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INTRODUCTION 

Carried interest tax regimes are under review across several countries in which 
major fund hubs are based. Policy trends diverge, with some jurisdictions tighten-
ing tax privileges in response to fairness and anti-avoidance debates, while others 
recalibrate to attract or retain fund talent and decision making substance within an 
investment fund context. 

In these circumstances, Luxembourg is seeking to foster and strengthen its position 
as a major investment fund hub. To that end, the Luxembourg Govern-ment sub-
mitted draft law nr. 8590 (the “Bill”) to Parliament in July 2025 to reform its existing 
carried interest regime. Among other things, the Bill seeks to reduce ambiguity that 
fostered inconsistent interpretations among practitioners regarding the taxation of 
carried interests. By emphasizing legal certainty and a permanent favorable tax 
regime, the Bill is intended to attract investment fund management activity to Lux-
embourg. 

CARRIED INTEREST: PURPOSE, FORMS AND 
MECHANICS

The term “carried interest” refers to a share of a fund’s profits allocated to its in-
vestment management professionals when results exceed a pre-agreed threshold. 
In this way, it aligns the managers’ incentives with those of investors by rewarding 
performance. It is separate from management fees, which are paid as consideration 
for ongoing services. 

There can be as many types of carried interest as there investment fund sponsors, 
given that this mechanism is a pure contractual arrangement between fund man-
agers and investors. Payment of the carried interest generally sits in a distribution 
waterfall. Investors first recover their drawn capital, followed by a preferred return 
on capital or hurdle, generally 8%. A catchup may allocate a larger marginal share 
to managers until the agreed carry split is reached. Thereafter, residual profits are 
shared at the carry percentage. The carry percentage typically ranges between 10% 
and 20% in market practice. The carried interest is a form of remuneration for the 
performance of the fund management. 

A carried interest can take multiple legal and economic forms. It can be a purely 
contractual form under which case the fund manager holds a contractual entitlement 
to a share of the performance of the fund without being required to invest in the fund. 
The entitlement vests and pays when the waterfall conditions are met. No separate 
participation is required in order to receive the carry. Alternatively, the carry can 
be investment linked. In this configuration, the carry is bundled with an investment 
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position. Two variants are common. In one, the fund manager must hold an ordinary 
stake in the fund alongside a contractual carry right. In the other, the carry is em-
bodied in a specific participation instrument, often held through a special purpose 
vehicle or a partnership interest that tracks the carry economics. 

The timing for the payment of the carry can also differ from carry to carry. Some 
structures pay the amount of the carry on a deal-by-deal basis. The carry is paid 
upon each qualifying realization event, subject to escrow and clawback protections 
enjoyed by the investors. Other structures are calculated and paid only after the 
portfolio is substantially realized and final performance is known. The choice de-
pends on strategy, investor negotiations, and risk allocation. 

Governance and retention features are common. Vesting means the right to carry 
builds up over time; if you leave early, you may lose the unvested portion. So called 
“good leaver” and “bad leaver” rules control continued entitlement to the vested and 
unvested carry when a fund manager departs. Misconduct can trigger forfeiture. 
Carry rights are usually nontransferable, so they cannot be sold or pledged. Some 
carried interest provide an escrow arrangement that retains a portion of the carry 
until a later event occurs or a later date is reached. Clawback provisions require a 
repayment to the fund of an excess carry if later fund results show the amount paid 
was excessive in light of subsequent events. 

The participants in the fund manager group are often compensated by reference 
to the role played. Partners, core portfolio managers and risk managers are the 
primary recipients. Senior advisors, operating partners, and board members often 
participate as well. Persons holding a purely administrative role typically do not 
participate but exceptions exist. Carried interests can be paid directly by the fund 
to the fund manager group or be channeled via a dedicated carried interest vehicle, 
often in the form of a partnership. It can also flow through the alternative investment 
fund managers, the general partner, or service entities, depending on the platform.

THE PRIOR REGIME: STRUCTURE AND 
CRITIQUES 

Luxembourg’s existing carried interest tax regime under Article 99bis (1a) of the Lux-
embourg income tax law is of limited material scope. It applies only to employees of 
alternative investment fund managers or alternative investment fund management 
companies (referred to as “A.I.F.M.’s”). For any other person not being an A.I.F.M. 
employee, the general tax rules apply. The same tax treatment applies where any of 
the other conditions mentioned below is not met. 

Article 99bis (1a) of the Luxembourg income tax law makes a distinction between (i) 
a carry derived from a carried interest entitlement and (ii) income derived from the 
realization of an investment coupled with a carried interest entitlement. The income 
targeted under point (i) expressly excludes any income falling within the scope of 
point (ii). 

Point (i) of Luxembourg’s existing carried interest tax regime, involving a carried in-
terest entitlement, relates to carried interests attributed to A.I.F.M. employees on the 
basis of the status of the employee and the express condition that the investors of 
the alternative investment fund have recovered their full amount of contributions. If 
these conditions are met, the carried interest is taxed as speculative profit subject to 
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the progressive tax rates of up to 45.78%, including a surcharge for the employment 
fund. Consequently, it is taxed in the same way as employment income, except that 
it is not subject to social security contributions. 

In 2013, a favorable temporary tax regime was introduced under which the holder 
of the carry would be subject to a favorable tax rate of one-quarter of the specula-
tive the global tax rate, yielding a maximum tax rate of 11.45%. The temporary tax 
regime is limited to individuals who establish tax residence in Luxembourg between 
2013 and 2018. The benefit lasts for 10 years and in no event provides benefits 
beyond 2028. 

Point (ii) of Luxembourg’s existing carried interest tax regime, involving income de-
rived from the realization of an investment coupled with a carried interest entitlement, 
is the provision for which divergent interpretations exist. While certain practitioners 
advise that this provision applies to investments other than carried interest,1 others 
have argued that this provision targets the situation where an investment has been 
coupled with a carried interest entitlement.2 In any case, the income falling within 
point (ii) would be taxed as speculative profits at the progressive tax rates unless the 
investment has been held for more than six months and represents less than 10% 
of the capital of the alternative investment fund, in which case the income would be 
exempt. While the first interpretation in relation to point (ii) would usually lead to high 
taxation of carried interests, the second interpretation would lead to an exemption 
of carried interest in the hands of a Luxembourg resident beneficiary meeting the 
conditions of point (ii). 

The current carried interest regime has been widely criticized: 

•	 Its scope is overly narrow, limited mainly to employees of A.I.F.M’s., excluding 
directors, partners, individual advisors performing core portfolio management 
functions. 

•	 It is temporary in scope, limited to newly arrived tax residents between 2013 - 
2018 and will terminate in 2028, undermining certainty over long fund cycles. 

•	 Its rigid “return of capital first” statutory condition does not fit deal-by-deal wa-
terfalls where investor protection is ensured through escrow and clawback. 

•	 It is ambiguous in characterization and scope. 

•	 It suffers from transparency complications for an investment-linked carry that 
can defeat straightforward exemption logic and create divergence between 
opaque and transparent A.I.F.’s. 

THE NEW REGIME: DEFINITIONS, SCOPE, AND 
ARCHITECTURE 

The proposed carried interest regime would provide a response to all the criticisms 
directed at the existing previous tax regime, as follows: 

1	 P.-J. Estragerie, “Carried Interest – Luxembourg Taxation,” Revue de Droit Fis-
cal (2024), Legitech.

2	 K. O’Donnel, P. Dimitrova, M. Bentley, “Carried Interest in Luxembourg: Individ-
ual Tax Regime,” Revue de Droit Fiscal (2025), Legitech.
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First, the concept of a carried interest departs from the notion of entitlement to 
capital gains. The existing rule refers to an entitlement that is due to the “outperfor-
mance” of an alternative investment fund above a given hurdle rate. The new regime 
aligns the concept of carried interest with market practice waterfall structures in the 
context of alternative investment funds. The hurdle rate should be compliant with 
market practice to shield against application of the general anti-abuse rule. It is 
therefore important to have clear, complete, and market practice documentation in 
place to avoid any requalification. 

Second, the scope of eligible participants is expanded beyond employees of an 
A.I.F.M. to a broader set of fund professionals. Following formal opposition from the 
Council of State based on claims of vagueness and legal uncertainty,3 the parlia-
mentary amendment to the Bill now describes the following classification of persons 
as eligible persons: 

•	 Individuals exercising portfolio management or risk management functions 
as employees, partners, managers, or directors of any of the following com-
panies: A.I.F.M.’s, management companies of alternative investment funds, 
and alternative investment funds

•	 Individual service providers involved in alternative investment fund manage-
ment under advisory service contracts concluded directly or through one or 
more entities

This definition is intended to reflect the operational diversity of alternative invest-
ment fund platforms while excluding purely administrative roles. Eligible participants 
are limited to natural persons. The Council of State confirmed that this language 
resolves its formal opposition by supplying the needed criteria, thereby resulting in 
legal certainty. For completeness, the new carried interest tax regime would only 
apply within the context of an alternative investment fund. 

Third, the trigger for imposing tax is clarified. Tax becomes due when the carried 
amount is “touched” or otherwise received. Separate rules regarding taxation of 
below market acquisitions and employment related benefits continue to apply. 

Fourth, the Bill eliminates the prior statutory condition that investors must first have 
fully recovered capital before carry distributions can be made. This change accom-
modates deal-by-deal models and recognizes that robust investor protections can 
be implemented via escrow or clawback mechanisms to police interim misalloca-
tions. 

Fifth, due to the divergent interpretation in the provisions of the previous tax regime, 
the various carried interest entitlements that fall within each subdivision can be sum-
marized as follows: 

1.	 Contractual (non-investment) carry. This carried interest is not economically 
tied to a participation. The reform classifies this as extraordinary miscella-
neous income and permanently applies the existing reduced global rate to 

3	 Initially, the Bill defined participants either as (i) managers or (ii) any person 
directly or indirectly at the service of a manager or management company of 
an A.I.F., without regard of the person’s status as an employee. The Council 
of State held that this was too broad, and could lead to legal uncertainty as 
to scope of persons covered. Accordingly, it asked for a more previse set of 
participants.
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such carry (25% of progressive personal income tax rates). The intent is to 
create durable certainty for contractual waterfalls and to avoid timing mis-
matches in long term funds.

2.	 Investment related carry. A distinction is made between two situations: 

The first situation is a carried interest entitlement linked to a direct or indirect 
ordinary participation in the alternative investment fund. The paradigm occurs 
where the carry holder is required to make an investment similar to any other 
limited partner in order to benefit from a contractual carry entitlement. Usu-
ally, the carried interest entitlement is granted for no (or little) consideration, 
while the investment entitlement requires that consideration be paid. Only 
the income derived from the carried interest entitlement falls within the scope 
of this provision. The income derived from the co-investment entitlement is 
subject to general tax rules. Moreover, the link between the carry and the 
participation should reflect economic reality in terms of amount and duration 
in order to prevent application of the general anti-abuse rule. 

The second situation is a carried interested entitlement represented by a par-
ticipation instrument embodying the carry. This refers to the case where the 
carried interest is held by a dedicated vehicle such as a Luxembourg limited 
partnership. Where a carry holder also makes a co-investment into the alter-
native investment fund directly or indirectly through a dedicated vehicle, only 
the income derived from the carried interest entitlement would fall within the 
scope of this provision. The income derived from the other type of investment 
would be subject to the general tax rules. 

In both cases, the carry is treated as speculative income and would be ex-
empt if the participation (i) is held for more than 6 months and (ii) represents 
less than 10% of the capital of the alternative investment fund.  

Given that the above is a clarification of the two subdivisions of a carried in-
terest, the same reasoning should apply with regard to the existing carried in-
terest regime. Indeed, the more favorable interpretation has been confirmed 
to be correct. 

Finally, the new tax regime disregards the tax transparency of any Luxembourg en-
tity for the purposes of these rules. Any income derived as a carried interest would 
always qualify as speculative profit without regard of the nature of the underlying 
income derived by the transparent entity. Note that the tax transparency is disre-
garded only for the carried interest taxation rules. Tax transparency continues to 
apply in all other circumstances. 

CERTAIN ADDITIONAL CONSIDERATIONS

For alternative investment fund management professionals, the proposed clarified 
carried interest taxation rules will simplify compensation planning and would bring 
certainty to the financial sector. Teams could design either a pure contractual carry 
waterfall eligible for the permanent reduced rate (25% of ordinary rates) or a carried 
invest structure with clear capital gains treatment and a six-month safe harbor for 
nontaxation of speculative gains attributable to carry, subject to general anti-abuse 
rules and holding period constraints. 
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Nonresident carry holders in relation to Luxembourg wishing to benefit from the 
new favorable tax regime will need to relocate to Luxembourg. The new regime pre-
sumes Luxembourg residence for application, but facts may create dual residence 
issues when families remain abroad and travel patterns trigger ambiguity as to the 
center of vital interests or habitual abode debates. Dual residence risks merit careful 
planning. 

Finally, permanent establishment risk exposure may arise where a carry holder is 
employed by a foreign office of a non-Luxembourg entity. The exposure must be 
addressed at the front-end of the arrangement. Retroactive planning likely is too late 
to address the exposure.

CONCLUSION 

Luxembourg’s 2026 carried interest reform offers a clearer, more adaptable frame-
work that separates contractual and investment linked carry and anchors contractu-
al carry in a permanent reduced tax rate regime. It widens eligibility to the functional 
core of investment management while erecting boundaries against recharacterized 
wage income and administratively focused roles. It recognizes deal-by-deal reali-
ties, neutralizes vehicle transparency for carry classification, and removes legacy 
requirements that were misaligned with market practice. The new Luxembourg car-
ried interest tax regime clearly stands out among international regimes as one of the 
simplest and most transparent options for carried interest holders seeking reduced 
tax rates if not full exemption.

The open questions now focus on cross border residency issues and permanent 
establishment defensive measures. With careful design and documentation, market 
participants can align compensation structures to the new rules and support Luxem-
bourg’s strategic aim of anchoring front office asset management capabilities within 
its financial ecosystem. Pending adoption of the Bill in the coming days, the entry 
into force is set for January 1, 2026.
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