Update on Proposed Changes to Carried Interest Tax Rate
The Current Legislative Process
Where does the current legislation to change the tax rate on carried interest stand?
A change to carried interest taxation from capital gains to ordinary income for all asset classes
was included as a “pay for” in the Tax Extenders Act of 2009. This bill passed the House of
Representatives in December, 2009. The Senate passed its version of the Tax Extenders bill in
the first quarter of 2010 but did not use carried interest as a revenue source. However, the health
care reform effort used the Senate offsets from the Tax Extender package, leaving the Senate
legislation with a $30 billion revenue shortfall. This situation puts carried interest as a pay-for
back on the table on the Senate side.
Why does this situation concern the venture capital community?
Many of the identifiable sources of revenue available to offset the tax extender legislation were
used in health care reform, leaving fewer options for the Senate to consider. Although Senate
Finance Chairman Max Baucus (D-MT) had indicated that he would prefer to address carried
interest as part of overall tax reform, the revenue picture may make it impossible to wait. In this
situation, Congress is considering offsetting a short term tax extension for large corporations
with a long term tax penalty on those who foster small start-ups and job creation.
What is the expected timing for the current legislation?
Majority Leader Harry Reid has listed completion of the Tax Extender package as part of the
legislative agenda to be accomplished before the Senate leaves for the Memorial Day recess. .
However, currently Congress is squarely focused on financial reform. Many of the same
members and staff are working on that legislation as well. This situation may push the Tax
Extenders bill into June.

NVCA’s Position
Why does the venture capital industry assert this is bad public policy?
The venture capital system in the US is critical to starting new companies that can lead to job
growth. Because building companies is a long-term undertaking, the capital gains tax incentive
is a critical part of the equation both for VCs and for entrepreneurs. By including VCs in the
carried interest changes, the government will be negatively impacting job growth over the longterm. Fewer VCs and fewer venture funds mean fewer start-ups and fewer jobs for the economy.

How will a change to carried interest tax policy hurt the US economy?
It is proven that venture-backed companies create jobs. In fact:
-

There are currently more than 500,000 jobs at private venture-backed start-ups today
including companies such as Facebook, Twitter and Fisker Automotive
11 percent of US employment is housed at companies that got their start with venture
capital including Google, Microsoft, Genentech and Starbucks
In the first quarter, the online job board StartUpHire posted an average of 4,400 new jobs
each month at venture-backed companies. This is just a microcosm of larger activity.

All of these companies are (or once were) small, high risk start-ups. If venture investors do not
have the incentive to risk investing in these companies, there are no other asset classes that will.
It is important that the venture community has the appropriate incentives to take long term risks
– and capital gains tax status is a key incentive. Imagine what would have happened if the risk
wasn’t worth it to the VCs who funded Genentech, Microsoft, or Google? The next Google is
waiting to be funded today. We need to maintain the incentives to invest in these promising
companies.
Are we suggesting that venture capitalists will stop investing altogether if capital gains tax
status does not apply to carried interest?
It has been made clear to us that some VCs will indeed stop investing; and that some younger,
rising financial /technology professionals will choose not to enter the field at all. Those that
choose to remain will most likely alter their investment criteria. That means that the industry
will do less early stage investing and perhaps take safer bets on technology – both shifts would
be extremely harmful to the US economy over time. When combined with the reality that the
VC industry is already contracting, this policy becomes even more concerning.
Are you asking for venture capital to be carved out?
We would like lawmakers to recognize the importance of investment and strategic expertise in
establishing and growing start-up companies, i.e. job creators. We believe that if you are
involved in funding a small, privately held start up company for the long term – 5-10 years –
then you should receive capital gains tax treatment. That has always been the essence of capital
gains tax philosophy and it has worked brilliantly in the US. Changing it would be extremely
harmful to the VC and start-up ecosystem.
How do you recognize these types of investments worthy of capital gains treatment?
There are many ways to recognize these types of investments. Venture investments are unique in
several ways including 1) long term horizon 2) small in size 3) privately held and 4) lack of
leverage. Importantly, venture investment money goes to work inside the company to make it
stronger – it is not paid out to shareholders. Policy makers can take any one of these
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characteristics – or a combination of them to identify investments that are capital gains
appropriate. We are positive this can be done.
On the issue of tax fairness, why should venture capitalists pay a lower tax rate than a
janitor or school teacher?
This becomes a question of whether you believe in capital gains philosophy or not. Capital gains
tax policy was put in place to encourage certain investment behavior – particularly building a
capital asset which is what starting and growing a company is about. Tax policy encourages or
discourages behavior. That is why mortgage interest is tax deductible and credit card interest is
not. Yet, no one is complaining that home owners are being unfairly favored. The same holds
true for this issue. The government should reward job creation – and they can do that through
tax policy.
Do venture capitalists get a capital gains tax rate on all of their income?
No. This is a common misperception. Venture capitalists pay ordinary income tax rates on their
management fees. The capital gains tax rate only applies to carried interest, which is by no
means guaranteed. Carried interest is only earned when and if a venture fund becomes profitable
after many years. In fact, many venture capitalists do not earn carried interest -- and those that
do realize this gain do so after years of investment. A venture capitalists’ guaranteed, yearly
income is taxed at the ordinary income tax rate.

Current Advocacy Efforts
What has the NVCA been doing to advocate for an ongoing capital gains tax rate on
venture capital carried interest?
In recent weeks, the NVCA has had ongoing meetings with members of the Senate Finance
Committee and other Senate members, explaining the harm that would be done if Congress
penalizes venture investors. We are asking the Senate to be mindful of VCs role in job creation
and economic growth when reviewing the carried interest proposal.
What can venture capitalists and other concerned parties do to advocate for support of
venture capital?
Members of the venture capital ecosystem have proven to be staunch advocates for this position
in the past, writing letters and contacting their members of Congress to inform them of the
dangers of this legislation. We will surely need this support again. However, it is important that
we make our voices heard at a time when Congress is in a position to listen. Currently, with
financial reform front and center, a grass roots campaign will likely not have the impact that we
need. The NVCA will be calling on members and other concerned parties to contribute their
voice to the debate at the precise time when Congress is focused on this proposal. That may
require our stakeholders to move quickly in communicating with their Senators. We will do all
we can to ensure that this roll out is as effective and seamless as possible and ask members to be
responsive to NVCA emails requesting their help.
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What is the main message we need to send about carried interest legislation?
There is a misconception that carried interest is all about billion dollar hedge fund managers and
buyout kings. But a broad change to the tax status will hurt venture capitalists who are
supporting small businesses in your region – and these businesses are creating jobs in important
industries. The government needs to support this activity – not discourage it – and it is
appropriate to make this distinction through tax policy.
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