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Recent Tax Developments Impacting 
Investment Funds

Tax Reform

The Tax Cuts and Jobs Act was signed into law 
in December 2017 and has been the subject 
of numerous 2018 and 2019 tax regulations 

and other Internal Revenue Service (IRS) guidance.1 
Many of the Act’s changes have direct relevance for 
investors and investment funds. For taxable years 
through 2025, the Act reduced the top individual tax 
rate from 39.6 percent to 37 percent2 and suspended 
various deductions for individuals, including mis-
cellaneous itemized deductions, such as investment 
management fees and expenses, previously allowable 
above a floor equal to two percent of adjusted gross 
income.3

The Act added Internal Revenue Code Section 
199A to provide a 20 percent deduction for inves-
tors receiving dividend income from REITs, tax-
able income from publicly traded partnerships 
(PTPs), and income from certain types of operat-
ing business.4 The text of the statute, however, did 
not provide direct authority to allow mutual funds, 
exchange-traded funds (ETFs), and other regulated 
investment companies (RICs) receiving such types 
of income to passthrough that 20 percent deduction 
to shareholders. In January 2019, in time for the 

2018 year-end tax reporting cycle, the US Treasury 
Department and the IRS proposed new tax regula-
tions providing immediate authority for RICs to 
pass through qualified REIT dividend income to 
shareholders.5 The pass-through of income from 
PTPs was left for a later day, as certain computa-
tional complexities were identified for which the IRS 
requested industry comments.6 In addition, income 
from certain types of operating businesses, generally 
intended to include small proprietorships other than 
those in professional services (meaning that law, 
accounting, investment management, consulting, 
and several others are excluded), will be considered 
eligible for the 20 percent deduction as well. The 20 
percent deduction is only available for individual 
taxpayers below certain levels of annual income.

The Act also amended Code Section 451(b) to 
require taxpayers to recognize income for tax pur-
poses no later than when income is recognized for 
financial reporting.7 This amendment created uncer-
tainty for tax-exempt municipal bond funds and 
high-yield junk bond funds that generally recognize 
market discount for GAAP but not for tax purposes. 
However, in October 2018, the Internal Revenue 
Service announced that the Section 451(b) amend-
ments will not apply to market discount.8

For corporations, the Act substantially revised 
numerous important domestic and international 
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tax rules. The Act lowered the corporate income tax 
rate significantly, from 35 percent to 21 percent.9 
A net operating loss deduction is now limited to 
80 percent of taxable income.10 The net operating 
loss carryback rules were repealed, but net operat-
ing loss carryforwards now carry over into future 
tax years without expiration.11 Code Section 163(j), 
as amended by the Act, limits the interest expense 
deduction to an annual ceiling of 30 percent of the 
sum of interest income plus adjusted taxable income, 
which is calculated using methods that change over 
time and that are similar to earnings before interest, 
taxes, depreciation and amortization (EBITDA).12 
Unusable interest expense may be carried forward 
into later years.13 For most RICs, this limitation 
should not come into play often, with closed-end 
equity funds using leverage and earning little interest 
income as the most likely if any to be affected.

Investment Partnerships
In recent years, tax legislation and new IRS 

guidance have substantially revamped the IRS audit 
rules for partnerships, including many hedge funds, 
private equity funds, master-feeder funds, and pub-
licly traded partnerships. The new IRS audit rules 
allow the IRS to directly pursue partnerships that 
are under IRS audit for underreporting of taxable 
income and for the partners’ underpayment of 
income tax. Those audit rules also allow partnerships 
in certain circumstances to impute certain adjust-
ments to taxable income to the relevant partners.14 
Final tax regulations issued in January 2019 allow 
partnerships to modify an underpayment of income 
tax by excluding any adjustment that is attributable 
to a net decrease in a specified activity loss that is 
allocable to a specified type of partner.15 This pro-
vision means, for example, that a RIC invested in 
a publicly traded partnership may qualify under 
the statutory language16 as a specified partner, but 
because the final regulations do not make a paral-
lel reference to the relevant Code section, such RIC 
may possibly not so qualify under the narrower reg-
ulatory definition.17 This could restrict a RIC from 

Section 6225’s imputed adjustment modification 
rule. This could mean, for instance, that a publicly 
traded partnership held by a RIC would not be able 
to minimize certain imputed IRS income adjust-
ments to the extent of the RIC’s investment.

Investment partnerships with a carried interest 
will be subject to a three-year minimum holding 
period rule for long-term capital gain treatment allo-
cated to the manager or an affiliate.

The Act also added certain international tax 
rules that provide both a new tax on income from 
controlled foreign corporations that are classified 
as global intangible low-taxed income (GILTI) and 
a new base erosion anti-abuse tax (BEAT) set of 
rules.

International Tax Issues
In December 2018, the IRS issued proposed tax 

regulations under Code Section 1473 that eliminate 
withholding on gross proceeds from the sale of cer-
tain US-based securities under the Foreign Account 
Tax Compliance Act (FATCA).18

Regarding sales by non-US persons of interests 
in partnerships with US trades or businesses, the Tax 
Cut and Jobs Act amended the Code so that gain 
realized from the offshore sale of an interest in a 
partnership with a US trade or business will itself 
be considered a taxable US trade or business income 
potentially subject to US income tax.19 The IRS pro-
posed relevant tax regulations in December 2018.20

For investment funds denominated in currencies 
other than the US dollar, on December 10, 2018, 
the US Treasury issued a request for comments on 
the tax rules for nonfunctional currencies, which are 
potentially applicable to investment funds report-
ing under US income tax rules but operating in a 
currency other than the US dollar.21 This request for 
comments supersedes IRS Notice 2018-57 extend-
ing the deferred applicability date of the final and 
related temporary regulations that the IRS issued 
under Code Section 987 in December 2016.22

Also relevant to funds invested in non-US equi-
ties, in January 2019, the Treasury issued final tax 
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regulations under Code Section 965 clarifying how 
domestic corporations that are 10-percent-owners of 
certain types of foreign corporations need to include 
as income a pro rata share of such foreign corpora-
tions’ undistributed foreign taxable income accumu-
lated post-1986, beginning as of 2017.23

Mr. Riley is a partner, and Ms. Salazar is an 
associate, in the New York office of Dechert LLP.
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