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Tips for Optimal Quality

Sound Quality
If you are listening via your computer speakers, please note that the quality 
of your sound will vary depending on the speed and quality of your internet connection.

If the sound quality is not satisfactory, you may listen via the phone: dial 
1-877-447-0294 and enter your Conference ID and PIN when prompted. Otherwise, please 
send us a chat or e-mail sound@straffordpub.com immediately so we can address the 
problem.

If you dialed in and have any difficulties during the call, press *0 for assistance.

NOTE: If you are seeking CPE credit, you must listen via your computer — phone 
listening is no longer permitted.

Viewing Quality
To maximize your screen, press the ‘Full Screen’ symbol located on the bottom right of the 
slides. To exit full screen, press the Esc button.
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Continuing Education Credits

In order for us to process your continuing education credit, you must confirm your 
participation in this webinar by completing and submitting the Attendance 
Affirmation/Evaluation after the webinar. 

A link to the Attendance Affirmation/Evaluation will be in the thank you email that you 
will receive immediately following the program.

For CPE credits, attendees must participate until the end of the Q&A session and 
respond to five prompts during the program plus a single verification code.  In addition, 
you must confirm your participation by completing and submitting an Attendance 
Affirmation/Evaluation after the webinar.

For additional information about continuing education, call us at 1-800-926-7926 ext. 2.
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Program Materials

If you have not printed the conference materials for this program, please 
complete the following steps:

• Click on the link to the PDF of the slides for today’s program, which is located 
to the right of the slides, just above the Q&A box.

• The PDF will open a separate tab/window.  Print the slides by clicking on the 
printer icon.

Recording our programs is not permitted. However, today's participants can 
order a recorded version of this event at a special attendee price. Please call 
Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 
at www.straffordpub.com.
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What is a “carried interest” (a/k/a 
“promote”)?

• An equity interest in a partnership issued to a manager or service 
partner that provides the holder with the potential to receive 
distributions and allocations of income in proportions greater than 
the holder’s share of contributed capital.

• One popular type of carried interest is a profits interest.

• No capital contributed by the holder.

• No initial capital account.  That is, no value would be distributed to the 
holder upon a (hypothetical) liquidation of the partnership 
immediately after grant.
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Profits interests

• Revenue Procedure 93-27 safe harbor – receipt of a profits interest 
is not a taxable event.  Requirements (in addition to no initial 
capital account):

• Not substantially certain that any future income will be allocated to the 
holder.

• Holder doesn’t dispose of the profits interest within two years after 
grant.

• The issuing partnership is not a publicly traded partnership.
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Profits interests (cont’d)

• Revenue Procedure 2001-43 – expands Rev. Proc. 93-27 to provide 
that subsequent vesting of a profits interest likewise is not taxable.

• Protective election under Section 83(b) is still advisable

• If the partnership interest is not a profits interest due to a 
redetermined valuation of existing assets creating a capital account or 
if the revenue procedures are otherwise not applicable, such an election 
accelerates the taxable event to the date of grant rather than the time 
of vesting (when values and therefore taxable amounts presumably are 
lower)



• Section 1061 potentially affects the tax treatment of certain 
carried interests

• Where it applies, the holding period required for treatment of 
income as long-term capital gain (which is taxable at favorable rates 
– 20% versus 37% for ordinary income and short-term capital gain) 
is extended to three years (in lieu of the normal requirement of one 
year).

• Rationale

• Counter policy arguments
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Outline of Section 1061



• Potential applications of Section 1061
• Private equity

• Hedge funds

• Real estate funds

• Private partnerships
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Outline of Section 1061 (cont.)



• Section 1061 can potentially apply in several contexts:

• Most typically – where a partnership recognizes long-term capital gain 
on the sale of an asset and at least a portion of the gain is allocated to 
the holder of a carried interest

• Holder of carried interest sells its partnership interest at a gain

• Partnership distributes cash to the holder of a carried interest that 
exceeds the partner’s tax basis in its partnership interest

• Carried interest partner sells property that it received in an in-kind 
distribution by the partnership
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Outline of Section 1061 (Cont’d)



• Section 1061 potentially applies to certain carried interests that are 
defined as “applicable partnership interests” (“APIs”)

• APIs are partnership interests that are transferred to or held by a 
taxpayer in connection with the performance of substantial services

• The IRS interprets the statute as potentially applying even where the 
extent of services are minimal (e.g., the receipt of equity is proof that 
the services were substantial)

• APIs are held by the taxpayer in an “applicable trade or 
business” (“ATB”)
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Outline of Section 1061 (Cont’d)



• An ATB is an activity conducted on a regular, continuous and 
substantial basis that entails

• raising or returning capital and

• investing in, disposing of or developing “specified assets”

• The term “specified asset” includes securities, commodities, real 
estate held for rental or investment, cash (and cash equivalents), 
options and derivatives.

• An active operating business such as manufacturing widgets is not 
an ATB.
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Outline of Section 1061 (Cont’d)





• Recharacterize the gain recognized by the holder of an API 
as short-term capital gain (taxable at a maximum rate of 
37% under current law) if the relevant asset has been held 
for less than three years.
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Consequences of Section 1061 
applying



• A taxpayer may net amounts flowing through multiple APIs 
to determine recharacterized amounts.

• Relevance – where there are some gains and some losses relating to 
APIs on dispositions of assets held for less than three years.

16

Netting



• In order to be an ATB, the activity must meet (through one 
or more entities) the level of activity required to be an active 
trade or business for purposes of Section 162 (which 
governs the deductibility of trade or business expenses).

• Relevance – 1061 should not apply to a casual investment
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ATB



• Once an API, always an API (subject to certain exceptions)
• API does not include a partnership interest held by a person 

employed by an entity that is not engaged in an ATB and which only 
provides services to that entity

• Takeaway – not applicable to interests in a parent fund (e.g., private 
equity) issued to an officer/employee of a portfolio company who does 
not also provide services at the fund level
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API



• A partnership interest held by a corporation is not an API
• This exemption is available to domestic C corporations

• Not available to:

• S corporations

• REITs

• RICs

• Passive foreign investment companies (PFICs) in some cases (i.e., 
where QEF election in effect)

19

API (cont.)



• Capital interest exception: Section 1061 does not apply to 
allocations of gain that are calculated in a similar manner to 
allocations to unrelated non-service partners (e.g., based on the 
partner’s capital)

• Rules allow for separate allocations among different classes of equity or 
types of investments

• The allocations to the capital partners need not be reduced by fees or 
carry

• The books and records must corroborate the capital-based allocations

• Effect of debt (e.g., where partner borrowed capital that was 
contributed to the partnership)
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API (cont’d)



• Final regs drop the complicated concept of “Capital Interest 
Allocations”

• A Capital Interest Allocation made by made by a lower tier 
partnership retains character if allocated to partners in an upper 
tier partnership with respect to their capital interests

• Sale of an Upper Tier API, Capital Interest Disposition Amount
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Tiered Structures



• May satisfy the above capital interest exception (because 
taxable to the holder of the API) to the extent that it 
facilitates subsequent gains

• Unclear whether the same concept applies if the prior allocation of 
taxable income was ordinary income rather than capital gain.
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Gains retained or recontributed





• Generally respected if negotiated prospectively
• Broader concept in the partnership context than Section 1061
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Waivers/deferrals of carried interest 
holder’s economic rights



• 1231 (i.e., depreciable assets used in a trade or business)

• Application to real estate

• 1256 (certain financial contracts – e.g., regulated futures contracts, 
foreign currency contracts, etc.)

• Ordinary dividends

• Capital gain dividends by REITs and RICs – look through to the 
underlying asset to determine application
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Gains/income excluded from the 
scope of Section 1061



• If a partnership recognizes gain in connection with a liquidating 
distribution by a corporation (including a REIT) – treat as gain 
from the sale of stock, which is potentially subject to Section 1061 
(even if the gain arises in connection with a sale of 1231 assets by the 
corporation which would not otherwise trigger 1061)

• Scenario – Section 1061 could apply if the partnership has held the 
stock for less than three years, even if the API was held for more than 
three years
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Gains/income excluded from the 
scope of Section 1061 (cont’d)



• Where 1061 could apply in connection with gain recognized by a 
partnership on disposition of a specified asset, look to the period of 
ownership of the specified asset by the partnership

• Where 1061 could apply upon a sale by a partner of an API, or on a 
distribution by a partnership that exceeds the holder’s basis in its 
API (thereby giving rise to gain), look to the period of ownership of 
the API by the partner
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Holding periods



• Look-through rules

• Related party rules

• Reporting

• Possible future legislation
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Other considerations
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