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A
s the summer comes to a close, we can 
look back at some stalled 2013 tax propos-
als that just might be a sign of things to 
come. Earlier this year, Senator Carl Levin 
introduced legislation entitled as the Cut 
Unjusti� ed Tax Loopholes Act (S. 268, in-

troduced on 11 February 2013; also known as the CUT 
Loopholes Act). � is ominous sounding legislation in-
cludes many provisions designed to make investment 
managers and their investors less wealthy or perhaps 
poorer depending on your view of the glass as either half 
full or half empty. 

One key provision of the CUT Loopholes Act is the 
revival of the a� ack on carried interests. Title VI of the 
Act is entitled “Ending the Carried Interest Loophole”, 
but the very � rst provision of Title VI states that it may 
be cited as the Carried Interest Fairness Act of 2012. 
Hmm – is that glass half empty or half full? In either case, 
this title does exactly what it was intended to do. Invest-
ment managers would lose the bene� ts of the lower tax 
rates applicable to long-term capital gains and quali� ed 
dividends as all taxable income a� ributable to the carried 

interest would be re-characterised as ordinary income 
and subject to self-employment tax. � e carried inter-
est is referred to in the proposed statute as the ‘invest-
ment services partnership interest’. Private equity fund 
managers and real estate operators would, as in previous 
versions of the proposed legislation, become less wealthy 
faster than hedge fund managers who traditionally real-
ise less long-term capital gains. As might be expected, the 
statutory language has advanced over the years and now 
e� ectively eliminates virtually all loophole strategies to 
avoid the ordinary income result in favour of the more 
bene� cial long-term capital gain treatment. However, 
investment managers will still receive the bene� ts of 
the lower tax rates applicable to long-term capital gains 
and quali� ed dividends a� ributable to their own capital 
contributions. � e portion of the investment manager’s 
interest that is a� ributable to capital contributions is 
referred to as the ‘capital interest’. What is not so clear 
is how an investment manager moves realised ordinary 
income from an investment services partnership interest 
to a quali� ed capital interest. As silly as it might seem, 
a partnership might have to distribute cash representing 
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the realised taxable income from the in-
vestment partnership services interest to 
the investment manager and the invest-
ment manager may have to re-contribute 
the cash to the qualified capital interest 
to avoid any additional ordinary income 
that is not attributable to the carried in-
terest itself. Congress appears to be hope-
lessly bogged down with petty party line 
disputes and a split in control over both 
houses. Nonetheless, the proposed leg-
islation to end the benefits of the carried 
interest keeps reappearing year after year 
since it was first introduced in 2007. Will 
the current carried interest treatment 
prevail? Is your glass half full or is it half 
empty?

Another provision in the CUT Loop-
holes Act changes the tax treatment of 
Section 1256 Contracts. A Section 1256 
contract is a regulated futures contract 
(e.g. the classic commodity such as orange 
juice made famous in the movies) and 
other specifically defined contracts. Un-
der Section 1256, gain or loss is marked to 
market at the end of the year and all net 
gain or loss from all Section 1256 contracts 
(contracts sold during the taxable year and 
contracts marked to market at the end of 
the taxable year) is treated as 60% long-
term capital gain or loss and 40% short-
term capital gain or loss for federal income 
tax purposes. Under the CUT Loopholes 
Act, all net gain or loss from a Section 1256 
contract would be treated as short-term 
capital gain or loss. Some proponents of 
the proposed legislation would argue that 
the 60%-40% treatment was originally en-
acted without much merit as part of a Con-
gressional deal. While this may be true, the 
original income tax was also part of a deal 
and some might say that the recent tax increases are part 
of a deal that has little merit too! It is hard to predict where 
this proposal is headed.

The CUT Loopholes Act would also source swap con-
tract payments to the location of the payer. Thus, swap 
payments made by a US person to a foreign person that 
represent fixed or determinable, annual or periodic in-
come would be subject to income tax withholding. This 
provision makes sense to anyone familiar with the at-
tempts to shield substitute dividend payments from in-
come tax withholding.

Following a pattern consistent with previous legisla-
tion introduced by Senator Levin, the CUT Loopholes 
Act would attempt to strengthen Fatca in a variety of ways 
under Title I entitled “Ending Offshore Tax Abuses”. 
Several of the Fatca proposals will increase the burdens 
of compliance and may strengthen enforcement. How-
ever, one provision stands out as particularly adverse to 
offshore funds that presently enjoy the protection afford-
ed by the trading in securities or commodities exclusion 
from trade or business income under Section 864(b) of 

the Internal Revenue Code. Under Title 
I, Section 103 of the CUT Loopholes Act, 
a foreign corporation that is managed and 
controlled in the US would be treated as 
a domestic corporation if the assets of the 
corporation exceed US$50m, the assets 
are being managed on behalf of investors 
and the decisions on how to invest the as-
sets are made in the US. New proposed 
Section 7701(p) of the Internal Revenue 
Code would apparently trump the afore-
mentioned exclusion from trade or busi-
ness income and cause offshore funds 
organised as corporations to be subject to 
US income tax. Furthermore, tax-exempt 
entities would indirectly pay income tax 
on their share of profits from an offshore 
fund organised as a foreign corporation 
in a tax haven jurisdiction. This provi-
sion could have a very adverse impact on 
the US markets and would also reduce 
tax revenue by forcing offshore funds to 
find investment managers offshore. In 
1997, when Section 864(b) of the Inter-
nal Revenue Code was revised to expand 
the exclusion to offshore funds with some 
nexus to the US, Congress predicted that 
tax revenues would be enhanced by the 
expansion. To undo the benefits of in-
creased revenue now makes little sense. 
This proposed legislation is substantially 
similar to Senator Levin’s ill-fated pro-
posal in 2009 which would have caused 
tax-exempt entities to indirectly pay in-
come tax on their share of profits from an 
offshore corporation or face the unhappy 
alternative of investing directly through a 
domestic partnership that could result in 
the imposition of the unrelated business 
income tax. In today’s economic environ-
ment, the glass is already half empty for 

tax-exempt pension plans. 
Two other bills introduced earlier this year would 

change the due dates and extended due dates of part-
nership and corporation returns. S. 420 and H.R. 901 
introduced on 28 February 2013 would accelerate the 
original due dates for calendar partnership and S corpo-
ration returns to 31 March from 15 April. The original 
due date for calendar year C corporation returns would 
be deferred from 15 March to 15 April. The final extend-
ed due dates for calendar year partnerships and S corpo-
rations would be 30 September. The final extended due 
date for calendar year C corporation returns would be 15 
October. Under both bills, the due date for the Report of 
Foreign Bank and Financial Accounts would be acceler-
ated to 15 April from 30 June, but a six-month extension 
would be permitted. 

While the new accelerated dates make sense, it is hard 
to imagine that investment managers, fund administra-
tors and accountants will be able to meet the accelerated 
deadlines without some serious self-reflection. Is your 
glass half full or half empty? n

In todAy’s economIc 
envIronment, the glAss Is 

AlreAdy hAlf empty for tAx-
exempt pensIon plAns
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