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I. INTRODUCTION

Certain high-profile deals capture the zeitgeist of Wall Street.
KKR'’s 1988 takeover of RIR-Nabisco, memorialized in Barbarians at
the Gate, embodied the 1980’s takeover boom.! The startling first-day

* Associate Professor, University of Illinois College of Law. I thank John Colombo,
Miranda Perry Fleischer, David Hyman, Richard Kaplan, Alex Raskolnikov, Adam
Rosenzweig, Deborah Schenk, Michael Weisbach, Eric Zolt, the participants of the 2007
Illinois College of Law faculty retreat, the 2007 Junior Tax Scholars Conference, and the

2007 Big Ten Aspiring Scholars Conference, for helpful comments and suggestions.

1 See Bryan Burrough & John Helyar, Barbarians at the Gate: The Fall of RJIR Nabisco
(1990); Barbarians at the Gate (HBO/Columbia Pictures 1993) (the takeover occurred on

Nov. 30, 1988).
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pop of the 1995 Netscape IPO marked the birth of the dot com boom.?
Google’s IPO ushered in the Web 2.0 era.3

The next iconic deal was the 2007 Blackstone IPO.* Blackstone’s
boosters portrayed its public offering as a logical, inevitable step in
the maturing of a fundamentally sound industry, one that fuels the
engine of U.S. growth and prosperity.> Blackstone’s critics say the
deal marked the hubris of an opportunistic industry addicted to cheap
credit, financial engineering, and generous tax breaks.® Time will tell.
One thing we do know is that the Blackstone IPO turned the question
of the taxation of private equity fund managers from an academic pas-
time into a salient, heated political issue.

Just a week before Blackstone’s IPO, Senators Max Baucus and
Charles Grassley introduced the so-called “Blackstone Bill” or “PTP”
(publicly-traded partnership) bill.7 The bill would classify Blackstone

2 See Eric Niiler, Netscape’s IPO Anniversary and the Internet Boom (NPR podcast
2005), available at http://www.npr.org/templates/story/story.php?storyld=4792365 (discuss-
ing Netscape IPO).

3 Christine Hurt, What Google Can’t Teach Us About IPO Auctions (and What It Can),
37 U. Toledo L. Rev. 403 (2006) (discussing Google IPO); Victor Fleischer, Brand New
Deal: The Branding Effects of Corporate Deal Structures, 104 Mich. L. Rev. 1581 (2006)
(discussing effect of Google IPO structure on Google’s brand image).

4 The deal was announced in March 2007. The Blackstone Group L.P., Registration
Statement (Form S-1) (Mar. 22, 2007) [hereinafter Blackstone S-1], available at http://www.
sec.gov/Archives/edgar/data/1393818/000104746907002068/a2176832zs-1.htm

For press coverage of the deal, see, e.g., Dennis K. Berman & Henny Sender, Big
Buyout Firm Prepares to Sell Stake to Public, Wall St. J., Mar. 17, 2007, at Al; Why a
Blackstone IPQ?, Wall St. J., Mar. 17, 2007, at B14; Henny Sender, Blackstone Plan Could
Reshape Private Equity, Wall St. J., Mar. 19, 2007, at Al; Andrew Ross Sorkin & Peter
Edmonston, A Titan of Private Equity May Go Public, N.Y. Times, Mar. 17, 2007, at Cl;
Andrew Ross Sorkin, Jenny Anderson, Peter Edmonston, & Michael J. de la Merced,
Blackstone Says It Plans to Go Public, N.Y. Times, Mar. 23, 2007, at C1.

For press coverage of the tax issues, see Ryan J. Donmoyer, Blackstone Says IPO Tax
Stance May Prompt IRS Action, Bloomberg Wire Serv., Mar. 29, 2007, available at http://
www.bloomberg.com/apps/news?pid=2060113&sid=A APFVvo2Ag8E; Emily Chasan, Un-
usual IPO Tax Structure May Plague Blackstone, Reuters Wire Serv., Mar. 30, 2007, availa-
ble at http://www.reuters.com/article/idUSN3027579520070330; Editorial, Taxing Private
Equity, N.Y. Times, Apr. 2, 2007, at A22 (discussing congressional inquiry into capital
gains preference for carried interest distributions); Ben White & Eoin Callan, US Congress
Could Slice Buy-Out Wealth, Financial Times, Apr. 23, 2007, at 8.

5 See, e.g., Hamilton E. James, Speech at U.S. Embassy in Rome, Italy, Nov. 27, 2006, at
23, available at http://italy.usembassy.gov/events/2006/PrivateEquity/JamesSpeech.pdf
(describing private equity’s fueling corporate competitiveness, economic growth, job crea-
tion, and new investment, creating “a virtuous circle for all of society™).

6 See The Trouble with Private Equity, The Economist, July 7, 2007, at 9 (reciting the
critics’ arguments).

7 S. 1624, 110th Cong. (2007), available at http://thomas.loc.gov/cgi-bin/query/z?¢110:S.
1624: (hereinafter Senate PTP Bill). Congressional staffers began investigating the struc-
ture following the Fortress deal, even before the Blackstone deal was announced. See
Henny Sender & Sarah Lueck, Tax Plan Adds to the Pressures on Buyout Firms, Wall St.
J., June 16, 2007, at A1 (“The fuse to Thursday’s bomb was apparently lit back in February
shortly after Democrats took control of Congress. That’s when Fortress launched its public
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and other publicly-traded private equity firms like Fortress, Oaktree,
and Apollo as corporations for tax purposes.

There are two ways of looking at this bill. The first way is to think
of the bill as a substantive change in the tax law. Specifically, the bill
may be viewed as a rifleshot approach to changing the tax treatment
of the profits earned from managing investment funds, known as car-
ried interest.® Under current law, carried interest usually is taxed at
the long-term capital gains rate of 15%.° While there is significant
support in Congress for the idea of taxing carried interest as ordinary
income (taxed at 35%) instead of long-term capital gain, the scope of
the change is an open question. Under the House carried interest bill
introduced by Representative Sander Levin, the change would apply
to investment management and real estate partnerships.!® Senator
Charles Schumer proposed broadening the approach to cover timber,
oil and gas, and any other partnerships that use a carried interest
structure to achieve capital gains treatment on compensation in-
come.!l We could limit the change to private investment funds, as I
suggested elsewhere.’2 We could apply the change to all partnerships,
as Mark Gergen suggested,'®> or we could limit the change to large
partnerships, as Joseph Bankman argued.!4

Viewed in terms of scope, the Blackstone Bill is an extremely nar-
row approach to the carried interest issue. Because corporations pay
tax on capital gains at a 35% rate,!> the same rate as ordinary income,
the Blackstone Bill has the practical effect of taxing carried interest
received by these publicly-traded partnerships at the same rate as or-
dinary income.’¢ But the change would apply only to a sliver of the
industry—the handful of private equity firms that have gone public.

offering, stirring heavy press coverage of big payouts—and drawing more scrutiny from the
new leaders on Capitol Hill, who came in hungry to find new revenues to pay for new
spending plans.”)

8 See Victor Fleischer, Two and Twenty: Taxing Partnership Profits in Private Equity
Funds, 83 NYU L. Rev. 1 (2008).

9 IRC § 702(b) (pass-through of character), § 1(h) (maximum capital gains rate of 15%).

10 See H.R. 2834, 110th Cong. (2007), available at http://thomas.loc.gov/cgi-bin/query/z?
c110:H.R.2834:.

11 See Brody Mullins, Schumer Backs Broadening of Rise in Partnership Tax, Wall St. J.,
Aug. 15, 2007, at A4.

12 See Fleischer, note 8, at 58.

13 Carried Interest, Part 1: Hearing Before the S. Comm. on Finance, 110th Cong.
(2007) (statement of Prof. Mark P. Gergen, U. of Texas School of Law), available at http://
www.senate.gov/~finance/sitepages/hearing071107.htm.

14 Carried Interest, Part 2: Hearing Before the S. Comm. on Finance, 110th Cong.
(2007) (statement of Prof. Joseph Bankman, Stanford Law School), available at http://
www.senate.gov/~finance/sitepages/hearing073107.htm.

15 IRC § 11(b).

16 Taxing Blackstone as a corporation also would subject those earnings to a potential
second level of tax at the shareholder level.
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Add in transition relief for the firms that filed to go public before the
Blackstone Bill was introduced, and the substantive reach of the law is
quite limited indeed. It is precisely the bill’s limited scope that makes
it a politically viable compromise on the issue of taxing carried
interest.

The second way to look at the bill is as a defense of two separate
“rule of law” values: namely, the principle that equals ought to be
treated alike, and the principle that clever avoidance of rules should
not be tolerated. Viewed in this way, the bill is just a technocratic
response to the regulatory gamesmanship of the Blackstone IPO
structure.

The Blackstone structure capitalizes on the (mis)treatment of car-
ried interest as capital gains and parlays it into a method of avoiding
the corporate tax that most public companies must pay. Absent a leg-
islative response, the innovative structure may tempt still more firms
to go public as partnerships instead of corporations. Moreover, the
structure undermines the respect for the income tax on which our vol-
untary system of tax compliance relies. The Blackstone Bill would
respond to this new strategy by forcing publicly-traded private equity
firms like Blackstone, Fortress, Oaktree, and Apollo to pay corporate
taxes, just like Goldman Sachs, Merrill Lynch, Lehman Brothers,
Morgan Stanley, and similarly-situated financial services firms already
pay.

This Essay argues that the Blackstone Bill is justifiable only in this
second sense—as a response to regulatory gamesmanship. So long as
we have a corporate tax, defending the boundaries of the tax base is a
prudent response. In terms of a substantive change in the tax treat-
ment of carried interest, the narrow scope of the Blackstone Bill
leaves Congress with unfinished business.

The Blackstone Bill fails to achieve the high-level policy goal of tax-
ing the returns from managing financial assets consistently regardless
of the form in which the business is conducted. Financial in-
termediaries may choose to conduct business through entities that are
corporate entities, limited liability companies, trusts, or partnerships.
The manager may be publicly traded, quasi-public (like Oaktree and
Apollo, whose partnership units trade on a platform for qualified in-
stitutional buyers), or privately held. The Blackstone IPO reminds us
that to avoid wasteful gamesmanship, promote efficient governance
structures, and treat smaller investors equitably, in the long run we
must strive to eliminate tax disparities that turn on these attributes of
organizational form. As a rifleshot approach to the carried interest
issue, then, the bill is neither a logical compromise nor a viable long-
term solution.
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Of course, the desire for a comprehensive, efficient system for tax-
ing financial intermediaries need not be understood as an excuse for
standing idle. Taxing Blackstone and its publicly-traded brethren as
corporations is defensible as a response to a deal structure that under-
mines existing law.

Congress did not pass the Blackstone Bill in 2007.17 As credit mar-
kets seized up in the latter part of the year, the private equity industry
saw profits diminish, and private equity firms chose to sell off pieces
of themselves to foreign investors and sovereign wealth funds rather
than the public.'® As policymakers look ahead to possible tax reform
proposals, however, the issue of how to tax Blackstone and its peers
seems likely to reignite.1?

This Essay is organized as follows. Part II describes the Blackstone
IPO deal structure and the aspects of the deal that make it potentially
offensive from a regulatory perspective. Part III analyzes the bill as a
response to this gamesmanship. In Part IV, I return to the other way
of looking at the bill, as a substantive change in the tax treatment of
carried interest. A key lesson we might learn from the Blackstone
IPO is that the deal—through its blending of private equity and the
public markets—reveals how our current set of rules for taxing finan-
cial intermediaries undermines the very populist and egalitarian goals
they were designed to achieve. Many of these rules are artifacts of the
Great Depression and reflect an anachronistic vision of the capital
markets. In the long run, broader reform will be needed. Part V
concludes.

II. Tuae BrackstoneE IPO

The Blackstone Group, a New York-based private equity firm, went
public on June 22, 2007.2¢ Blackstone manages about a dozen private
investment funds, most of which focus on leveraged buyouts and real
estate deals.2! More recently, the firm has extended its range of ser-
vices to include managing hedge funds, distressed debt funds, and
funds of funds.22 The firm also has expanded into investment bank-

17 S. 1624, note 7, did not make it out of the Senate Finance Committee.

18 See Andrew Ross Sorkin, The Mideast Money Flows, N.Y. Times, Sept. 27, 2007, at
C1 (reporting Carlyle’s sale of 7.5% of itself to the Abu Dhabi government).

19 See Jessica Holzer, Once Targets of Tax Hikes, Hedge Funds Now Unscathed,
TheHill.com, Dec. 20, 2007, available at http://thehill.com/the-executive/once-targets-of-
tax-hikes-hedge-funds-now-unscathed-2007-12-20.htm! (reporting that the unforeseen par-
tisan showdown over the “pay-go” budget rules, not just the lobbying campaign, helped the
industry stave off the bill in 2007).

20 See Yvonne Ball, Blackstone Makes Splashy Debut, Wall St. J., June 22, 2007.

21 See Blackstone S-1, note 4, at 1-4.

22 See id.
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ing, providing sell-side services such as fund placement services, cor-
porate finance advisory services, and restructuring and reorganization
services.2> Blackstone was not taking a particular investment fund
public. Instead, Blackstone took itself—the management company—
public.?#

Blackstone reportedly had several motivations for going public. Li-
quidity for the founders and top brass was likely a factor. Retention
issues were another concern. Having publicly-traded shares also helps
retain key employees; the ability to readily value the equity in the firm
facilitates compensation negotiations.2s Publicly-held equity also pro-
vides a stable base of permanent capital and acquisition currency for
future growth. Finally, some press reports indicated that fund manag-
ers sought to monetize the value of their carried interest before
changes in the tax law reduced the value of those future cash flows.26

The structure of the deal set a new high-water mark for tax-driven
“regulatory cost engineering” in an I[PO.?? Regulatory cost engineer-
ing is the process of tweaking a deal structure to achieve better regula-
tory treatment without unduly altering the underlying business
arrangements.2®8 Here, Blackstone sold equity to the public while
achieving better tax results than most other public companies receive.
The deal was not an abusive tax shelter; the IPO was a real business

23 See id.

24 See id. at 4-6.

25 Carried Interest, Part 2: Hearing Before the S. Comm. on Finance, 110th Cong.
(2007) (statement of John B. Frank, Oaktree Capital Management), at 2, available at http://
www.senate.gov/~finance/sitepages/hearing073107.htm (“We believed having tradable eq-
uity would provide a valuation mechanism and liquidity that will help us succeed in the
intense competition for talented investment professionals and facilitate an orderly transi-
tion from the current owners of Oaktree to our future leaders.”)

26 See White & Callan, note 4, at 8. Of course, in theory, the tax risk should have been
capitalized into the price of the offered units. Still, it is possible that investors did not fully
discount the value of the units to reflect the risk of a change in the taxation of carried
interest or, for that matter, a change in the tax treatment of Blackstone itself.

27 See generally Victor Fleischer, The MasterCard IPO: Protecting the Priceless Brand,
12 Harv. Negot. L. Rev. 137 (2007) (discussing a recent example of “regulatory cost engi-
neering”); Steven L. Schwarcz, Explaining the Value of Transactional Lawyering, 12 Stan.
J. L. Bus. & Fin. 486, 491 n.35, 500-02 (2007) (discussing “reducing regulatory costs” and
“regulatory cost engineering” as elements of transactional lawyering). The MasterCard
deal was remarkable for its careful balancing of economic concerns and antitrust concerns;
managing antitrust risk was essential to the pricing of the deal. See Fleischer, supra, at 148-
50. The Blackstone deal, however, achieves a higher degree of complexity, and with even
more money at stake on achieving the sought-after regulatory outcome.

28 ] use the term “regulatory cost engineering” to define the signature role of the deal
lawyer, in contrast to the “transaction cost engineering” as defined by Ron Gilson’s semi-
nal article and the literature that has followed that model. See Ronald J. Gilson, Value
Creation By Business Lawyers: Legal Skills and Asset Pricing, 94 Yale L.J. 239 (1984).
While lawyers continue to play a role in managing transaction costs through contractual
design, I suggest here and elsewhere that regulatory cost engineering better accounts for
much of the value that lawyers bring to the deal.
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transaction with a real, nontax business purpose. But the end result is
contrary to congressional intent. Blackstone treats taxes not as the
price for civilization, but rather as “an obstacle course to be gamed
and gotten around.”?®

A. The Blackstone Deal Structure

The Blackstone IPO used a novel structure.3® Rather than incorpo-
rate and issue common stock, Blackstone retained its structure as a
partnership under state law.>! The founders and managing directors
created a new partnership that issued “common units” to the public;3?
these limited partnership units trade on the New York Stock Ex-
change under the ticker symbol BX.33

The regulatory finesse of the deal was critical to the structure. Sec-
tion 7704(a) normally requires that publicly-traded partnerships be
taxed as if they were corporations. Congress enacted this section spe-
cifically to block entities that functionally resemble corporations from
accessing the public equity markets without paying a corporate-level
tax.>* Through some complex deal engineering, Blackstone wedged
itself into the literal language of the “passive-type income” exception
in § 7704(c), even though its income is active, not passive, as those
words are normally used in the Code and regulations.?3

This structural element of the deal—first used in the private equity
context by Fortress Investment Group in its February 2007 IPO—was
a creative tax planning innovation.’® The Code has always been con-

29 See Alan Zibel, Blackstone’s Unusual Tax Strategy Comes Under Scrutiny in Wash-
ington, AP Wire Serv., July 13, 2007 (quoting Senator Max Baucus).

30 Fortress Investment Group, a U.S. hedge fund manager, went public using a similar
structure in February 2007. Matthew Lynn, Blackstone a Credit Bellwether: If Fund Goes
Private Again Rest Assured the Credit Market Has Hit Bottom, St. Paul Pioneer Press,
Jan. 20, 2008, at D3 (discussing Fortress’ structure).

31 See Blackstone S-1, note 4, at 16.

32 See id.

33 “As in bucks. Lots of bucks.” Dennis Berman, Blackstone’s Ticker Symbol: It’s BX,
Wall St. J., Mar. 23, 2007, available at http://blogs.wsj.com/deals/2007/03/23/blackstones-
ticker-symbol-its-bx/.

34 See H.R. Rep. No. 101-139 (II), at 1065-66 (1987), reprinted in 1987 U.S.C.C.A.N.
2313-378, 2313-681-83.

35 For an example of active business language, see Reg. § 1.355-3(b)(2)(iii) (defining
active conduct in terms of “substantial management and operational functions”).

36 Prior to Fortress, most publicly traded partnerships conducted real estate, timber, and
oil and gas activities, although a few conducted asset management activities. I am not
aware of any firms structured as PTPs that conducted active private equity management
operations prior to the Fortress, Oaktree, Blackstone, and Apollo deals in 2007. See Susan
Beck, The Transformers, The American Lawyer, Nov. 2007, at 94 (describing Skadden’s
role in designing deal structure).
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