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IMPORTANT INFORMATION
This program is approved for 2 CPE credit hours. To earn credit you must:
• Participate in the program on your own computer connection (no sharing) – if you need to register
additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10). Strafford
accepts American Express, Visa, MasterCard, Discover.
• Listen on-line via your computer speakers.
• Respond to five prompts during the program plus a single verification code. You will have to write down
only the final verification code on the attestation form, which will be emailed to registered attendees.
• To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT
For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)
For Assistance During the Program:
-On the web, use the chat box at the bottom left of the screen
If you get disconnected during the program, you can simply log in using your original instructions and PIN.

Tips for Optimal Quality
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Sound Quality
When listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.
Viewing Quality
To maximize your screen, press the F11 key on your keyboard. To exit full screen,
press the F11 key again.
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Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Safe Harbor Provisions For Partnership
Allocations and Distributions
• The safe harbor provisions of the Treaty Regulations Section 1.7041(b)(2) are based on allocations of profit and losses and not
distributions.
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Allocation Driven (Layered)

• Upon liquidation, distributions are made to the partners based on
their positive capital account balances.
• Referred to as “allocation driven” because the allocations determine
the capital accounts, which ultimately determine the economics.
• Sometimes referred to as “layer cake” allocations because there is
often a waterfall – with multiple layers – in the allocation provisions.
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• A target capital account regime is designed to permit
partnerships to make distributions in accordance with the
economic arrangements and yet comply with the safe harbor
requirement that liquidating distributions must be made in
proportion to capital account balance of the partners.
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Target Capital Account Allocation

• Target capital account allocations operate by allocating profits
and losses at the end of each accounting period so that the
capital accounts are “forced” to be equal to what the partners
would receive on a deemed liquidation.
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• Target allocations reverse the cash follows tax regime of liquidating
in accordance with capital accounts by forcing the capital account to
reflect distributions which are required to be made.
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Target Capital Account Allocation

• In a target allocation regime, the focus is on the distribution
provisions, since the tax requirements will take care of themselves.
• Target allocations are calculated as if the partnership sold all of its
assets for book value and liquidated.

• If capital accounts were adjusted so that book value reflected the
value of the assets of the partnership tax results would more closely
match economic results.
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Layered and Targeted (Forced) Allocations
The Formulae
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Layered allocations compute ending capital under the following formula:

Targeted allocations plug income under the following formula:
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• The IRS has never ruled on whether target capital account
allocations comply with the substantial economic effect test of
the Section 704(b) Treasury Regulations. Informally, the IRS
has questioned whether such allocations should be respected
because they do not provide for liquidation in accordance with
capital accounts any may also violate the “substantiality”
requirement of the Section 704(b) Treasury Regulations.
• Allocations which do not have economic effect may be
respected under the economic effect equivalence test of
Treasury Regulations Section 1.704-1(b)(ii)(i) which requires
that at the end of each partnership year a liquidation would
produce the same results as the economic effect test. This is
sometimes referred to as the “dumb but lucky” provision.

07/21/2015

Tax Considerations
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• If allocation fails to satisfy the substantial economic effect of the
Section 704(b) Treasury Regulations requiring liquidations be
governed by capital account balances, partners’ distributive shares
of partnership items determined in accordance with PIP.
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Partner’s Interest in the Partnership
(“PIP”)

• PIP signifies the manner in which the partners have agreed to share
the economic benefit or burden (if any) corresponding to the item
being allocated. Reg. § 1.704-1(b)(3).
• Takes into account all the facts and circumstances relating to the
economic arrangement of the partners.
• Factors include:
•
•
•
•

Relative contributions to the partnership
Interest in economic profits and losses
Interest in cash flow and other non-liquidating distributions
Rights of partners to distributions of capital on liquidation
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• In February 2014, the AICPA submitted a draft of a proposed
Revenue Ruling to the IRS which would generally approve
target allocations as long as the economic result on liquidation
is the same as would occur using the capital account driven
approach.
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Tax Considerations

• The proposed Revenue Ruling relied upon the economic effect
equivalent test of Treasury Regulations Section 1.7041(b)(2)(ii)(i) and the partner’s interest in the partnership
(“PIP”) rules under Treasury Regulation Section 1.704-1(b)(3)
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• The proposed Revenue Ruling contained three (3) examples, all of
which involved 50-50 partnership in which A contributes cash and B
contributes $100 of assets with a basis of $100. The deal is that A
and B are distributed cash in 50-50 ratio until each receives $100,
then A receives cash for a 5% return on its $100 contribution.
Finally, remaining cash is distributed 50-50. The partnership uses a
target allocation regime .
• In example 1, the partnership has net income of $10. Under the
target allocation approach, A’s capital account is allocated $7.50 so
that upon a hypothetical liquidation he would receive $107.50 which
is the business deal: $100 return of capital + $5 preferred return +
$2.50 equal to 50% of the remaining $5. Similarly, B’s capital
account is allocated $2.50 of profits so that his capital account is
$102.50 which is the business deal.
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Tax Considerations
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• The Revenue Ruling invokes the economic equivalent test of
Treasury Regulation Section 1.704-1(b)(2)(ii)(i), allocations that
do not have economic effect are respected as long as at the
end of each year and any future year, a liquidation would
produce the same economic results if liquidation distributions
were made in accordance with capital accounts.
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Tax Considerations
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• In example 2, the partnership has no net income so that A and
B would each have a capital account of $100. Under a target
allocation approach, no profits would be allocated to either A
or B which would also satisfy the economic equivalence
standard.
• In example 3, the waterfall provides that the preferred return
of $5 is paid to A before B is repaid her capital account, and
the partnership earned no income for that year. Thus, if the
partnership applied the target allocation method, partner A
would have a capital account of $105 and partner B would
have a capital account of $95.
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Tax Considerations
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• The economic effect equivalent test is not satisfied in that
year since it would require that the capital account of both A
and B be $100. However, the proposed Revenue Ruling notes
that the economic effect equivalent test would be met is the
partnership generated sufficient net income to support
partner A’s preferred return for the taxable year and sufficient
cumulative net income since formation to support partner A’s
cumulative preferred return.
• The proposed Revenue Ruling also concluded that examples 1
and 2 satisfied the partner’s interest in the partnership (“PIP”)
rule of Treasury Regulation Section 1.704-1(b)(3) because,
except for the preferred return, everything is contributed,
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Tax Considerations
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distributed and allocated in 50-50 ratio. In example 3, the
proposed Revenue Ruling concludes that the PIP rule could be
satisfied for any tax year in which the partnership generates
cumulative net income since formation to satisfy A’s
cumulative 5% preferred return and capital has not been
reduced.
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Tax Considerations
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• Target allocations do not work well in cases where there are
preferred returns, tax-driven special allocations, front-end losses,
varying distributions for operations and capital events and fractions
rule provisions required by Section 514(c)(9)(E).
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Non-Tax Problems and Drafting
Issues

• In a target allocation scheme involving preferred returns, there may
be a capital shift if there is insufficient income or profits and the
partner with a preferred return may be allocated profits without any
cash.
• Target allocations may result in allocating profits to the partner
entitled to a preferred return before they are paid. This could occur
when a partner receives a preferred return on capital and the
partnership has profits but the preferred return is not yet payable.
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• With varying and/or different allocations for operating and
capital events, it may be impossible to determine the manner
in which profits and losses should be allocated in the
hypothetical liquidation or the forced allocation may not
reflect the economic deal.
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Non-Tax Problems and Drafting
Issues

• Target allocations require allocations of book income rather
than taxable income so that tax gain or loss does not overstate
or understate distributable cash.
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• Since target allocations are based on a hypothetical sale at
book value and liquidation, any amount realized should be
limited to the book value to avoid overstating the gain.
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Non-Tax Problems and Drafting
Issues

• Other items such as nonrecourse deductions, corresponding
minimums gain chargebacks, and qualified income offsets
should be ignored since they do not affect the amount of cash
a partner would receive. Items which do not affect cash
distributions but which must be incorporated in the
partnership agreement should be addressed in a separate
parallel allocation provision.
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• NYSBA in its 2010 report concludes that if the minimum gain
and partner minimum gain are properly allocated, target
allocations should always avoid driving a partner’s capital
account negative and the absence of a DRO would not affect
this result.
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Non-Tax Problems and Drafting
Issues

• Most target allocation provisions contain a Q10 provision
which should make the DRO meaningless.
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• Some practitioners use layer cake allocations which track cash
distributions without specifically requiring that capital
accounts be forced at the end of each year to equal the
amount the partners would receive.
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Modified Hybrid Target Capital
Account Allocations

• Upon liquidation, the partnership agreement follows the
distribution scheme and then provides that to the extent
possible profits and losses or gross income and deductions for
the current year and prior open years will be allocated so that
the capital accounts will nearly as possible match the
distributions.
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• This type of allocation appears to have support under the PIP
rules and avoids some of the pitfalls of a straight target
allocation. However, it would not pass muster under the
economic equivalent test on the AICPA proposed Revenue
Ruling .

07/21/2015

Modified Hybrid Target Capital
Account Allocations
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Tax Allocations for Hedge Funds
Stephen Ng
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Discussion topics
•
•
•
•
•
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The basics of book and tax allocations
Examples of book/tax differences
Tax allocation methods
Aggregation and break periods
Stuffing/fill-up

Hedge Fund Book Allocations
• All items in Net Asset Value (NAV) generally
allocated pro-rata based on economic ratios
monthly
• Two broad categories of income:
– Ordinary (interest, dividends, other, operating expenses)
– Capital (realized gain/loss, change in unrealized
appreciation/depreciation)
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Hedge Fund Tax Allocations
• Ordinary items generally follow book allocations
• Capital items allocated to the extent of realized
gain/loss based on book allocations
• TIMING generally drives book/tax differences
associated with allocation of capital items.
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Typical Book/Tax Differences
• Timing and character impact
– Unrealized gain/loss on securities
– Tax realization before book realization
• Constructive sales, 1256 positions, OID

– Tax realization after book realization
• Wash sales, straddles

– Tax recharacterizations
• Foreign currency, market discount
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Hedge Fund Tax Allocation Methods
• Layering
– Allocates unrealized gain/loss to each partner on a
security-by-security basis
– Very precise. Can be cumbersome to track value
movement
– Best done by tax allocations software

• Aggregate
– Full netting vs. partial netting
– Allocates unrealized gain/loss for all investments
together (“aggregates” gain/loss) rather than on
security-by-security basis
– Introduces judgment, flexibility, subjectivity into the
allocation process
– Must meet criteria to use the aggregate method
29

Aggregate Method Criteria
•
•
•
•
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Management company or investment partnership
90% of assets are qualified financial assets
Revaluations made annually
Allocations in accordance with capital accounts

Aggregate Method – Break Periods
• Whenever change in partners sharing ratios
• Should be governed by partnership agreement
(monthly, quarterly)
• Requires closing books, and calculate tax
allocations as if the period stood on it’s own.
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Fill-up/Priority/Stuffing provision
Most partnership agreements include such clause
Clause gives discretion to GP
Is this legally allowed??
Allocates to each departing partner’s remaining
unrealized gain/loss as realized gain/loss, using
the partnership’s recognized gain/loss for the
year first. (priority allocation)
• Should be consistent. If stuffing gains, then stuff
losses.
• Mandatory step down in basis due to IRC 743 is
eliminated, since losses within the partnership
are specially allocated to the departing partner
•
•
•
•
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Fill-up/Priority/Stuffing provision
• Distributions in kind – provides alternative to
stuffing
– Could still have mandatory basis adjustment if difference
between partner’s basis in partnership interest exceeds
partnership basis of distributed property > $250,000.
– The partnership would need to step down it’s basis in
other assets by the basis step up that partner receives
in distributed property
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