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By David H. Schnabel, Patrick E. Sigmon and Ethan R. Goldman, Davis Polk

The IRS issued final regulations on the taxation 
of carried interest under Section 1061 (Carried 
Interest Regulations) on January 7, 2021 – more 
than three years after Section 1061 was added to 
the Internal Revenue Code as part of the Tax 
Cuts and Jobs Act of 2017. Generally, Section 1061 
and the Carried Interest Regulations provide 
that capital gains allocated under certain carried 
interest arrangements are only eligible for the 
favorable 20% U.S. federal income tax rate if the 
underlying assets were held for more than three 
years at the time of sale.

The Carried Interest Regulations are, on the 
whole, consistent with the manner in which 
most taxpayers have been applying Section 
1061 since its enactment and with the carried 
interest regulations the IRS proposed in August 
2020 (Proposed Regulations). There are a few 
key ways, however, that the Carried Interest 
Regulations diverge from both market practice 
and the Proposed Regulations. This article 
provides an overview of key features, 
exceptions and issues for PE sponsors to 
understand in connection with the Carried 
Interest Regulations.

See “How the Proposed Carried Interest 
Regulations Could Affect Fund Managers”  
(Nov. 10, 2020).

General Scope and 
Five Exceptions
Section 1061 is only relevant to those involved 
in some way with an “applicable trade or 
business” (ATB), generally defined in the 
Carried Interest Regulations as a trade or 
business that consists in whole or in part of:

1.  raising or returning capital; and
2.  investing or developing “specified assets” 

(generally including securities; 
commodities; real estate held for rental or 
investment; and certain derivatives).

In particular, Section 1061 applies to taxpayers 
receiving (or holding), directly or indirectly, an 
“applicable partnership interest” (API) in 
connection with the performance of substantial 
services by the taxpayer (or a related person)  
in an ATB.

The Carried Interest Regulations provide five 
exceptions, however, to the definition of API.

1) Interests Held by Certain 
Corporations
Section 1061 does not apply to a partnership 
interest held by a corporation. Consistent with, 
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but expanding on, prior IRS guidance, the Carried 
Interest Regulations provide that taxpayers  
do not avoid Section 1061 by holding an API 
through an S corporation or a “passive foreign 
investment company” for which the taxpayer 
makes a “qualified electing fund” election.

2) Capital Interests

A partner that holds an API is generally not 
subject to Section 1061 for the portion of his or 
her partnership interest that is a “capital 
interest” (Capital Interest Exception), as 
discussed in greater detail below. Notably, capital 
interests funded through certain borrowing 
arrangements do not qualify for the exception.

3) Interests Held by Employees of 
Non‑Fund Businesses
Section 1061 does not apply to a partnership 
interest held by a person who:

1. is employed by an entity that is 
conducting a trade or business that is not 
an ATB; and

2. provides services only to that entity.
 
Treasury declined requests to confirm that  
the exception applies where a taxpayer holds  
a profits interest in a partnership (or LLC),  
the sole asset of which is stock of a portfolio 
company (i.e., a so-called “top hat” arrangement).

See “Structuring Compensation Vehicles and 
Profits Interests to Optimize Tax Treatment 
When Forming a PE Firm (Part Two of Two)” 
(Dec. 1, 2020).

4) Bona Fide Unrelated Purchasers

Section 1061 does not apply to an API acquired 
in a taxable purchase for its fair market value if 

the purchaser (1) has not (and does not) provide 
services to or for the benefit of a relevant ATB; 
and (2) is not related to any current or former 
service personnel of the relevant ATB.

5) Gain Not Attributable to 
Third‑Party Investors.
The Carried Interest Regulations reserve on the 
application of Section 1061(b), which provides 
regulatory authority to establish an exception 
for gain attributable to assets not held for 
portfolio investment on behalf of third-party 
investors. The preamble to the Carried Interest 
Regulations states that the IRS and Treasury are 
considering how the three-year-holding-period 
rule applies to gain from the sale of an interest 
in a management company.

The Capital Interest 
Exception Unpacked
Under the Carried Interest Regulations, an 
allocation of capital gain from a capital interest 
is generally eligible for the Capital Interest 
Exception only if:

1. the allocation is calculated in a manner 
“similar” to the allocations made to an 
unrelated non-service partner that has 
made aggregate capital contributions  
to the partnership equal to at least 5% of 
the total capital contributed (Third-Party 
Capital Requirement); and

2. the partnership’s books and records  
and the partnership agreement clearly 
segregate capital interest allocations from 
allocations from APIs.

The Carried Interest Regulations’ treatment of 
the Capital Interest Exception is not entirely 
clear in various respects.
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GP’s Capital

The Carried Interest Regulations provide that 
allocations from a sponsor’s capital will not fail 
to satisfy the Third-Party Capital Requirement 
solely because the sponsor does not pay 
management fees or a carried interest. That’s  
a good start.

The problem, however, is that the Carried 
Interest Regulations include an odd example  
of a fund agreement that provides that 
distributions are made:

1. first, to all partners pro rata to return 
capital;

2. second, to the GP in an amount equal  
to 20% of the profits of the fund; and

3. finally, to all partners pro rata in an 
amount equal to the remaining 80%  
of the profits of the fund.

The example concludes that 80% of the profits 
on the GP’s capital is eligible for the Capital 
Interest Exception, but 20% of the profits  
on the GP’s own capital is not eligible for the 
Capital Interest Exception.

The Carried Interest Regulations do not 
include an example where, as is typically the 
case, the fund agreement provides that a 
carried interest is not payable on the GP’s own 
capital. Nonetheless, in that scenario the 
author believes that 100% of the profits on  
the GP’s capital generally should be eligible  
for the Capital Interest Exception.

Co‑Investments

Some sponsors invest capital through a 
separate co-investment vehicle that invests in 
parallel with the fund rather than as a partner of 
the fund. Investment professionals co-investing 

(directly or indirectly) through that type of 
structure arguably hold APIs, but application  
of the Third-Party Capital Requirement is  
not entirely straightforward because the 
co-investment vehicles typically lack third-
party capital.

The preamble to the Carried Interest 
Regulations states that Treasury and the  
IRS are continuing to study the application  
of the Capital Interest Exception to 
co-investment vehicles.

See our two-part series on co-investment 
vehicles: “Structures That Give GPs More 
Control and Discretion” (Apr. 21, 2020); and 
“Direct and Indirect Structures That  
Empower LPs” (Apr. 28, 2020).

Hedge Funds

The Carried Interest Regulations’ approach to 
the Capital Interest Exception is potentially 
more challenging to hedge fund managers.  
The Proposed Regulations’ focus on allocations 
made in proportion to capital account balances 
caused hope that capital from incentive 
allocations comprised of a partnership’s 
unrealized gains could, in subsequent periods, 
support capital interest allocations. The Carried 
Interest Regulations make clear, however, that 
will not be the case.

Potentially more troubling, the Carried Interest 
Regulations do not expressly treat capital 
resulting from allocations of recognized short-
term gain or ordinary income, or from prior 
allocations that qualified for the Capital 
Interest Exception, as part of the sponsor’s 
contributed capital. It is unclear, however, 
whether those omissions were intentional.
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Further Capital Interest 
Issues: Borrowing 
Arrangements

The Carried Interest Regulations may impact 
how some fund sponsors facilitate 
co-investment by their investment 
professionals. Under the Carried Interest 
Regulations, an allocation generally is ineligible 
for the Capital Interest Exception if it is 
attributable to the contribution of capital to  
a partnership that, directly or indirectly, 
results from (or is attributable to) any 
borrowing from, or guaranteed by, another 
partner, the partnership or a related party.  
The rule ceases to apply when the borrowing  
is repaid, provided the repayment is not 
funded by a similar borrowing.

Under the Carried Interest Regulations, 
however, an allocation remains eligible for the 
Capital Interest Allocation if funded through  
a loan (Qualified Loan Exception) if:

1. the loan is borrowed by an individual;
2. the loan is fully recourse to the individual;
3. the individual has no right to 

reimbursement from another person; and
4. the loan is not guaranteed by another 

person.

Notably, the Qualified Loan Exception can 
apply to a loan to an individual from the 
management company but cannot apply to a 
loan from a third-party bank that is guaranteed 
by the management company. Although there 
is no grandfather rule for preexisting 
borrowings, the Carried Interest Regulations 
do not generally take effect until 2022.

The rules relating to debt-funded capital 
interests are not entirely clear in several ways. 

For example, it is unclear how the borrowing 
rules apply to allocations from a fund to the GP 
for the GP’s capital commitment if one partner 
of the GP (but not the other partners) borrows 
on a partially recourse basis to fund the 
partner’s share of the GP’s capital commitment 
to the fund. Also, there is no ordering rule  
for applying loan repayments, which makes it 
unclear how the repayment rule applies when 
each investment in a portfolio was funded  
(in whole or in part) with borrowed capital.

In the absence of further guidance, fund 
sponsors presumably will have flexibility to 
adopt reasonable conventions (e.g., first in, first 
out), provided that they apply them consistently.

Sale of Assets and APIs
Applying the Three‑Year 
Holding Period
The Carried Interest Regulations offer several 
clarifications for applying the three-year 
holding period requirement.

See “Panel Offers Perspectives on Internal 
Compensation Arrangements for Investment 
Professionals: Carried Interest and Deferred 
Compensation (Part One of Two)” (Mar. 15, 2018).

Which Holding Period?

The holding period of the person that sells an 
underlying asset is generally used to determine 
whether gain from the sale is “more-than-
three-year gain” or “three-year-or-less gain.” 
For example, if a fund sells an investment that 
it has held for more than three years, the gain 
from the sale will satisfy the three-year holding 
period requirement under Section 1061 for all 
taxpayers allocated a portion of the gain from 
the sale, including a taxpayer admitted to the 
GP of the fund (and received a share of the 
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carry on a go-forward basis) within three years 
of the sale of the asset.

Excluded Gains

The Carried Interest Regulations confirm  
that Section 1061 does not apply to:

• qualified dividend income;
• long-term capital gain determined  

under Section 1231 (which generally treats 
net gains from the sale of property used  
in a trade or business as long-term  
capital gains);

• mark-to-market gains from “Section 1256 
contracts” (generally applying to certain 
futures and options contracts); or

• any other capital gain that is characterized 
as long-term or short-term without regard 
to the holding period rules in Section 1222.

Netting at Individual Owner Level

If a taxpayer owns one or more APIs – either 
directly or through tiers of partnerships or 
other pass-through entities – the calculations 
required under Section 1061 are made at the 
individual owner level, rather than at the entity 
level, under the Carried Interest Regulations.

Distributions in Kind

The Carried Interest Regulations provide that, 
if a partnership distributes property in kind  
to an API holder, gain from the sale of the 
distributed property is subject to Section 1061 
unless the property has been held on a 
cumulative basis for more than three years.  
As a consequence, an API holder cannot avoid 
Section 1061 by causing a fund to distribute  
an investment in kind in lieu of causing the 
fund to sell the investment if the fund’s  
holding period is three years or less.

Sales to Third‑Party Buyers

Upon a sale of an API to a third-party buyer, 
the seller’s holding period in the API for 
purposes of Section 1061 is generally the 
holding period of the API (rather than the 
holding period of the underlying partnership 
assets). Accordingly, a taxpayer who sells an 
API will generally be eligible for the favorable 
20% federal income tax rate only if the 
taxpayer’s holding period in the API is more 
than three years.

The Carried Interest Regulations provide an 
anti-avoidance rule, however, under which 
gain from the sale of an API otherwise meeting 
the three-year holding period requirement 
must be tested on a limited “look-through” 
basis. The preamble to the Carried Interest 
Regulations notes that the limited look-
through rule is designed to prevent fund 
managers from seeking to avoid the 
recharacterization of gain by forming 
partnerships that are inactive and without 
third-party capital for three years, thereby 
sidestepping Section 1061.

Specifically, the look-through rule applies  
at the time of disposition of the API where:

1. the API would have a holding period  
of three years or less if it excluded any 
period before the date an unrelated  
non-service provider is legally obligated 
to contribute substantial money or 
property to the partnership to which  
the API relates; or

2. a transaction or series of transactions 
took place with a principal purpose  
of avoiding the application of the three-
year holding period requirement under 
Section 1061.
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For that purpose, an unrelated non-service 
provider is legally obligated to contribute 
substantial money or property to the 
partnership if the unrelated non-service 
provider is obligated to contribute value that is 
at least 5% of the partnership’s total capital 
contributions at the time of the API disposition.

It may be difficult, however, to apply the look-
through rule to open-end funds (e.g., hedge 
funds) that, unlike certain other types of private 
investment funds, typically accept new 
commitments throughout the life of the fund. 
More generally, the sheer breadth of interests 
that could be included within the scope of the 
API definition leads to uncertainty in applying 
the look-through rule. For example, it is not 
entirely clear how the look-through rule applies 
to partnerships that do not have – and were 
never expected to have – third-party capital.

The Carried Interest Regulations provide that 
the look-through rule does not apply to the 
disposition of an API if the recognized gain is 
attributable to any asset not held for portfolio 
investment on behalf of third-party investors. 
As a result, the look-through rule would seem 
to have less impact upon the sale of an interest 
in a management company.

See our two-part series on selling minority 
stakes in PE firms: “Recent Trends and 
Structural Considerations” (Apr. 2, 2019);  
and “The Appeal of Stable and Early Income 
Streams” (Apr. 9, 2019).

Short‑Term Gain on Sales to 
Family Members or Colleagues
Section 1061(d) generally recharacterizes gain 
as short-term capital gain to a taxpayer who 
(directly or indirectly) transfers an API to:

1. a family member (as determined under 
certain attribution rules);

2. a person who has performed services  
for the relevant ATB within the current 
calendar year or the preceding three 
calendar years; or

3. a pass-through entity, to the extent  
a person described above directly  
or indirectly owns an interest.

The amount recharacterized as short-term 
capital gain is equal to the excess of (1) the  
net long-term capital gain from assets held  
for three years or less that would have been 
allocated to the transferor partner upon  
a hypothetical taxable liquidation of the 
partnership’s assets, over (2) any amount 
already treated as short-term capital gain 
under Section 1061.

In a welcome change from the Proposed 
Regulations, the Carried Interest Regulations 
do not interpret Section 1061(d) as requiring 
gain to be recognized on an applicable transfer 
even if the transfer was not otherwise taxable 
(e.g., gifts and certain transfers resulting  
from death).

See “Tax Issues and Estate-Planning Obstacles 
Associated With Transferring Carried Interest 
in PE Funds (Part One of Three)” (Jan. 14, 2020).
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publicly traded companies, privately held 
companies and private funds on U.S. federal 
income taxation in domestic and international 
contexts, including domestic and cross-border 
mergers, acquisitions and dispositions; 
restructurings and reorganizations; spinoffs  
and splitoffs; and the formation and operation  
of joint ventures, PE funds, hedge funds and  
real estate investment trusts. He also works in 
the areas of bankruptcy, corporate finance and 
securities offerings.

Ethan R. Goldman is counsel in Davis Polk’s tax 
department in New York. He regularly advises 
clients on federal income tax matters related to 
a variety of transactions, including domestic 
and cross-border mergers, acquisitions, joint 
ventures and dispositions, as well as the 
formation and operation of PE funds, hedge 
funds and other pooled investment vehicles.  
He also represents clients in connection with  
tax controversy and litigation matters, 
including before the IRS and the U.S. Tax Court.


