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A Study on the Practice of the Taxation for

Indirect Investments and its Improvement

Mun-Soo Choi*

{Abstract>

This paper examines theories and practice of the taxation for indirect investments and discusses
its improvement. This paper explores two means of making indirect investments : venture capital
partnership and mutual or trust fund. The size and the importance of these investments are growing
fast, but the taxation system for these indirect investments 1is not relevant to the reality. There are
in general two theories for the venture capital partnership and mutual or trust funds : conduit
theory and entity theory. The conduit theory argues that the partnership or the fund is considered
as a conduit, and thus doesn’t have any independent right and duty in the taxation. On the other
hand, the entity theory argues that the partnership or the fund should be treated as an entity so
that it has its own right and duty independently in the taxation. In reality, the taxation for the
partnership is based on the conduit theory so that the tax liability falls on partners who eventually
receive investment returns. Thus partners are liable for income taxes (individual investors) or
corporate taxes (corporate partners) and their income taxes are withheld by the partnership. On the
other hand, mutual or trust fund is based on the entity theory so that they are assumed to have
legal right and taxation right. However, this does not mean mutual or trust fund is a taxable entity
itself. Because of the double—taxation problem, the tax liability passes through mutual or trust fund
to individual or corporate investors. This is so called ‘conduit qualification’ in the entity theory.
Once this conduit qualification is satisfied, the fund is not liable to any income earned. Like the
conduit theory, the tax passes through the fund to investors. In general, the taxation based on the
conduit theory is complex because taxes are imposed according to the origin of income. This makes
it difficult for the venture capital partnership to grow and develop in its size. Therefore, the taxation
for the mutual or trust fund, this paper argues, must reform its system according to the entity

theory and adopt the tax system similar to that of the fund.

<Key words> Partnership taxation, mutual or trust fund, conduit theory, entity theory
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