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Master-feeder fund structures and 
accounting requirements can be 
complex and confusing. This paper is 
designed to help fund managers decide 
whether this structure makes sense for 
them and their investors.

Funds
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A master-feeder fund is, most commonly, 
a two-tiered investment structure in which 
investors deposit capital in a “feeder” fund, 
which in turn invests in a “master” fund 
that is managed by the same investment 
advisor. The master fund is the entity that 
invests in the market as prescribed in the 
partnership agreement.

The feeder fund is generally where the 
capital investing begins: capital (cash 
or securities) flows from investors into 
feeders, and these in turn invest all or a 
portion of that capital into the master fund. 
The master fund then uses that infusion of 
capital to invest in securities and thereby 
generate profit and loss. This profit and 
loss that the master fund generates is 
then allocated to all of the master fund’s 
constituent feeders. From the master 
fund’s perspective, each feeder can be 
viewed as an investor.

When you think of a feeder fund investing 
in a master fund, think of it as a fund 
buying any other security. For example, the 
feeder fund (where all the limited partner/
shareholder1 capital resides) buys “shares” 
of a master fund, similarly to the way it 
buys shares of IBM common stock.

One significant operational difference 
between purchasing common stock and 
purchasing shares of a master fund is 
that when a fund buys a share of common 
stock, it does not “peer into” the underlying 
income attributes of that stock. Rather, 
the total return of the stock comprises 
only price appreciation and dividend 
income distributions. By contrast, when 
a fund buys a share of a master fund, it is 
buying into an investment partnership, and 
thus all the different income attributes 
(such as dividends, interest, gains, and 
tax adjustments) that the master fund 
generates are passed through to the 
feeder fund.

The purpose of this document is to famil-
iarize the reader with the characteristics of 
master-feeder funds, to explain setup and 
processing considerations, and to provide 
basic information on advanced topics. This 
information should help readers determine 
whether to start a master-feeder fund, and 
if so, to understand the most important 
features of such funds.

Hungry to know more about 
master-feeder accounting? This 
should whet your appetite and 
satisfy your cravings.

1 For purposes of this article, a “limited partner” is a US 
taxable limited partner, and a “shareholder” is a non-US 
or tax-exempt investor.

What is a 
Master-Feeder 
Fund?
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A typical master-
feeder structure 
includes one master 
fund with one 
onshore feeder and 
one offshore feeder.
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Master-Feeder Fund 
Structures

A typical master-feeder structure includes 
one master fund with one US (“onshore”) 
feeder and one non-US (“offshore”) feeder. 
The benefit of this organization is that it 
does not restrict the investee fund to just 
one type of investor (that is, tax-exempt 
versus US taxable).

Feeder funds that invest in the same 
master fund can differ from one another in 
their investor types, investment minimums, 
fee structures, net asset values, and other 
operational features. In other words, a 
feeder fund is not tied to a particular 
master fund, but rather functions as its 
own legal entity, a partnership in its own 
right, that can invest in any number of 
master funds. The converse is also true: a 
master fund can accept investments from 
any number of feeders.

A master fund is typically an offshore 
corporation, but it can “check the box” 
and elect to be taxed as a partnership for 
US tax purposes. If an onshore feeder 
fund invests in an offshore master fund 

taxed as a US partnership, the feeder 
will receive “pass-through” treatment for 
its share of the master fund’s profit and 
loss. The investment managers or general 
partners of offshore funds can be offshore 
corporations owned substantially by the 
fund manager or the manager’s US entity. 
The business structure of a master-feeder 
fund with onshore and offshore feeders is 
shown above.

Advantages and 
Disadvantages of Master-
Feeder Funds

In general, depending on the objectives 
of the fund and its target markets, the 
advantages of setting up a hedge fund with 
a master-feeder structure can outweigh 
the disadvantages.

The advantages of a master-feeder 
structure include:

> A master-feeder fund reduces trading 
costs because it has no need to split tax 
lots (trading in portfolios designed to 
mirror each other).

> A master-feeder structure eases the 
administrative burden of maintaining 
multiple portfolios (pari passu).

> The master fund general partner’s 
performance fee will be able to maintain 
the underlying tax attributes from 
onshore feeders.

> The fund’s combined assets can be used 
to obtain greater financing benefits 
(for example, greater leverage or lower 
interest rates on borrowed securities).

Disadvantages of a master-feeder 
structure include:

> An offshore fund is generally subject to 
30% withholding tax on US dividends. If 
a fund tries to avoid such transactions, it 
incurs increased costs that it otherwise 
would not experience.

> The different investment strategies 
available to a master-feeder do not offer 
advantages to all investors at all times. 
For example, long-term capital gains 
are beneficial for US limited partners, 
but taxes are not a concern for offshore 
investors. Therefore, if the master 

Master-Feeder Structure

Investment Manager

Master Fund

US Domestic LLP
(Onshore Fund)

1% Mgmt. Fee 1% Mgmt. Fee

20% Perf. Fee 
Reallocation

Offshore LLC
(Offshore Fund)

US Taxable 
Partners

Foreign or US 
Tax-Exempt Investors

General Partner
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fund holds a security longer to receive 
favorable tax treatment, strategy 
conflicts may result.

> Some investment types, such as REITs 
and mutual funds, can be appropriate 
for US investors, but inappropriate 
for offshore investors due to various 
regional restrictions.

> Uneven allocations of profit and loss 
(such as hot issue versus non-hot 
issue) and tax accounting can become 
cumbersome, negating the time and/or 
cost savings gained from easier trade 
administration.

> The US’s transition from the current 
Qualified Intermediary (QI) regime to 
the Foreign Account Tax Compliance 
Act (FATCA) and the EU’s new UCITS 
IV regulations may further complicate 
matters.

—The cost of FATCA reporting and 
compliance may be considerable. 

—Technology can ease the transition to 
UCITS IV, but getting the administration 
and systems right may present 
challenges.

It may appear at first glance that the 
advantages of a master-feeder structure 
are outweighed by the disadvantages, 
but the balance depends on the individual 
fund. Fund structures and strategies must 
be evaluated on a case-by-case basis to 
determine whether and when any obstacles 
are likely to present themselves.

Game Changers: 
FATCA and UCITS IV

Throughout the course of the financial 
crisis, transparency and disclosure have 
been the twin themes of much of the new 
regulation, and the FATCA and UCITS IV 
regimes are no exceptions.

FATCA, which was enacted by the US 
government to stem tax evasion by US 
citizens, imposes additional information 
reporting requirements and withholding 
requirements on alternative investment 
funds that are foreign entities by treating 
them as “foreign financial institutions” 
(FFIs). It also extends to many types of 
fund structures, including master-feeder 
funds and fund of funds.

UCITS IV, meanwhile, aims to rebuild 
investor confidence while simultaneously 
working on the EU’s goal of ever-closer 
harmonization of regulations. It creates 
new rules for amalgamating assets and for 
passporting and presenting funds.

Against the backdrop of regulatory change, 
a key challenge for the global asset 
management industry will be to remain 
focused on the business of portfolio 
management.

FATCA—2013 Update
Included in the jobs package enacted 
in March 2010, specifically the Hiring 
Incentives to Restore Employment (HIRE) 
Act, FATCA is a wide-reaching piece of 
legislation in its own right.

At its most basic level, FATCA requires 
non-US banks to identify and collect 
tax information about their US account 
holders.

Additionally, institutions must withhold 
30% of interest and dividend payments 
from those who provide inadequate 
information. For the alternative investment 
community, FATCA reporting, which took 
effect for FFIs on January 1, 2013:

It may appear at first glance that 
the advantages of a master-feeder 
structure are outweighed by the 
disadvantages, but the balance 
depends on the individual fund.
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> Treats alternative investment funds that 
are foreign entities as “Foreign Financial 
Institutions” (FFIs); as such, it imposes 
additional informational reporting and 
withholding requirements.

> Requires US citizens to adhere to tighter 
reporting standards for their foreign 
investments. If the aggregate value of all 
of a US citizen’s foreign assets exceeds 
$50,000, this additional reporting 
obligation also requires the attachment 
of a list of foreign assets to the US 
citizen’s tax return.

Gathering and maintaining this information 
on ownership from US individuals may 
present additional compliance and 
operational burdens for funds.

Additionally, non-compliance with FATCA 
can have accounting ramifications (under 
FIN 48, the interpretation of US accounting 
rules that requires all businesses to 
analyze and disclose income tax risks, and 
FAS 5, which establishes standards of 
financial accounting and reporting for loss 
contingencies).

Many financial firms, including banks, 
insurance companies, hedge funds and 

broker dealers, have developed due 
diligence processes and continue to 
seek out optimal solutions for FATCA 
compliance.

While it was initially thought that some 
financial companies would choose to exit 
from US business because of FATCA, that 
hasn’t been the case so far. Most have 
chosen full compliance and are dealing with 
the heightened information requirements. 
This is likely the best course of action 
because even FFIs that stop doing 
business with US securities may have 
customers who are US citizens or who have 
dual citizenship.

Although many financial firms initially 
expressed concerns about the cost 
of FATCA compliance, some industry 
watchers believe that projects aimed at 
securing FATCA compliance might serve 
a larger purpose as similar information 
regarding exchange-oriented regulations 
is under discussion in other national and 
supranational circles.

UCITS IV
UCITS IV, which was introduced in Europe 
in July 2011, ushered in a framework that:

> Introduced a new asset management 
company passport paradigm 
that facilitated both the remote 
establishment and the cross-border 
management of UCITS funds. The 
new company passport system aided 
the centralization of firms’ asset 
management, fund administration and 
risk management operations.

> Facilitated the merging of UCITS and 
master-feeder structures.

> Altered the notification process and 
sped up the marketing processes for 
UCITS funds.

> Introduced a short, standardized 
document, the Key Investor Document 
(KID). KID was developed with a view 
towards aiding direct comparisons 
between UCITS funds by presenting key 
investor information in a standardized, 
consistent manner across EU borders.

Although the fund management industry is 
still digesting the new regulatory reporting 
requirements and strategic opportunities 
presented by UCITS IV, promoters with 
UCITS and non-UCITS products must 
also remain cognizant of the Alternative 

New regulation threatens to 
make master-feeder accounting 
even more complex in the future.
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Note: Some investment advisers set up 
internally managed fund of funds, which 
function, essentially, as asset allocation 
tools to diversify by manager within a 
firm. These fund of funds can peer into 
the attributes of the profit and loss on 
a periodic basis, so that operationally, 
the fund of funds can work like a master-
feeder. There are other attributes, such 
as reporting, that can differ between 
master-feeders and fund of funds, but the 
key point is that if a partnership system 
can support an internal fund of fund, it can 
likely support a master-feeder as well.

Capital Flows

Feeder Capital Flows
Contributions of capital begin at the feeder 
fund, where the partners’/shareholders’ 
capital resides. The feeder may decide to 
invest all or part of that capital in a master 
fund. Therefore, tracking this investment 
determines not only each partner’s capital 
ownership percentage in the feeder fund, 
but in turn the feeder fund’s ownership 
percentage in the master fund.

Master Capital Flows
When the feeder fund invests in the master 
fund, from the master fund’s perspective, 
that investment looks like capital (typically 
cash) coming into the fund from one of its 
investors and the master fund enters it as 
such. For example, if a feeder fund invests 
$1,000,000 (comprising contributions 
of $200,000 from each of five different 
investors), the master fund records a net 
contribution of $1,000,000.

Generation of Profit and Loss

At the Master Fund
Once the master has recorded the net 
capital flows it has to work with, it has 
a pooled trading account from which it 
can generate profit and loss. All buys, 
sells, dividends, interest, and the like are 
initially accounted for at this level. At the 
time when reports are generated, the 
master fund must allocate the profit and 
loss components back to its feeder fund 
investors based on their respective capital 
(economic) percentages.

Investment Fund Manager Directive 
(AIFMD). As AIFMD went into force in July, 
2013, it signaled yet another change in the 
EU's fund passporting rules.

Differences between Master-
Feeders and Fund of Funds

From a legal perspective, there are very 
clear delineations between master-feeder 
funds and fund of funds. The differences, 
however, are not always so clear cut 
from an operational perspective. The 
primary operational difference between 
master-feeders and fund of funds is the 
time at which the actual attributes of 
the structure’s income are known to the 
manager.

In a master-feeder, where the feeder buys 
shares of the master, the feeder receives 
information about all of the underlying 
characteristics of the profit and loss the 
master generates as frequently as investor 
reporting is performed. For example, 
if earnings at the master level include 
realized gain/loss, unrealized gain/loss, 
taxable interest, and tax-free interest, all 
of that profit and loss flows through during 
the allocation to the feeder.

In a typical, externally managed fund of 
funds investment, the manager is investing 
in funds that he or she does not manage 
directly (in contrast to the master-feeder 
model, where the feeder fund and the 
master fund are managed by the same 
investment adviser). The investor fund 
does not receive underlying detail about 
the profit and loss of the investee funds 
on a periodic basis, but instead receives a 
change in NAV or performance for which 
it records an estimated appreciation 
figure each break period. At the end of the 
year, the fund of fund receives Schedule 
K-1s from all the investee funds, and 
then essentially “restates” the entire 
year’s profit and loss into its proper tax 
components.

At the Feeder Fund
As we established above, a feeder fund 
is its own legal entity. It can decide to 
invest in a master fund or any other vehicle 
allowed by its own partnership agreement. 
Thus, the feeder fund often has two 
sources of profit and loss: the results from 
its investment in the master fund, and the 
results from its investments in other types 
of securities. Feeder-specific profit and 
loss is related only to vehicles in which the 
feeder invests (stocks, bonds, etc.) and is 
unconnected to profit and loss from its 
master fund investment or profit and loss 
from the other feeders that invest in the 
same master fund. In addition, a feeder 
fund carries certain expenses of its own, 
such as management and performance 
fees.

Since each fund within the master-feeder 
structure is a legal entity, each fund 
must maintain full books and records for 
financial and tax reporting. The following 
elements are typically maintained 
exclusively at the feeder level:

> Cash for miscellaneous feeder-specific 
expenses and fees

> Capital contributions and redemptions 
of the investors

> Direct investments in securities and 
short positions

> Feeder-level expenses including 
management fees and performance fees

> Organizational costs and other liabilities

After a master fund distributes profit 
and loss to its constituent feeders, each 
feeder enters that profit and loss and then 
allocates it to its own investors.
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Since each fund within the 
master-feeder structure is a legal 
entity, each fund must maintain 
full books and records for 
financial and tax reporting. 
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Allocation of Profit and Loss

Master Fund Economic and Tax Allocations
A master fund typically has only two 
“partners”: 1) the onshore feeder and 2) the 
offshore feeder. As with any partnership 
that has a US taxable entity (i.e., the 
onshore feeder) invested, the master fund 
needs to allocate gains and losses to its 
investors on both an economic and a tax 
basis. That is, the profit and loss for the 
current period is first allocated based on 
each feeder’s capital (economic) ownership 
percentage in the master. Exceptions to 
this principle are covered below in the 
“Advanced Topics” section.

The reason a tax allocation must occur at 
the master fund level is the same reason 
tax allocations are required in standalone 
US partnerships: timing. Varying cash flows 
to and from the different partners (in this 
case the two different feeders) can skew 
current period economic allocations for tax 
purposes.

We can use an extreme example to 
demonstrate this concept. In Period 1, 
Onshore Feeder invests $1,000,000 into 
Master Fund X, while Offshore Feeder 
makes no investment. If the master earns 

$50,000 of unrealized gain in Period 1, 
the onshore feeder receives 100% of it. 
In Period 2, the offshore feeder invests 
$1,050,000 to become a 50% owner 
of the master fund. There is no more 
appreciation in the master fund and the 
securities are sold, generating $50,000 of 
realized gain. Economically, each feeder 
fund will receive $25,000 of realized gain 
(50% each of the $50,000 realized gain).

Assume that the master fund has elected 
to use the aggregate realized gain 
allocation method (with book gains, full 
netting) for tax purposes. This method 
looks at each feeder’s (i.e. investor’s) 
historical participation in the unrealized 
gain to determine how much taxable 
realized gain it should receive. Because the 
onshore feeder has an unrealized memo 
account balance of $50,000 from Period 
1, during the tax allocation in Period 2, 
the onshore feeder will actually receive 
all $50,000 of the realized gain, and the 
offshore feeder will receive $0. Although 
US tax requirements do not typically apply 
to the shareholders in the offshore feeder, 
they do apply to the limited partners in the 
onshore feeder.

As the master fund is itself a partnership, 

and as such must produce a Form 1065 
and deliver Schedule K-1s to all investors, 
it must complete all tax adjustments as 
they relate to its investors (wash sales, 
constructive sales, other M1 adjustments 
and the like).

Important Note: The timing of these 
calculations is not a consideration for this 
example. It is plausible (and possibly even 
preferable) to produce tax allocations only 
for the master entity at year-end. This alle-
viates excess operational overhead all year 
long for producing figures that (theoreti-
cally) apply only to the onshore feeder fund 
that has invested in the master fund.

Feeder Fund Economic and Tax Allocations
Now that all of the master fund’s 
unrealized and realized gain (and other 
income) have been allocated appropriately, 
the feeder funds must allocate profit 
and loss to their partners/shareholders. 
The feeders, by design, receive their 
allocation inputs from the master fund’s 
Form 1065 Schedule K-1. Form 1065 
is the tax return for the master fund, so 
it assumes all tax accounting and M1 
adjustments are already complete. So, 
essentially, the results of the master fund’s 
tax allocation become the inputs to the 

A master-feeder structure 
generally maintains only two 
types of investment classes: 
hot issue securities and non-hot 
issue securities. 
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economic allocations for the feeders. The 
feeder fund then allocates the profit and 
loss based on capital percentages or other 
formula-based percentages.

Since a feeder is a partnership, it must also 
allocate taxable income to its own partners 
based on their historic participation. The 
offshore feeder is not required to perform 
a tax allocation, as offshore investors are 
not generally subject to US taxes.

Fees

Management Fees
Management fees are typically charged 
at the feeder fund level only. Each feeder 
or class of investors within a feeder has a 
standard management fee rate, but if it is 
allowed within the partnership agreement, 
each investor may be able to negotiate 
his or her own rate. Because they occur 
within the feeder, the feeder may retain 
some of its investors’ cash to pay these 
expenses, and thus may not invest 100% 
of its capital in the master fund. If there is 
not enough cash retained at the feeder to 
cover management fees, it may choose to 
withdraw capital from the master to make 
up the difference.

Performance Fees
Like management fees, performance fees 
are managed at the feeder fund only. After 
all capital has been entered into the fund, 
and all the profit and loss from the master 
and from feeder-specific investments 
have been entered, performance fees can 
be calculated and allocated per partner. 
In the onshore feeder, this will take the 
form of a reallocation of profit from the 
limited partner to the general partner. 
This practice reinforces the importance 
of getting all of the investments’ tax 
characteristics correct, as these will 
ultimately flow through to the general 
partner’s capital account. In the offshore 
feeder, the performance fee is calculated 
by series (for multiseries funds) or against 
the feeder and subsequently “equalized” to 
true up investor balances with fees paid. 
The concept of equalization is discussed 
more fully below.

Advanced Topics

Classes
A master-feeder structure generally 
maintains only two types of investment 
classes: hot issue securities and non-
hot issue securities. Other types exist 

(currency hedges, for example), but for 
purposes of this definition we will focus on 
the main two.

Various investor classes exist, as well, 
but in contrast to investment classes, 
they typically surround a partner’s or a 
shareholder’s attributes. This distinction is 
important because, unlike the allocation of 
items based on class, which is usually fairly 
straightforward, the allocation of hot issue 
gains can sometimes be complicated.

Hot Issue Allocation Methodologies
Determining how to allocate profit and loss 
to the feeder funds invested in the master 
fund is generally clear-cut: for economic 
purposes, the master can just allocate 
according to the percentage each feeder 
owns, and for tax purposes, the master can 
use its aggregate allocation method.

When the master has hot issue gains, 
however, allocation to the feeders can 
become more intricate. For allocating 
hot issue profit and loss from master to 
feeder, there are three main methods: 
the “pro rata,” “pure lookthrough,” and 
“investment lookthrough.”

Since a feeder is a partnership, it 
must also allocate taxable income 
to its own partners based on their 
historic participation. The offshore 
feeder is not required to perform a 
tax allocation, as offshore investors 
are not generally subject to US 
taxes.
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> Pro Rata

Pro rata allocation methodology can 
apply to any allocation from the master 
to the feeder, including but not limited 
to hot issues. Allocation of gain from the 
master to the feeder is based simply on 
the feeder’s investment percentage in the 
master. This method is common practice 
for many firms because either 1) there is 
no material difference in the proportion of 
hot issue capital coming from each feeder; 
2) there is no material difference in the 
amount of hot issue income generated in 
the master, or 3) distinguishing between 
hot issue and non-hot issue income is too 
difficult to implement.

> Pure Lookthrough

In contrast with pro rata methodology, 
the pure lookthrough method disregards 
the feeder’s investment percentage in 
the master. Instead, this method “looks 
through” the master to determine how 
much “non-restricted” or “hot issue-
eligible” capital exists within each feeder, 
without regard to how much is invested 
in the master fund. When the master 
fund receives hot issue gain, it derives 
participation percentages based on the 

feeders’ respective proportion of non-
restricted capital of the feeders.

Example 1: Master Fund A has two feeder 
funds invested: Fund Y and Fund Z. Feeder 
Fund Y has two partners: Partner R and 
Partner S. Partner R has invested $75 
in Feeder Fund Y and is eligible for hot 
issue gains. Partner S has invested $25 
in Feeder Fund Y and is not eligible for 
hot issue gains. Feeder Fund Y has $50 
invested in Master Fund A.

Feeder Fund Z has two partners: Partner 
M and Partner N, who each invested $50 
in Feeder Fund Z. Partner M and Partner N 
are both eligible for hot issue gains.

To calculate Feeder Fund Y’s hot issue 
eligibility, Master Fund A divides $75, the 
total cash investment in Feeder Fund Y by 
its single eligible partner, by $175, Master 
Fund A’s total hot issue-eligible capital 
(from both feeder funds). Feeder Fund Y’s 
participation percentage is 43%.

To calculate Feeder Fund Z’s hot issue 
eligibility, Master Fund A divides $100, 
the total cash investment in Feeder Fund 
Z by its two eligible partners, by $175, 
Master Fund A’s total hot issue-eligible 

capital. Feeder Fund Z’s participation 
percentage is 57%.

If Master Fund A receives $400 of gain 
from hot issues during a period, it allocates 
43% of its hot issue gain, $172, to Feeder 
Fund Y. Feeder Fund Y then allocates 
$172 (100% of the gain) to Partner R, its 
sole hot issue-eligible partner.

Master Fund A allocates 57% of its hot 
issue gain, $228, to Feeder Fund Z. Feeder 
Fund Z then allocates $114 (50% of the 
gain) to each of its partners, M and N, who 
are both eligible to receive hot issue gains.

> Investment Lookthrough

“Investment lookthrough” methodology 
is a blend of the pro rata and “pure 
lookthrough” methods. Using this method, 
the master fund determines each feeder’s 
hot issue-eligible capital based on the 
percentage of hot issue-eligible capital 
each feeder fund maintains within itself. 
The master fund derives hot issue capital 
from the sum of the hot issue-eligible 
capital in each of its feeders.

Example 1

> $50 (50%) invested in Master A
> $75/$175 = 43% hot issue-eligible
> $400 Master hot issue gain x 43% = $172
> $172 hot issue gain to Partner R

> $100 (100%) invested in Master A
> $100/$175 = 57% hot issue-eligible
> $400 Master hot issue gain x 57% = $228
> $114 hot issue gain to Partners M and N

Master Fund

Feeder Fund Y Feeder Fund Z

> $175 hot issue-eligible capital
> $400 hot issue gain

$100$50

Partner M $50
Partner N $50

 $100

Partner R $75
Partner S $25

 $100
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Example 2: Assume, as in the previous 
example, Feeder Fund Y invests $50 in 
Master Fund A, and one of its partners, 
Partner R, is eligible to receive hot issue 
gains. As above, Feeder Fund Z invests 
$100 in Master Fund A, and both of its 
partners, M and N, are eligible for hot issue 
gains. The investment lookthrough method 
divides each feeder fund’s investment 
amount in the master fund by the amount 
of capital invested in each feeder fund that 
is eligible for hot issue gains.

To calculate Feeder Y’s hot issue 
investment in the master fund, Master 
Fund A divides $75, Feeder Fund Y’s 
feeder-level hot issue capital, by $100, 
the fund’s total capital. Feeder Y’s 
investment in Master Fund A is $50, so its 
hot issue investment in Master A is $50 x 
75% = $37.50.

To calculate Feeder Z’s hot issue invest-
ment in the master fund, Master Fund A 
divides $100, Feeder Fund Z’s feeder-level 
hot issue capital, by $100, the fund’s total 
capital. Feeder Y’s investment in Master 
Fund A is $100, so its hot issue investment 
in Master A is $100 x 100% = $100.

Master Fund A’s total derived hot issue 
capital is $137.50: $37.50 from Feeder 
Y + $100 from Feeder Z.

To determine the feeder funds’ hot issue 
eligibility percentages, Master A divides 
each feeder’s investment of hot issue 
capital by its own total hot issue capital 
(from both feeders). Thus, for Feeder 
Y, the calculation is $37.50 ÷ $137.50 
= 27%. For feeder Z, the calculation is 
$100 ÷ $137.50 = 73%. (Contrast these 
percentages with those from the pure 
lookthrough method, which are 43% and 
57%, respectively).

If Master Fund A generates $400 of gain 
from hot issue investments, Master A allo-
cates 27% of that gain, or $108, to Feeder 
Y. Feeder Y then allocates 100% of that 
gain, $108, to Partner R, its only hot issue-
eligible partner. Feeder Z receives 73% of 
the gain, or $292, then allocates 50%, or 
$146, to each of its two eligible partners.

It is noteworthy that if all feeder funds 
are fully invested in the master fund, the 
pure lookthrough method and the invest-
ment lookthrough method will yield the 
same result.

In summary, the main factor a master-
feeder should consider is whether hot 
issue income will be split by feeder ratios 
or investor ratios, and whether the feeders 
invest 100% in the master.

Multiple Masters/Multiple Feeders
As its own legal entity, a feeder fund may 
not be limited to investing in only a single 
master fund. If a feeder fund invests in 
multiple masters, managing the profit and 
loss the feeder receives from the differ-
ent masters may become complicated. For 
example, if a feeder invests in three master 
funds, with different ownership percent-
ages in each, and earns realized gains from 
each, it may be challenging to assemble the 
amount of realized gain to record for both 
the book side and the tax side.

At the same time, a master can have any 
number of feeders invested. The equation 
it uses to determine allocation of profit 
and loss must now be extended to include 
all the feeders, each of which may have 
different investment classes and 
attributes to consider.

Example 2

> $50 (50%) invested in Master A
> ($75/$175) x $50 = $37.50 hot issue investment
> $37.50 hot issue investment/$137.50 master fund  
 hot issue capital x 27% = $108
> $400 hot issue gain x 27% = $108
> $108 hot  issue gain to Partner R

> $100 (100%) invested in Master A
> ($100/$100) x $100 = $100 hot issue investment
> $100 hot issue investment/$137.50 master fund   
 hot issue capital = 73% hot issue-eligible
> $400 hot issue gain x 73% = $292
> $146 each hot issue gain to Partners M and N

Master Fund

Feeder Fund Y Feeder Fund Z

> $137.50 derived hot issue-eligible capital
> $400 hot issue gain

$100$50

Partner M $50
Partner N $50

 $100

Partner R $75
Partner S $25

 $100
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A US partnership acts like a typical 
US hedge fund whose portfolio 
holdings constitute its investment 
in the master fund. 

Direct Investments in the Master Fund by 
Non-Feeder Limited Partners
Setting up a master fund as a US limited 
partnership (as opposed to an offshore 
corporation) allows individual investors 
to invest directly into the master fund, 
not through a feeder. In this scenario, the 
investor is charged a management fee 
and a performance fee at the master fund 
level, while the other feeder funds would 
charge their partners/ shareholders at the 
feeder level. In addition, the master fund 
would require a general partner as one of 
the partners and/or classes of shares, and 
each direct investor would have a limited 
partnership account or a class/series of 
shares. It is important to have separate 
methods for calculating and allocating 
management fees and performance fees 
as these are not always allocated evenly to 
all investors.

A US partnership acts like a typical US 
hedge fund whose portfolio holdings 
constitute its investment in the master 
fund. Although the feeder owns shares of 
the master fund, it picks up its economic 
share of book and tax income from the 
master fund as it was reported through the 
master K-1 to the feeder. Generally, tax 
is administered using a form of aggregate 

allocation, although some funds use the tax 
lot layering method.

Currency Hedges
Feeders that are based in a currency 
different from the master fund’s base 
currency may require special currency 
hedges to protect the foreign currency 
NAV. These hedges can be maintained 
at the applicable feeder level as an 
investment by the feeder, though some 
funds will put these hedges at the master 
fund level and specially allocate the trade 
and the related profit and loss to a specific 
partner.

Side Pocket Classes at the Master and/or 
Feeder
A side pocket is often set up as its own 
investment class, and can disrupt the 
processing of the master-feeder structure 
because of all the special handling it 
requires—from calculation of participants’ 
capital account ownership percentages 
to the different treatments of realized/
unrealized income it generates and how 
those amounts impact capital account 
percentages to whether the investment 
should be included in the calculation of 
management fees and how the investment 
impacts performance fee calculations. In 

addition, treatment of the side pocket may 
depend on whether it resides within the 
master or one of the feeders.

Performance Fees/Management Fees at 
the Master
As stated above with regard to direct 
investors, in some funds the management 
fees and/or performance fees are charged 
at the master fund level. When a direct 
investor is involved, there must be a 
general partner at the level as well (to 
receive the performance fee).

Performance Fees for Offshore Feeders
Offshore funds calculate and charge 
performance fees differently from US 
limited partnerships. Because an offshore 
fund is set up as a corporation, it charges 
performance fees at the “company” or 
“fund” level, and applies the fees to all the 
shareholders as an expense based on units 
held, irrespective of the investor’s entry 
into the fund. This method, however, can 
result in unfair charges to shareholders 
that were not in the fund for the entire 
performance fee period or for those that 
have carryforward losses. This imbalance 
occurs because the strategy of allocating 
performance fees based on shares held 
fails to account for three important 
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factors: the timing of each shareholder’s 
entry (or subsequent subscription) into the 
fund; changes in the fund’s NAV over time; 
and the existence of carryforward losses.

To ensure fair distribution of performance 
fees, the fund can make adjustments. The 
process of making these adjustments 
is generically called “equalization.” Said 
another way, without an equalization 
method, investors who purchase shares 
at a NAV that is at a premium to the 
highwater NAV would be charged 
a performance fee in excess of the 
earnings on their shares. An equalization 
methodology would “make whole” this 
overpayment of performance fee to those 
investors, by either providing the partner 
with additional shares or giving the partner 
a credit.

Unlike other partnership accounting 
methodologies, there is no one standard 
form of equalization. Thus, the number of 
existing methods continues to increase, 
and each has a different emphasis. 
The method that is most similar to US 
partnership accounting is called the 
“multiseries shares” method. Essentially, 
this method tracks each investor’s 
subscription in a separate or series, with 

each series receiving its own highwater 
mark. Contributions that are profitable 
are charged a performance fee and then 
collapsed, or rolled up, at year end, to 
avoid a proliferation of shares over time. 
Contributions that are not charged a fee 
are rolled into the next year and managed 
separately until they are charged at the 
next performance fee interval.

Bid/Ask NAV
Some funds allow (or require) investors to 
purchase shares of the fund at the “asked” 
NAV (NAV adjusted for a type of sales 
charge) and to redeem shares at the “bid” 
NAV. The partnership agreement specifies 
how this spread is allocated within the fund 
or paid out to the consultant/sales agent.
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