership Interest

The term “disposition” is not defined in the Code or Treasury regulations but such term generally is defined using its ¢
ommonly understood and very broad meaning: the act of transferring something to another’s care or possession, es
pecially by deed or will; the relinquishing of property.

Subject to an exception for certain individuals holding an interest in a publicly traded partnership discussed below, the
specified percentage of gain from the disposition of an investment services partnership interest is treated as ordinary
income and except for a limited exception discussed below, must be recognized notwithstanding any other federal inc
ome tax provision of the Code, such as nonrecognition or deferral provisions. The specified percentage of loss from
the disposition of an investment services partnership interest is treated as ordinary loss, to the extent not disallowed.
Any loss from a disposition of an investment services partnership interest is allowed only to the extent of the excess of
(i) the service partner’s specified percentage of its distributive share of aggregate net income with respect to such
interest for all partnership taxable years ending after December 31, 2010, over (ii) the service partner’s specified
percentage of its distributive share of aggregate net loss with respect to such interest for all partnership taxable years
ending after December 31, 2010. However, as noted above for a partnership taxable year that includes but does not
end on December 31, 2010, a service partner’s distributive share of net income is the lesser of (i) net income for the
entire partnership taxable year, or (ii) the net income determined by only taking into account items attributable to the p
ortion of the taxable year after December 31, 2010.

Disposition by an individual of an investment services partnership interest which is an interest in a publicly traded
partnership is not subject to the recharacterization rules of Code Section 710 if neither the individual nor any member
of such individual’s family (spouse, adopted or biological children, grandchildren, and parents) has at any time pr
ovided investment management services with respect to assets held directly or indirectly by such publicly traded
partnership. Additionally, gain realized from contribution of an investment services partnership interest to a partnership
in exchange for a partnership interest is not subject to immediate recognition under Code Section 710 if (i) the transfer
or makes an irrevocable election to treat the partnership interest received as an investment services partnership
interest and (i) the transferor partner agrees to comply with certain reporting and recordkeeping requirements set f
orth by Treasury or the Internal Revenue Service.

Net Income and Net Loss from a Qualified Capital Interest

Net income and net loss from a portion of an investment services partnership interest that is a capital interest in the
partnership attributable to

e money or property contributed to the partnership (not including any deemed contribution under Code Section
752(a)),

e gross income recognized under Code Section 83 (i.e., for performing services) with respect to the transfer of such
interest, and

e the distributive share of net income and gain of the partnership with respect to such interest that has not been
distributed by the partnership

(a “qualified capital interest”) is exempt from the provisions of Code Section 710 that recharacterize such net income
or net loss as ordinary income or ordinary loss. Contributions of appreciated property must be properly accounted for
in the qualified capital interest. The qualified capital interest is reduced by partnership distributions with respect to
such interest and by the service partner’s distributive share of net loss, if any.

Net income or net loss from such a qualified capital interest would continue to be characterized under present law
federal income tax principles, whether that would be as capital gain or loss or ordinary income or loss. In order for a
service partner’s partnership interest to qualify as a qualified capital interest, (i) allocations of items must be made to
the qualified capital interest in the same manner as such allocations are made to other qualified capital interests held
by partners who do not provide investment management services and who are not related to the service partner (the
fact that allocations may represent a lower return for the service partner than allocations to the other partners is not
itself determinative), and (ii) the allocations made to such other interests must be significant compared to the allocati
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ons made to the service partner’s qualified capital interest. Treasury is authorized to promulgate regulations or
guidance that will allow qualified capital interest treatment for a service partner’'s partnership interest in certain situati
ons where allocations to the other partners are not “significant.” In tiered partnerships, all items allocated to qualified
capital interests in a lower-tier partnership retain such character to the extent allocated on the basis of qualified capital
interests in the upper-tier partnership.

A qualified capital interest does not include an interest acquired by a service partner in connection with the proceeds
of any loan or other advance made or guaranteed, directly or indirectly, by any other partner or the partnership (or a
person related to that other partner or the partnership).

In the case of a partner that holds a qualified capital interest in a partnership and provides services with respect to
assets held directly or indirectly by the partnership, the qualified capital interest will be converted to an investment
services partnership interest if such services change to investment management services.

Disposition of a Qualified Capital Interest

On the disposition of an investment services partnership interest, any portion of which is a qualified capital interest, a
proportionate amount of the gain or loss attributable to the qualified capital interest is not subject to recharacterization
as ordinary income. The proportionate amount of the gain or loss attributable to the qualified capital interest is
determined generally by the ratio of gain or loss on liquidation of the service partner’s qualified capital interest to the
gain or loss on liguidation of the service partner’s entire investment services partnership interest, as if the liquidation
occurred immediately before the disposition.

Partnership Distributions

Generally, for property that has appreciated in value in the hands of a partnership, the distribution of such property by
the partnership to a service partner with respect to an investment services partnership interest generates ordinary inc
ome to the service partner to the extent of the specified percentage of the appreciation as if the appreciation were a p
ortion of the service partner’s distributive share of net income. Additionally, to the extent that the fair market value of
the property (which is treated as money) exceeds the service partner’'s adjusted basis in its partnership interest
(determined after adjustment for its distributive share of net income), the service partner recognizes ordinary income
on the specified percentage of such excess. The service partner’s specified percentage of its basis in such property
after the distribution is its fair market value at the time of distribution.

Applying present law federal income tax principles, an investment services partnership interest is treated as a “hot
asset” under Code Section 710. This means that upon a partner’s sale or exchange of an interest in an upper tier
partnership that holds an investment services partnership interest in a lower tier partnership, the transferor partner rec
ognizes the specified percentage of the ordinary income on amounts received that are attributable to the investment
services partnership interest.

Interests in Other Entities

If a service partner, directly or indirectly, performs investment management services for an entity other than a
partnership, holds a “disqualified interest” in such other entity and the value of such interest is substantially related to
the amount of income or gain (whether or not realized) from the assets with respect to which the investment
management services are performed, the same investment services partnership rules set forth above apply equally to
the service partner’s interest in the other entity. The service partner’s distributive share of net income or gain from

the disposition of the interest in such other entity is treated as ordinary income. A “disqualified interest” in an entity
means:

any interest in the entity other than indebtedness;

convertible or contingent debt of the entity;

any option or other right to acquire property described in the preceding bullet points; and

any derivative instrument entered into (directly or indirectly) with the entity or any investor in the entity.
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A disqualified interest does not include a partnership interest, any interest in a taxable corporation (except as provided
in Treasury regulations) and stock in an S corporation (except as provided in Treasury regulations).

Self-Employment Income

Any amount treated as ordinary income or ordinary loss under Code Section 710 must be taken into account by the
service partner in determining its net earnings from self-employment. Any amount not treated as ordinary income or
ordinary loss because it is allocable to a qualified capital interest is not taken into account.

Penalties

The penalty on an underpayment of tax attributable to the failure to comply with provisions of Code Section 710 and
Treasury regulations issued thereunder employed to prevent the avoidance of the purposes of Code Section 710
(such as use of a “disqualified interest”) is 40% of the underpayment. This is an increase from a penalty of 20% of
the understatement of tax for a general understatement of tax.

Effective Date

Generally, the provisions affecting carried interests under the Bill apply to taxable years ending after December 31,
2010. However, as discussed above, for a partnership taxable year that includes but does not end on December 31,
2010, a service partner’s distributive share of net income is the lesser of (i) net income for the entire partnership
taxable year, or (ii) the net income determined by only taking into account items attributable to the portion of the
taxable year after December 31, 2010. Further, the provisions under the Bill with respect to dispositions and distributi
ons apply to dispositions and distributions made after December 31, 2010.

More Information

Click here for the full text of H.R. 4213 (PDF).

If you have any questions, please contact Will Becker, Thomas Ford, Robert McNamara or Thomas Popplewell.

Treasury Circular 230 Disclosure - This disclosure is provided to comply with Treasury Circular 230. This written
advice is not intended or written to be used, and it cannot be used, by any person for the purpose of avoiding tax
penalties that may be imposed on the person.

This information is available for educational purposes only. Receipt of this communication does not create an att
orney-client relationship with Andrews Kurth LLP and this memorandum does not offer specific legal advice to any
person. Do not use this information as a substitute for specific legal advice.

© 2010 Andrews Kurth LLP
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Will's practice focuses on federal income tax matters and Texas margin tax and sales and use tax matters, with an em
phasis on real estate, asset securitization, corporate mergers and acquisitions and corporate spin-offs and split-offs.
Will assists clients in analyzing such tax matters and their impact on corporations, S corporations, partnerships,
limited liability companies, real estate investment trusts, real estate mortgage investment conduits, hedging transacti
ons and other derivatives. Additionally, Will has assisted nonprofit clients in forming public charities and private...

willbecker@andrewskurth.com
214.659.4406
www.andrewskurth.com

Thomas W. Ford, Jr.

Tom's practice includes experience in the federal income taxation of business transactions and business entities,
including formations, mergers and securities offerings of partnerships (publicly traded "master limited partnerships"
and private) and joint ventures and dispositions of interests therein; mergers, acquisitions and spin-offs of corporati
ons; royalty trusts; real estate investment trusts; financially troubled entities, including financial institutions; and ex
perience in structuring transactions based on Section 29 of the Internal Revenue Code, which...
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Robert’s principal area of practice is federal income tax law with an emphasis on domestic business transaction
planning. He has significant experience advising publicly-traded partnerships (MLPs) on capital formation and acquisiti
on activities and has served as tax counsel to both issuers and underwriters in connection with numerous debt
offerings. Robert also advises clients on federal income and Texas state tax issues in mergers and acquisitions,
including tax-free reorganizations and like-kind exchanges.
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