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Application of Section 457A to Side Pocket
or Illiquid Investments

Summary

Taxpayers that have compensation arrangements with offshore funds (or certain other
tax indifferent persons) (“nonqualified entities”) that hold side pocket or illiquid
investments (directly or through a master fund) should consider whether such
compensation arrangements are aftected by a recently enacted tax provision. Affected
taxpayers should consider restructuring their compensation arrangements in a manner
that is not subject to the application of this provision. Any such restructuring must be

completed by December 31,2008 to be effective for 2009.

Discussion

Internal Revenue Code Section 457A, passed by Congress as part of the TARP
financial rescue legislation, is aimed at the hedge fund industry. Its primary purpose is
to eliminate the ability of managers to enter into deferred compensation arrangements
with nonqualified entities. Section 457A is eftective for compensation earned after

December 31,2008. Section 457A applies to both cash and accrual method taxpayers.

In addition to traditional deferred compensation plans, the legislation also affects most
compensation arrangements with nonqualified entities that hold side pocket or illiquid
investments (either directly or through a master fund). Very generally, Section 457A
imposes a 20% penalty, as well as interest charges, on any portion of an incentive fee
that is determined with respect to realized profits on a particular asset (as opposed to

a fee that is taken into account annually based on mark-to-market appreciation).

We are advising clients that have incentive fee arrangements (as opposed to incentive
allocation arrangements) with funds that have (or may have) side pocket or illiquid
investments to consider restructuring their compensation arrangements in a manner
that would not be subject to the application of Section 457A. The restructuring
involves converting the existing offshore fund structure to a structure similar to the
domestic fund structure where the investment adviser is entitled to a profit allocation
or, alternatively, where the offshore fund’s only investment is an investment in a master

fund classified as a partnership for U.S. federal income tax purposes, to eliminate the
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performance fee at the oftshore fund level and provide for a profit allocation at the master fund level. Profit allocations currently are
not subject to Section 457A. The restructuring should be done so as to be effective as of the beginning of a taxable year. Thus,

managers that want to avoid Section 457A issues with respect to side pocket or illiquid investments for the calendar year 2009 should

complete the restructuring before January 1, 20009.

This Tax Update has been prepared by Sidley Austin LLP for informational purposes only and does not constitute legal advice. This
information is not intended to create, and veceipt of it does not constitute, a lawyer-client relationship. Readers should not act upon this
Tax Update without seeking advice from professional advisers. Furthermore, this Tax Update was not intended or written to be used, and
cannot be used, by any person for the purpose of avoiding any U.S. federal, state or local tax penalties that may be imposed on such person.
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