
AIMA Journal

Q1 2016 Number 106

The Global Forum for the Alternative Asset Management Industry

Cover story: 
Opportunities in a 
volatile market p30

AIMA editorial: Why we 
need to understand what 

the public thinks about 
hedge funds p4

AIMA's quarterly Regulatory 
Update (members only) p9



63

   continued

From our members

AIMA Journal Q1 2016

1

US individual investment managers compensated with 
a “carried interest” are afforded when the allocations 
attributable to such “carried interest” are attributable 
to long-term capital gains.2  

rate attributable to long-term capital gains is typically 
reserved for private equity fund or other investment 

real estate funds and hedge funds with sporadic 

gains attributable to capital assets held for more than 
one year).  

US individual hedge fund managers who are compensated 

performance allocations attributable to short-term 

(such compensation is collectively referred to herein 
as “ordinary income items

2 The character of an item of income allocated from an 

is determined at the partnership level so that if a U.S. individual 
receives a “carried interest” allocation that is attributable to long-

references are to the U.S. Treasury Regulations issued thereunder.)   

such hedge fund managers may be able to reduce their 

advisory operations to or initiating their advisory 
operations in Puerto Rico.  

an ownership interest in a Puerto Rican investment 

(an “ ” and “Act 20

income items attributable to such advisory services to 

receipt of dividends from such corporation.  

but conducts his or her operations through an Act 20 

items attributable to his or her advisory activities to 

interest” allocations of long-term capital gains.

Overview of relevant US tax considerations

worldwide income regardless of where such resident 
individual is domiciled.3

be able to renounce his or her citizenship or otherwise 

3 Section 7701(a)(30) and Regulation Section 1.1-1(b).

may serve as an island escape
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4

5

moves to Puerto Rico without renouncing his or her US 
citizenship or terminating his or her status as a lawful 
permanent US resident.6

applicable to US resident individuals on ordinary 

rate currently applicable to US resident individuals 

individual’s “net investment income”.7

dividend income” received by a US resident individual 

rates applicable to long-term capital gains.8 Dividends 
received by a US resident individual from a corporation 
organised in Puerto Rico generally are considered 

9

Notwithstanding the general rule that a US resident 

4 Section 877A.

7 Section 1411.  “Net investment income” generally refers 
to passive income and gross income derived in a trade or business 
that constitutes a passive activity (within the meaning of Section 

8 Section 1(h)(11).

.

such individual’s Puerto Rican source income.10 The 
Regulations provide a detailed set of rules regarding 
whether income will be considered to be derived from 
Puerto Rican sources.11  

performed in Puerto Rico is considered Puerto 
Rican source income12; (ii) dividends received by a 

Puerto Rican corporation are considered to be Puerto 
Rican source income; (iii) dividends received by any 

total voting stock of a Puerto Rican corporation are 
considered to be Puerto Rican source income if (a) 80% 
or more of the gross income of the corporation during 
the prior three years (or the period during which such 

50% or more of the gross income during the prior three 
years (or the period in which such corporation was in 

the active conduct of a trade or business within Puerto 
Rico13; and (iv) dividends received by a US individual 

stock of a Puerto Rican corporation not described in 
(iii) will be considered Puerto Rican source income 

10 A U.S. resident individual generally will be considered 

connection to the United States or a foreign country other than Puerto 

11 Regulation Section 1.937-2.

12 Section 937(b)(1) generally provides that rules similar to 
determining whether income is from sources within the United States 
or is effectively connected with the conduct of a trade or business 
within the United States shall apply for purposes of determining 
whether income is from Puerto Rican sources.

13 Regulation Section 1.937-2(g)(1)(ii).
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source income.14 While the source of capital gains 
generally is determined by reference to the residence 

at the time of his or her move to Puerto Rico may 

within 10 years of emigration to Puerto Rico.15

Overview and relevant Puerto Rican tax 
considerations
Act 20 and the complementary Puerto Rico Individual 
Investors Act (“Act 22”) were enacted in January 2012 

businesses and individuals to Puerto Rico. 

services performed by the company in Puerto Rico.  

for service recipients located outside of and with 

services performed by an Act 20 Company are 

An Act 20 Company may be a start-up company or an 

generally must be established).16 Transfer pricing 
issues must be considered if an Act 20 Company is 
part of a group business that operates both in and 

14 Regulation Section 1.937-2(g)(1)(i).

15
C.B. 681.

16

and the anti-inversion rules under Section 7874.

contract between the government of Puerto Rico 
and the Act 20 Company providing that the Act 20 

residents.  Built-in gains accrued while residing outside 
of Puerto Rico and realised within 10 years of becoming 
a Puerto Rican resident17

realised after 10 years of becoming a Puerto Rican 

rate of 5%.  

emigration to Puerto Rico is free from both US and 

under Act 22 are incentivised to invest in Puerto Rican 
businesses and real estate after emigration to Puerto 
Rico because passive income from these sources 

the United States and Puerto Rico should not result 

An individual who owns an Act 20 Company may choose 

17
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to limit the amount of compensation he or she receives 
from the Act 20 Company and instead receive dividend 

Puerto Rico may treat a dividend as compensation 

individual to have received less than reasonable 
compensation for his or her services.  

Whether compensation is reasonable is based on the 
facts and circumstances in each case.  Puerto Rico 

will not challenge an arrangement as providing for 
disguised compensation where an individual receives 

20 Company.  

been a resident of Puerto Rico at any time during the 

(iii) change his or her domicile to Puerto Rico.18

The island vacation – putting it all together

these provisions may be summarised as follows: 

• A US-based individual investment manager who 

Rico may be able to organize an Act 20 Company 
to conduct his or her investment management 

18 Domicile refers to the intention of the individual to 

footnote 9 above.

19 If the investment 
management business is operational prior to the 

still possible.  

• A US-based individual investment manager that 

be able to organise an Act 20 Company to conduct 
his or her investment management operations and 

under Act 22.  In that case (i) the Act 20 Company’s 

to Puerto Rican source compensation received from 
the Act 20 Company; (iii) the individual generally 

Act 20 Company; (iv) the individual generally would 

with respect to gains realised upon the sale of the 

organised following the individual’s emigration 
to Puerto Rico; and (v) the individual generally 

gains recognised on capital assets acquired after 

• 
considered if a group of companies under common 
control conducts investment management activities 
both in and outside of Puerto Rico.  The relevant 
transfer pricing rules may require that a portion 
of the group’s income be allocated to the United 

19

to its shareholder.  Assuming the application of the highest U.S. 
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Conclusion
A US individual hedge fund manager who is not 
compensated with carried interest allocations of long-

individual hedge fund manager may be able to take 

related to ownership of a Puerto Rican corporation 

or reorganizing investment management operations to 
Puerto Rico may not be suitable for all US individual 

frank.dworak@klgates.com
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