
Certainly one of the most prominent
occurrences of the recent economic cri-
sis was the unraveling of the Madoff
Ponzi scheme.  As a consequence, thou-
sands of victims of Bernie Madoff’s $65
billion scam, and other similarly uncov-
ered Ponzi schemes, have been able to
claim “theft losses” and get an immedi-
ate deduction on their 2008 tax returns.  

By issuing Revenue Ruling 2008-9
and Revenue Procedure 2009-20, the
IRS provided very specific guidelines
on how Madoff victims should reflect
their losses on their 2008 tax returns.
For those who have not yet filed their
2008 returns, the deduction to be taken
is up to 95 percent of the total loss.  

With the IRS updated positions, vic-
tims no longer have to wait to file and
claim losses until they know with rea-
sonable certainty what the final num-
bers would be.  Instead, these losses can
be taken immediately, and essentially be
treated like business losses.  This means
that these affected taxpayers who lost
large sums could possibly get back all
of the tax they paid in the last three
years, offsetting the assumedly fictitious
income from the accounts with Madoff.  

The ruling further clarifies that the
losses resulting from Madoff may be
deducted against 2008 adjusted gross
income provided that there is not a
claim for reimbursement or recovery of
the loss through a legal proceeding.
The amount of the theft loss resulting
from fraud is determined through the
following formula: (i) initial amount

invested; (ii) plus additional invest-
ments; (iii) less amounts withdrawn;
(iv) less amounts that are anticipated to
be recovered through reimbursement or
other claims.   Any unused portion of
the theft loss may be carried back for a
period of up to three years and carried
forward for a period up to twenty years.  

Revenue Procedure Ruling provides
a safe harbor for investors to deduct 95
percent of the losses when they choose
not to pursue any potential third-party
recovery and a deduction of 75 percent
for an investor whose intention is to
pursue any potential third-party recov-
ery.  Any monies recovered are to be
subtracted from the latter option.  The
loss amount is basically determined by
adding the initial investment made, plus
additional investments, less amounts
withdrawn

It is critical at this point for those
Madoff victims, who have filed their
2008 returns and taken the losses, to
focus on the most tax efficient strategy
in terms of the carryback of these losses
which is allowed for three years (nor-
mally only 2 years) for those victims
specifically, or carrying them forward
for 20 years for use against future
income.  Most importantly would be the
benefit of offsetting, as mentioned ear-
lier, the potentially fictitious income
that was generated from the Madoff
accounts and therefore erasing past tax
liabilities.

A few items to note: (1) certain “eli-
gible small businesses” affected by
Madoff may elect a three, four or five-
year carry back depending on certain
factors; and (2) those investors who did-
n’t invest directly through Madoff, but
through an investment company, cannot

take the losses themselves.  In those
cases, the investment entity would be
eligible to take these losses, and poten-
tially pass them on to the investors.

In terms of amending Federal tax
returns from a procedural perspective,
taxpayers can choose to file Form
1040X or 1045.  Form 1045 is the
fastest method for processing a refund
as the IRS has 90 days to respond to
your refund request.   In submitting
Form 1045, a series of schedules from
prior year returns are required as well.
The filing of Form 1045 should be com-
pleted before December 31, 2009. 

It should be further noted that loss
carry forwards and carry backs are
treated differently at the state level.  In
April 2009, the State of New Jersey
issued a press release stating, “The New
Jersey Gross Income Tax Act does not
follow Federal law regarding carry for-
ward losses and carry back losses and
the loss on the 2008 New Jersey return
is limited to the category of ‘Net Gains’
or income from disposition of property.
Therefore, the loss cannot be taken on a
prior year’s New Jersey income tax
return.”  In comparison, the New York
State Department of Taxation and
Financing issued a press release in May
2009, indicating that deductions for
theft losses attributable to a fraudulent
investment arrangement are subject to
existing limitations whereby the deduc-
tion is limited for residents whose
income exceeds $100,000. 

Beyond the application of loss carry
backs and carry forwards and dealing
with the various tax issues, one of the
critical developments coming out of the
Madoff era will be the importance of
having objective investment oversight.
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Such oversight should be based on a
relationship with a consultant that does
not necessarily have custody of assets,
nor necessarily directly manages the
assets, but rather oversees money man-
agers being used by clients.  An “over-
sight” advisor can also review the
strategies being employed by the money
managers.

Please email the authors at michael.s.maglio@wtas.com or derek.gardella@wtas.com with questions about these articles.

This oversight role can take on a
comprehensive set of services, includ-
ing rudimentary matters such as setting
up asset allocations, but perhaps more
importantly, providing ongoing report-
ing of performance and activity and an
examination of the tax efficiency of
client portfolios and investment strate-
gies.

The procedure for employing carry
backs should be addressed immediately
by taxpayers, once the losses have been
accurately depicted on their 2008 tax
return.  Furthermore, a strategic review
of employing a more effective method-
ology for asset management going for-
ward is critical.

Michael S. Magio is a Director of
WTAS LLC in the firm’s Madison, New
Jersey office. He may be reached at
(973) 210-7063. Derek Gardella is an
Associate in the firm.

Carried Interest And The Regulatory Landscape 
For Private Equity And Hedge Funds

Despite the predominance of health-
care reform in the current legislative
activities, it is likely that the Obama
administration will rekindle the atten-
tion on various tax changes once the
smoke clears.  One such area that
received a great deal of attention several
months ago involves the treatment of
carried interest for private equity firms.
On a global level, the European com-
munity has also offered a new directive
that will require registration of private
investment funds (similar to the U.S.
proposal) such as hedge funds.  Many in
the PE/Hedge Fund community feel that
these two possibilities could clearly
have a negative impact on the overall

industry.  Many in the industry feel that
these new rules could clearly affect exit
strategies and valuations in the underly-
ing investments.

In the case of carried interest, the
advantageous tax treatment as capital
gains (15 percent tax rate) could be
changed and  taxed at ordinary rates
(more than double that of long-term cap-
ital gains income.)  The basis for the
Obama proposal is that the partners of
the PE firms are really providing a ser-

vice for the carried interest income
received, so, therefore, it should be
taxed just like other wage income.

It is anticipated that there would be
significant restructuring of the agree-
ments that the private equity and ven-
ture capital firms have for the relation-
ship with GP’s and principals as they
relate to the limited partnership
investors.  This would be expected to
take the form of “equalizing” the gen-
eral partners to change the terms of the
deal in order to make up for the need to
pay more taxes upon exit from the
underlying investments (portfolio com-
panies).

The likelihood of some move toward
making carried interest ordinary income
is supported by the need to fund the pro-
posed healthcare bill and the revenue
needed to support the current pace of
post-economic crisis government
spending.  Supporters of the change
suggest that it will result in an increase
in tax revenue over the next ten years of
as much as $25 billion.  Those who
oppose this change, claim the tax rev-
enue number is inflated and that the

effects on deal activity will be harmful
to the private capital sector.

Given these likely developments, it
will be important for PE firms and their
principals to seek out appropriate tax
advice to help mitigate the increase in
the tax cost.  Proper structuring of future
deals and restructuring of existing ones
may allow for greater tax efficiencies
and a larger amount of capital upon exit
to support subsequent deals.

It may be possible to address the new
tax economics of private equity for the
GP’s by structuring deals in a manner
that would reduce the effect of ordinary
tax treatment.  One way may be for
GP’s to take an upfront interest of the
20% normally paid out as carried inter-
est.  This potentially would give the GPs
a capital asset in their hands from day
one in the portfolio company.  Another
method would be a co-investment
model with larger, non-pass-through
entities.  Exploration of all possible
equity structures will greatly benefit the
overall private capital markets and miti-
gate the inevitable negative effect on
valuation.

The likelihood of some move
toward making carried interest
ordinary income is supported
by the need to fund the pro-
posed healthcare bill and the
revenue needed to support the
current pace of post-economic
crisis government spending. 

Beyond the application of loss
carry backs and carry for-
wards and dealing with the
various tax issues, one of the
critical developments coming
out of the Madoff era will be
the importance of having
objective investment over-
sight.


