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In today’s polarized political climate 
leading up to the 2008 elections, a 
number of presidential candidates and 
members of Congress have singled out 

private equity sponsors, venture capital funds, 
hedge funds, and other businesses organized 
using limited partnership structures for puni-
tive attention. They are proposing more than 
doubling income tax rates on the general 
partner’s contractual share of profits, known 
as “carried interest,” from long-term capital 
gains rates to ordinary income levels.

On October 25, 2007, Chairman 
Rangel of the House Committee on Ways 
and Means proposed a tax bill that the New 
York Times described as “a massive overhaul of 
the American tax system with serious impli-
cations for the private equity and hedge funds 
industries.”1 Then, on November 1, 2007, the 
House Ways and Means Committee passed 
H.R. 3996, an $81 billion tax package billed 
as the “Temporary Tax Relief Act of 2007,” 
on a 22–13 party-line vote.2 This bill con-
tained a provision to tax all general partner 
income, including the long-term capital gains 
component, as ordinary income—which, 
according to their calculus, would raise 
$25.6 billion in tax revenues over 10 years. 
Treasury Secretary Henry M. Paulson, Jr., 
has said that the White House opposes the 
plan, asserting in a statement that it “would 
dramatically raise taxes in ways that in my 

judgment would hinder America’s ability to 
compete in the global economy.”3

It may not be a coincidence that the 
Dow Jones Industrial Average Index fell 360 
points the same day. Or that the same week, 
ref lecting the climate of rising tax rates, Cisco 
announced a strategic initiative with state-
owned China Development Bank to invest in 
innovative high-growth Chinese companies; 
Morgan Stanley announced that it raised a 
$1.5 billion Asia private equity fund; the 
China Investment Corporation announced it 
was in discussions to buy stakes in three more 
large U.S. private equity funds; Carlyle laid 
out its China strategy; CITIC, China’s largest 
securities firm, said that it would buy a stake 
in Bear Stearns; General Motors announced 
it would build a major R&D operation in 
China; and Ford announced R&D alliances 
with two Chinese Universities. And all this 
is taking place at a time when the U.S. capital 
markets are caught in the grip of the sub-
prime mortgage crisis, banks are trying to 
deal with $300 in illiquid leveraged loan 
commitments, and analysts are worried about 
the possibility of recession.

The U.S. Chamber of Commerce, in 
an effort to better understand how carried 
interest affects the U.S. economy as a whole 
and how different sectors and industries may 
be affected by the proposed tax increase, 
commissioned Rutledge Capital to conduct 
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a study of these issues. In early September, the Chamber 
released Part 1 of the study,4 which presented a pre-
liminary macro-level survey of the impacts of proposed 
changes in the treatment of carried interest. This article 
summarizes the key issues and presents the results.

WHAT IS CARRIED INTEREST?

Carried interest arises when two or more inves-
tors who bring different skills and assets to the venture 
come together to form a new business venture or invest-
ment project. A real estate developer, for example, may 
have an idea for a project, project plans, ability to get 
zoning approvals, know-how, an organization, a network 
of trusted people, and a reputation for quality—but not 
adequate funds to develop the project. A pension fund, 
university endowment, insurance company, or other 
investor may have the money to f inance the project 
but lack the entrepreneurial assets brought by the 
developer.

The Limited Partnership Structure

A half-century ago, in order to encourage entre-
preneurship and capital formation, Congress created a 
f lexible investment vehicle that these parties could use to 
work together. That vehicle is the partnership, to which 
each partner contributes unique assets; the partners have 
great f lexibility to divide up the gains from their invest-
ment in any way they deem appropriate, and all income 
to the partnership f lows through the partnership to be 
taxed to the individual partners, based solely on the 
character of the income—ordinary income, dividends, 
interest, fees, short-term capital gains or long-term cap-
ital gains—that the partnership receives in the course of 
its business.

Since its inception, the partnership structure has 
been a resounding success, giving American investors and 
entrepreneurs the tools to create and grow businesses; 
build housing developments, shopping centers, and hos-
pitals; develop oil and gas fields; start new technology 
companies; and finance mergers and acquisitions.

In 2005, based on the most recent publicly avail-
able data on partnership tax returns from the Internal 
Revenue Service, 16.2 million American investors 
were partners in 2.8 million partnerships holding $13.7 
trillion in assets to engage in business and investment 
ventures in every sector of the American economy. 

Rutledge Capital estimates, based upon the most recent 
Federal Reserve Board f low of funds data,5 put total 
assets invested in American partnerships at $15.3 tril-
lion in Q3 2007. These $15.3 trillion dollars of assets 
underpin the market values of the $69.2 trillion of stocks, 
bonds, mortgages, mutual funds, real estate and other 
assets owned by American households and nonprofit 
organizations.6

When creating and structuring investment part-
nerships that have a life of 5–10 years or more, investors 
work hard to make sure that the interests of the various 
partners are aligned to avoid later potential conf licts. 
Limited partners, like the financial investor in the above 
property development example, may put up 90–99% of 
the financial capital but lack the intangible entrepre-
neurial assets to carry out a successful project. Because 
of this, they typically agree to carve out a portion—
usually 20%—of the ultimate gains of a project for the 
general partner, who may contribute only 1–10% of 
the financial capital. This is done in recognition of the 
fact that the reputation, network, know-how and other 
intangible assets of the general partner are extremely 
valuable. General partners typically have more informa-
tion about the operating details of an investment than 
the limited partners. To protect limited partners from 
conf licts due this asymmetry of information, the part-
ners often agree that the general partner must wait until 
the end of the partnership—after all of the limited part-
ner’s capital, partnership expenses and fees, and usually 
a preferred return have been paid—before the general 
partner receives their portion of the gain. These delayed 
payments, which are carried on the partnerships capital 
accounts until the end of the partnership, are referred to 
as the general partner’s “carried interest.”

In addition to carried interest, the general partner 
collects an annual management fee from the partner-
ship—usually 2% of total committed capital per year—as 
compensation for the work of managing the partner-
ship’s activities and maintenance and may collect addi-
tional fees for investment banking activities and advisory 
services to portfolio companies. Such management fees 
are, and always have been, treated as ordinary income 
and taxed at ordinary income tax rates.

Under well-established tax principles, all part-
nership income is passed through to the individuals 
making up the partnerships based solely on the character 
of the income received. To the degree the partnership 
receives fees or interest payments all partners—general 
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and limited—will be taxed at ordinary income rates. 
To the degree the partnership receives long-term capital 
gains or short-term capital gains, the partners will pay 
taxes on that income in the appropriate way.

According to University of Chicago’s David Weis-
bach, this is in accord with the long-accepted principle 
of partnership taxation that the existence of the partner-
ship structure should matter as little as possible to its tax 
treatment; i.e., the tax results from operating the part-
nership “should vary as little as possible from the results 
that the partners would get if they engaged directly in 
partnership activity.”7 A recent study by Andrew Met-
rick and Ayako Yasuda of the Wharton School showed 
that management fees for a typical private equity fund 
make up about 2/3 of the total value received by gen-
eral partners over the life of the partnership, with the 
remaining 1/3 comprised of carried interest.8

To the extent that carried interest is composed of 
income from dividends, interest, fees for services, or 
short-term capital gains, it is taxed at ordinary income 
tax rates of up to 35%. The remaining portion of carried 
interest, arising from the partnership’s long-term capital 
gains—less than 1/3 of total general partner earnings—is 
taxed at the long-term capital gains tax rate, which is 
currently 15%.

Economics of a Limited Partnership

General and limited partners do not have identical 
interests, assets, or abilities. Instead, they share a con-
viction that, together, they can successfully pursue an 
opportunity that no single partner or class of partners 
can achieve alone. In order to better align their interests, 
general and limited partners create a partnership agree-
ment to govern their behavior and relationship during 
the period of the venture.

Partnership agreements are negotiated at arms 
length, sometimes over many months, between the gen-
eral partner and one or more lead representatives of the 
limited partners, often the largest initial investor with 
many years of experience. In addition to the annual 
management fee (often 2% per year during the initial 
investment period and less for the remainder of the fund) 
and the size of the carried interest allocation to the gen-
eral partner (often 20% of net profits), there are a myriad 
of other parameters and conditions that must be negoti-
ated in a partnership agreement including 1) the term of 
the partnership, 2) the length of the investment period, 

3) whether capital commitments are funded initially or 
called when investments are made, 4) the hurdle rate, 
often 8–10%, 5) the allocation of partnership expenses, 
6) and the disposition of fees from portfolio companies and 
investment banking activities, 7) the method of calculating 
capital accounts, 8) rates of return and carried interest, 9) 
provisions regarding key partners, and 10) procedures for 
winding up the activities of the fund.

While each partnership agreement is unique, 
Exhibit 1 illustrates the economics of a representative 
limited partnership, depicting the order in which part-
ners receive distributions. In this example, we assume 
that a partnership makes only one investment at the 
beginning of the fund, holds the investment for three 
years, then sells the investment and distributes the pro-
ceeds according to the partnership agreement.

As shown in Exhibit 1, when the general partner 
sells the investment for “Total Value at Harvest,” repre-
sented by the entire amount, they first pay the Lenders, 
representing principal and interest on any money bor-
rowed to fund the original investment. Then the lim-
ited partners receive an amount equal to their original 
investment plus the management fees paid by the fund 
to the general partner over the course of the fund, repre-
sented. Next the limited partners receive their Preferred 
Return, calculated by compounding the hurdle rate as 
an interest charge on all capital and fees over the life of 
the investment. If the hurdle rate is 10%, for example, 
and the capital was invested for three years, the preferred 
return would be 33% of the total equity investment. 
At this point, the general partner has not received any 
carried interest.

After limited partners have received their initial 
investment and preferred return, the general partner 
enjoys a Catch-Up return period, in which the GP col-
lects more than 20% of the incremental gains (in this 
example, 50%) until they have collected sufficient car-
ried interest to make total carried interest equal to 20% 
of total profits. Above that, further gains are split 80/20 
between the limited partner and general partner.

Note where the general partner appears in the 
capital structure—last in line. This means their share 
of gains is more risky than the return of the limited 
partners. This gives the general partner powerful incen-
tives to maximize the value of the investment. Gener-
ally, companies owned and governed by private equity 
investors enjoy a significant performance advantage over 
other companies.
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Metrick and Yasuda [2007] analyzed confidential 
data from one of the largest pension fund investors to esti-
mate distributions of the parameters of partnership agree-
ments for 238 venture and buyout funds raised between 
1992 and 2006. They used these estimates to report sta-
tistics about the compensation of private equity partners 
and professionals, including present values of management 
fees, revenue, and carried interest per $100 of committed 
capital in the fund. Their results, shown in Exhibit 2 
and shown as summarized in a 2007 paper by the Joint 
Committee on Taxation in Exhibit 3, are that carried 
interest payments make up 37.7% of venture revenues 
and 31.1% of buyout revenues. This constitutes an upper 
bound on the amount of income that could be taxed at 
long-term capital gains rates, because some portion of 
the gains reported as carried interest was received by the 
partnership in the form of interest, dividends, or fees, all 
of which are taxed at ordinary income tax rates.

Recent Trends

As seen in Exhibit 4, American investors organize 
partnerships for all kinds of business and investment ven-
tures. For example, in 2005, the most recent year avail-
able, the Internal Revenue Service reports that there 
were 2.8 million partnerships doing business across all 
industries, made up of 16.2 people acting as partners; 
the total assets held by these partnerships added up to 
$13.7 trillion. These same partnerships reported $42.6 
billion in short-term capital gains and $277.7 billion 
in long-term capital gains—86.7% of their total capital 
gains were long-term capital gains.

Examining the partnerships separated into various 
sectors, one can see that the largest category of partner-
ships, by assets, is security and financial partnerships. 
There, 2.9 million people were partners in 219,171 
partnerships, which held $6.5 trillion of financial assets 

E X H I B I T  1
Allocation of Fund Value between the GP, LP, and Lender
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E X H I B I T  2
Revenue Estimates

Source: Metrick and Yasuda, “The Economics of Private Equity Funds.”

E X H I B I T  3
Present Value of Partner Revenue

Source: Calculations based on Metrick and Yasuda, “The Economics of Private Equity Funds.”
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like stock, bonds, private equity, venture capital, hedge 
funds, and trusts.

Partnerships are used in many other sectors as 
well, from healthcare to hotels, restaurants, and manu-
facturing, as seen in Exhibit 5.

Real estate activities dominate the number of part-
nerships, accounting for 46% of the total number—but 
many other sectors are represented, including Retail and 
wholesale trade; Construction and manufacturing; Agri-
culture, forestry, fishing, hunting, and mining; Hotels 
and food service; Arts, entertainment and recreation; 
Health care, education and social assistance; and Profes-
sional, scientific, and technical services.

More than 16.2 million people were partners in a lim-
ited partnership agreement in 2005. Almost half of them, 
40% or 6.5 million people, were in real estate partnerships.

As shown in Exhibit 6, investment partnerships for 
the purpose of owning securities and financial assets are the 
largest component of total partnership assets, accounting for 

$6.5 trillion, or 46% of total assets. $3.1 trillion (23%) in 
real estate assets makes up the second largest category.

The large share of financial assets relative to real 
estate and other hard assets ref lects the trends in U.S. 
financial markets since 1981. Tax cuts on capital income 
and the sustained systematic decline in interest rates in 
an environment of subdued inf lation caused investors to 
move a sizeable portion of their portfolios out of com-
modities, real estate, and other inf lation hedge assets and 
into stocks, bonds, and mutual funds. This was the source 
of the quarter-century bull market the U.S. has enjoyed 
over this time. More recently, the reduction in dividend 
and capital gains rates in 2003 significantly increased 
the value of U.S. assets by raising their after-tax returns 
to investors. America’s deep capital markets, the mas-
sive $55.9 trillion net worth9 of American households, 
and f lexible financing methods are important drivers in 
innovation and entrepreneurial activities, which support 
growth and job creation.

E X H I B I T  4
Limited Partnership Composition, 2005

Note: Money amounts are in thousands of dollars.

Source: IRS Statistics of Income Division,Fall SOI Bulletin, September 2007.
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In 2005, partnerships collected $42.6 billion in 
short-term capital gains (see Exhibit 7A). More than 
three-quarters (79%) of short-term capital gains were col-
lected by partnerships investing in securities with just 8% 
coming from funds, trusts, and other financial vehicles. 
Hedge fund gains are almost entirely short-term capital 
gains, which are taxed at ordinary income rates. Industry 
sources report that hedge funds turn over 35% of their 
securities each quarter, or 82.2% in less than one year.10 
The implied mix of 82% short-term capital gains and 18% 
long-term capital gains would produce an average tax rate 
of 31.4% on total capital gains for hedge funds.

Securities partnerships make up the largest share 
of long-term capital gains (Exhibit 7B). Together with 
funds, trusts, and other finance vehicles, they make up 
63% of total long-term capital gains collected by part-
nerships. This category is where we find most private 

equity partnerships, including leveraged-buyouts, mez-
zanine financing, growth financing, and venture capital. 
All make investments they intend to hold over a number 
of years. Real estate partnerships are also responsible 
for a large share of long-term capital gains for the same 
reason—they own long-term assets.

In 2005, the partners of limited partnership agree-
ments collected $535 billion in portfolio income, 62% 
of which was contributed by securities partnerships 
(Exhibit 8). Funds, trusts and other financial vehicles 
and Real Estate made up 11% and 14% of total portfolio 
income, respectively.

PROPOSED TAX INCREASES

On June 22, 2007, Representative Sander Levin, 
along with Representatives Charles Rangel and Barney 

E X H I B I T  5
Number of Partnerships, 2005

Source: IRS Statistics of Income Division, Fall SOI Bulletin, September 2007.

IIJ-JAI-RUTLEDGE.indd   7IIJ-JAI-RUTLEDGE.indd   7 5/26/08   5:24:51 PM5/26/08   5:24:51 PM



Au
th

or
 D

ra
ft 

Fo
r R

ev
ie

w
 O

nl
y

8   THE IMPACT OF INCREASING CARRIED INTEREST TAX RATES OF THE U.S. ECONOMY SUMMER 2008

Frank and a dozen other members of the House of Rep-
resentatives, introduced H.R. 2834 to address “Invest-
ment Management Services Taxation,”11 which could 
have a large potential impact on the economy and capital 
markets. The legislation would add a new Section 710 to 
the IRS Code of 1986, reclassifying the carried interest 
of an investment services partnership interest (ISPI) from 
capital gains to ordinary income tax treatment. It would 
also more than double tax rates on carried interest earned 
by general partners of investment partnerships—as well 
as on investment funds created as limited liability com-
panies who choose to be taxed as partnerships—from 
the current long-term capital gains rate of 15% to the 
35% ordinary income tax rate. Additionally, H.R. 2834 
would limit the amount of losses available to managers 
of the partnerships; a net loss would be treated as an 
ordinary loss.

In the bill’s accompanying fact sheet, the bill’s spon-
sors state the tax increase will apply to “any investment 

management firm without regard to the type of assets, 
whether they are financial assets or real estate.”12 In addi-
tion to private equity funds, venture capital funds, and 
hedge funds, they will affect all investment partnerships 
including both real estate investment trusts (REITs) and 
publicly traded partnerships.

Alarmingly, House Committee on Ways and 
Means Chairman Charles Rangel announced that the 
tax increase may be applied retroactively to partner-
ship agreements signed many years in the past, stating 
that “due to the potential erosion of our tax revenues 
in this case, my historic opposition to retroactive tax 
legislation may not apply.”13 This bill is such a stark 
departure from long-accepted tax principles that one 
law f irm, in a communication to their clients and 
friends, stated: “This bill, if enacted, would have broad 
sweeping effects on the structure of investment funds 
and would represent a sea change in the private invest-
ment funds industry.”14

E X H I B I T  6
Total Assets of All Partnerships, 2005

Source: IRS Statistics of Income Division, Fall SOI Bulletin, September 2007.
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On October 25, Chairman Rangel of the House 
Committee on Ways and Means proposed a tax bill that 
the New York Times described as “a massive overhaul of 
the American tax system with serious implications for 
the private equity and hedge funds industries.”15

Then, on November 1, 2007, the House Committee 
on Ways and Means passed H.R. 3996, an $81 billion 
tax package billed as the “Temporary Tax Relief Act of 
2007,” on a 22–13 party-line vote. This bill contained 
a provision to tax all general partner income, including 
the long-term capital gains component, as ordinary 
income—which, according to their calculus, would raise 
$25.6 billion in tax revenues over 10 years. Treasury 
Secretary Henry M. Paulson Jr. has said that the White 
House opposes the plan, asserting in a statement that it 
“would dramatically raise taxes in ways that in my judg-
ment would hinder America’s ability to compete in the 
global economy.”16

The Senate Committee on Finance held three 
hearings on the subject of carried interest; the f irst 
on July 11,17 the second on July 31, and the third on 

September 6.18 Senator Baucus, in his opening statement 
at the first hearing, stated the concern that “Some hedge 
fund managers and private equity managers are taking 
home more than $100 million a year in what is called 
‘carried interest income.’ And much of that income is 
taxed at the long-term capital gains rate of 15%.”19 The 
question arises, he continued, “are some people of great 
wealth merely taking advantage of the tax code to pay 
less than their full and proper share?”20

Later in his testimony, Senator Baucus again refers 
to hedge funds, which “now manage nearly $2 trillion 
in assets.”21 But hedge funds generally hold securities for 
very short times and pay ordinary income tax rates on 
short-term capital gains income, which makes up the 
bulk of their profits and carried interest.22 The rhetorical 
value of his statement is obvious—hedge fund managers 
are not paying their fair share of taxes. But the facts 
are clear; hedge funds are a minor factor in the issue of 
taxing long-term capital gains as carried interest.

Senator Baucus lay down a set of ground rules 
for the discussion that suggests he is fully aware of the 

E X H I B I T  7 A
Net Short-Term Capital Gain of All Partnerships, 2005

Source: IRS Statistics of Income Division, Fall SOI Bulletin, September 2007.
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critical importance of investment and capital formation 
for the American economy:

No matter what we may ultimately decide to do, 
we will in no way wish to change the interests 
of the limited partners. […] Entrepreneurs create 
new jobs. We do not want to stif le the mother of 
invention. […] We want to ensure that our entre-
preneurial system continues to function well. We 
want to ensure that people are free to continue 
to create wealth.23

Senator Grassley, in his statement, echoes many 
of the same ideas by stating what the inquiry and any 
proposal that it may produce is “not about”:

This bill [is not] an attack on capital formation 
[or] a tax increase on a single industry. […]
Not about raising taxes on capital income. […]

Not an attack on the investor class. […]
Not a revenue grab from private equity firms or 
hedge funds. […]
Not about well-settled tax policy principles 
regarding capital assets, or the propriety of cur-
rent law capital gains rates.24

Senator Grassley reminds us that “keeping taxes 
low on investment returns is sound tax policy.” And 
later, that “lower taxes on capital gains and corporations 
can help American businesses compete in the global 
economy.”25

These are important and worthy principles. It is 
the conclusion of this report, however, that the proposal 
to increase tax rates on America’s partnerships would 
violate every one of them.

The durability, f lexibility, and tax treatment of 
the partnership as the dominant vehicle for undertaking 
new business and investment ventures is the cornerstone 

E X H I B I T  7 B
Net Long-Term Capital Gain of All Partnerships, 2005

Source: IRS Statistics of Income Division, Fall SOI Bulletin, September 2007.
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of the American business and investment model. The 
partnership is in no small measure responsible for the 
innovation, entrepreneurial activity and growth that 
have made U.S. capital markets and the U.S. economy 
the envy of every country in the world. We must be 
cautious if we want to remain the preeminent country 
in the global economy.

WHO WILL BEAR THE BURDEN OF THE TAX?

To the extent new revenues are generated by the 
tax increase it is important to ask who will pay them. 
The comments in Senator Baucus and Senator Grass-
ley’s statements suggest that the higher tax rates they 
propose can be crafted to fall solely on the (wealthy) 
shoulders of private equity sponsors without reducing 
the returns of the pension funds and their retirees or 
the university endowments and their students and 
without any negative effects on capital formation or 
entrepreneurial activity. Unfortunately, that is not how 
economics work.

Every undergraduate student learns in their first 
semester of Economics 101 that the incidence of a tax 
depends on the elasticity, or price sensitivity, of the 
buyers and sellers—in this case the limited partners and 
general partners—not on who is taxed. In this case, 
general partners will pay through lower after-tax gains, 
limited partners will pay through higher partnership 
costs and lower returns, beneficiaries will pay through 
lower pension benefits, and owners and managers of 
operating companies will pay through lower values for 
the companies they are working to build.

As Steve Forbes pointed out, “raising taxes on 
private equity doesn’t just harm fund managers or 
investors—it also harms the companies that need pri-
vate equity investments to bring their innovations to 
market, which, in turn, makes our entire economy less 
competitive.”26

Higher tax rates also harm the limited partners who 
have massive amounts of their beneficiaries’ money at 
stake. In 2006, the 20 largest pension funds invested in 
private equity represented 10.5 million retirees, scattered 

E X H I B I T  8
Portfolio Income Distributed to Partners of All Partnerships, 2005

Source: IRS Statistics of Income Division, Fall SOI Bulletin, September 2007.
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across the country including plans from California, New 
York, Texas, Florida, New Jersey, Ohio, Pennsylvania 
and Michigan. Put together, these 10.5 million benefi-
ciaries hold private equity investments that add up to 
$111 billion. The 20 largest corporate pension plans in 
2006, representing 3.8 million members and including 
AT&T, DaimlerChrysler, Boeing, GE, and TIAA-
CREF, have a collective investment of $44 billion in 
private equity funds.27

HOW WOULD A TAX AFFECT 
THE INVESTMENT MARKET?

Economic theory tells us that, irrespective of who 
pays the statutory burden of a tax, the true incidence 
of the tax will be shared among all of the participants 
in the economic activity based on the character of their 
market positions.

There are three players in the private equity 
market, as illustrated in Exhibit 9. The general partner 
is the sponsor; the limited partner supplies the capital; 
the entrepreneur on Main Street provides the business 
they are financing. All are affected by a tax increase.

The impact of the proposed tax increases will 
be determined by the relationships among the general 
partner, the limited partners, and the owner and man-
agers of the business. First, we will discuss the impact 
on the general partner–limited partner relationship in 
the market for raising capital. Second, we will consider 
the supply–demand balance between the entrepreneur 
and general partner, respectively, whose impacts on the 
economy are arguably more important.

The Market for Capital: The General Partner 
and Limited Partners

First, let’s look at the market for raising capital to 
do private equity investments by focusing on the rela-
tionship between the general partners and the limited 
partners.

The general partner and limited partners make 
up a market where limited partners demand services 
provided by the general partner—sourcing and doing 
deals, and investing and monitoring the LPs’ money in 
investment projects alongside their own. The GP is the 
supplier in this market. The relevant price—the terms 
of compensation in the partnership agreement—and the 
volume of activity are determined by market forces as 
shown in Exhibit 10 below.

The market equilibrium, represented by P
0
, is the 

“2 and 20” structure used by most investment funds 
today. This equilibrium is disturbed by a change in tax 
rates.

The GP’s supply curve represents all the points 
at which the GP receives just enough compensation to 
make it worthwhile for him to provide a given quantity 
of services. When a tax is imposed on GP services, the 
GP’s after-tax price has decreased by the amount of the 
tax and its supply curve must shift up to compensate.

The upward shift in the GP supply curve by the 
amount of the tax, however, does not mean that the 
GP gets to pass along the entire amount of the tax to 
the LP. The equilibrium price rises but not by the full 
amount of the tax. The result is a higher price and lower 
quantity than before the tax increase. General partners 
have a reduction in after-tax pay; limited partners face 
an increase in fees; and the size and number of funds 
raised will decrease.

Who Pays the Tax?

When a tax is levied, the law dictates which party is 
legally responsible for paying the tax, known as the statu-
tory incidence of the tax. But market forces dictate the 
economic incidence of the tax. The difference between the 
statutory incidence and economic incidence of the tax is 
referred to as tax shifting, and can be substantial.

This is a universally-accepted economic principle 
found in any microeconomics textbook. In their text-
book, Microeconomics, Katz and Rosen28 describe the 
impact of tax shifting:

E X H I B I T  9
Dynamics of the Investment Market
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E X H I B I T  1 0
A. The GP–LP Investment Market

B. Higher Carried Interest Tax Rates

C. Market Impact
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The statutory incidence of a tax tells us nothing of the 
economic incidence of the tax. It is irrelevant whether 
the tax collector (figuratively) stands next to the 
consumer and takes $3 every time he or she buys 
a gallon of wine, or stands next to the seller and 
collects $3 every time he or she sells a gallon […] 
what matters is the size of the wedge that the tax 
introduces between the price paid by consumers and 
the price received by producers. It does not matter 
from which side the wedge is introduced. (p. ??)

It is thus not who the government decides is 
responsible for paying the tax but rather how the tax 
affects income distribution that makes a real impact on 
both the general partner and the limited partners.

If we know the properties (slopes or elasticities) of 
the supply and demand curves we can calculate the exact 
economic incidence of a tax.29 But in the absence of such 
direct estimates, we are limited to qualitative statements 
about outcomes.

At the new equilibrium point, tax revenues equal 
the price of the GP’s services multiplied by the amount 
of committed capital. These can be represented by the 

area of the large shaded box in Exhibit 11,30 since the 
vertical distance between the supply curves equals the 
amount of the tax.

The total tax revenues rectangle described above 
can be broken down further into the taxes falling on 
each party by dividing the rectangle horizontally at the 
original equilibrium price P

0
. The consumer, in this 

case the limited partners, bear the cost of the shaded area 
above P

0
. The supplier, in this case the general partner, 

bears the cost of the tax in the shaded area below P
0
.

The distribution of the burden of the tax increase 
depends on each party’s sensitivity to changes in price, 
i.e., on the slopes of their supply and demand functions.31 
In all but the most extreme cases, in which one of the 
two curves is either perfectly inelastic/vertical or per-
fectly elastic/horizontal, the tax will be divided between 
producer and consumer.

SUMMARY AND CONCLUSION

Using language of closing a “tax loophole,” mem-
bers of Congress have proposed legislation that would 
significantly increase tax rates on capital deployed in 

E X H I B I T  1 1
Breakdown of Tax Revenue Contributions
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long-term investments in the United States. They are 
making a big mistake. Those who would raise tax rates 
risk undermining America’s preeminent position in the 
world as a leader in invention, innovation, entrepreneurial 
activities, and growth. Selectively raising tax rates on the 
long-term capital gains of limited partnerships will drive 
capital offshore, reduce the productivity of American 
workers, and damage the ability of U.S. companies to com-
pete in global markets. It will cost American jobs and reduce 
American incomes. In today’s global economy, countries 
have to compete for the capital they need to grow. Raising 
tax rates on long-term capital gains of U.S. partnerships 
would hang a “not welcome here” sign on our door.

Meanwhile, foreign governments are waiting 
eagerly. They have learned that ample supplies of cap-
ital are the key to creating the rising incomes and eco-
nomic growth that their people are demanding. They 
are becoming more capital-friendly every day, changing 
their tax and regulatory policies to reduce risk and 
increase returns for foreign investors who bring capital 
to their countries. They are waiting for us to make a 
mistake that would drive our capital offshore and into 
their welcoming arms. Raising tax rates on long-term 
capital gains for America’s partnerships is just the mistake 
they have been waiting for.

As I write this final section, I am attending a finan-
cial forum in Beijing where high-ranking Chinese offi-
cials are working hard to convince major private equity, 
venture capital, real estate and energy investors from 
the U.S., Europe and the Gulf Region to relocate their 
offices, investment professionals and capital to China in 
order to fuel China’s growth and create jobs for China’s 
growing work force.

In the long run, the country with the most capital 
wins. America cannot afford to lose its source of capital. 
We should think twice before we give capital owners a 
reason to move their capital offshore.
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1
).

31The fraction of the tax paid by the consumer is given by 
the equation [|m

d
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d
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s
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s
| / (|m

s
| + |m

d
|)] 

where m
d
 and m

s
 are the slopes of the demand and supply 

functions, respectively. For proof of these formulas, see Teresa 
Bradley and Paul Patton, Essential Mathematics for Economics 
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To order reprints of this article, please contact Dewey Palmieri 
at dpalmieri@iijournals.com or 212-224-3675

IIJ-JAI-RUTLEDGE.indd   16IIJ-JAI-RUTLEDGE.indd   16 5/26/08   5:24:56 PM5/26/08   5:24:56 PM



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


