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Chairman Rangel, Ranking Member McCrery and Members of the Committee: 

 Thank you for this opportunity to talk to the committee regarding an important 

issue of tax policy and fundamental fairness.  By now, most people are acutely aware of 

the problem with which this Committee is rightly concerned.  Most of the debate 

regarding the taxation of carried interests has been articulated in rather dry academic 

terms without focusing on the real human impact.  Before I, too, launch into a 

philosophical discussion, I want to describe the obscene problem in terms understandable 

to real American families.  A modest American family making $70,000 per year, and 

having one son fighting in Iraq with other average American men and women, pays taxes 

at a 25% marginal rate.1  Those taxes help fight the wars we decided are necessary to 

fight.   

 On the other hand, a fund manager making more than $3 or $4 million per year, 

with means plenty sufficient to keep his son or daughter out of Iraq or Afghanistan pays 

taxes at a maximum rate of 15%.  The only study to date regarding the revenue loss 

                                                 
1 Compare, Nancy Duff Campbell, Close Loophole designed to benefit hedge fund managers, The Miami 
Herald, August 21, 2007, available at http://www.miamiherald.com/851/story/209866.html.  (noting that  
something is “deeply wrong” when a single mother earning just over $40,000 per year is in a higher tax 
bracket than millionaire bosses at hedge funds) 



occasioned by fund manager manipulations states that if fund managers were taxed just 

like average American families – not a tax hike – the government would raise between $2 

and $3 billion dollars annually.2  To understand what that really means, consider that it 

cost about $7,500 (the price of a small, late model used car) to equip each soldier, sailor, 

and marine fighting in Iraq or Afghanistan with full body armor – armor that protects not 

only the chest and back, the base of the neck, the buttocks and the groin.  That is less than 

$1 billion dollars to adequately equip our fighting forces against flying shrapnel.  With 

the money obtained if fund managers simply paid their fair share we could save many of 

those fighting for the very system fund managers so gleefully exploit.   

 There are three primary reasons why we tax some income (i.e., “ordinary income) 

at comparatively higher rates than capital income.  My testimony in this regard is neither 

new nor groundbreaking.  Indeed, every person who has ever really thought about capital 

gains taxation knows of these reasons, though many people disagree that they justify a 

lower tax rate on some income than others.3  Assuming the reasons are valid, they would 

nevertheless not in any way justify the application of capital gains rates to service 

compensation earned by fund managers.   

 The first reason pertains to the economic definition of income and the reasonable 

belief that only real economic gains should be taxed.  Suppose a taxpayer earns $100 (net 

after tax) during a time when one year inflation is 6%.  The $100 is previously taxed 

income and, of course, should not be taxed again.  If the taxpayer buys property for $100, 

and after one year sells the property for $106, she will reap and pay tax on $6.00 nominal 

                                                 
2 Michael S. Knoll, The Taxation of Private Equity Carried Interests:  Estimating the Revenue Effects of 
Taxing Profit Interests as Ordinary Income, University of Pennsylvania Law School Research Paper No. 
07-32, available at http://www.law.upenn.edu/academics/institutes/tax/index.html.   
3 Some have proposed, for example, that rather than engender the complexity and avoidance provoked by 
capital gains taxation, we should simply “index” basis so that it is adjusted by the rate of annual inflation. 



gain.  This, despite the fact that she is no richer than when she invested the $100 in the 

property one year ago.  She has a nominal gain under IRC 1001 but no economic gain.  

Because of inflation, her $106 one year later gives her no more purchasing power than 

she had one year earlier.   Thus, taxing the $6.00 nominal gain amounts to an additional 

tax on the same accession to wealth.  The upshot of this economic result is that the 

taxpayer who earns $100 is better off immediately consuming it, instead of saving it long 

term presumably in a manner that generates greater societal benefit.  That is, the tax on 

capital encourages immediate over-consumption.   

 The second reason for the capital gains preference relates to the taxpayer who 

wishes to reinvest her previously taxed income in a better place but declines to do so 

because she knows she will be taxed on the transition from one investment to another.  If, 

for example, the taxpayer who earned and invested $100 during a period of 6% inflation 

decides she no longer wants to invest in eight track tape players because MP3’s represent 

better technology, she would have to sell her investment in eight track tape players, pay a 

tax (largely on inflationary gain) and then reinvest the net amount.  The tax imposed on 

the sale of the eight track investment might very well discourage her from withdrawing 

from a burned out investment and using the previously taxed income to invest in a more 

profitable and socially beneficial investment.  That is, she might continue her original 

investment in the manufacture of eight track tape players when MP3 are better solely 

because of the tax cost occurred by shifting to a better investment.  This latter point is 

referred to as the “lock-in” effect.   

 Implicit in both of these first two examples is that there has been a beneficial 

“savings” – referred to economically as “investment” – of previously taxed income.  A 



later tax, again largely on inflationary gain, amounts to a second tax on the same income 

and some people find this inherently unfair for good reason.   

 Neither of the first two justifications for capital gains taxation applies to the tax 

that ought to be imposed on the carried interest.  In the typical case, fund managers have 

not ever been taxed on income subsequently invested in long term assets, such that we 

should be concerned about the deleterious effect of taxation on nominal as opposed to 

real economic gain.4  Fund managers invest untaxed human capital – what Ms. Mitchell 

referred to in her testimony before the Senate Finance Committee as “sweat equity”5 -- 

not previously taxed financial capital.  The tax on human capital is a single tax, since we 

do not tax people on their potential to earn.  If we taxed people on mere earning potential, 

and then again upon the financial realization of that potential, we should rightly be 

concerned about the double taxation.  We do not tax earning potential so there is no 

double taxation, nor is there a prior taxing event that would encourage people to “lock 

up” their earning potential to avoid a second tax.  We don’t have to worry that people will 

not get a job, particularly when the market compensates them so handsomely for doing 

so.  Clearly, then, none of the long accepted policy reasons justifies the application of 

capital gain tax rates to fund manager compensation. 

 A third common, but less agreed upon reason for taxing the income from capital 

at lower rates is referred to as the “bunching effect.”  The bunching problem refers to the 

                                                 
4 To the extent fund managers make capital contributions from previously taxed or specifically exempted 
income, they should be granted capital gain treatment on their long term yields because in that instance the 
double tax or lock-in effect applies.  HR 2834 would provide such treatment.  Senators Baucus and 
Grassley have introduced a bill to tax publicly traded fund management partnerships as corporations. 
Members should not confuse the discussion of the proper taxation of carried interests with the question of 
the taxation of a publicly traded management company, though some of the same people would be affected 
by both initiatives. Whether or not the publicly traded management company is taxed as a corporation, 
individual fund managers will continue to be compensated by means of carried interests in other 
partnerships that hold the investments that the publicly traded company manages.   
5 See http://www.senate.gov/~finance/hearings/testimony/2007test/071107testkm.pdf.   



fact that a taxpayer who holds an investment long term will pay a higher tax than if she 

bought and sold the same asset over and again on a short term basis.  A simple example 

helps demonstrate the problem.  Assume, for example, that a taxpayer pays $100 for 

property and the property’s value increases by 10% annually.  If the 10% increase were 

taxed annually, the taxpayer would pay a total of $6.00 in tax assuming a flat rate of 10% 

on annual income of less than $10 and 25% on annual income over $50.  Table 1 shows 

the outcome: 

Table 1:  The Bunching Problem 

Year   Appreciation  Value  Annual Tax on increase 

1   10   100     0 

2   11             110   1 

3   12.1   121              1.1 

4   13.3   133   1.2 

5   14.6   146   1.3 

6   16.0   160   1.4 

Total tax on $60 appreciation at 10% per year   $6 

 

If the taxpayer held the asset long term and sold it for $160 six years later, her $60 gain 

would be “bunched” and her tax would be $15.00, an increase of $9.00 merely because 

the taxpayer held the asset longer and realized all of her gain in one year.  Lowering the 

tax on $60 long term gain to 15% alleviates some, but not all of the bunching problem.  

The tax in that case would be only $9.00. 



 The bunching problem, too, is entirely inapplicable to the taxation of carried 

interests, primarily because bunching refers to the creeping appreciation in property value 

and fund managers are simply investing labor – just like most other average Americans 

who receive no tax break for an alleged bunching problem.  In any event, if bunching 

were a solid justification for taxing fund managers at lower rates, it would necessarily 

require lower rates for all service providers whose income is taxed at more than the 

lowest marginal rates.   

 The remainder of my written testimony debunks two commonly raised 

justifications – more like campaign slogans – used by fund managers in an effort to retain 

their special tax break.  The first asserts that capital gains taxation is justified by the 

alleged risks and social rewards that fund managers assume and generate, respectively.  

The second attempts to justify capital gains taxation of fund managers because of the 

labor that precedes the investment of capital.  Neither of these justifications withstands 

the light of close scrutiny.   

 The notion that normal or even enhanced risk-taking justifies the application of 

capital gains tax rates to fund managers is both novel and bizarre.  The notion proves too 

much.6  Every entrepreneur is a risk taker but only entrepreneurial investors of previously 

taxed income are taxed at lower rates, for the reasons discussed above not because they 

are risk takers.  Every economic activity presupposes risk so the fact that fund managers 

undertake risk is insufficient to justify capital gains taxation.  If Tiger Woods, for 

example, does not win (or place within the top performers), he receives no compensation 

                                                 
6 The fact that fund managers voluntarily structure risk into their compensation scheme has no relevance to 
capital gains tax rates.  “So are the incomes of  movie actors, the royalties of authors and the prize winnings 
of  golfers – none of  which is treated as capital gains” [nor should they be].    Alan S. Blinder, The 
Untaxed Kings of Private Equity, NEW YORK TIMES, Section 3, page 4 (July 29, 2007).   



for his efforts.  When he wins, he is taxed at ordinary rates.  When Tiger Woods’ 

competitor wins – in an industry with much greater risk than venture capitalism, given 

the presence of Tiger Woods – the competitor’s demand for taxation at capital gains rates 

would not be justified by the fact that Tiger Wood’s presence made the investment of 

human capital by all other competitors extraordinarily risky in an economic sense.  The 

market itself compensates for the decision to undertake the extraordinary risk – via 

extraordinary compensation – and so there is no reason to grant a tax subsidy.  The more 

important point is that risk taking has nothing to do with capital gains taxation.  Every 

investment – whether of human or financial capital – involves risk.  A theory that capital 

gains taxation is appropriate for risk taking proves too much and is nothing more than a 

selective plea for lower tax rates for certain activities. 

 The latter assertion is refutable only to the extent capital gains taxation is 

conceptualized as a subsidy (rather than as a remedy) and then only to the extent a 

subsidy is necessary to spur “irrational” but nevertheless socially necessary economic 

behavior.7  Two examples demonstrate the inappropriateness of a subsidy rationale as a 

justification for taxing fund management compensation at capital gains rates.  The first 

pertains to the research and development tax credit. The financial cost (i.e., the risk) of 

research and development is so high that rational people ought to spend their labor and 

money elsewhere.8  The research and develop tax credit effectively lowers the tax rate – 

                                                 
7 There are various assertions that capital gains taxation subsidies greater wealth for the wealthy.  I take no 
position on these assertions but instead accept the notion that capital gains taxation remedies the double tax 
and lock-in effect. 
8 IRC 41 (1986).  “The intent of the R&D tax credit was to encourage R&D investment by the private 
sector. Congress believed that the private sector was not investing enough in research and development. 
Legislative history indicates that Congress believed that the private sector's lack of investment in research 
and development was a major factor in the "declining economic growth, lower productivity, and diminished 
competitiveness of U.S. products in the world market."  Belinda L. Heath, The Importance of Research and 
Development Tax Incentives in the World Market, 11 MSU-DCL J. INT'L L. 351, 352-53  (2002). 



and thus the risk -- on labor and income directed towards a certain needed and socially 

beneficial activity that would otherwise not occur in the market.  Providing a lower tax 

rate via a credit encourages highly risky but nevertheless socially necessary labor and 

capital not sufficiently provided by market incentives.  A closer example involves serving 

in combat.  The tax rate on combat pay (zero percent) is lower than the tax rate on other 

services.9  Going to combat is a risky, irrational behavior with such little hope of 

financial reward that we should expect it never to occur without something to offset the 

risk.  I am here speaking only in the economic terms the proponents of capital gain 

taxation have used in the debate; I am not referring to the higher callings that motivate 

my younger brothers, my niece and others like them to engage in combat.  Nevertheless, 

in an economic sense, there is insufficient hope of market reward to motivate combat 

services.   It is only when we can make that conclusion – that the market insufficiently 

provides needed services -- that non-ordinary taxation on services such as that performed 

by fund managers is justifiable.  We cannot make that assertion to service as a fund 

manager because the hope of financial reward is so high that the socially beneficial 

behavior will inevitably occur in sufficient quantities. 

 Moreover, removing market risk that fund managers take – if indeed, they really 

are at risk – by granting tax preferences would distort the market by causing more people 

to seek jobs as fund managers rather than performing services in other areas in need of 

human capital.   Softening that potential risk punishment via a tax break encourages 

irrational risk-taking and ought to be tolerated only when there is a demonstrable societal 

benefit not otherwise provided via the market.  As fund manager compensation figures 

show, the market more than adequately spurs the risk-taking that fund managers indulge 
                                                 
9 IRC 112 (1986). 



when they put their service compensation at the demonstrably benevolent mercy of 

investment funds.  Any losses incurred by fund managers serve only to discipline the 

market by discouraging too much risky behavior that would harm the economy.   

 Ms. Mitchell’s testimony during Carried Interest I can be characterized as 

sentimental sophistry at best.  It reminded me of Reagan’s “morning in America,” Bush, 

Sr.’ “a thousand points of light,” and just to be bipartisan about it, Clinton’s “don’t stop 

thinking about tomorrow.”  She described such wild successes as Google, YouTube, 

FedEx, and Ebay as evidence of the legitimacy of capital gains taxation for services.  In 

each of those examples, though, there was sufficient hope of astronomical market reward 

such that any non-confiscatory level of taxation would be appropriate.  Unlike research 

on new drugs, or service in combat, the real risks were far outweighed by the potential 

reward.  There was at least enough hope that the true investors of previously taxed capital 

could easily attract the sweat equity – previously untaxed, by the way -- necessary to put 

other peoples’ previously taxed capital to work.  Some of the witnesses during Carried 

Interest II conceded this point but responded by arguing that in the absence of U.S. 

capital gain treatment, investors of previously taxed capital would invest their money in 

offshore funds where fund manager compensation is cheaper.  The easy answer to that is, 

“all well and good.”  If investors can find the same labor at cheaper prices, domestically 

or overseas, it is not the tax code that is diverting capital to foreign markets.  It is instead 

the overpriced demands made by domestic fund managers.  Chyrsler, Ford, and GM have 

to compete with cheaper sources of labor, why shouldn’t fund managers have to do the 

same, and in doing so, they save more of their pension fund or charitable foundation for 

their intended purposes.  The argument, then, that capital gains taxation is necessary to 



maintain domestic capital domestically is both anti-competitive and protectionist.  

 At bottom, the capital gain preference is plea subsidize the investment 

management industry.  A tax subsidy, though,  – either via exemption or merely lower tax 

rates – is unnecessary when the rational hope of getting rich is sufficient to spur the 

services upon the industry is dependent.  The rational, realistic “hope,” not the guarantee, 

of market rewards, spurs needed economic service and renders tax preferences 

superfluous.  If the risk of reward outweighs the risk of loss, such that the activity will 

occur in optimal quantities anyway, a tax subsidy is an extremely unwise use of tax 

dollars.  Indeed, providing a tax subsidy when the market provides the sufficient hope of 

reward so that the behavior would have occurred in sufficient quantities is against 

societal interest.  They generate an oversupply of the thing subsidized.  Moreover, tax 

subsidies are not limitless.  The tax subsidy -- the unnecessary tax subsidy – spent to 

encourage labor already in sufficient supply could have been better spent for more 

research and development or higher combat pay.    

 Finally, and with due respect, Mr. Solomon’s example during Carried Interest I 

regarding a business built with the combination of labor and capital proves the opposite 

of what he intended because it omits necessarily implicit facts.    The example states: 

 

Entrepreneur and Investor form a partnership to acquire a corner lot and 

build a clothing store.  Investor has the money to back the venture and 

contributes $1,000,000.  Entrepreneur has the idea for the store, 

knowledge of the fashion and retail business, and managerial experience.  

In exchange for a 20 percent profit interest Entrepreneur contributes his 



skills and know how [i.e., human capital or services].  Entrepreneur and 

Investor are fortunate and through their combination of capital and efforts, 

the clothing store is successful.  At the end of 5 years, the partnership sells 

the store for $1,600,000 reflecting an increase in the going concern value 

and goodwill of the business.  Entrepreneur has $120,000 of capital gain 

and Investor has $480,000 of capital gain.10 

 

Note that the example asserts that the appreciation is attributable solely to the increase in 

going concern value and goodwill.  Going concern value and goodwill could not possibly 

have been generated without previous realization and recognition of ordinary income via 

the sale of inventory and the performance of services.  If the partnership is sold with 

inventory or accounts receivables [e.g., for services] on hand, the first part of the gain 

will be correctly taxed at ordinary rates, regardless of whatever value the parties ascribe 

to going concern or goodwill.11  If instead, the store previously sold all of its ordinary 

income assets – haute couture clothing and services, for example – without having ever 

distributed a portion of the gains to the service partner, the service partner would have 

nevertheless recognized ordinary income,12 before being granted access to the capital 

gains rates applicable to the sale of the partnership interest.13 This would, of course, be 

                                                 
10 http://www.senate.gov/~finance/hearings/testimony/2007test/071107testes.pdf.   
11 IRC 751 (1986). 
12 IRC 702(b) (1986). 
13 Mr. Solomon’s example actually only demonstrates a timing issue – whether the service partner should 
recognize ordinary income upon receipt of the partnership profit interest, or as profits are actually earned.  I 
have stated elsewhere that it is at least tolerable to defer recognition until profits are actually earned by the 
partnership.  Darryll K. Jones, Taxing the Carry, 115 TAX NOTES 501 (2007).   Other commentators have 
made convincing arguments that ordinary income should be recognized upon the grant of the profit interest.  
See Lee Sheppard, Blackstone Proves Carried Interests Can be Valued, 2007 TNT 121-2 (June 20, 2007).  
In any event, there is no conversion tolerated in this example. 



appropriate because the undistributed, previously taxed ordinary income would be 

economically analogous to previously taxed income invested in long term property. 

 In the most fanciful of all desperate attempts to retain an unjustified tax break, 

David Weisbach opines that capital gains taxation of carried interest is justified because 

of the labor that goes into to the decision where to invest one’s previously taxed capital.  

Weisbach states that fund managers should continue to enjoy capital gain treatment for 

services because: 

the labor involved in private equity investments is the same type of labor 

that is intrinsic to any investment activity. Sponsors [Weisbach avoids the 

more accurate label, “managers” for good reason] select the investments, 

arrange the financing, exercise control rights inherent in ownership of the 

portfolio companies, and eventually decide when to dispose of the assets.  

If the performance of these tasks were sufficient to deprive sponsors of 

capital gains treatment, capital gains treatment would not be available to 

any investor.14 

This argument, like that pertaining to risk assumption, proves entirely too much.  It is 

indeed true that investors of capital aren’t “deprived” of capital gains preference merely 

because they labored to find a good place to invest previously taxed capital.  It is just that 

the argument is wholly beside the point.  Of course the expenditure of labor is insufficient 

to deprive the yield from previously taxed wealth of capital gains tax rates, but so too is 

the expenditure of labor insufficient to obtain capital gains taxation.  We are talking 

                                                 
14Weisbach’s paper can be found at  http://www.privateequitycouncil.org/wordpress/wp-
content/uploads/carried-interests-07-24-07-final.pdf.  The paper was “funded” by the Private Equity 
Council and should therefore not be mistaken for disinterested academic discussion. 



about the right to obtain, not retain capital gains taxation.15  It is only the investment of 

capital that obtains and retains capital gains rates, for the reasons stated above; all labor 

preliminary to that investment is wholly irrelevant and indeed insufficient.  That’s why 

the same type of labor involved in the selection of a job by a plumber or the 

determination of which inventory a mom and pop grocery store should buy wholesale 

does not make compensation from the job or retail profit from the sale of inventory taxed 

at capital gains rates.    

 
 
 

                                                 
15 If an investor places his capital at risks and then personally rides roughshod over her managers, she is not 
thereby “deprived” of capital gains rates on the gains derived from the investment of her profits.   


