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The Carried Interest Battleground Now Moves to the
State Level

By Alan S. Kufeld, Partner, Thomas J. Riggs, Partner, and Edward Poreba, Senior Manager

President Trump signed the Tax Cuts and Jobs Act of 2017 into law on December 22, 2017. A collective
sigh of relief could be heard across the investment management community as the worst fear of
investment managers apparently had not materialized: the carried interest had survived. Although not
completely intact, the new requirement of a three-year holding period was viewed as relatively benign.

However, on January 16, 2018, New York State Governor Cuomo unveiled his 2019 Executive Budget,
which contained a proposed “fairness fee” of 17% to be levied on most investment-related management
fee income. The 17% tax would supposedly eliminate the rate differential that some investment managers
enjoy between the 20% capital gain rate and the highest marginal 37% rate on personal service income.
(Interestingly, New York currently taxes capital gain income and personal service income at the same
rate.)

The fee was explained as an attempt to “close the Federal carried interest loophole.”

Under the proposal, where a partner or S corporation shareholder performs “investment management
services” (defined below), they would not be treated for tax purposes as receiving an investment return
with respect to the amount by which their distributive share exceeded the amount otherwise receivable if
the partner or shareholder had not rendered services to the entity. In simpler terms, this means that the
holder of a carried interest escapes the 17% “Fairness Tax” only on the portion of his or her allocation
attributable to invested capital.

“Investment management services” are defined in the proposal as:

e providing investment advice on the purchase or sale of securities, real estate, partnership
interests, commodities, or options (including any related derivative contracts);

e managing, acquiring, or disposing of a specified asset;
e arranging financing in the acquisition of these assets; or
e any other activity supporting these services.

The proposed tax would not apply where 80% of the average fair market value of the managed assets
consists of real estate.

Anticipating that the enactment of the newly proposed tax might induce some investment managers to
leave the State of New York, by its terms the proposed levy would take effect only if identical proposals
are enacted by the States of Connecticut, New Jersey, Massachusetts, and Pennsylvania.

The application of the general language of the proposal raises a number of issues, the discussion of
which is beyond the scope of this release. Suffice it to say, however, if enacted the devil would be in the
details. In the meantime, we will monitor the situation and keep our readers apprised of developments.
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About PKF O'Connor Davies

PKF O’Connor Davies, LLP is a full-service certified public accounting and advisory firm with a long history of serving clients both
domestically and internationally. With roots tracing to 1891, nine offices in New York, New Jersey, Connecticut and Maryland, and
more than 700 professionals, the Firm provides a complete range of accounting, auditing, tax and management advisory services.
PKF O’Connor Davies is ranked 28th on Accounting Today’s 2017 “Top 100 Firms” list and is recognized as one of the “Top 10
Fastest-Growing Firms.” PKF O’Connor Davies is also recognized as a “Leader in Audit and Accounting” and is ranked among the
“Top Firms in the Mid-Atlantic,” by Accounting Today. In 2017, PKF O'Connor Davies was named one of the 50 best accounting
employers to work for in North America, by Vault. The firm was recently awarded “Best Accountancy Advice” by ClearView Media
and Family Wealth Report and “Best Reporting Solution” by Private Asset Management (PAM).

PKF O’Connor Davies is the lead North American representative in PKF International, a global network of legally independent
accounting and advisory firms located in over 400 locations, in 150 countries around the world.

PKF O’Connor Davies Financial Services provides performance and risk reporting, investment and consulting services, due
diligence, valuation, attest (including audit, agreed-upon procedures, surprise custody examinations and SOC reports), tax planning
and compliance, complete fund administration and regulatory compliance (including Dodd-Frank, AIFMD, corporate and investment
mandate compliance). We are CIMA-registered. Our administration unit was ranked the 25th largest global administrator by
eVestment.net.

PKF O’Connor Davies Family Office, a division of PKF O’Connor Davies, LLP, provides a full range of family office, accounting, tax
and advanced planning services to high net worth individuals, family offices, closely-held businesses, executives of multi-national
corporations, family trusts and entrepreneurs. With each client’s needs in mind, our professionals use state-of-the art technology to
develop customized and strategic solutions that meet their planning, reporting, financial and lifestyle challenges. Clients and their
key advisors rely on PKF O’Connor Davies for extensive expertise in tax, accounting and reporting, wealth planning, charitable
giving and investment oversight. The Firm’s experienced team of dedicated family office professionals includes specialists in tax
planning and compliance, estate and trust, state and local tax, and corporate and international tax.

Our Firm provides the information in this e-newsletter for general guidance only, and it does not constitute the provision of legal
advice, tax advice, accounting services, or professional consulting of any kind.
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