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Taxing Carried Interest as Ordinary Income: A Bad ldea

The Senate may soon consider a proposal to tax what is known as a “carried interest” in an investment
partnership at ordinary income tax rates, irrespective of the character of the income.! Although at first
this may seem like an appealing source of revenue from hedge fund managers and other politically
unsympathetic targets, the reasoning behind taxing carried interest at ordinary income tax rates does not
hold up to scrutiny.

Background

Managing partners of investment partnerships are generally also owners of the partnership
through what’s known as a “carried interest,” which gives the managing partner a share of the
fund’s gains to help insure that his interests are aligned with the investors to achieve the highest
long-term returns to the fund.”

Longstanding principles of partnership law and the tax code provide that any capital gain income
earned by the partnership is treated like capital gains for tax purposes for all the partners,
including the managing partner.”

This is not a loophole exploited by investment funds: the managing partner is an owner of the
business and this tax treatment is standard for entrepreneurs who risk failure by investing with
third party money.

Changing this treatment would affect far more than just the private equity industry.

Most affected by this change would be real estate companies and venture capitalists with a
longer investment horizon and who actively manage their investments and help ensure their
long-run success.

Hedge fund managers, who Democrats seem eager to target, would be among the least affected
of all partnerships, as more than 80 percent of their securities are turned over within a year,
subjecting those gains to ordinary income tax rates and not lower capital gains rates."
Forty-eight percent of partnerships are in real estate and rental and leasing. These partnerships
will be especially hard hit by any change to the tax structure since nearly 60 percent of their
portfolio income is in long-term capital gains.”

$1.1 trillion or one quarter of the investment capital provided to the U.S real estate sector in 2006
was equity capital, provided primarily by partnerships backed by private investors."

The U.S. Conference of Mayors recently warned that raising this tax increase would
"disproportionately impact the commercial and multi-family real estate industry.”"

Pensions would also be harmed by this tax increase. Raising taxes on the managers of private
equity partnerships will raise the costs for pension funds that invest with private equity. In 2006
the 20 largest pension funds invested in private equity represented 10.5 million retirees.""
Public and private pension funds have $437 billion invested in private equity partnerships
worldwide.™



Raising taxes on investment is bad for the economy

e Fifteen million Americans are currently unemployed. To return to five percent unemployment,
200,000 new jobs are needed each month for seven years.* Yet this tax increase would strike at
the heart of a critical source of capital to small and growing businesses.

e Companies backed by private equity investors employ more than 6 million Americans.X' Firms
that receive venture capital improve their chances of survival in their early years and speed their
investment and growth.X"

e Critically, the first businesses that will lose access to equity capital are younger or marginal firms
that may be on the brink of failure. To help small businesses, new government lending programs
and credit subsidies are not necessary if private equity capital is available in private markets.

e Asitis the after-tax rate of return that drives investment and savings decisions, raising taxes on
these decisions can seriously distort where society invests and cause certain investments to not
happen at all. " Decades of economic research show that saving and investment is the most
critical component of long-term prosperity." Raising taxes on the intermediaries who help
channel these savings to productive activity is a way of discouraging long-term growth.

Republicans have rejected this tax increase as a revenue raiser in the past, voting against it in the House
and Senate,*" and should not now accept a permanent change in tax policy to pay for temporary
spending measures. Raising these taxes will result in less money for private investment, more money for
government waste, and a permanent change to long established principles of law that will last well
beyond the government’s short-term need for revenue.
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