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The Ways and Means Committee started its markup of 
tax reform on Monday. That evening, Chairman Brady 
released an amendment to his previous amendment 
in the nature of a substitute proposing changes to last 
week’s Chairman’s Mark. (See recent KPMG Tax News 
Flash here.)

This amendment would add a new section 1061 to the 
Code addressing the taxation of “applicable partnership 
interests” which appears intended to address the  
long-debated tax treatment of carried interests.

At a high level, the provision would require that, for 
applicable partnership interests, in order to obtain 
long-term capital gain treatment, the required 
asset-holding period must be greater than three years. 
It appears that this three-year holding period would be 
required for sales of assets held (directly or indirectly) 
by the applicable partnership, or, in the case of the sale 
of an applicable partnership interest, the applicable 
partnership interest itself. Rather than treating amounts 
failing the three-year test as ordinary income, as has 
been the typical recharacterization under prior versions 
of carried interest legislation, proposed section 1061 
would treat such gain as short-term capital gain.

Proposed section 1061 would apply only with respect 
to “applicable partnership interests.” In order to so 
qualify, the partnership interest must be transferred 
to, or held by, the taxpayer in connection with the 
performance of substantial services by the taxpayer, or 
a related person, in any “applicable trade or business.” 
An applicable trade or business is defined as an 
activity that is conducted on a regular, continuous, 
and substantial basis and which consists, in whole or 
in part, of (1) raising or returning capital, and (2) either 
(a) investing in or disposing of “specified assets” 
(or identifying such specified assets for investing 
or disposition), or (b) developing specified assets. 
For these purposes, a specified assets includes 

securities, commodities, real estate held for rental 
or investment, cash or cash equivalents, options 
or derivative contracts with respect to the forgoing 
assets, or an interest in a partnership to the extent of 
the partnership’s interest in the forgoing assets.

Two exceptions would apply to exclude treatment 
of certain partnership interests as applicable 
partnership interests.

First, an applicable partnership interest would not 
include a partnership interest held by a corporation. 
Significant controversy arose in connection with earlier 
versions of carried interest legislation as a result of 
subjecting corporations, which were not rate sensitive, 
to the complexities and other onerous provisions of 
carried interest legislation. Accordingly, this version 
simply excludes corporations that hold partnership 
interests from these rules.

Second, an applicable partnership interest would 
not include a capital interest which provides the 
partner with a right to share in partnership capital 
commensurate with (1) the amount of capital 
contributed (determined at the time of receipt of the 
partnership interest) or (2) the value of the interest 
included in income under section 83 upon receipt 
or vesting. This exception appears intended to 
allow a service partner to earn income as long-term 
capital gain under the normal rules with respect 
to a partnership interest received in exchange for 
contributed capital or to the extent the partner included 
the value of the interest in income under section 83. 
Prior versions of carried interest legislation included 
provisions intending to permit service partners to 
earn long-term capital gain with respect to their 
qualified capital interests, although the rules defining 
“qualifying” capital and permissible returns were 
significantly stricter and arguably more clearly defined.
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The three-year holding period in proposed section 1061 
does not apply to income or gain attributable to any 
asset not held for portfolio investment on behalf of 
“third-party investors.” For purposes of this provision, 
a third-party investor is defined as a person (1) who 
holds an interest in the partnership that is not held in 
connection with an applicable trade or business, and (2) 
is not (and has not been) actively engaged, and is (and 
was) not related to a person so engaged, in (directly or 
indirectly) providing substantial services related to an 
applicable trade or business to the partnership or any 
applicable trade or business. This provision appears to 
be aimed at the “enterprise value” issue and would 
seem to exclude gain from the intangible asset value 
associated with a sponsor’s investment management 
business from the application of these rules.

Proposed section 1061 provides that, upon the transfer 
of an applicable partnership interest to a related 
person, the transferor must include in gross income as 
short term capital gain the excess of (1) the taxpayer’s 
long-term capital gain with respect to such interest for 
such taxable year attributable to the sale or exchange 
of any asset held for not more than three years as is 
allocable to such interest, over (2) any amount already 
treated as short-term capital gain under the primary 
provision with respect to the transfer of such interest. 
For these purposes, a related person includes only 
persons with a family relationship under section 318(a)
(1) and persons who performed services in the current 
calendar year or the prior three calendar years in any 
applicable trade or business in which or for which the 
taxpayer performed any service. This provision appears 
to be aimed at assignment of income issues, although 
the provision is drafted in a manner that makes it a bit 
hard to determine its exact effect.

Section 83 also would be amended so that the section 
would not apply to the transfer of an applicable 
partnership interest to which section 1061 applies. The 
intent of this amendment appears to be to isolate of 
the compensatory aspect of an applicable partnership 
interest to the rules under section 1061. As described 
above, an applicable partnership interest does not 
include a capital interest which provides the partner with 
a right to share in partnership capital commensurate 
with the value of the interest included in income under 

section 83 upon receipt or vesting. Accordingly, it 
appears that a capital interest awarded for services 
with respect to specified assets still may be subject 
to section 83, although it is unclear the results for a 
capital interest awarded for such services that does not 
qualify for the exclusion (i.e., because the right to share 
in partnership capital is not commensurate with the 
section 83 income inclusion amount).

Proposed section 1061 provides authority for the 
issuance of such regulations or other guidance as are 
necessary to carry out the purposes of the provision.

The provisions covered by the amendment would 
be effective for taxable years beginning after 
December 31, 2017. Thus, there would be no 
grandfathering of applicable partnership interests held 
as of the effective date of such legislation.

The Ways and Means markup is still in process. 
Additional changes might be made. Further, Ways and 
Means consideration is just one step in the tax reform 
process. For more information about the legislative 
process and H.R. 1 (including preliminary observations 
and analysis of the Chairman’s mark), read KPMG’s 
Initial Observations on Chairman Brady’s Mark here. 
Given the dynamic nature of the process and the rapid 
pace of developments, please monitor [add link to TNF 
Tax Reform] for more developments.
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