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Fund Investors and COVID-19

• COVID-19 has created both a global health crisis as well as an 
economic crisis. 

• Many fund investors may be considering liquidity options with respect 
to their investments or may want to change their investment 
allocations in light of recent developments. 

• One of the simplest ways to achieve liquidity or reallocation is to sell 
fund interests in the secondary market. 
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The Secondary Market

• The secondary market has matured in recent years, making many 
secondary market transactions routine. 

• Secondary sales, however, raise interesting tax and structuring 
considerations that can impact the seller, buyer, and fund. 
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The Secondary Market (cont.)
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Notifying the Fund

• A transferee that acquires, by sale or exchange, an interest in a 
partnership with an election under section 754 in effect for the taxable 
year of the transfer, must notify the partnership, in writing, within 30 
days of the sale or exchange (Treas. Reg. § 1.743-1(k)(2)).

• A partnership is not required to make the adjustments under section 
743(b) (or any statement or return relating to those adjustments) with 
respect to any transfer until it has been notified of the transfer (Treas. 
Reg. § 1.743-1(k)(4)).

• Fund transfer documents may require accelerated notice (i.e., sooner 
than 30 days). 

• Consider application to transfers that may not be “transfers” pursuant 
to the partnership agreement, but are transfers for tax purposes (e.g., 
transfer of a disregarded entity that holds a fund interest).
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Secondary Transfer Checklist

• Check the fund documents for any transfer restrictions.  

• Discuss if any restructuring of fund interest or any change of elections 
thereof may be appropriate. 

• Discuss how the allocations of certain tax items will be reflected in 
pricing.

• Discuss any potential withholding and certification requirements.
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Transfer Restrictions in the LPA
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General Partner Consent and Other Restrictions

• Secondary sales are generally subject to the general partner’s consent 
and other various restrictions provided in the relevant fund documents. 

• Thus, sellers should coordinate with the fund to ensure a secondary sale 
will satisfy all compliance requirements. 

• For example, typical restrictions contained in fund documents may 
include—

– Publicly traded partnership (“PTP”) restrictions

– In the case of a fund using a real estate investment trust (“REIT”), REIT-
compliance related transfer restrictions

– Seller’s side letter may have transfer related provisions

– Transfers that cause technical termination of the partnership (pre-TCJA law)
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PTP Restrictions
• Fund documents typically contain restrictions on any transfer to prevent 

the fund from being treated as a PTP for tax purposes.

– A partnership is treated as a PTP if interest in the partnership is either (i) 
traded on an established securities market or (ii) readily tradeable on a 
secondary market (or substantial equivalent thereof).

– Private funds are generally not listed in an established securities market so 
the focus of the analysis is generally on whether a proposed transfer 
satisfies one of the safe harbors (discussed later) for a “secondary market 
or subsequent equivalent thereof.”

• While the goal of avoiding PTP status is virtually universal, actual 
restrictions may vary from fund to fund. 
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PTP Restrictions (cont.)

• Certain fund documents do not allow any transfer, unless such transfer 
satisfies certain PTP safe harbors.

• In certain cases, the GP may not be able to waive such restrictions.  If 
so, it becomes critical to structure the proposed transfer to satisfy any 
such PTP safe harbors. 

• Other fund documents may only require the general partner make a 
determination that a transfer should not result in the fund being 
treated as a PTP.

– The general partner may have some leeway to permit a transfer even if 
such transfer cannot satisfy any of the PTP safe harbors.

• Generally, a fund that has less than 100 partners tends to have more 
flexibility on transfers because the fund is generally expected to satisfy 
the “private placement” safe harbor. 
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PTP Restrictions (cont.)

• “Private Placement” Safe Harbor

– A partnership is not treated as a PTP if (i) all interests in the partnership 
were issued in a transaction that was not required to be registered under 
the Securities Act of 1933, and (ii) the partnership does not have more than 
100 partners at any time during the taxable year of the partnership. 

• For partnerships that are offered and sold outside the United States, this safe harbor does not 
apply unless the offering and sale would not have been required to be registered under the 
Securities Act of 1933 if the interests had been offered and sold within the United States. 

– For purposes of the 100-partner limitation, a partner that is a flow-through 
entity (i.e., partnership, S corporation, or grantor trust) is counted as a 
single partner only if (i) less than substantially all of the value of the owner’s 
interest in the flow-through entity is attributable to such entity’s interest 
(direct or indirect) in the partnership, or (ii) no principal purpose of the use 
of the flow-through is to permit the partnership to satisfy the 100-partner 
limitation. 

• Funds often require each investor to make a representation in the subscription agreement to 
make sure that any such investor can be counted as a single investor for this purpose. 
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PTP Restrictions (cont.)

• Other Safe Harbors to Rely on.
– “Lack of actual trading” safe harbor (Treas. Reg. § 1.7704-1(j)).

• This safe harbor applies if the sum of the percentage interests in partnership capital or profits 
transferred during the taxable year of the partnership (other than in certain excluded transfers) do 
not exceed 2% of the total interests in partnership capital or profits.

• Funds tend to allow transfers until total transfers hit the 2% threshold and may defer any 
remaining transfer requests until the following taxable year.

• Because this 2% threshold will build up over time in a taxable year, small investors in a fund will 
likely have a better chance of having its transfer request granted if it chooses to transfer earlier in 
the taxable year. 

– Transfer not involving trading (Private Transfers) safe harbor (Treas. Reg. § 1.7704-1(e)).  

• Block transfer safe harbor: any transfer by a partner and related persons during a 30-day period 
that represents, in the aggregate, more than 2% of the total interests in the partnership.

• Carry-over basis safe harbor: any transfer in which the basis of the partnership interest in the 
hands of the transferee is determined, in whole or in part, by reference to its basis in the hands of 
the transferor or is determined under Section 732. 

• General Partner involvement required to be considered readily tradable on 
a secondary market or substantial equivalent (Treas. Reg. § 1.7704-1(d)). 
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REIT Restrictions

• Funds that utilize REIT structures typically restrict transfers that could 
jeopardize a REIT subsidiary’s status as a REIT. 

• REIT Closely-Held Requirement

– Five or fewer individuals, directly or indirectly, may not own more than 
50% in value of the outstanding shares of the REIT during the last half of 
any taxable year (beginning with the REIT’s second tax year).

– An individual is a natural person or certain tax-exempt organizations 
(such as private foundations).  

– Attribution rules apply to determine whether a REIT is closely-held (thus, 
for example, shares owned, directly or indirectly, by a corporation, 
partnership, estate or trust are treated as owned proportionately by their 
shareholders, partners, or beneficiaries).
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REIT Restrictions (cont.)

• Minimizing Related Party Rent

– A REIT generally may not enter into a lease with a tenant that is more 
than 10% owned by (i) the REIT or (ii) a person who owns more than 10% 
of the REIT.  

– Attribution rules apply when determining ownership for this purpose.  In 
general, a REIT owns what its 10% shareholders own.

• Maintaining “domestically controlled REIT” Status

– Some funds agree to maintain domestically controlled REITs in order to 
preserve tax benefits for non-US investors.

– Domestically controlled means less than 50% in value of the REITs stock 
was held directly or indirectly by foreign persons during a 5-year testing 
period.
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REIT Restrictions (cont.)

• Preventing “pension-held REIT” Status

– Unrelated business taxable income (“UBTI”) flows-through a pension-held 
REIT to pensions owning more than 10% of the REIT, if certain 
requirements are met

– REIT would fail closely-held test without relying on a special look-through 
rule for pensions (which are otherwise treated as individuals); and

– A group of pensions owning more than 10% of the REIT together own 
more than 50% of the REIT, or one pension owns more than 25% of the 
REIT.

• Less common for REIT transfer restrictions to present a practical 
limitation on secondary transfers, particularly in large commingled 
funds, but they should also be considered where the context requires.
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Fund Structure and Elections
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Fund Structure

• The existing fund structure should be assessed to determine whether 
such structure in place for the seller is also appropriate for the buyer 
and if not, how to restructure the seller’s interest before or in 
connection with a transfer. 

• Transfers between investors with similar tax status (e.g., from a US 
taxable investor to another US taxable investor) generally do not raise 
structuring concerns. 

• However, transfers between investors with different tax status (e.g., 
from a US taxable investor to a non-US or tax-exempt investor) may 
require certain structuring adjustments in connection with a transfer.  
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Fund Structure (cont.) 

• Example:  Transfer from a US taxable investor to a non-US investor

• If the US seller is holding the fund’s pass-through/FIRPTA investments on an 
unblocked basis, the non-US buyer may be required to restructure the US 
seller’s interest in the fund in order to block income effectively connected with 
a US trade or business (“ECI”).  

– With the fund’s consent, the US seller may enter into a two-steps transaction:  (1) a 
transfer of its unblocked interest to an existing blocker in exchange for the stock 
thereof and (2) a transfer of such blocker stock to the non-US buyer.  

– In connection with this transaction, the existing blocker’s inside tax basis may be 
adjusted.  

– The fund may or may not take certain measures to equitably allocate any such basis 
adjustment. 
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Fund Structure (cont.) 

• Example:  Transfer from a non-US investor to a US taxable investor

• If the non-US seller is holding the fund’s pass-through/FIRPTA investments 
through a blocker, the US buyer may prefer to restructure the non-US seller’s 
interest in the fund so that the US buyer can hold such investments on an 
unblocked basis.  

– Fund may find it impractical to restructure existing investments out of a blocker.

– US buyer may be required to hold interests in existing investments through a 
blocker but should discuss the possibility of holding interests in future pass-
through/FIRPTA investments through an unblocked structure. 

24



Elections and Other Considerations

• Any election(s) previously made by seller should be discussed to 
determine whether such election(s) are suitable in light of buyer’s tax 
profile (e.g., an election to waive excess management fees).

• If any election(s) are not compatible with buyer’s tax profile, consider 
whether such elections can be changed in connection with the transfer. 

• Note that special side letter provisions the seller has negotiated may 
be not transferable to the buyer. 
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Allocations of Taxes and Expenses Between 
Buyers and Sellers
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Allocation of Tax Liability and Expenses

• Buyer and seller to discuss how to allocate tax liabilities and expenses 
in connection with a transfer. 

• The allocation of tax items is, in part, a commercial consideration that 
may have an impact on pricing through the purchase price adjustment 
mechanism.  

• Tax diligence would be prudent to determine how to allocate certain 
tax items between seller and buyer.

– Seller typically indemnifies buyer for any pre-closing tax liabilities.

– Certain tax items may require special adjustment to the purchase price.
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Purchase Price Adjustment and Tax Indemnity

• The purchase price is typically determined based on the value as of the 
“cut-off” date.  Upon the closing, the purchase price will be adjusted to 
reflect any contributions or distributions made between the cut-off 
date and the closing date.

– This true-up mechanism is generally intended to make sure that any 
economic consequences generated post-”cut-off” date belong to buyer. 

– However, a seller typically indemnifies any tax liabilities occurring prior to 
the closing.

– Certain tax items occurring between the cut-off date and the closing date 
may require special adjustments. 
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Allocation of Fund Income

• Federal Income Tax

– If a transfer occurs during a taxable year, the taxable income earned by the 
fund during that taxable year should be allocated between buyer and seller. 

• It may be helpful to specify in the purchase agreement the preferred method of allocating fund 
income (e.g., interim closing of the books). 

• However, in many cases, a fund has its own practice of allocating fund income and the fund is 
generally not bound by the method agreed by buyer and seller.  

• In certain cases, the fund may be open to use the method agreed to by buyer and seller but 
require them to bear any incremental expenses, in which case, buyer and seller should discuss in 
advance how such expense will be shared.

– Any purchase price adjustment for income generated between the cut-off 
date and the closing date?
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Allocation of Fund Income

• Federal Income Tax

– Example.  The fund generated $100 income with respect to seller between 
the cut off date and the closing. 

• Buyer will receive economic benefits associated with this $100 income.  If such income is 
distributed prior to the closing, such distribution will reduce the purchase price dollar for dollar.  
If such income is distributed post closing, such distribution will be solely for the benefit of buyer. 

• Seller will have to pay any associated tax liabilities, either by reporting such $100 income in its 
tax return, or through pre-closing tax indemnity.  

• However, no adjustment to the purchase price may be necessary as seller will receive $100 
increase in its outside basis, thereby reducing exit gains dollar for dollar.  
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Allocation of Other Tax Items

• Withholding Taxes

– Assume that a fund generated and distributed $100 dividends income 
between the cut-off date and the closing date and seller was subject to 
30% withholding tax on such dividend income.  

– Should the purchase price be reduced by $100 or $70? 

– US buyer vs non-US buyer

• Foreign Taxes

– Assume that a fund generated capital gain of $100 between the cut-off 
date and the closing date on which a 20% exit tax was imposed.  Seller 
did not receive any tax credit or other tax attributes with respect to such 
tax, but the fund has treated such tax as a deemed distribution.

– Should the purchase price be reduced by $100 or $80?

– Implications on pre-closing tax indemnity
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Withholding Tax and Certifications
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Withholding Tax and Certifications

• There are usually two potential withholding taxes where the seller is a 
non-US person. 

– 1446(f) Withholding, a 10% withholding tax may be imposed on the gross 
amount realized on a sale of a fund interest if any portion of the sale gain 
would be treated as ECI.  

– 1445 Withholding, a 15% withholding tax may be imposed on the amount 
realized on a sale of a fund interest if the fund interest is treated as a 
“United States real property interest” (“USRPI”). 
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Withholding Tax Certifications (cont.)

• The 10% withholding tax can generally be eliminated if, among other 
things—

– (i) the seller certifies that it is a US person, 

– (ii) the seller certifies that the transfer would not result in any realized gain, 

– (iii) the partnership certifies that (A) the amount of net effectively connected gain 
resulting from the deemed sale would be less than 10% of the total net gain; (B) the 
seller’s total distributive share of net effectively connected gain from the 
partnership would be less than 10% of the seller’s distributive share of the total net 
gain from the partnership or (C) the partnership was not engaged in a US trade or 
business any time during the taxable year of transfer, 

– (iv) the seller certifies that (A) it was a partner in the partnership at all times in the 
three immediately prior taxable years; (B) the seller’s distributive share of gross ECI 
was less than $1 million for each such year; (C) the seller’s distributive share of 
gross ECI was less than 10% of the seller’s total distributive gross income from the 
partnership for each such year; and (D) for each of the three preceding years, the 
seller’s distributive share of partnership gross ECI or losses has been timely 
reported on a federal income tax return and paid, 

35



Withholding Tax Certifications (cont.)

• The 10% withholding tax can generally be eliminated if, among other 
things—

– (v) the seller certifies that a nonrecognition provision applies to all of the gain 
realized on the transfer together with a brief description of the transfer and the 
relevant law and facts relating to the certification, or 

– (vi) the seller certifies that it is not subject to tax on any gain from the transfer by 
reason of an income tax treaty between the United States and a foreign country. 
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Withholding Tax Certifications (cont.)

• The 15% withholding tax can be eliminated if—

– (i) the seller certifies that it is a US person or 

– (ii) the fund certifies (a) that 50% or more of the value of its gross assets 
does not consist of USRPIs or (b) that 90% or more of the value of its 
gross assets does not consist of USRPIs plus any cash or cash equivalents.

• Note that other notices or certifications may be appropriate where the 
seller is a foreign government or a qualified foreign pension fund.  

– For a foreign government, (i) a notice of nonrecognition treatment or (ii) 
a withholding certificate from the IRS that confirms the applicability of 
section 892. 

– For a qualified foreign pension fund, the certification that it is a “qualified 
holder” under section 1.897(l)-1(d)(11) of the proposed treasury 
regulations. 
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Withholding Tax Certifications (cont.)

• These withholding taxes can be imposed regardless of actual gain on 
sale. 

• For non-US sellers, this may result in a pure tax leakage, if they don’t 
plan to file US tax returns to receive any refunds.  

• Thus, non-US sellers should consider avoiding these withholding taxes 
by issuing certificates, receiving certificates from the fund, or agreeing 
to indemnify buyer for withholding obligations. 

• However, certain non-US sellers may not be eligible to issue the seller’s 
certificates and not all general partners are willing to provide these 
certificates.  
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Withholding Tax Certifications (cont.)

• A seller may have already negotiated side letter provisions requiring the 
fund to issue certificates or to provide some level of assistance in 
reducing/eliminating withholding taxes with respect to a transfer. 

• Absent such agreement, market practices vary.  

– Some funds are willing to issue certificates.

– Other funds may only provide confirmation from the fund’s accountants that 
the fund does not have ECI assets or the fund is not a USRPI.  

– Some funds may only provide informal confirmations.

– Other funds simply do not provide any assistance on a transfer. 

• If a certificate or confirmation is provided, the fund may ask the seller to 
bear any associated expenses. 

– Is this part of transfer expenses?
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Withholding Tax Certifications (cont.)

• Non-US sellers should review fund documents and inquire with the 
fund to see what kind of assistance the fund is willing to provide. 

• Funds consider various factors in determining which approach to take,  
including—

– Internal policies,

– Relationship with the seller, 

– Volume of transfers, and

– The fund’s structure (e.g., blockers) or position on ECI. 
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Withholding Tax Certifications (cont.)

• If the fund is unwilling to provide any necessary certificates, the seller 
should coordinate with the buyer and the fund so that the buyer is 
comfortable closing on the transfer without such certificates. 

• For example, some buyers may accept informal confirmations from the 
fund combined with the seller’s withholding tax indemnity. 
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