
 

 

 
 
June 9, 2008 
 
 
Dear Senator: 
 
As you are aware, the House recently passed (H.R. 6049) the Energy and Tax Extenders Act of 
2008, which temporarily extends many expiring tax provisions of the Internal Revenue Code of 
1986, as amended (the �“Code�”), and proposes to pay for those extenders by increasing the tax 
obligations of the hedge fund industry.  MFA opposes this permanent change in tax policy because 
it singles out one sector of the economy in its use of non-qualified deferred compensation and does 
so in a way that will affect the global competitiveness of U.S.-based hedge fund managers.  Finally, 
the adverse collateral effects of this proposal, particularly in the midst of the current market turmoil, 
could expand well beyond our industry.   
 
Hedge funds play a vitally important role in the U.S. and global financial markets as a source of 
much-needed liquidity, particularly in today�’s highly volatile markets and liquidity crisis.  Hedge 
funds have also provided valuable risk diversification and been an important source of returns for 
their investors during this difficult economic and investment environment. 
 
To be competitive with non-U.S. based hedge fund managers and to meet the demands of foreign 
and U.S. tax-exempt investors, U.S.-based hedge fund managers have established investment funds 
offshore.  Currently, the Code makes it necessary from a practical standpoint for U.S. tax-exempt 
entities and non-U.S. investors to invest directly in those offshore funds.  The investors in these 
offshore funds expect the managers of the fund to invest in the foreign fund in order to align their 
interests.  U.S.-based hedge fund managers establish offshore funds to meet the needs of these 
investors, even though the managing of offshore funds can have negative tax consequences for the 
manager and its employees.  Hedge fund managers, like many organizations, therefore utilize both 
qualified and non-qualified deferred compensation to attract and retain key personnel.  Further, 
investors in offshore funds frequently expect managers to make such deferrals because the deferred 
amounts remain as general assets of the foreign fund (which continues to subject them to risk of 
loss), thereby continuing the alignment of interests between the manager and the investors.  
Ultimately, any deferred compensation is repatriated and then generally taxed at the top ordinary 
income tax rate.   
 



 

 

 
This proposal to eliminate the ability of hedge fund managers to defer taxation on their 
compensation could affect existing contracts between hedge funds and their managers and 
employees in a way that acts as a retroactive change in settled law.  The proposal would also have 
the effect of disrupting compensation programs that have been legitimately established.  Such a 
retroactive change could disrupt the management of offshore funds at a time when the U.S. capital 
markets need the liquidity provided by such funds. 
 
Thank you for your consideration of our concerns. 
 
Sincerely yours, 
 

 
John G. Gaine 
President Emeritus and Special Counsel, International Affairs 
 


