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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.

FOCUS ON WHAT COUNTS
Identifying fund and partnership structure

Presented by
Christopher Williams,
Director

[PROGRESSIVE]
June 6, 2017

Biography
•

Christopher J. Williams is a director in the firm’s New Jersey office. He has 10 years of
experience in public accounting, specializing in financial services. His clients include
registered investment advisors, registered brokers and dealers, investment companies,
hedge funds, private equity funds, general partnerships, and management companies.

•

Prior to joining Citrin Cooperman in 2016, Chris served clients at a Big 4 accounting firm.

•

Chris helps his clients prepare and plan for new regulatory matters and financial service
business opportunities. He also advises them on how to improve efficiency and how to
identify tax-savings opportunities.

• Affiliations
Chris is a member of the American Institute of Certified Public Accountants (AICPA), the New Jersey
Society of Certified Public Accountants (NJSCPA), and the New York Society of Certified Public
Accountants (NYSCPA).
• Education & Licenses
Chris earned his B.S. in Accounting and Masters of Accountancy in Taxation from Rutgers, The State
University of New Jersey. Chris is a licensed Certified Public Accountant in the States of New Jersey and
New York.
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Master Feeder continued
•

•
•
•
•
•
•

Investment Manager (Management Company) is often located in the U.S. and
makes the investment decisions
Investments are generally held within the master fund only
Only investors in the master fund are the feeder funds and General Partner
Feeder funds are set up as LPs and Ltds to meet the needs of various investors
Only investments that the feeder funds generally hold are investments in the
master fund
The Offshore Fund U.S. Dividends allocated will be net of the 30% withholding
done by the broker. U.S. does not have a tax treaty with Cayman Islands, British
Virgin Islands or Bermuda
The Onshore Fund may hold it own investments that generate Effective Connected
Income. The Offshore fund will hold similar assets in a U.S. Blocker Corporation.
– Investments types that are not typically held in the Master Fund; Publicly
Traded Partnerships, Private Equity Investments and Investments in U.S. Real
Property
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Master Feeder Advantages and Disadvantages
Advantages:
• Single portfolio, less costs associated than a side by side structure
• Greater leverage ability
• No need to split trades daily or “rebalance” the portfolios when there is capital
activity when compared to a side by side structure
• Blocks unrelated business taxable income (UBTI)
• Less administrative complexity
• Provides anonymity for Non-U.S. Investors in the Offshore Fund
Disadvantages:
• Effectively connected income considerations for offshore fund
• Fixed, Determination, Annual, Periodic (FDAP) Income withholding for offshore
fund
• Three audit reports
– If the master and offshore fund are domiciled, additional Cayman signoff is
needed
10

Common Jurisdiction for Hedge Funds: Cayman Islands
•
•
•
•
•
•

Leading jurisdiction for investment funds
Regulators: CIMA – generally all open-ended funds established in Cayman will
need to be registered
Funds registered in Cayman will need to have a local auditor sign offshore, costing
more time and money
Deemed open-ended if it issues “equity interests” (shares, partnership interests, or
units)
Cayman Islands have no direct taxes of any kind (no corporation, capital gains,
profits, or withholding taxes)
Organization for Economic Cooperation and Development (OECD) “White List”
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Common Jurisdiction for Hedge Funds:
British Virgin Islands (BVI)
•
•
•
•
•
•
•
•

BVI is one of the fifth largest jurisdictions for hedge fund formation (maybe second
to Cayman)
English-based legal system and the benefit of a fast track court for commercial
disputes lower costs of hedge fund formation
Financial Services Commission (FSC) is the regulatory body for open-ended funds,
including public funds
Public funds are regulated by the Securities and Investment Business Act 2010
(SIBA)
Fund registered with SIBA will not be liable for payroll tax unless it has employees
residing in BVI
No estate, inheritance, succession, or gift taxes payable
Income tax may apply to income/capital gains arising from interests in fund but
rate is currently “zero”
Organization for Economic Cooperation and Development (OECD) “White List”
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Common Jurisdiction for Hedge Funds: Bermuda
•
•
•
•
•

•
•

Bermuda is recognized by the international community for transparency and cooperation
Does not require a local auditor sign off, which saves time and money
There are a number of individuals on-Island who will ensure the fund’s compliance with its
corporate governance requirements by acting as independent non-executive directors. There
is no annual registration fee for Bermudian directors, resulting in cost savings for the fund.
The Bermuda Monetary Authority (the “Authority” or “BMA”) regulates Bermuda's financial
services sector
Class A exempt funds, geared to managers with assets under management of at least $100
million and marketed only to qualified investors, can be registered and launched instantly via
the BMA electronic filing system. Self-certification is permitted if the fund’s investment
manager is already registered with an established regulator such as the U.S. Securities and
Exchange Commission (SEC) or Britain’s Financial Conduct Authority (FCA), with no approval
requirement from the BMA.
Class B exempt funds are available for non-licensed fund managers with assets under
management of less than $100 million.
Organization for Economic Cooperation and Development (OECD) “White List”
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Side By Side Advantages and Disadvantages
Advantages:
• The offshore fund is indifferent to the holding period of assets
• Two audited financial statements
– Onshore
– Offshore consolidated
Disadvantages:
• Duplicative administrative costs associated with operating two funds
• Leveraging would not be the same as in a Master Feeder Structure
• Rebalancing of the portfolios depending on capital activity of the respective fund
• Complicates U.S. withholding and documentation rules for foreign partnerships
• Different tax agendas between the onshore and offshore fund
• Slightly more complex structure
• Costly to administer
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Mini Master #2 (More common after Section 457A became
effective)
Foreign & U.S.
Tax Exempt
Investors

U.S. Taxable
Investors
GP LLC

Offshore Ltd

Offshore LP /
Ltd
(Offshore)*
Management
Co LLC

Investments

* A foreign eligible entity electing to be classified as a partnership.

20

Offshore (PFIC)
U.S. Taxable
Investors
GP LLC
Foreign & U.S.
Tax Exempt
Investors
Offshore Ltd

Management
Co LLC

Investments

21

Fund of Funds

U.S. Taxable
Investors

Management
Co LLC

GP LLC
Fund of
Funds LP

Partnership
(Onshore)

Partnership
(Onshore)

Partnership
(Onshore)

Partnership
(Onshore)

Partnership
(Onshore)

* A foreign eligible entity electing to be classified as a partnership.
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Fund of Funds
•
•
•
•
•

•

A hedge fund structure as well as an investment strategy
Investment strategy is simply a hedge fund that invests in other funds, instead of
trading its own investments
Can be structured as a master fund, standalone, or other typical fund structure
Characteristics of those structures will apply
Tax Issues for Foreign Investors
– Effectively Connected Income
• Federal and State
– FIRPTA (Foreign Investment in Real Property Tax Act)
• Disposition of U.S. Real Property
– FDAP (Fixed, Determinable and Periodic)
• Interest, Dividends, Royalties, etc.
Tax Issues for Tax Exempt Investors
– Unrelated Business Taxable Income
– State Source Income
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Christopher J. Williams, MST, CPA
Director
Tel. 973.218.0500 x7145
Email cjwilliams@citrincooperman.com
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This publication has been prepared for general guidance on matters of interest only, and does not constitute professional advice. You should
not act upon the information contained in this publication without obtaining specific professional advice. No representation or warranty
(expressed or implied) is given as to the accuracy or completeness of the information contained in this publication, and, to the extent permitted
by law, Citrin Cooperman and Company, LLP, its partners, employees and agents do not accept or assume any liability, responsibility or duty of
care for any consequences of you or anyone else acting, or refraining to act, in reliance on the information contained in this publication or for
any decision based on it.
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Classifying income as trader vs. investor
Katie Brandtjen
June 6, 2017

Trader vs Investor - Issues
•

Deductibility of fund expenses (management fee, admin fees,
professional fees, interest expense)

•

Who is affected? – U.S. Taxable Individual vs. Corporation/TaxExempt’s/Foreign Entities

•

Partnership Structure – “pass-through” treatment

•

Business expenses – IRC §162 – Expenses for “carrying on a
trade or business” – “above the line” deductions

•

Investment/portfolio expenses – IRC §212 (Does not include
interest)
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Limitations on Deductions
•

IRC §67 and §68 limitations apply to “investors” only

•

IRC §67 : 2% floor on miscellaneous itemized deductions
-Does not include Interest Expense

•

IRC §68 : Overall Limitation on Itemized deductions
– If AGI exceeds the applicable amount, the deduction allowed is
reduced by the lesser of (i) 3% of the excess of AGI over the applicable
amount or (ii) 80% of the amount of the itemized deductions otherwise
allowable for the taxable year

•

Alternative Minimum Tax – Cannot deduct miscellaneous itemized
deductions
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How to determine who is a trader
•

No “bright line” test

•

No statutory rules/ Treasury regulations

•

Partnership level determination

•

Make annual determination

•

Case law has helped define trader/investor
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How to determine who is a trader
•

Court Considerations:
– Generally the courts will consider investment strategy, nature of income generated,
frequency and regularity of trading
• Investors generally seek a return from interest, dividends, and capital appreciation usually
without regard to short-term* market swings
• Traders will seek a return from short-term market swings
*What is considered to be a “short-term” market swing?
Short-Term capital gain may not be considered “short-swing” gain

– Most cases have involved individuals rather then entities
– Rapid portfolio turnover
– Does the size of the portfolio matter?
– Does the regularity of the activity solely matter? (Higgins v Comr-1941)
– Does the use of leverage matter? (Yaeger Est v Comr-1989)
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How to determine who is a trader
– Does the time devoted to choosing investment matter? (Abegg v. Comr-1968)

– How do you weigh the nature of income generated with holding period? It is possible
to have more LT Cap Gain then ST Cap Gain but still have substantial portfolio
turnover?
– Probably reasonable to consider amount of capital deployed in ST trading activities
versus LT trading activities
– Multiple Strategy funds/Side Pockets-Can you bifurcate?
– In 1998 tax court case Yaeger Est v. Comr the tax court discussed that it has never
articulated the required holding period time that divides short-swing gain from longterm appreciation

– Liang v Comr (1955) – began the trend for courts to examine the length of time
securities are held as the best determination of trader/investor
– Liang, Moller, Asch cases used “daily/almost daily” trading requirements
32

“Recent” Cases
• Endicott, T.C. Memo. 2013-199 (2013)
– Number of trades substantial for one of the three years at
issue (1,543)
– Trading involved millions of dollars
– Received dividends on his stock holdings
– Held stock an average of 35 days with some positions as
long as four years
– Court did not consider average holding periods of the
option positions instead of the underlying stocks
– In none of the three years was the trading deemed to be
frequent, regular, and continuous by the court
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“Recent” Cases
• Nelson, T.C. Memo. 2013-259 (2013)
– Two part test:
• Trades must be substantial in number of trades a year,
number of days on which trades were executed, and amount
of money involved
• Trades must attempt to “catch the swings in the daily market
movements and profit thereby on a short-term basis” (Liang,
23 T.C. 1040, 1043 1955)).
– Case cited that 1,136 trades were the fewest the courts had
previously held to be substantial
– Dollar amounts involved were considerable, but amounts alone
don’t determine trader/investor status
– Total number of trading days was determined not substantial
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“Recent” Cases
• Frank Chen v Comr (2004)
–
–
–
–
–
–

323 Transactions
Most held for less then one month
94% occurred in first three months of year
Taxpayer made 475(f) election
Decided that trading was not regular and continuous
Application to years in which trading activity slows down or
ceases? What about start up funds?
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“Recent” Cases
• Holsinger v Comr (2008)
– Trading days for 2001 and 2002 were only 40% and
45% respectively
– Taxpayer claimed to be profiting from short term
market swings
– Court cited that a “significant” amount of petitioners
holdings was held for more then 31 days
– Court determined that they have not sought out to
capture the daily swings in the market
– 31 day test seems inconsistent with prior cases
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Impact on Fund of Funds
• Revenue Ruling 2008-39
– Ruling stated that management fees charged at fund
level cannot be treated as §162 expense unless the
fund itself was engaged in a trade or business
– Effect on Master/Feeder Structure
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Solutions
•

PFIC Fund Structure
– §212 does not apply to corporations
– Qualified Electing Fund (QEF) – avoids ordinary income and
interest charges. Will allow annual pass through of long-term
capital gain and net ordinary income
– Net ordinary income will include expenses that may have been
non-deductible in partnership structure

– Downside: lose the ability to deduct net losses on an annual basis
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Mark to Market election considerations
Katie Brandtjen
June 6, 2017

Mark to Market Election – §475
• In general §475 requires a “dealer” in securities to mark its
securities to market at the end of each year. A “dealer” is defined as
a person who regularly purchases securities from or sells securities
to customers in the ordinary course of a trade or business.
• In 1997 §475(f) was added to a allow a “trader” in securities to
election §475 treatment. The election will apply to all securities held
in connection with its business as a trader
• If a particular security is not connected to the trading business and
is clearly identified as separate, that security can be excluded from
mark to market
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Mark to Market Election – §475
• Mark to Market vs. recognition when realized
• No income deferral, but you do get loss acceleration
• All gains and losses are ordinary (realized and unrealized)
– Traders who make this election can use losses to offset all other taxable
ordinary income.
– Traders can add to or create NOLs
– Wash sale and other “timing” rules do not apply if the election is properly
made
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Section 475 – making the election
•

To make the election the fund must be a “trader.”

•

Who should consider making the election?

•

Election made pursuant to Rev Proc 99-17. In the past, once the election
was made, it applied to all subsequent years and it was irrevocable
without the consent of the IRS, but in as of 2015, the rules were relaxed
and involve filing a “notification statement” by the original due date of the
preceding year return, without extensions. The notification must include
the following & a 3115 must be filed with the tax return
–
–
–
–
–

Name of taxpayer with §475(f) election in place:
Statement requesting the accounting method change to ta realization method
Beginning and ending dates for year of change
Types of instruments subject to the method of change
Statement revoking the taxpayer’s §475(f) election formerly in place
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Introducing EisnerAmper LLP

Section 475 – making the election
• If an existing fund seeks to make an election it is
considered to be a change in accounting method
and the fund will need to file Form 3115 and make
§481 adjustment. The §481 adjustment prevents
the duplication/omission of income or deductions
• Election must be made within 75 days of
formation for new funds
• Existing funds must make election with preceding
tax return/extension on original due date
• In some cases, a taxpayer who fails to make the
timely election may qualify for Sec. 9100 relief.
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Mark to Market Election – §475
• Jamie, T.C. Memo. 2007-22
– Took position that he was carrying on a trade or business, using losses to
create NOLs, which were used to offset ordinary income
– No mark-to-market election had been made
– Tax Court and IRS agreed that $2.5 million in losses should have been
capital losses (subject to the $3,000 limitation)

• Higgins court case (1941)
– Higgins lived in Paris but conducted his financial affairs through a NY office
– The NY staff took care of the investments as instructed by Higgins
– Management of securities investments is not considered a trade or
business
– Management is the work of an investor
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FOCUS ON WHAT COUNTS
Reporting investment manager fees and income

Presented by
Christopher Williams,
Director

[PROGRESSIVE]
June 6, 2017

Biography
•

Christopher J. Williams is a director in the firm’s New Jersey office. He has 10 years of
experience in public accounting, specializing in financial services. His clients include
registered investment advisors, registered brokers and dealers, investment companies,
hedge funds, private equity funds, general partnerships, and management companies.

•

Prior to joining Citrin Cooperman in 2016, Chris served clients at a Big 4 accounting firm.

•

Chris helps his clients prepare and plan for new regulatory matters and financial service
business opportunities. He also advises them on how to improve efficiency and how to
identify tax-savings opportunities.

• Affiliations
Chris is a member of the American Institute of Certified Public Accountants (AICPA), the New Jersey
Society of Certified Public Accountants (NJSCPA), and the New York Society of Certified Public
Accountants (NYSCPA).
• Education & Licenses
Chris earned his B.S. in Accounting and Masters of Accountancy in Taxation from Rutgers, The State
University of New Jersey. Chris is a licensed Certified Public Accountant in the States of New Jersey and
New York.
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Investor
• Individual or firm that purchases and sells financial instruments with the principal
purpose of realizing investment income
• Investors generally hold position in financial instruments for long-term growth.
• Investors will typically have large amounts of interest and dividend income as
compared to capital gains and losses.
• Deductions will fall under Section 212.
• Portfolio deductions, limited to 2% of AGI.
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Trader
• Generally, an individual or firm that buys and sells securities, commodities, or other
types of financial products for their own account for short-term gains
• Looks to achieve profits on short-term market fluctuations
• High Frequency Traders
• Black Box Traders
• Purchases and sells securities on a regular basis
• The term “Trader” is not defined in the Code or Regulations.
• Case law is the leading authority on what constitutes a trader in securities
• Turnover of the portfolio
• Holding period of the financial instrument
• Sole activity
• Short-term capital gain (loss) compared to portfolio income (i.e., interest and
dividends)
• Can deduct expenses and Section 162 deductions compared to an investor under
Section 212.
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Separately Stated Line Items on Schedule K-1
•

Section 702(s) states that each partner must take into account separately his distributive
share of the following partners items, whether or not they are actually distributed to the
partner:
– gains and losses from sales or exchanges of capital assets held for one year or less
– gains and losses from sales or exchanges of capital assets held for more than one year
– gains and losses from sales or exchanges of property described in Code Sec. 1231
(relating to certain property used in a trade or business and involuntary conversions)
– charitable contribution
– dividends eligible for the reduced tax rate
– dividends that are eligible for the corporate dividends received deduction
– taxes, paid or accrued to foreign countries and to possessions of the United States
– other items of income, gain, loss, deduction, or credit, to the extent provided by
regulations
– taxable income or loss, exclusive of items requiring separate computation as noted
above (this is the amount reported as ordinary income (loss) from partnership trade or
business activities on Form 1065, Line 22).
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Links
•
•
•

•

Form 1065
– https://www.irs.gov/pub/irs-pdf/f1065.pdf
Instructions 1065
– https://www.irs.gov/pub/irs-pdf/i1065.pdf
Form Schedule K-1
– https://www.irs.gov/pub/irs-pdf/f1065sk1.pdf
Instructions Schedule K-1
– https://www.irs.gov/pub/irs-pdf/i1065sk1.pdf
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Ordinary Business Income (Loss)
•

•
•
•

Section 475(f) Income (Loss)
– 1065 Line 6
• Form
– Form 4797, Part II; Sales of Business Property
Ordinary Income from other Partnership Investments, 1065 Line 4
Net Income derived from a trade or business
– i.e., Management companies
Footnotes
– Passive Income (Loss)
– Nonpassive Income (Loss)
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Interest
•
•

Interest Income
– Schedule K-1 Line 5
Footnotes
– Interest Income - U.S. Treasuries
– Interest Income - Foreign Source
– Interest Income - U.S. Source
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Dividends
•
•
•

Ordinary dividends
– Schedule K-1 Line 5
Qualified dividends
– Schedule K-1 Line 6b
Footnotes
– Dividends Received Deductions (DRD)
– Ordinary dividends
• Breakout between foreign and domestic
– Qualified dividends
• Breakout between foreign and domestic
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Capital Gains and Losses
•
•
•

•

Short-Term Capital Gains
– Schedule K-1 Line 8
Long-Term Capital Gain
– Schedule K-1 Line 9
Schedule and Form
– Schedule D; Capital Gains and Losses
• Report costs basis on proper lines as reported from brokers 1099-B, if
received
– Form 8949; Sales and other Dispositions of Capital Assets
• Code M (Multiple Transactions)
• Code L (Other Nondeductible Losses)
• Code O (Other Adjustments, i.e., Straddle or Constructive Sale)
• Code W (Wash Sales)
Footnotes
– Qualified Small Business Stock (Section 1202)
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Other Income (Loss)
•

•

•

Other Portfolio Income (Loss) – Investor
– Schedule K-1 Line 11a
• Gross Swap Income
• Section 987 Income (Loss)
• Section 988 Income (Loss)
• PFIC - QEF and MTM Income Inclusion
– PFIC Income is reported on Form 8621; Information Return by a Shareholder of a
Passive Foreign Investment Company or Qualified Electing Fund
» This presentation does not cover the taxation of Passive Foreign Investment
Companies and the related elections
Section 1256 Contracts and Straddles
– Schedule K-1 Line 11c
– Form 6781; Gains and Losses From Section 1256 Contracts and Straddles
Other Income (Loss) – Trader
– Schedule K-1 Line 11f
• Same as Other Portfolio Income (Loss) above except for the following:
– Swap Income (Loss) is netted
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Expenses
•

•

Investment Interest Expenses
– Schedule K-1 Line 13h
– Subject to limitation at the individual level on Form 4952; Investment Interest
Expense Deduction
– General Partners that materially participate avoid the 4952 calculation
– Footnotes
• Trader (Schedule E; Supplemental Income and Loss) or Investor (Schedule A;
Itemized Deductions)
Nonbusiness Expenses Under Code Sec. 212 (Portfolio Deduction - Investor Fund)
– Schedule K-1 Line 13k
• Management Fees
• Other Expenses
• Gross Swap Losses (Investor Fund)
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Expenses (continued)
•

Other deductions - Trader Fund
– Schedule K-1 Line 13w
• Management Fees
• Other Expenses
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Foreign Transactions
•

•

•

•

•

The information provided on lines 16, help the taxpayer determine the foreign tax
credit on Form 1116; Foreign Tax Credit (Individual, Estate, or Trust)
Schedule K-1, Line 16a
• Name of country or U.S. Possession
– Usually seen as Other Country (“OC”)
Schedule K-1, Line 16b
• Gross income from all sources
– Interest, Dividends, Other Income, etc.
Schedule K-1, Line 16c
• Gross income sourced at the partner level
– 16b + Capital Gains
Schedule K-1, Line 16d
• Foreign gross income, passive category
– Foreign sourced income, i.e., interest and dividends
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Foreign Transactions (continued)
•

Schedule K-1, Line 16g
• Deductions, interest expense
– Schedule K, Line 13h
• Schedule K-1, Line 16h
• Deductions, other
– Capital Losses
– Schedule K-1, Line 16i
• Deductions, passive category
– Schedule K-1, Lines 13k and 13w
– Schedule K-1, Line 16l
• Total foreign taxes paid
– Schedule K-1, Line 16m
• Total foreign taxes accrued
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Tax-Exempt Income and Nondeductible Expenses
•

•

Tax-Exempt Interest Income
– Schedule K-1, Line 18a
– Footnote
• Break out the interest income by state
Nondeductible Expenses
– Schedule K-1, Line 18c
– Footnote
• To the extent the nondeductible expenses are associated tax-exempt interest
income on Line 18a, break out of nondeductible expenses by state
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Other Information
•
•
•

•

Line 20a; Investment Income
– Form 4952; Investment Interest Expense Deduction
Line 20b; Investment Expenses
– Form 4952; Investment Interest Expense Deduction
Line 20v; Unrelated business taxable income
– Footnote to Schedule K-1
• Short-Term
• Long-Term
• Section 1256 Contracts
• Ordinary Income (Loss), net of expenses
– Note the amount of QDI included in the Ordinary Income (Loss)
Line 20y; Net investment income
– Footnote to Schedule K-1 telling the partners to what extent their income is
subject
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Other Separately Stated Items
•

•
•
•
•
•
•

Passive Activity Losses
– Each Passive Activity needs to be separately reported to each partner to determine the
loss allowed, if any
• Publicly Traded Partnership
• Master Limited Partnership
• Rental Real Estate; Form 8825; Rental Real Estate Income and Expenses of a
Partnership or an S Corporation
• Other Trade or Business Activities
Collectibles (28%) Gain (Loss)
Unrecaptured Code Sec. 1250 Gain
Net Section 1231 Gain (Loss)
Cancellation of Debt
Section 179 Deductions
If any partner is a controlled foreign corporation (CFC), as defined in Code Sec. 957, has
items of income that would be gross subpart F income if separately taken into account by
the CFC, they must be separately stated for all partners.
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Christopher J. Williams, MST, CPA
Director
Tel. 973.218.0500 x7145
Email cjwilliams@citrincooperman.com
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This publication has been prepared for general guidance on matters of interest only, and does not constitute professional advice. You should
not act upon the information contained in this publication without obtaining specific professional advice. No representation or warranty
(expressed or implied) is given as to the accuracy or completeness of the information contained in this publication, and, to the extent permitted
by law, Citrin Cooperman and Company, LLP, its partners, employees and agents do not accept or assume any liability, responsibility or duty of
care for any consequences of you or anyone else acting, or refraining to act, in reliance on the information contained in this publication or for
any decision based on it.
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constructive sales and
straddles
JAY M. LAURILA
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What is a Wash Sale?
Purpose of Rule
• Avoids recognition of artificial realized losses when taxpayer’s
economic position is unchanged
General Rule
• IRC Section 1091
• Sale or other disposition of stock or securities at a loss where
substantially identical property is acquired within a 61-day
window beginning 30 days before and ending 30 days after the
sale or disposition of the stock or securities
Wash Sale
• No deduction is allowed under section 165 for the realized loss
• Realized loss is added to the basis of the newly acquired security
• Holding period of the realized loss carries forward to the newly
acquired security
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Wash Sale Definitions
Acquisition
• Entire amount of gain or loss is recognized
• Includes a contract or option to acquire
Substantially Identical
• No definition in Code or Regulations
• Various rulings and guidance are available
Stock or Securities
• No definition in IRC Section 1091 or Regulations
• Rulings and case law
• GCM 38369 suggests that the term “security” should be the
same as the definition included with straddle regulations, which
looks to IRC Section 1236(c)
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Wash Sale Examples
Example 1
• On 5/1/17, purchase 100 shares ABC stock for $10,000
• On 5/15/17, purchase 100 shares ABC stock for $9,000
• On 6/5/17, sell 100 shares ABC stock purchased on 5/1/17 for
$9,000
• Wash sale rule applies and defers the $1,000 loss, increasing the
basis of the 100 shares purchased on 5/15/17 to $10,000
Example 2
• On 9/21/16, purchase 100 shares ABC stock for $5,000
• On 12/21/16, purchase 50 shares ABC stock for $2,750
• On 12/26/16, purchase 25 shares ABC stock for $1,125
• On 1/3/17, sell 100 shares purchased on 9/21/16 for $4,000
• Wash sale rule applies to 75 of the 100 shares sold, $250 of the
$1,000 realized loss is deductible
• $750 loss deferred is added to the basis of the 12/21/16 and
12/26/16 lots in proportion to the number of shares purchased
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Wash Sale Examples
Example 3
• On 9/15/16, purchase 100 shares ABC stock for $5,000
• On 2/1/17, sold 100 shares ABC stock for $4,000
• On 2/20/17, purchase 50 shares ABC stock for $2,000
• On 2/21/17, purchase 50 shares ABC stock for $2,000
• On 2/22/17, purchase 50 shares ABC stock for $2,000
• On 2/23/17, purchase 50 shares ABC stock for $2,000
• Wash sale rule applies and defers the $1,000 loss,
increasing the basis of the 50 shares purchased on 2/20/17
and 2/21/17 by $500 each
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Wash Sale Reporting
Schedule M-3
• Temporary adjustment, decrease to gross realized losses
Schedule D/Form 8949
• Realized loss is removed in the adjustment column
• Use code W on Form 8949
Watch Out
• Receive purchase report for January of the following year
when calculating the wash sale adjustment for the
particular calendar year to determine whether there were
any acquisitions in the 61-day window at year end
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What is a Constructive Sale?
Purpose of Rule
• Accelerate recognition of unrealized gain when taxpayer’s economic
position is effectively closed
• Response to perceived abusive transactions in the mid-1990s,
specifically Estee Lauder family members
General Rule
• IRC Section 1259
• Taxpayer holds an appreciated financial position and effectively closes
that position by entering into a short sale or notional principal
contract with respect to substantially identical property, or a futures
or forward contract to deliver substantially identical property
Constructive Sale
• Gain must be recognized on the appreciated financial position
• Recognized gain is taken into account when the position is later sold or
otherwise disposed of
• Holding period restarts as of the date of the constructive sale
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Constructive Sale Definitions
Appreciated Financial Position
• Position with respect to stock, debt instrument or partnership
interest where gain would be recognized if the position was
sold, assigned, or otherwise disposed of
• Includes futures contracts, forward contracts, short sales and
options
Substantially Identical
• No definition in Code

Exceptions
• Any position marked-to-market by operation of other IRC
sections
• Debt security that unconditionally entities the holder to receive
a specified principal amount, pays a fixed rate of interest and is
not convertible into equity, or a hedge of the debt security
• Transactions that are closed no more than 30 days following the
close of the taxable year (must meet 60 day holding period
requirement following the close of the transaction)
74

Constructive Sale Examples
Example 1
• On 9/15/16, purchase 100 shares ABC stock
• On 12/15/17, sold 100 shares ABC stock short
• On 12/31/17, unrealized gain on long position is $1,000
• Constructive sale rule applies, requiring recognition of
$1,000 gain at 12/31/17
• Basis in long position increases by $1,000
• Holding period restarts
Example 2
• Same as example 1, except the 100 shares of ABC stock
was sold on 1/15/18
• Exception to the constructive sale rule applies, no gain
recognition at 12/31/17
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Constructive Sale Reporting
Schedule M-3
• Temporary adjustment, increase to gross gains
Schedule D/Form 8949
• Report proceeds and basis as if the position were sold at
year-end
Watch Out
• Receive sale report for January of the following year when
calculating the constructive sale adjustment for the
particular calendar year to determine whether there were
any sales of appreciated financial positions within 30 days
of year end
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What is a Straddle?
Purpose
• Defer recognition of losses on personal property in situations where
taxpayer holds and offsetting position
General Rule
• IRC Section 1092
• Loss with respect to one or more positions is allowed only to the
extent that the amount of the loss exceeds the unrecognized gain (if
any) with respect to one or more offsetting positions
Straddle
• Loss deferred if in excess of unrecognized gain on offsetting position
• Loss not recognized is treated as sustained in the succeeding tax year
• Carrying costs associated with a straddle are capitalized
• Holding period suspension
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Straddle Definitions
Personal Property
• Any property that is actively traded
Offsetting Position
• Substantial diminution of taxpayer’s risk of loss with
respect to any position by holding one or more other
positions (whether or not of the same kind)
Substantial diminution of risk
• Not defined in Code or Regulations
• Legislative history indicates a substantial diminution of risk
where the value of positions vary inversely to each other
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Straddle Exception #1
Identified Straddle
• IRC Section 1092(a)(2)
• Realized loss that would otherwise be deferred under the
general rule is added to the basis of the offsetting position
Requirements
• Straddle is clearly identified in taxpayer’s books and
records on the day on which the straddle is acquired
• No built-in loss on the day of straddle identification
• Not part of a larger straddle
Benefit
• Allows a taxpayer to identify straddles in situations where
the straddle is uneven
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Straddle Exception #2
Qualified Covered Call Option
• IRC Section 1092(c)(4)
• Offsetting position made up of one or more qualified covered call
options is not traded as a straddle
Requirements
• Option must be granted by taxpayer to purchase stock, and
• Traded on a national securities exchange
• Granted more than 30 days before expiration
• Not deep-in-the-money
• Not granted by an options dealer
• Gain or loss with respect to the option is not ordinary gain or loss
• Not part of a larger straddle
Benefit
• Taxpayers who write call options to receive additional income and
protect against a limited price decline in the long position are not
subject to the straddle rules
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Straddle Reporting
Schedule M-3
• Temporary adjustment, decrease to gross realized losses

Form 6781
• Complete Part II Section A for losses that exceed unrecognized gains
• Complete Part II Section B for recognized gains on positions that are
part of a straddle
• Complete Part III for all positions held at the end of the tax year where
market value exceeds basis
Schedule D/Form 8949
• Report on Form 8949 with Box C or F checked
• Enter “Form 6781, Part II” on Line 1, column (a)
• Enter loss as a negative number in column (h)
• Leave all other columns blank
Watch Out
• Identified straddle loss is not reported on Part II Section A or Part III
• Qualified covered call option not reported on Form 6781
81

What is a Mixed Straddle?
Purpose
• Ensure consistent character treatment when a straddle has
one position consisting of a section 1256 contract and
another position consisting of a position that is not a
section 1256 contract

General Rule
• Reg. Section 1.1092(b)-2T(b)(2)
• Loss on disposition on non-1256 positions that are part of
a mixed straddle is 60/40
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Mixed Straddle Choices
Section 1256(d) Election
• Taxpayer can elect to have Section 1256 not apply to Section 1256 contracts that
are part of a mixed straddle
Identified Straddle Election
• IRC Section 1092(a)(2)
• Adjust tax basis of gain position upon disposition of loss position
Identified Mixed Straddle Election
• IRC Section 1092(b)(2)
• Straddle-by-straddle netting of gains and losses
• Subject to general straddle loss deferral rules
Establish Mixed Straddle Account
• IRC Section 1092(b)(2)
• Taxpayers with a large number of mixed straddles
• Net gains and losses
• Not more than 50% long-term capital gain
• Not more than 40% short-term capital loss
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Mixed Straddle Reporting
Section 1256(d) Election
• Form 6781 – Check Box A and report on Part II
Identified Straddle Election
• Form 6781 – Identified straddle loss not reported on Part II
Section A or Part III
Identified Mixed Straddle Election
• Form 6781 – Check Box B
• For net non-1256 positions, enter on Form 8949
• For net 1256 positions, enter on Form 6781 Part I
Mixed Straddle Account
• Form 6781 – Check Box C
• Report annual net gain or loss from the account on Form 6781
Part II
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Foreign Reporting and
Withholdings
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Foreign partners in a U.S. partnership, in general
Effectively Connected Income (“ECI”)
• Foreign persons are subject to tax on income that is “effectively
connected” with a conduct of a U.S. trade or business
• IRC Section 864(b)(2) excepts trading in securities or commodities
from the definition of “trade or business within the United States”
Fixed, Determinable, Annual or Periodic Income (“FDAP”)
• U.S. source income that is not ECI
• Withholding rate is 30% (or lower, based on treaty) unless an
exemption applies
• Examples include interest, dividends, capital gains, rents, royalties
• Also includes dividend equivalent payments – IRC Section 871(m)
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FDAP Exemptions
Portfolio Interest
• IRC Section 871(h)
• Portfolio interest is any interest, including OID, which is
paid on an obligation in registered form
• Does not include interest received by 10% shareholders
• Does not include contingent interest
Capital Gains
• IRC Section 871(a)(2)
• Taxable to non-resident aliens only if present in the U.S.
for 183 days or more during the tax year
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Forms Provided by Partners
Form W-9
• U.S. citizen or resident
Form W-8BEN and W-8BEN-E
• Certifies foreign status
• Provides treaty country
• Provides FATCA status
Form W-8IMY
• Certifies foreign intermediary status
• Accompanied by a withholding statement, updated as
needed
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FDAP Withholding by a U.S. Partnership
File Form 1042
• Report total U.S. tax withheld by partnership
• Due March 15
• 6 month extension can be requested via Form 7004
File Form 1042-S
• Report U.S. tax withheld by partner
• Due March 15
• 30 day extension can be requested via Form 8809
• Must be filed electronically using the IRS “FIRE” system
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FDAP Withholding by a Foreign Partnership
Enter into a withholding agreement with the IRS
• Provide Form W-8IMY to brokers indicating status as a
withholding foreign partnership
• Do not attach a withholding statement
• Collect W-9s and W-8s from partners
• Withhold and file Form 1042 and 1042-S as a U.S. partnership
would
Non-withholding foreign partnership
• Provide Form W-8IMY to brokers indicating status as a nonwithholding foreign partnership
• Attach withholding statement, update as frequently as
ownership percentage changes
• Collect W-9s and W-8s from partners
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Foreign Account Tax Compliance Act (“FATCA”)
Entity identification
• U.S. Withholding Agent
• Foreign Financial Institution
• Non-Financial Foreign Entity
Obtain FATCA Status
• Form W-9, W-8IMY, W-8BEN, W-8BEN-E
Report FATCA status
• Form 1042 for withholding agent
• Form 1042-S for partner
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