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Summary of Tax Provisions of H.R. 3848 and S. 2155 

Sens. Elizabeth Warren (D-MA), Tammy Baldwin (D-WI) and Sherrod Brown (D-OH) and 
Reps. Mark Pocan (D-WI) and Pramila Jayapal (D-WA) unveiled companion bills last week 
targeted at the private equity industry. 
 
The so-called “Stop Wall Street Looting Act of 2019” includes several tax provisions.  The 
principal changes would: (1) impose a surtax on certain payments received by investment funds 
from controlled portfolio companies and other businesses; (2) impose stricter limits under section 
163(j) on the deduction for business interest of certain businesses controlled by investment 
funds; (3) generally treat the recipient of a partnership interest in exchange for services as having 
made an 83(b) election to include the liquidation value; and (4) tax income and gains from a 
carried interest as ordinary income in a manner similar to the Pascrell/Baldwin bill.  
 
A summary and detailed explanation of each of the tax provisions is included below: 

Section 203: Surtax on Certain Amounts Received by Investment Firms from Controlled 
Target Firms  

Summary: Effectively applies “a 100% tax on fees paid by target firms to private fund 
managers, often called ‘monitoring’ or ‘transaction’ fees,” intended to prevent payment of such 
fees by portfolio companies to fund managers.  

Detailed explanation: 

• A tax would be imposed equal to the “applicable percentage” of certain “applicable 
payments.”  

o The “applicable percentage” is 100 percent minus the highest rate of tax imposed 
under the relevant Code section for such year.  Thus, the overall tax imposed on any 
such applicable payment generally would be expected to total 100 percent. 

• An “applicable payment” is any amount paid or incurred by an “applicable entity” to an 
“applicable controlling entity.”  Interest and dividend payments are excluded. 

o An applicable entity generally is any person conducting an active trade or business 
(e.g., a portfolio company). 

o An applicable controlling entity generally is any person (e.g., an investment fund) 
that controls (or is related to a person controlling) the applicable entity, and is 
engaged in an “applicable trade or business,” some of the activities of which relate to 
the applicable entity.  

§ Control means at least 50 percent of vote or value in the case of a corporation, 
or at least 50 percent of the capital, profits or other beneficial interests in the 
case of a person other than a corporation.  

§ An “applicable trade or business” is any “activity” that consists (in whole or 
in part) of: (i) raising or returning capital, and (ii) either (a) investing in or 
disposing of specified assets (or identifying specified assets for investing or 
disposition), or (b) developing specified assets. A specified asset generally 
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refers to any security, partnership interest, and real estate held for rental or 
investment. 

§ The constructive ownership rules of section 318 would generally apply in 
determining whether persons are related. 

• The tax generally could not be offset with credits. 
• The tax would be imposed on nonresident aliens and foreign corporations if the payments are 

effectively connected with a U.S. trade or business. 
• The Treasury Secretary would be given regulatory authority to: (i) prevent avoidance of the 

surtax, including through the use of unrelated persons and conduit transactions; and (ii) 
modify the section 318 constructive ownership rules to apply them to capital, profits, and 
other beneficial interests.  

• Effective for payments paid or accrued on or after the date of enactment. 

Section 204: Limitation on Deduction for Business Interest of Certain Businesses Owned by 
Private Funds 

Summary: Imposes a stricter (albeit currently unspecified) limit under section 163(j) on the 
deduction of interest by portfolio companies and other entities controlled by investment funds.  

Detailed Explanation: 

• Any applicable entity owned by an applicable controlling entity (or any related person) with 
a debt-to-equity ratio greater than one will be subject to a stricter limitation on the deduction 
for interest under section 163(j) than the current 30% limitation. The bill does not specify yet 
how much stricter the percentage limitation will be. 

o The definition of applicable entity and applicable controlling entity is the same as 
described above in connection with the surtax on fees. Also, the constructive 
ownership rules of section 318 would apply similarly. 

o The debt-to-equity ratio is: (i) the taxpayer’s total indebtedness, over (ii) the net cash 
and other assets held by the taxpayer (reduced by the total indebtedness). 

§ The amount of an asset taken into account for this purpose is equal to its 
adjusted basis for purposes of determining gain. 

• Note: Because of the availability of 100% expensing, the amount of 
many assets taken into account will be zero, making it even more 
likely that portfolio companies will be subject to the stricter limitation. 

§ The amount of debt taken into account includes the amount of any original 
issue discount previously accrued. 

§ Treasury would be granted authority to make other adjustments for purposes 
of the debt-to-equity ratio. 

• Any applicable entity owned by an applicable controlling entity (or any related person) will 
also not be able to make an election to treat any trade or business as an electing real property 
trade or business under section 163(j)(7)(B). [Any such election previously made will be 
revoked effective retroactively for the year before control is obtained.] 

o A conforming change is made to allow the treatment of depreciation under section 
168 to be restored if the election is revoked.  

• Effective generally for taxable years beginning on or after the date of enactment.   
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Section 402: Partnership Interests Transferred in Connection with Performance of Services  

• The recipient of a partnership interest in connection with the performance of services 
generally would be treated as having made an election under section 83(b) to include the 
liquidation value of the interest in income at the time the interest is transferred. The recipient 
would be allowed to affirmatively elect out of section 83(b) treatment.  

• Effective with respect to interests in partnerships transferred after the date of enactment. 

Section 403: Special Rules for Partners Providing Investment Management Services to 
Partnerships  

Summary:  The proposal would tax certain income attributable to “carried interests” as ordinary 
income, rather than as capital gains. This provision and section 402 are virtually identical to the 
companion bills introduced earlier this year by Rep. Pascrell and Sen. Baldwin, and the previous 
bill introduced by Rep. Levin. 

Detailed Explanation:  
 
Recharacterization of Income and Gain  
  
• Net capital gain from an “investment services partnership interest” (ISPI) is treated as 

ordinary income and is taken into account in determining the partner’s net earnings from self-
employment. 

  
Ø The amount treated as ordinary income (or ordinary loss) is allocated ratably to the 

items of long-term capital gain (or loss) taken into account in determining net capital 
gain (or net capital loss). 

 
Ø Net long-term capital gain (and loss) is determined under section 1222, but (i) by only 

taking into account items of gain (or loss) taken into account by such partner under 
section 702, and (ii) treating any section 1231 property as held for more than one 
year. 

 
• Gain from the disposition of an ISPI is treated as ordinary income and is taken into account 

in determining the partner’s net earnings from self-employment. The holder generally would 
be required to recognize such gain without regard to any other income tax provision.  

 
Ø An exception is provided for contributions of an ISPI to a partnership in exchange for 

an interest in such partnership provided the taxpayer elects to treat the partnership 
interest received as an ISPI and to comply with certain reporting and recordkeeping 
requirements.  Similar rules apply to certain partnership mergers, divisions and 
technical terminations subject to section 708(b). 

 
Ø Also, the bill would allow transfers of ISPIs by gift or death not to be treated as a 

disposition triggering ordinary income treatment. However, the transferee or heir 
must treat the obtained interest as an ISPI.  Also, any inchoate income (that would 
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have been recharacterized had the decedent sold the ISPI at the time of death) shall be 
treated as income in respect of a decedent (IRD).  

 
• Similar recharacterization rules apply to income or gain derived from other “disqualified 

interests” (e.g., convertible debt, options, or derivatives) held by a person who performs 
substantial investment management services for any investment entity. The rule generally 
does not apply to a partnership interest or to taxable C corporations and S corporations, 
except to the extent provided in regulations.  The rule would apply to foreign corporations if 
substantially all of their income is not effectively connected income (ECI) or subject to a 
comprehensive foreign income tax. 

 
• If any built-in gain property is distributed with respect to an ISPI, the partner receiving such 

property will recognize gain equal to the FMV of such property over the partner’s adjusted 
basis in the property. Gain recognized due to a distribution will be treated as ordinary to the 
extent gain on such partner’s distributive share would have been treated as ordinary if the 
distributed property had been sold by the partnership at FMV immediately before the 
distribution and all of the gain had been allocated to the distributee partner. The basis of the 
distributed property will be FMV in the hands of the distributee partner.  

 
• Qualified dividend income and the qualified small business stock rules will not apply to 

dividends or gain allocated to an ISPI.  
 
• An ISPI will be treated as a “hot asset” in applying section 751, and any gain that arises by 

reason thereof must be recognized without regard to any other income tax provision. 
Adjustments are made to exclude the amount attributable to a qualified capital interest. 

 
Ø An exception to this rule applies to exchanges of interests in publicly-traded 

partnerships that hold ISPIs, except to the extent provided by regulations. 
 
Recharacterization of Loss 
 
• Treats net capital loss from an ISPI as ordinary loss but such recharacterization is limited to 

the amount by which (i) the amount of net income recharacterized from such interest for all 
preceding partnership taxable years, exceeds (ii) the amount of net loss recharacterized from 
such interest for all preceding partnership taxable years. 

 
• Loss from the disposition of an ISPI is treated as ordinary loss, but such recharacterization is 

limited to the amount by which (i) the amount of net income recharacterized from such 
interest for all partnership taxable years, exceeds (ii) the amount of net loss recharacterized 
from such interest for all partnership taxable years. 

   
Definition of ISPI 
 
• An ISPI generally is any interest in an investment partnership acquired or held by a person in 

connection with the conduct of a trade or business by such person (or a related person), 



July 25, 2019 
Capitol Tax Partners© 

 5 

which primarily involves the performance of any of the following services with respect to 
assets held (directly or indirectly) by one or more such investment partnerships: 

 
Ø Providing advice regarding the advisability of investing, purchasing or selling of any 

“specified asset.” 
 

Ø Managing, acquiring, or disposing of any “specified asset.” 
 

Ø Arranging financing with respect to acquisition of “specified assets.” 
 

Ø Performing any activity in support of the above-listed services. 
 
• If an ISPI is acquired from a related person, it continues to be treated as an ISPI. Also, an 

interest does not cease being treated as an ISPI merely because such person holds such 
interest other than in connection with the described trades or businesses.  

 
• The term ‘investment partnership’ means any partnership if, at the end of any two 

consecutive calendar quarters, (i) substantially all of the assets of the partnership are 
specified assets (determined without regard to any section 197 intangible), and (ii) “less than 
75 percent of the capital of the partnership is attributable to qualified capital interests which 
constitute property held in connection with a trade or business of the owner of such interest.” 

• For this purpose, a specified asset generally includes securities, real estate held for rental or 
investment, interests in partnerships, commodities, cash (or cash equivalents), or options or 
derivatives with respect to any such assets. Special look-through rules apply for certain 
wholly-owned entities. 

 
“Qualified Capital Interest” Exception  
 
• None of the foregoing rules apply to items of income, gain, loss or deduction to the extent 

allocable to a qualified capital interest if a “significant” amount of allocations are made in the 
same manner with respect to other qualified capital interests held by unrelated partners who 
do not provide investment management services to the partnership. These rules may be 
applied separately by regulation to a portion of a qualified capital interest. 

 
Ø In situations where there are no significant allocations to non-service providers, 

Treasury would have regulatory authority to treat partnership items as “properly 
allocable” to a qualified capital interest. 

   
Ø Allocations to a partner in certain qualified family partnerships will be treated as 

meeting this test even though there is no unrelated qualified capital interest to use as a 
benchmark for such allocations. 

 
• A “qualified capital interest” refers to the portion of a partner’s interest in the capital of a 

partnership attributable to (i) the fair market value of money or other property contributed to 
the partnership in exchange for the interest; (ii) any amount included in gross income under 
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section 83; and (iii) any partnership amounts previously taken into account as net income or 
gain.  The qualified capital interest shall be reduced by partnership distributions to the 
partner (after the effective date) or by allocations of net losses or deductions. 

   
Ø A transferee of an ISPI generally will succeed to the qualified capital interest of the 

transferor. 
 
• A qualified capital interest generally does not include any contribution of capital that is 

attributable to any loan or advance made or guaranteed (directly or indirectly) by another 
partner or the partnership (or a related person to another partner or the partnership). 

 
• Loans and advances to the partnership made or guaranteed (directly or indirectly) by another 

partner that does not provide services to the partnership shall be taken into account in 
determining qualified capital interests of the partners. 

 
Domestic C Corporation 
 
• The recharacterization rules under the bill (in subsections (a) and (b)) do not apply to items 

allocated to a domestic C corporation with respect to an ISPI and subsection (e) with respect 
to disqualified interests does not apply to domestic C corporations, except to the extent 
provided by regulations.  

 
Penalty  
 
• A new 40 percent penalty is imposed on underpayments resulting from avoidance of the 

purposes of the provision (as prescribed by regulations) or failure to treat income derived 
from other ownership interests as ordinary income.  

 
• The reasonable cause exception under section 6664(c) would only apply if the tax treatment 

has been adequately disclosed, there was substantial authority for the position, and the 
taxpayer reasonably believed the treatment was more likely than not proper. 

 
Publicly-Traded Partnerships 
 
• Income treated as ordinary income from an ISPI generally would not be treated as qualifying 

income for purposes of determining whether a publicly traded partnership (“PTP”) can be 
treated as a partnership.   

Ø This rule would not apply to certain partnerships substantially all of whose assets are 
interests in PTPs or certain partnerships whose interests are convertible into interests 
in publicly traded real estate investment trusts (i.e., UP-REIT structures). 

 
Ø This rule is not applicable to existing PTPs until taxable years beginning on or after 

the date that is 10 years after date of enactment. 
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Regulatory Authority 
 
• Treasury is provided broad regulatory authority under the bill to prescribe guidance 

necessary or appropriate to carry out the purposes of the proposal, including: 
Ø Separate reporting and recordkeeping of income related to an ISPI; 
Ø Modifications consistent with the purposes of the proposal; 
Ø Rules to prevent avoidance of the proposal (including through the use of qualified 

family partnerships); and 
Ø Coordinate the proposal with other tax provisions. 

 
Repeal of Section 1061 
 
• The bill would repeal section 1061, added by the Tax Cuts and Jobs Act, which generally 

requires a three-year holding period for long-term capital gain treatment of gains attributable 
to a carried interest. 

 
Effective Date 
 
• The bill generally would apply to taxable years ending after the date of enactment, but only 

would apply to dispositions and distributions after the date of enactment. 
 


