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Once again, according to a White House summary of his 2015 budget to be unveiled later today, 

President Obama will call for “closing loopholes” that he says help “Wall Street.” Once again, 

upon closer examination, these “loophole closures” are actually tax hikes that will hit Main 

Street the hardest. 

There is something different this year, but that “something” is bad news for taxpayers and 

entrepreneurs. The difference is that House Ways and Means Committee Chairman Dave Camp 

(R-Mich.) has unfortunately signed onto some of these destructive proposals in the “tax reform” 

bill he introduced last week. 

In particular, both Obama and Camp’s “carried interest” proposals would tax much of the capital 

gains of partnerships as ordinary income as well as subject them to hefty payroll taxes for 

Medicare and Social Security. Small business folks and innovative entrepreneurs who structure 

their firms as partnerships will be hindered by both the cost and complexity of Obama and 

Camp’s provisions aimed at “Wall Street” fat cats. 

In his Wall Street Journal op-ed that ran last week on the day he unveiled his much awaited “tax 

reform” bill, Camp proclaimed that tax code “should not hinder small businesses from growing 

into large businesses. And the individual income tax needs to be simpler, fairer and flatter for 

everyone.” 

Camp’s bill does make some needed and long overdue changes to the tax code. He gets rid of the 

deduction for state and local taxes, which has for decades favored high-taxing “blue” states. It 

trims the mortgage-interest deduction, a regressive deduction that encourages McMansions and 

was a big factor in the housing bubble. 

It also gets rid of Obamacare’s “medicine cabinet tax,” which severely restricts the purchase of 

over-the-counter drugs in tax-preferred health savings accounts and flexible spending accounts. 

As I have written here before, this stealth tax has the perverse effect of tilting consumers toward 

prescription drugs that would be cheaper to the insured individual but cost the health care system 

much more. 

http://www.whitehouse.gov/sites/default/files/docs/eitc_report_final.pdf
http://online.wsj.com/news/articles/SB10001424052702303426304579403252458098042
http://www.nationalreview.com/articles/335632/blue-tax-editors
http://www.forbes.com/sites/realspin/2013/12/18/mortgage-interest-deduction-saves-middle-class-taxpayers-all-of-51month/
http://www.openmarket.org/2010/03/23/health-care-fix-middle-class-medicine-cabinet-tax-in-reconciliation/


Expect to see many more OpenMarket posts from my CEI colleagues and me on the good, bad 

and in-between points of this extensive bill. But the carried interest tax hike, whether proposed 

by Camp or Obama, is in a category by itself as absolutely horrific. 

In fact, according to a WSJ news article, Camp himself proclaimed in 2010 that such a tax hike 

would “discourage the entrepreneurial risk-taking that is crucial to economic growth and job 

creation.” Unnamed Camp aides in the article would only explain the flip-flop by saying the 

“context is different.” 

In the WSJ op-ed Camp calls for “clean[ing] up provisions like ‘carried interest’ that allow 

certain private-equity firms to get the investment-income tax rate on what anyone else would call 

normal wage income.” Camp, Obama, and other proponents of the “carried interest” tax hike 

want folks to believe that this will only hit big hedge funds and private equity. 

In reality, such a tax increase would be a direct attack on the structure of partnerships that are 

used by innovative businesses — from small firms to venture capital and “angel investor” groups 

— that take risks and make an outsized contribution to economic growth and job creation. 

And the tax, as put forward by Camp’s bill and Obama’s budgets, would actually have a much 

broader reach to virtually all partnerships. Even with the lower rates in Camp’s bill, this would 

still triple the taxation of a good portion of earnings for small business and entrepreneurs. 

There is no asset or income threshold in Camp’s bill or past Obama budgets, so firms from 

venture capital houses to doctors’ offices to family farms, all of which are often structured as 

partnerships, could be negatively affected. According to a 2011 study by the accounting firm 

Ernst & Young, “flow-through businesses” such as partnerships and limited liability companies 

“employ more than one-half of the private sector workforce in every state except for Delaware 

and Hawaii.” 

And a report by the accounting firm KPMG on the Democrats’ “American Jobs and Closing Tax 

Loopholes Act of 2010,” which passed the House that year and came three votes short of the 60 

needed to clear the Senate, found that the bill “could apply to partnerships in virtually any kind 

of business and could fundamentally change how partnerships are taxed.” 

In a partnership — from hedge funds to venture capital to small business — the partners are 

taxed on a business’s earnings at individual tax rates, instead of the business itself being taxed at 

corporate rates and then doubly taxed on any dividends it pays out. In many partnerships, some 

partners get bigger stakes in the company because of the services they perform, in addition to the 

capital they have contributed. This is called the “carried interest.” 

The individual with the “carried interest” is taxed at the rates of ordinary income for his or her 

everyday salary and for much of the business’s activities. But these partners pay the individual 

capital gains rate when the other partners receive capital gains for sales of such assets as stock 

and real estate. 

http://blogs.wsj.com/washwire/2014/02/28/did-dave-camp-flip-flop-in-his-new-tax-proposal/
http://www.s-corp.org/wp-content/uploads/2011/04/Flow-Through-Report-Final-2011-04-08.pdf
http://naicvc.com/portals/0/interior/events/pdfs/kpmg-whatsnewsintax.pdf


Camp’s bill and Obama’s budget would drastically change this, taxing these gains as ordinary 

income and subjecting them to payroll taxes. This would more than triple the rate of taxation in 

many cases, even with Camp’s lowering of rates overall. 

Even if there were to end up being an asset threshold for partnerships — something not currently 

mentioned in Camp’s bill or the summary of Obama’s budget — this tax hike should still be 

rejected because of its devastating effects on the job creators. Although their investment 

strategies differ, large venture capital partnerships are organizationally structured in the same 

manner as private equity and hedge funds. 

According to the National Venture Capital Association, “By more than doubling the taxes paid 

by venture capitalists on carried interest, Congress would be upending the risk/reward balance 

and creating serious economic consequences for very little revenue.” 

And as for reducing complexity in the tax code, which Camp says is his main goal, does the 

following passage sound like simplification? “The recharacterization formula generally would 

treat the service partner’s applicable share of the invested capital of the partnership as generating 

ordinary income by multiplying that share by a specified rate of return (the Federal long-term 

rate plus 10 percentage points), intended to approximate the compensation earned by the service 

partner for managing the capital of the partnership.” 

This language comes straight the “section-by-section summary” of the bill on the House Ways 

and Means Committee web site. One guesses that even if partners in a small business weren’t 

subject to this new tax, paying an accountant to figure this out still would put them in the 

poorhouse. Doesn’t really seem like this makes taxes “simpler, fairer and flatter for everyone,” 

Camp’s stated goal in the WSJ op-ed. 

Camp’s bill also has in common with Obama’s previous proposals a foolish tax on banks and 

other large financial firms such as insurance companies. Camp’s motivation, according to his 

summary, is to stop bailouts of so-called too-big-to-fail financial institutions. 

That’s a worthy goal, but such a tax would likely have the opposite effect. As Mark Calabria, 

director of financial regulation studies at the Cato Institute, points out, “turning the banks into a 

revenue stream for the federal government” makes bailouts even more likely. 

Such taxes would also be passed on to consumers. For instance, policy holders at life and 

home/auto insurance companies subject to the tax — including companies that had nothing to do 

with the financial crisis — would likely be hit with higher premiums. 

And as my CEI colleague Marc Scribner points out here, the revenues from Camp’s bill would 

go to fund much of the same transportation spending as Obama’s. On transportation, Scribner 

concludes, “President Obama and House Republicans should go back to the drawing board.” 

The same is true for the newly “bipartisan,” but still terrible, financial taxes. 

 

http://www.nvca.org/index.php?option=com_docman&task=doc...gid...
http://waysandmeans.house.gov/uploadedfiles/ways_and_means_section_by_section_summary_final_022614.pdf
http://www.cato.org/blog/bank-tax-wrong-fix-too-big-fail
http://fredericksburg.com/News/FLS/2013/112013/11242013/806018
http://fredericksburg.com/News/FLS/2013/112013/11242013/806018
http://www.openmarket.org/2014/02/28/bad-highway-policy-is-a-bipartisan-affair/

