
history of carried interest

The history of carried interest is a complex narrative intertwined with the
evolution of investment vehicles, particularly private equity and hedge
funds. Carried interest, a term that has sparked debate in financial and
political realms, refers to the share of profits that investment managers
receive as compensation, despite having contributed little or no capital
themselves. This unique compensation structure has its roots in the early
20th century and has grown alongside the modern financial system, influencing
both economic growth and taxation policies. This article delves into the
origins, development, and contemporary implications of carried interest.

Origins of Carried Interest

Early Investment Practices

The concept of carried interest can be traced back to the early 20th century.
During this time, the investment landscape was primarily dominated by
traditional partnerships. In these partnerships, general partners managed the
investments and received a share of the profits, while limited partners
provided the capital. This system laid the groundwork for the carried
interest model, where the general partner's compensation was linked to the
performance of the investments.

Rise of Private Equity

The post-World War II economic boom saw a significant rise in private equity
investments. The first private equity funds were established in the 1940s and
1950s, which further solidified the carried interest structure. By the 1970s,
the private equity industry had begun to mature, and the compensation
structures became more standardized. The typical arrangement involved a
management fee, often around 2% of assets under management, coupled with a
carried interest, typically set at 20% of profits.

Development of Carried Interest Structures

Standardization in the 1980s and 1990s

The 1980s and 1990s marked a period of significant growth for the private
equity sector, leading to the standardization of carried interest structures.
During this time, several key factors contributed to the evolution of carried
interest:

1. Expansion of Investment Strategies: As private equity firms began to
diversify their investment strategies, the need for competitive compensation
structures became more pronounced.



2. Increased Competition: With more firms entering the market, the ability to
attract top talent became critical. Carried interest was viewed as an
essential tool for retaining skilled investment managers.

3. Regulatory Environment: The tax treatment of carried interest became a
focal point during this era. The Internal Revenue Service (IRS) began to
classify carried interest as a capital gain rather than ordinary income,
which significantly impacted the tax obligations of investment managers.

Carried Interest in Hedge Funds

The hedge fund industry, which emerged in the 1990s, adopted similar
compensation structures to those in private equity. Hedge fund managers
typically charged a management fee of 1% to 2% and a performance fee (akin to
carried interest) of 20% on profits. This dual-fee structure became a
hallmark of hedge fund compensation and contributed to the overall growth of
the hedge fund industry.

Controversies Surrounding Carried Interest

Taxation Debates

One of the most contentious issues surrounding carried interest has been its
tax treatment. In the United States, carried interest is taxed as a capital
gain, which is generally subject to a lower tax rate than ordinary income.
This distinction has led to strong criticism from various political factions,
arguing that it creates an unfair advantage for investment managers and
contributes to income inequality.

Key arguments in the taxation debate include:

- Equity vs. Efficiency: Critics argue that treating carried interest as
capital gains undermines the principle of equity in the tax system, where
individuals earning similar incomes should be taxed at comparable rates.
- Impact on Income Inequality: With the significant wealth generated by
private equity and hedge fund managers, the preferential tax treatment of
carried interest has been viewed as a contributor to growing income
inequality in the United States.

Regulatory Scrutiny

In addition to tax concerns, carried interest has faced increased scrutiny
from regulatory bodies. The 2008 financial crisis prompted a reevaluation of
compensation structures in the financial industry. Policymakers began to
consider reforms that would increase transparency and align the interests of
investment managers with those of their investors.

Some of the proposed regulatory changes include:

1. Disclosure Requirements: Mandating that private equity and hedge funds
disclose their fee structures, including carried interest arrangements, to



investors.

2. Performance-Based Compensation: Implementing regulations that require a
portion of carried interest to be deferred until a certain performance
threshold is met, thereby ensuring that managers are incentivized to focus on
long-term performance.

Current Landscape and Future Outlook

Carried Interest in the 21st Century

As of the early 21st century, carried interest remains a central feature of
private equity and hedge fund compensation. The continued growth of these
investment vehicles has led to increasing scrutiny from both policymakers and
the public. In recent years, several high-profile political figures have
called for reforms to address the tax treatment of carried interest, arguing
for a shift toward treating it as ordinary income.

Despite ongoing debates, the fundamental structure of carried interest has
largely remained intact. The persistence of the traditional compensation
model reflects the entrenched interests of investment managers and the
financial industry as a whole.

Potential Reforms

Looking ahead, potential reforms to the carried interest structure may
include:

- Legislative Changes: New laws could be enacted to change the tax treatment
of carried interest, aligning it more closely with ordinary income taxation.
- Market Evolution: As the investment landscape continues to evolve, new
compensation models may emerge that better align the interests of investment
managers with those of their investors.
- Increased Transparency: Growing demands for transparency in financial
markets may lead to greater disclosure of fee structures, including carried
interest arrangements.

Conclusion

The history of carried interest is a reflection of the broader evolution of
investment practices and compensation structures within the financial
industry. From its early roots in partnership models to its current status as
a standard feature of private equity and hedge fund compensation, carried
interest has played a significant role in shaping the landscape of modern
finance. As debates about its taxation and regulation continue, the future of
carried interest remains uncertain but is sure to be a critical topic in
discussions about economic equity and the role of investment managers in
wealth creation.



Frequently Asked Questions

What is carried interest in the context of investment
funds?

Carried interest refers to the share of profits that fund managers receive as
compensation, typically a percentage of profits generated by the fund after a
certain threshold return is achieved.

How did carried interest originate in private equity
and venture capital?

Carried interest originated in the early 20th century as a way to incentivize
fund managers to maximize returns for investors, with roots in the shipping
and real estate sectors before becoming prevalent in private equity and
venture capital.

What are the tax implications of carried interest in
the United States?

In the U.S., carried interest is often taxed at capital gains rates, which
are lower than ordinary income tax rates, leading to ongoing debates about
tax fairness and reform.

What changes have been proposed to the treatment of
carried interest in recent years?

Recent proposals have suggested treating carried interest as ordinary income
rather than capital gains, aiming to increase tax revenue and address
perceived inequities in the tax system.

How has the public perception of carried interest
evolved over time?

Public perception of carried interest has shifted towards viewing it as a
controversial issue, with increasing scrutiny over the wealth accumulation of
fund managers and calls for reform to ensure a fairer tax system.
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