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Carried Interest
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Executive Summary

Congress is considering proposals to increase the taxation of “carried interest” - an integral feature
of the financial arrangements of partnerships. Taxing carried interest is not a matter of fairness or
closing loopholes. Increasing taxes on carried interest would constitute a potentially large tax increase on
partnerships — especially in finance, insurance, and real estate — both in dollar terms and relative to the
income generation of the affected partners. The specter of these tax implications will spawn reactions
ranging from legal restructuring to crowding out valuable real economic transactions that are not
sufficiently profitable to carry the additional burden. Perhaps most damaging, the higher taxes on
carried interest will re-allocate managerial talent, as the entrepreneurially-inclined are deterred by these
higher taxes and seek their outlets elsewhere in the economy. The proposed tax treatment is inconsistent

with basic principles of tax policy.
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Introduction

Congress 1s considering proposals to increase
the taxation of “carried interest.” Carried
interest is an integral feature of the financial
arrangements of partnerships, a management
structure broadly utilized in the United States
and especially prominent in finance, insurance,
and commercial real estate. This structure
provides the general partners with a share of
profits that is more than proportional to their
capital contribution only if those general partners
are successful in achieving the investment goals of
the partnership. The business model permits
entrepreneurs to match their expertise with a
financial partner, assume risks, and align the
parties’ economic interests so that entrepreneurial
risk taking is viable.

While tax increases are almost never desirable
per se, this initiative occurs at a time when the
financial sector is recovering from a severe crisis,
real economic activity remains well below
potential, and financial market volatility
continues. In these circumstances, it would seem
desirable to only enact those tax changes that had
indisputable efficiency and equity improvements.

This paper examines the impact of changing
the tax treatment of carried interest.! It begins
by reviewing the current tax treatment and the
proposed changes to carried interest tax policy.
Next, we turn to the extent and scale of
partnership operations, and the range of impacts
that higher taxes might deliver and follow this
with analysis of the likely channels by which
raising taxes on carried interest would affect the

United States. The final section is a summary.

To anticipate the conclusions, increasing taxes
on carried interest would constitute a potentially
large tax increase on partnerships — especially in
finance, insurance, and real estate — both in
dollar terms and relative to the income
generation of the affected partners. The specter
of these tax implications will spawn reactions
ranging from legal restructuring to crowding out
valuable real economic transactions that are not
sufficiently profitable to carry the additional
burden. Perhaps most damaging, the higher
taxes on carried interest will re-allocate
managerial talent, as the entrepreneurially-
inclined are deterred by these higher taxes and

seek their outlets elsewhere in the economy.

The Tax Proposal

Many business ventures are organized as
limited partnerships. Investors such as pension
funds, endowments, foundations, individuals, and
others contribute capital and become limited
partners (LP) in the partnerships. One or more
general partners (GP) provide entrepreneurial
management of the partnership and are paid a
management fee that is typically one to two
percent of the overall partnership’s capital.

In a typical partnership, the GP also
contributes capital alongside the investors’
capital. This ranges from 1-10 percent in most
cases. The GP also receives an interest in the
overall profits above the share allocable to his
capital contribution. This interest is commonly

9% ¢

referred to as a “promote,” “profits interest,” or
“carried interest.” Typically, the carried interest
1s 20 percent of the profits and is generated from
appreciation in the value of the partnership’s

property. In the case of real estate, for example,

IThis paper draws heavily fromHoltz-Eakin, Douglas (2007) Commercial Real Estate and Changing the Tax

Treatment of Carried Interest.
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Cash and Entrepreneurial Contributions:Where Does Carried Interest Come From?
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this means that after a period of between five to
10 years, the GP receives a payoff linked to the
degree to which the entrepreneurial input has
resulted in higher asset prices.

The carried interest provides powerful
incentives to align the interests of the GP and the
LPs. While the GP also receives a management
fee that covers administrative overhead, operating
costs, and managers’ salaries, that fee is fixed and
does not provide incentives to improve the
performance of the real assets.

The management fees are taxed as ordinary
income. The carried interest, however, is taxed at
the time of sale. The tax character of the
income 1s consistent with that distributed by the
partnership. The sale of the partnership’s real
assets produces a long-term capital gain taxable
at the capital gain rates (maximum 15 percent).

Proposals to change the taxation of carried
interest have been proposed and passed by the
House, but have yet to pass the Senate. The

Asset Sale

$20 Million

proposed bill would take effect on January 1,
2011. For the first two years 50 percent of such
income is taxed as ordinary income at the 39.6
percent rate and the remainder at the 20 percent
capital gains rate. Beginning on January 1, 2013
and thereafter, 75 percent of such income 1s
taxed at the ordinary income rate of 39.6 percent
and 25 percent is taxed at the 20 percent capital

gains rate.

Principles of Taxation and
Carried Interest

Proponents of this change argue that the
current tax treatment is “unfair” because it
accords a particular form of GP compensation
preferential tax treatment. They argue that the
GP is providing services to the partnership and
services are taxable as ordinary income.

How does this assertion compare to standard
principles of tax policy? From an equity
perspective, a greater unfairness inherent in the

proposal is that it would cause similar taxpayers

WWW.AMERICANACTIONFORUM.ORG

PAGE 3


http://www.AmericanActionForum
http://www.AmericanActionForum

AMERICAN ACTION FORUM JUNE 2010

to be taxed differently. If enacted, investments in
real assets would face different effective tax rates
depending upon whether they are undertaken by
an individual, C Corporation, or via the limited
partnership structure.

Next, carried interest is not the same as other
compensation. The carried interest is a polential
share of partnership profits and not considered
compensation for services by the partners —
management and other annual fees constitute
such compensation. These not insubstantial fees
are taxed at ordinary income rates. They are
based on the entire amount of partnership
capital under management and paid annually by
the partnership. The management fee is typically
2 percent of capital under management but can
also include other fees like acquisition,
development and leasing fees. If a partnership
under-performs, they are the only income the
general partner receives. Simply stating that the
carried interest is compensation for services
ignores the economic relationship of the partners
in the partnership.

The tax change 1s potentially unfair from a
third perspective as current proposals are not
exclusively changes in the prospective treatment
of carried interest. That is, they do not rule out
retroactive tax Increases on investments
undertaken assuming that carried interests would
be characterized as capital gains for tax purposes.

From an efficiency perspective, treating
carried interest as ordinary income would not
improve the U.S. tax code. First, differential
taxation of capital income across sectors and
business forms introduces inefficiencies in the
allocation of national wealth.

Second, the proposed treatment is

inconsistent with both income tax principles and

consumption tax principles. Consider the latter.
There is now a wide consensus that fiscal policy
in the United States must promote the most
sustainable pace of long-term economic growth.
As part of this, it is essential to keep taxes on the
return to saving, investment, and entrepreneurial
innovation as low as possible. Pro-growth tax
reforms that focus on taxing consumption
typically permit a full deduction from the tax
base for all capital contributions to investments as
the appropriate offset for taxing the future cash
flow returns at a full rate. The proposed tax
change on carried interest imposes the latter
taxation, without the corresponding deduction
and 1s, thus, inconsistent with a consumption tax
base.

Similarly, it is inconsistent with a Haig-
Simons income tax in which the appropriate base
1s the potential to consume during the tax year —
1.e., the actual consumption plus any net saving.
Under an income tax, the GP should be taxed on
the basis of the expected increase in consumption
in the year in which the project is begun.

In sum, from the perspective of tax policy, it
1s neither a genuine move toward more fairness in
the current tax system nor a movement of the
current system toward a more desirable overall

tax code.

Impacts of Changing the Tax
Treatment of Carried Interest

A straightforward approach to analyzing the
impact of changing the tax treatment of carried
interest begins noting that partnerships are a
pervasive part of the economic landscape. Table
1 displays selected characteristics of partnerships
using data for 2007 drawn from the Internal

Revenue Service’s Statistics of Income data series.
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The data indicate that there were roughly 3.1
million partnerships comprising over 18 million
partners. These enterprises managed over $21.4
trillion dollars (in 2010 dollars) in assets and
generated net income of roughly $718 billion.
Clearly, substantially increasing the taxes on such
a broad-based business structure will have
potentially dramatic impacts on the economy.

Counted by number, partnerships are most
prominent in real estate (47 percent), finance and
insurance (10 percent) and retail trade (5
percent). Viewed from the perspective of total
assets, the finance sector (57 percent) appears
larger than real estate (20 percent).

Table 2 draws on the information in Table 1
and focuses attention on the potential magnitudes
involved in changing the tax treatment of carried
interests, with particular emphasis on the finance,
insurance and real estate industries.? Specifically,
consider the first column that shows the
economy-wide partnerships. It indicates that of
the $1.9 trillion in net income generated by
partnerships, roughly $738 billion is has the
character that would potentially lead it to be
classified as carried interest (the sum of “Net
long-term capital gain” and “Net section 1231
gain”). To get a rough sense of magnitudes, we
assume that 20 percent of this income flow is the
share of general partners yields an estimate of
the income that might be subject to
reclassification for tax purposes — $148 billion.

As shown in the bottom panel of the table,
these data suggest that changing the tax

treatment from a 15 percent tax rate to the fully-

phased in tax treatment would increase total
taxes from this source from $22 billion to $51
billion — a tax increase of $29 billion.?

The remaining columns indicate that a
similar accounting exercise suggests that the
finance industry faces a potential rise of nearly
$18.0 billion, while the real estate sector would
face a $7.6 billion increase, or nearly as large as
the finance industry.* Regardless of the original
intentions of advocates for the change, the overall
potential increased taxation of carried interest
will likely have substantial economic impacts.

Table 2 offers an alternative metric of the size
of the tax increase. Ideally, one would like to
know what fraction of an individual general
partner’s income would be subject to greater tax,
and just how much higher (in absolute or
percentage terms) the partner’s taxes would be.
Unfortunately, general partners incomes could
come from a variety of sources — multiple
partnerships, wage and salary income from
another job, portfolio investment income, spouses
earnings, etc. — and data that are organized by
partnership will not be able to shed light on this
impact.

However, Table 2 does show the flow of
income from partnerships to partners. Thus, for
the real estate industry, approximately $18.5
billion flowed to individual general partners.
Assuming that there is a single individual general
partner for each of the 1.5 million partnerships,
this corresponds to about $12,000 per GP. If
there were two such general partners on average

it would be only $6,000.

?The data in Table 2 are restricted to those returns that permit the allocation of income to partners, a crucial consideration as the tax

treatment of carried interests is focused on general partners.

3 For this calculation we use the fully-phased-in proposal, which would take effect after the sunset of the 2001 and 2003 tax laws. Thus, the

effective tax rate is (0.75 x 39.6) + (0.25 x 20.0) = 34.7 percent.

*Given the sharp downturn in the financial services and commercial real estate sectors, these estimates likely overstate the near-term revenue

effect and are more indicative of the long-term impact.
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An alternative metric is to examine the
increased taxes as a fraction of the underlying
partners’ incomes. As shown at the bottom of
Table 2, overall the tax increase is 32.8 percent of
the individual general partners’ income and 14.3
percent of combined income of individual and
partnership general partners. The average tax
rates are even more striking in finance and
insurance, where the static implications are that
over 140 percent of individual general partners’
incomes would be required to match the taxes.
For real estate, the rates range from 41 percent to
28 percent.

It is important to emphasize that these
computations are not a “revenue estimate”
because they assume no change in the underlying
behavior.> Given the magnitudes involved, the
absence of reaction is implausible unless the law
precludes the ability to adjust to the new tax
environment. We turn now to the ability and

nature of such responses.

The “Retroactive” Components of
Higher Carried Interest

Because these estimates are built off historical
data (adjusted to rough 2010 magnitudes as
noted above) and assume that there is no change
in partnership behavior, they serve as a rough
guide to the impact of a change in the tax
treatment of carried interests if those impacts are
confined to existing partnerships. If] for
example, the higher tax was imposed
retroactively and exclusively on existing
partnerships, the partnership contractual

arrangements would be fixed and GPs would be

forced to absorb these increased taxes without an
avenue to minimize their impacts.

Importantly, the current proposals in
Congress do not rule out retroactive taxation of
existing partnerships. Thus, in the absence of
change in the legislation, the impact of increasing
taxes on carried interests will include at least in

part these considerations.

The “Prospective” Components of
Higher Carried Interest

Going forward, however, there will be efforts
to restructure partnerships in response to the new,
higher level of taxation. Significant additional
time and capital will be spent by finance,
insurance, and real estate LPs and GPs in order
to re-structure their investment vehicles so that
the overall impact of the new tax on carried
interests can be minimized or avoided altogether.

By definition, these new legal arrangements
will be inferior to the original.® Thus, this outlay
and use of time will not improve economic
performance overall, and will not contribute to
the objectives of investment managers’, their
institutional investors (such as pension funds) and
their individual clients. Indeed, if at all possible,
the GPs will have the incentive to pass these
higher costs to the institutional investors and
individual clients, thereby reducing their received
rate of return.

A related avenue of adjustment would be to
replace the incentive-based carried-interests
structure between GPs and their investors with
non-contingent, fixed compensation
arrangements. Because of the absence of

performance incentives, these types of

5 The Joint Committee on Taxation estimates the House-passed bill will raise $18.7 billion between 2010 and 2010. See JCX-30-10
“Estimated Revenue Effects of Estimated Revenue Effects Of The Revenue Provisions Contained In H.R. 4213, The “American Jobs And

Closing Tax Loopholes Act Of 2010”.

SIf they were better, they would have been adopted in the absence of the new tax.
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compensation contracts will not elicit superior
investment performance, with a declining return
to investment as a result. Moreover, depending
upon the nature of these arrangements, they may
raise little revenue as the taxed compensation to
the GPs will be deductible to individual and
corporate investors.’

However, it 1s unlikely that legal adjustments
alone will be sufficient to avoid the entire tax. If
so, the real economic activity will be affected.
Intuitively, placing a greater tax burden on
carried interests will raise the overall tax burden
on the investment. Unless the project is
sufficiently profitable, it will not be possible to pay
the annual operating expenses, cover
depreciation of the property, meet the
contractual obligations for debt-financings, pay
taxes, and offer a competitive return to the equity
partners in the investment.

In such circumstances, the projects that don’t
make the cut will be dropped — projects that likely
will be in the more marginal locations or
burdened with greater risk. In modern,
competitive global financial markets, even small
changes in margins move trillions of dollars of
financial capital; the taxed partnerships would be
at a clear financial disadvantage and would lose
capital to other investment opportunities.

This impact — the shifting of capital from one
sector of the economy to another in response to a
discriminatorily higher tax — has been extensively
analyzed in the context of the corporation
income tax, beginning with Harberger (1966).
The analogy is quite clear: the corporation

income tax is a tax on the return to capital that is

received through a particular business form — the
chapter C corporation. Raising taxes on carried
interest 1s a tax on the return to capital that is
received through a particular business form — the
partnership. The legal setting 1s different, but the
economics are the same.

One dimension to the “cost” of the
discriminatory taxation of carried interests is that
capital is shifted to less productive uses; damaging
overall economic performance. The intuition 1s
straightforward. For simplicity, imagine that
there is no tax (or equal tax treatment) across all
uses of capital, and all returns are equalized at a
pre-tax return of 20 percent. Now, suppose that
one sector (partnerships) faces a unique and
higher tax — to make the example simple — of 50
percent. Immediately, the post-tax return falls to
10 percent in this sector, inferior to opportunities
of 20 percent elsewhere and capital flows to those
opportunities.

The process will continue until post-tax rates
of return equalize and eliminate incentives for
capital shift. In this example, when pre-tax
returns in the taxed sector are 30 percent and
those in the less-taxed sector are 15 percent, the
post-tax return will be 15 percent in both. The
tax, however, generates a clear cost to the
economy: capital 1s twice as productive (30 versus
15 percent) in the taxed sector as elsewhere. By
driving capital from more productive to less
productive activities, the tax reduces overall

productivity of capital and shrinks the economy.

The Loss of Entrepreneurial Talent
The Harberger analysis focuses exclusively on

the shifting of capital. More recent research by

"Not all investors are taxable; e.g., pension funds so there will not be a perfect offset. At the same time, the overall dollar value of

compensation will have to exceed the existing carried interest to compensate GPs for their higher level of taxation. Knoll (2007) makes this

argument.
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Gravelle and Kotlikoft (1989), however, suggests
that this approach badly understates the
detrimental impacts of higher taxes because it
has too narrow a focus. Specifically, Gravelle and
Kotlikoff reconsider the computations and
incorporate the fact that canceling investment
projects alone are not the only fallout of raising
taxes. Rather, when taxes are raised they also
drive away the key element of economic success
— entrepreneurial talent.

More specifically, taxed (partnerships) and
untaxed (real estate investment trusts, etc.)
business forms are competing for the same
entrepreneurial management talent and
producing the same ultimate product (investment
services). Common sense suggests that the
imposition of the additional tax on carried
interests will diminish not only the ability to
attract capital, but also the same quality of
managerial talent to make the capital productive
in partnerships. The prospect of lower after-tax
pay will lead prospective investment managers to

examine other employment options in the

market. Inevitably, the lower quality
management will diminish performance.
Gravelle and Kotlikoff compare the efficiency
cost apparent from the standard Harberger
analysis with an efficiency cost that captures the
loss of entrepreneurial talent. Over a wide range
of assumptions about the nature of production
and competition, the costs are at least 10 times as
great and as much as 25 times higher.

These results suggest that the economic costs
of crowding out partnerships projects plus the
lower performance that comes from diminished
entrepreneurial zeal will impair the economy as a
whole. These economic costs represent foregone

income in the economy — a loss for everyone.

Summary and Conclusion
There appears to be little merit to changing
the tax treatment of carried interests. The tax
would likely inflict large damage on the finance,
insurance and commercial real estate sectors,
diminish their entrepreneurial talent pool, and

harm overall economic efficiency.

The American Action Forum is a forward-looking policy institute dedicated to keeping America

strong, free and prosperous. It seeks to promote common-sense, innovative, and solutions-based

policies that will reform government, challenge out-dated assumptions, and create a smaller,

smarter government that will serve its citizens better. The American Action Forum believes that the
United States is an enormous force of good in the world and will continue to play a preponderant

leadership role in enlarging human freedom and human prosperity. The American Action Forum is an

independent and nonpartisan research institution.
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