
 

Tax Reform Matters for Investments into Alternatives 

U.S. tax reform is a core initiative of President Trump’s administration and 
the current Republican-led Congress. On September 27, 2017, the 
Administration, the House Ways and Means Committee and the Senate 
Finance Committee released a unified framework (the “Framework”) for 
reforming the current U.S. tax regime. The Framework, though lacking 
many details, offers a high-level outline for both individual and business tax 
reform to be fleshed out by the Congressional tax-writing committees. 

While the Framework does not directly address how the proposed reforms 
will impact the international alternative investment (“AI”) space, and 
although enactment of its various elements is uncertain, the proposed 
reforms have the potential to significantly impact cross-border AI 
transactions, structuring, and investments. The commentary below sets out 
some potential changes that reforms may bring to cross-border AI and the 
relevant implications these may have for U.S. investors, non-U.S. investors, 
and fund managers. 

KPMG has prepared extensive commentary on U.S. tax reform, which can 
be accessed here. The below update assumes familiarity with the 
underlying proposals as well as AI. If you need a quick summary, 
please go here. 

This update is part a series on AI and U.S. tax reform. For the prior 
updates, please go here and here. 

Key issues for U.S. investors and managers 

Rate convergence 

While the Framework includes proposals to broadly reduce U.S. income tax 
rates, the Framework does not address changes, if any, to capital gains 
rates. If preferential rates for capital gains are replaced by rate 
convergence, that is, the taxation of capital gains and ordinary income at 
the same tax rates for individuals, this would likely have a significant impact 
on how funds structure for foreign corporate returns. Specifically, rate 
convergence may result in less pressure to structure for “qualified dividend 
income” treatment or to avoid “controlled foreign corporation” status, and 
as a corollary a lesser reliance on hybrid entity structures (i.e., perhaps less 
need to check open treaty-ineligible holding companies that traditionally 
were checked open to obtain favorable capital gain rates on dividends). 
This development may be timely, given the increasing pressure on such 
hybrid structures by certain global initiatives, such as the “Base Erosion 
and Profit Shifting” project of the Organization for Economic Co-operation 
and Development, along with similar European Union directives. 

Foreign dividend exemption 

The Framework proposes an “exemption” for dividends from foreign 
subsidiaries in which a U.S. company holds at least a 10 percent interest. If 
such an exemption is enacted, how it is drafted will be important for both AI 
investors as well as for the design of AI fund vehicles. In particular, it is at 
present not clear whether the exemption will be available only for corporate 
U.S. parent companies, or whether it will extend to partnerships also, and if 
it is available to partnerships, whether the 10 percent ownership threshold 
will be applied at the partnership or the partner level. It is also unclear how 
this proposal will interact with the “controlled foreign corporation” (“CFC”) 
and “passive foreign investment company” (“PFIC”) anti-deferral regimes. A 
rule change here may, however, mean that U.S. investors will be more 
willing to pursue larger equity investments in foreign corporate targets in 
order to benefit from the participation exemption. 

This exemption may also affect how leverage is used in private and other 
equity transactions. If an interest deduction remains generally relevant (see 
below), a provision similar to section 246A (limiting the Dividend Received 
Deduction (“DRD”) for corporate shareholders in certain leveraged stock 
purchases) may be adopted to prevent the use of leverage to acquire stock 
of a foreign company that would generate exempt dividend income. In the 
outbound context, this may make it even more important to push debt down 
to local country target assets. 

Pass-through rate and carried interest 

The Framework provides for a preferred maximum 25 percent income tax 
rate for business income of “small and family owned businesses” 
conducted through pass-through structures (e.g., partnerships). It is 
unclear whether this pass-through rate will be limited to small businesses, 
or whether it might extend to all business income from passthroughs. It 
does seem clear, however, that the preferential rate will not extend to 
“personal income,” which is undefined but understood to include income 
from provision of professional services, which could in turn include fees 
derived by fund managers. If the pass-through rate does not apply to 
management fees, these are likely to be subject to taxation at the highest 
proposed marginal rate of 35 percent. 

Additionally, the Framework does not specifically address the treatment of 
carried interest. If reforms trend towards rate convergence, whether 
generally or due to management fees being able to qualify for the lower 
passthrough rate, this may result in less pressure to implement carried 
interest structures (including through management fee waivers), which 
currently benefit from preferential capital gains rates as well as deferral. 

Net interest expense limitation and other business deductions 

The Framework proposes a partial net interest deduction limitation 
applicable to corporations, but it does not describe what the limitation 
would be and it is vague about whether and how the limitation would apply 
to leveraged partnerships. A limitation on the deduction for net interest that 
applies to partnerships may change how hedge funds invest in non-U.S. 
opportunities. For example, whereas U.S investors currently prefer flow-
through fund structures to mitigate application of U.S. anti-deferral rules, 
this preference may be reduced if deductions for interest (and potentially 
other fund expenses) to offset fund income are significantly limited. 
Accordingly, there may be a trend towards greater use of offshore 
corporate fund vehicles, particularly to the extent that such vehicles can 
continue to reduce their ordinary earnings (as opposed to taxable income) 
by the full amount of their net interest expense. Indeed, this may even 
become a preferred structure because, even though such an offshore fund 
vehicle may be a PFIC, a U.S. investor making a “qualified electing fund” 
election may continue to benefit from interest and other deductions to 
reduce his/her current income inclusions from the leveraged PFIC. 

Key issues for non-U.S. investors 

Corporate tax rate reduction 

As mentioned, the Framework proposes a top corporate income tax rate of 
20 percent, which the Framework asserts is below a 22.5 percent average 
applicable among industrialized nations. While it remains to be seen how 
other reforms may interact with this proposal (e.g., limitation on interest 
deductibility), this may make U.S. blockers more attractive investment 
vehicles for U.S. direct investment. Benefits generated in this respect, 
however, may be limited to the extent that deductions are limited for a U.S. 
corporate blocker including, for example, elimination of state and local tax 
deductions and interest. 

Withholding and branch profits tax 

The Framework provides that the committees also may consider methods 
to reduce the double taxation of corporate earnings. The reference is to a 
Senate Finance Committee white paper, which discussed a dividends-paid 
deduction (“DPD”). Providing a DPD would result in all or a portion of 
distributed corporate earnings being untaxed unless tax is imposed at the 
shareholder level, which may require a new withholding tax on dividends 
paid to tax-exempt investors or non-U.S. investors that might otherwise 
benefit from reduced withholding under a treaty to ensure that at least one 
level of tax is imposed. 

Currently, non-U.S. investors in AI structures that are transparent and that 
generate U.S. effectively connected income (“ECI”) have a U.S. tax filing 
obligation and are subject to U.S. tax at U.S. graduated rates on their ECI. 
If U.S. corporate and individual tax rates are materially lowered, pass-
through structures may become less attractive where non-U.S. investors 
have been able to fully credit the U.S. tax against their foreign tax liability, 
without a significant net foreign tax due on the income. If U.S. tax rates are 
substantially lowered, non-U.S. investors investing into the U.S. via 
branches may now find that they suffer less U.S. taxes, resulting in more 
foreign taxes suffered. This may result in some non-U.S. direct investors 
seeking to use U.S. blockers to mitigate foreign tax that may arise (e.g., for 
example, through participation exemptions). 

A gross-basis branch profits tax (‘BPT”), akin to the U.S. withholding tax 
regime, is also imposed at a statutory rate of 30 percent on foreign 
corporations. The BPT is intended to replicate the second layer of tax in the 
U.S. corporate double tax system. While the Framework does not currently 
contemplate any changes to the BPT, this is generally viewed as a 
withholding tax equivalent (intended to harmonize treatment to foreign 
persons investing directly with those who invest through U.S. corporations) 
and if a DPD is implemented, it may be able to offset a portion of the BPT. 
Consequently, if the BPT were reduced by a DPD, this could reduce a 
significant impediment to using non-U.S. corporate blockers or fund 
vehicles for inbound U.S. investment. Combining a lower corporate tax rate 
with a reduced BPT could result in substantially revised fund structures for 
inbound U.S. investment. 

In any event, planning to avoid imposition of the BPT will become even a 
more important consideration if the U.S. lowers its corporate tax rate. This 
is because the BPT is calculated on a gross basis after corporate income 
tax, so all things being equal, a lower corporate tax will result in a higher 
BPT drag. 

Pass-through rate and carried interest 

As mentioned above, the Framework provides for a preferential 25 percent 
rate for business income derived from passthroughs, said to benefit “small” 
and “family-owned” businesses. It is uncertain how this proposal will apply 
to broadly-owned funds, and whether, for instance, such rate would be 
applicable to non-U.S. investors in a private equity fund that acquires 
interests in and is allocated income from U.S. operating partnerships. 
Moreover, the language in the Framework does not specify whether the 
25 percent rate would apply to income generated through a non-U.S. 
partnership, which, in the inbound context, could be a significant 
consideration for non-U.S. investors’ choice of jurisdiction for investing into 
U.S. assets on a flow-through basis. 

Historically, foreign investors have been unlikely to invest in the U.S. on a 
flow-through basis and subject themselves to a U.S. tax filing. However, a 
preferential rate that results in greater disparity between direct and indirect 
investment may result in more foreign investors choosing to invest directly 
and incur filing obligations. 

Net interest expense limitation 

In the inbound context, a limitation on the deductibility of net interest 
expense is likely to limit the benefit of leveraged U.S. blocker structures to 
the extent a non-U.S. investor receives U.S. source interest from the 
blocker without the benefit of a corresponding deduction against the 
blocker’s U.S. source business income. Leveraged blocker structures may 
still provide certain advantages, however, if the U.S. corporate income tax 
rate is reduced and if preferential withholding tax treatment continues to 
apply under the portfolio interest rules to U.S. source interest payments 
(as compared to U.S. source dividends) paid to non-U.S. treaty eligible 
investors. 

Other considerations 

While the Framework does not explicitly address the recent Grecian
Magnesite case, if this decision remains good law, it is likely to impact how 
non-U.S. investors utilize U.S. holding company structures. Specifically, 
a non-U.S. investor may prefer to make certain limited partnership 
investments in pass-through portfolio opportunities without using a U.S. 
blocker where the return profile favors capital appreciation rather than 
current profits that would be taxable as effectively connected income 
(or “ECI”) to the extent that gain on the sale of the limited partner interest 
would be foreign source and not subject to U.S. tax. This still must be 
weighed against the potential for such investments to generate substantial 
ECI (and potentially a dry income charge) and a U.S. filing obligation during 
the hold period. 

However, a U.S. blocker may still be the investment vehicle of choice for 
“qualified foreign pension funds” and U.S. real property investments, 
particularly where certain developments (e.g., DPD, lower corporate rates) 
noted above come to fruition. 

For more information on this alert, please contact one of our AI Tax 
professionals: 

Jay Freedman 
National Hedge Fund Tax Industry Leader 
T: 212-954-3693 

Jeff Millen 
National Private Equity Tax Industry Leader 
T: 212-874-4490 

Sam Riesenberg 
Principal, US International Tax, WNT 
T: 212-872-2149 

Michael Plowgian 
Principal, US International Tax, WNT 
T: 202-533-5006 

Thomas A. Stout, Jr.  
Director, Legislative and Regulatory Services, WNT 
T: 202-533-4148 
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