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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY THE SPEAKERS’ FIRMS TO BE 
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AVOIDING PENALTIES THAT MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, without limitation, the tax 

treatment or tax structure, or both, of any transaction described in the associated materials we provide to you, 

including, but not limited to, any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are subject to change.  

Applicability of the information to specific situations should be determined through consultation with your tax adviser.
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“Dual Status” and 
Structuring Alternatives
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Overview

• Presentation covers the tax treatment of service providers who own interests 

in entities classified as partnerships for U.S. federal income tax purposes

➢ Covers not only limited liability companies, but also entities such as 

limited partnerships or limited liability partnerships

➢ Note that a service provider’s classification for U.S. federal income tax 

purposes does not necessarily match the parties’ characterization for 

legal/state law purposes.
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Classifying Service Providers

➢ Relationship between partnerships and service providers may fall within 

several categories

• Service providers as partners:

o Compensation reported on Schedule K-1 as a guaranteed payment

➢ Partner responsible for own SECA filings and for SECA tax payments

o Distributive share of partnership items reported on Schedule K-1

• Service providers as employees

o Compensation reporting on Form W-2 as wages

➢ Partnership/employer responsible for withholding and remitting FICA 

taxes

• Service provider as independent contractors

o Potential 1099 filings

➢ Service recipient generally not responsible for tax withholdings
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Preference for Employee Status

• Reasons why service providers may desire to be classified as 

employees:

o Tax withholding and administrative convenience

o Eligibility and preferential tax treatment for employee benefit programs 

and certain fringe benefits

o Treatment of guaranteed payments vs. W-2 Wages for Sec. 199A 

purposes

• Complications arise where a service provider wishing to be classified as a 

partnership employee also holds equity in the partnership….
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Dual Status

• Is it permissible for tax purposes for service providers who are also 

partners to have “dual status” as partners and employees or are they 

treated as partners for all tax purposes?

• Dual Status:

o Treated as a partner with respect to their distributive share of 

partnership items,

o Treated as an employee with respect to benefits and wages (Form 

W-2)

➢ If possible, dual status might represent the “best of both 

worlds”
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Relevant Authority

• Sec. 707(a): “If a partner engages in a transaction with a partnership other than in 

his capacity as a member of such partnership, the transaction shall, except as 

otherwise provided in [Sec. 707], be considered as occurring between the 

partnership and one who is not a partner.” 

o Reg. §1.707-1(c): “a partner who receives guaranteed payments is not 

regarded as an employee of the partnership for the purposes of withholding of 

tax at source, deferred compensation plans, etc.”

• Armstrong v. Phinney, 394 F.2d 661 (5th Cir. 1968)

o Addressed whether a managing partner may exclude from income under Sec. 

119 the value of meals and lodging provided by the partnership

o Court: Dual status permitted for purposes of Sec. 119 because Sec. 707(a) 

altered the law

• Compare to the result in Wilson, 376 F.2d 280 (Ct. Cl. 1967)

• Important:  Neither case addressed a payment to the partner for services
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Relevant Authority (cont’d)

• Pratt, 550 F.2d 1023 (5th Cir. 1977)

o Addressed management fees paid to partners for services

o Court: 

➢ Management fees are not payments under Sec. 707(a)

➢ Sec. 707(a) applies to situations where the transaction is something outside 

the scope of the partnership

• Riether, 919 F.Supp. 2d 1140 (D.N.M 2012)

o Members of the LLC (classified as a partnership) were paid wages reported on 

Form W-2

o Court:

➢ Members should have treated their distributive share of the LLC’s income and 

the “wages” as self-employment income

➢ Because the LLC was classified as a partnership, the members should not 

have treated themselves as employees
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IRS Position

• IRS’s longstanding position is that a partner cannot be an employee of 

the partnership

o Based on the premise that a partnership has no legal existence 

separate from its partners

• Rev. Rul. 69-184 - “[A] partner who devotes his time and energies in the 

conduct of the trade or business of the partnership, or in providing services 

to the partnership as an independent contractor, is, in either event, a self-

employed individual rather than an individual who, under the usual common 

law rules applicable in determining the employer-employee relationship, has 

the status of an employee.”
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IRS Position - TD 9869
• Recent issuance of regulations indicate that IRS continues to adhere to its position in 

Rev. Rul. 69-184

o IRS became aware at some taxpayers were reading the regulations to permit the 

treatment of the individual partners in a partnership that owned a disregarded entity as 

employees of the disregarded entity

o Proposed and temporary regulations issued in 2016 and final regulations issued in 

2019 (TD 9869)

• Reg. §301.7701-2(c)(2)(iv)(C)(ii) – ”…. Also, if a partnership is the owner of an entity that is 

disregarded as an entity separate from its owner for any purpose under this section, the 

entity is not treated as a corporation for purposes of employing a partner of the partnership 

that owns the entity; ...“

• Preamble notes that IRS continues to study:

o If there are circumstances in which it may be appropriate to permit partners to also be 

employees of the partnership (and impact on employee benefit plans)

o Appropriate application of the principles of Rev. Rul. 69-184 to tiered partnership 
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Exposure

• Profits interests

o Often subject to a vesting schedule

o Rev. Proc. 2001-43: If certain conditions are met, the service provider recognizes 

no income upon grant or vesting of the profits interest

o One condition: “The partnership and the service provider treat the service provider 

as the owner of the partnership interest from the date of its grant and the service 

provider takes into account the distributive share of partnership income, gain, loss, 

deduction, and credit associated with that interest in computing the service 

provider’s income tax liability for the entire period during which the service provider 

has the interest”

o Treating a profits interest holder as an employee (i.e., reporting compensation on a 

Form W-2) might be viewed as being inconsistent with this requirement

o IRS argument:  The fair market value of the profits interest is includible in the 

holder’s income on the vesting date
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Exposure (cont’d)

• Cafeteria plans (Sec. 125):

o Allows an election between a taxable benefit (e.g., cash) and certain nontaxable benefits, for 

example

▪ Health insurance premiums

▪ Health flexible spending arrangements

▪ Dependent care spending arrangements

o Only employees may participate

o Participation by a partner can disqualify the plan for all participants

• Retirement plans (e.g., Sec. 401(k) plans)

o Plan must be designed to allow partners to participate

o Participation by partners without design considerations can cause a plan failure

• Health care benefits

o Employee:  Employee health care costs (e.g., health insurance premiums) paid by the employer 

are excludible from income

o Partner: Costs paid by the partnership are included in income as guaranteed payments
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Exposure (cont’d)

• FICA tax and SECA tax

o Employees:  

▪ Employer withholds FICA taxes from an employee's wages

▪ Employer pays its share of FICA taxes

o Partners

▪ Partner pays SECA tax (aggregate employer and employee share of 

FICA)

▪ No withholding – partner makes estimated tax payments

o If treated as an employee instead of a partner:

▪ Over withholding and overpayment of FICA taxes by the employer

▪ Underpayment of SECA tax by the partner
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Exposure (cont’d)

• State income taxes

o Employee: Pay income tax based on where services are provided to earn 

compensation, except where states agree to allow taxation based on 

state of residence

o Partner: Filing may be required in multiple states

• Qualified business income deduction (Sec. 199A)

o Allows eligible taxpayers to deduct up to 20 percent of their qualified 

business income, plus 20 percent of qualified real estate investment trust 

dividends and qualified publicly traded partnership (PTP) income. 

o Deduction is limited to 50% of the taxpayer’s Form W-2 wages (i.e., 

partner’s allocable share of partnership’s W-2 wages)

o Guaranteed payments to partners are not wages for this purpose
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Structuring Alternatives
Tiered Partnerships/Management Holdco

• Service Provider provides services to Opco and 

receives a partnership interest from Holdco.

• Is Holdco interest a profits interest under 

Rev. Procs. 93-27 and 2001-43?

• Key issue: Can Holdco be respected as a 

separate partnership from Opco?

Opco

Holdco

Service 

Provider

Other 

partners

Employment

Relationship

~ 95%

Service 

Provider
Service 

Provider

~ 5%
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Tiered Partnerships

• Application of the Luna factors

o Have the members of the upper-tier entity formed a tax partnership?

o Sharing of joint profits and losses at the upper-tier level? 

➢ What about “back-to-back” arrangements?

➢ Could the economics associated with an interest in the upper-tier 

partnership diverge from those that would be associated with an 

equivalent interest in the lower-tier partnership?

o Depending on facts, may need to rely on the more form focused 

factors

➢ Importance of legal/business formalities to support separate 

entity treatment
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Tiered Partnerships (cont’d)

• Business purpose for the formation of an upper-tier partnership?

o Is simply avoiding dual status enough?

o Rights and obligations of upper-tier partners vs. those of lower-tier 

partners

o Examples of taxpayers using a tiered partnership structure 

• Potential drawbacks of tiered partnership structures
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CPEO and Dual Status

• What is a “certified professional employer 

organization”?

• Reasons why a partnership might engage a 

CPEO

• TD 9860 provides that a partnership may 

not engage a CPEO to issue Form W-2’s to 

its partners

Holdco

Service 

Provider

Service 

Provider

W-2 or K-1?

K-1

CPEO

K-1
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Rev. Rul. 69-183

• Companion to Rev. Rul. 69-184 

discussed earlier

• O engages N under a contract to perform 

services

o O reserves the right to direct and 

control A and B in the performance 

of these services

o Payment for services rendered by A 

and B accrues to the N partnership

➢ Rev. Rul. 69-183 holds that A and B are 

O’s employees with respect to these 

services 

N

BA

W-2’s to A and B
K-1

O

(corporation)

K-1

Contract for services
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Employee Leasing or Management 
Agreement Structures

• An entity other than the Holdco employs 

and pays the Service Providers and 

issues them a Form W-2.

• Potential to use a S corporation 

owned by Service Providers?

• Holdco issues Schedule K-1’s to the 

Service Providers

• Services actually provided to Holdco 

under an employee leasing or 

management agreement between Holdco 

and Employer

Holdco

Service 

Provider

Service 

Provider

W-2’s to employees
K-1

Employer

K-1

Employee leasing or 

management services 

Agreement
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Employee Leasing or Management 
Agreement Structures (cont’d)
• Relevance of common law employer status

o Dual status only avoided if service providers are properly treated as employees of an entity 

other than the partnership (or DRE thereof) in which the service providers are partners

o Relevant authority on common law employee status

▪ Regulations

▪ Rev. Rul. 87-41

▪ Case law

o Facts and circumstances considered

▪ Note that in Rev. Rul. 69-183, the service contract provided corporation O with the right to 

direct and control partnership N’s partners

▪ Application of common law employment factors can be a fact intensive analysis without 

clear cut answers. Compare Transport Labor Contract/Leasing, Inc. & Subs. v. Comm., 

123 TC 154 (2004), rev’d., 461 F.3d 1030 (8th Cir. 2006) with Beech Trucking Co. v. 

Commissioner, 118 T.C. 428 (2002).
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Employee Leasing or Management 
Agreement Structures (cont’d)

• Considerations for employee leasing/management services agreements

o Need for legal documentation of agreement, separate bank accounts, etc.

▪ Multiple agreements needed where the services of a single employer’s 

employees are to be provided to multiple legal entities within an organizational 

structure

▪ Simply booking entries in intercompany accounts may not be sufficient

o Arm’s length consideration to be paid to employer

▪ Cost plus?

▪ Note that tax “leakage” is possible with respect to employer’s profits from the 

agreement

o Consequences of structure for other tax purposes

➢ E.g., Secs. 162 and 199A 
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Tax Treatment of Payments by 
Partnerships to Partners



➢ In lieu of trying to structure around dual status, a partnership may simply 

choose to report payments to partners who provide services in a manner 

consistent with their classification as partners

• In General:  transactions between partnerships and partners are governed by 

the following Code sections:

• Sec. 707(a) – non-partner payment (acting in nonpartner capacity)

• Sec. 707(c) – guaranteed payment (acting in partner capacity)

• Sec. 704(b) – distributive share payment (acting in partner capacity)

• Issue:  Because of the unique tax characteristics of each category of payment, 

it is necessary to distinguish non-partner payments and guaranteed payments 

from other similar types of payments that may be made by a partnership to a 

partner; this analysis is very facts and circumstances based

Partner-Partnership Transactions
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Sec. 707(a) – Non-Partner Payment

• Sec. 707(a) provides that if a partner engages in a transaction with a partnership in a non-

partner capacity, then the transaction will, for most purposes, be treated as occurring 

between strangers (entity approach) 

o The payee partner’s method of accounting will determine when he must include a 

Sec. 707(a) payment in income; so a cash method partner generally will include the 

amount on receipt

➢ Related party rules might delay partnership’s deduction

• Examples: 

✓ Lease 

✓ Compensation (dual status?)

✓ Loan 

✓ Sale
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Sec. 707(c) – Guaranteed Payment

• Sec. 707(c) provides that to the extent determined without regard to the 

income of the partnership, payments to a partner for services or the use of 

capital shall be considered as made to one who is not a member of the 

partnership, but only for the purposes of Sec. 61(a) and, subject to Sec. 263, 

for purposes of Sec. 162(a)

o Ordinary income inclusion for partner follows partnership deduction 

timing, regardless whether the payment is actually received

➢ Sec. 707(c) represents a hybrid approach – entity and aggregate

➢ Note that capital account of the guaranteed payment recipient partner is 

not increased for the payment amount but is decreased, but only to the 

extent of such partner’s distributive share of any partnership deduction for 

the payment
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Sec. 704(b) – Distributive Share

• Payments made to a partner acting in his capacity as a member of the 

partnership, which are determined with regard to the income of the 

partnership, are treated as part of the partner’s distributive share 

and corresponding allocations flow through from the partnership under 

Sec. 704(b)

✓ Distributive share must be included in the partner’s taxable income in 

his/her taxable year in which or with which ends the partnership’s taxable 

year, whether or not the payment is actually received
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Partner-Partnership Transactions
(in capacity as a partner)

❖ Guaranteed Payment:  if the payment does not directly affect the 

payee partner’s capital account (or other liquidation rights), then the 

amount should be treated as Sec. 707(c) guaranteed payment

❖ Distribution:  if the payment reduces the payee partner’s capital 

account (or other liquidation rights) then the amount should generally 

be treated as Sec. 731 distribution
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Summary – Categories of Payments

Character
Timing of Partner 

Inclusion

Payment subject 

to section 263

Section 707(a)

Non-Partner Payment

Ordinary or 

Capital Partner's Year Yes

Section 707(c)

Guaranteed Payment Ordinary Partnership's Year Yes

Section 704(b)

Distributive Share Flow Through Partnership's Year No
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Partner-Partnership Transactions
Decision Tree

Is the payment 

made in a 

partner or non-

partner 

capacity?

Is the payment 

determined with 

or without 

regard to 

partnership 

income?

Section 704(b)

Distributive 

Share

Section 707(c)

Guaranteed 

Payment

Section 707(a)

Partner

Non-Partner

With regard 

to P-ship Inc.

Without regard 

to P-ship Inc.
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Partner-Partnership Transactions
Guaranteed Payment

• Partner C in the CD partnership is to receive 30% of partnership 

income as determined before taking into account any guaranteed 

payments, but not less than $10,000.

o What if income of the partnership is $60,000

➢ C is entitled to $18,000 (30% of $60,000) as his distributive share;

➢ No part of the payment is a guaranteed payment.

o What if income of the partnership is $20,000

➢ C is entitled to $6,000 (30% of $20,000) as his distributive share;

➢ C will also receive $4,000 guaranteed payment

o See Example 2 of Reg. §1.707-1(c) (guaranteed floor)
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Distinguishing Among Payments Subject to 
Secs. 707(a), 707(c), and 704

• Pratt v. Commissioner, 64 T.C. 203 (1975), aff‘d, 550 F.2d 1023 (5th Cir. 1977)

• Facts:

o Taxpayers carried out their duties as general partners and provided 

management services pursuant to the partnership agreement;

o General partners received management fee of 5% of gross rentals

• Tax Court – distributive share treatment

o Not Sec. 707(a)

o Not Sec. 707(c) since gross rental was “income” of partnership

• 5th Circuit 

o Affirmed on Sec. 707(a) issue, did not reach Sec. 707(c)
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Distinguishing Among Payments Subject to 
Secs. 707(a), 707(c), and 704

• The IRS has announced that it will not follow the Tax Court’s decision in Pratt; 

• Rev. Rul. 81-300 – amount should be a guaranteed payment under Sec. 

707(c)

• Rev. Rul. 81-301 – companion ruling to Rev. Rul. 81-300; holds a 10% gross 

revenue allocation to be a Sec. 707(a) payment

• Rev. Rul. 81-301 and its rationale are discussed on the next slide 

• Legislative history to 1984 Act--the payment in Pratt should be a payment to a 

partner acting in other than its capacity as a partner under Sec. 707(a)

• Congress appears to have affirmed Rev. Rul. 81-301
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Distinguishing Among Payments Subject to Secs. 707(a), 
707(c), and 704 (cont’d)

• Rev. Rul. 81-301

• General partner receives fee of 10% of daily gross income to be an “adviser” for managing 

partnership's investment

• General partner provides services to its partnership that are substantially similar to services it 

renders as an independent contractor or agent to persons outside the partnership

• IRS holding: The 10% daily gross income allocation paid to the adviser general partner is subject to 

Sec. 707(a) and taxable to the partner as compensation for services rendered under Sec. 61.  The 

amount paid is deductible by the partnership under Sec. 162.

• Rationale:

o Adviser general partner provided similar services to others as part of its regular trade or 

business;

o Management of partnership investment supervised by directors (other general partners);

o Could be relieved of its duties by majority vote of the directors;

o Paid its own expenses incurred during its services;

o Not personally liable to the other partners for losses incurred in the investment.
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General Explanation of the Deficit 
Reduction Act of 1984 (1984 Act)

• The critical question is whether the partner is acting in his capacity as a member of the 

partnership.  Statutory amendments to Sec. 707(a) in the 1984 Act significantly 

broadened the types of transactions considered to be non-partner capacity transactions, 

with a corresponding narrowing of the types of transactions constituting partner capacity 

transactions.

• General Explanation of the 1984 Act lists 5 factors to be considered in determining 

whether a given payment is made to a partner in a partner capacity:

o Entrepreneurial risk (the most important factor)

o Transitory status

o Timing of the allocation / distribution

o Tax motivation

o Relative size of the suspect payment
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Self-employment Taxes
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Self-employment Taxes
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• Sec. 1401 – imposes tax on self-employment “SE” income

• Sec. 1402(a) - SE income includes an individual’s distributive share of income or loss 

described in Sec. 702(a)(8) from any trade/business carried on by a partnership of which 

the individual is a member

• Reg. §1.1402(a)-1(a) – Guaranteed payments from a partnership engaged in a trade or 

business are included in SE income. 

• Sec. 1402(a)(13) - Excludes the distributive share of any item of income or loss of a 

limited partner (other than guaranteed payments for services in Sec. 707(c)) from net 

earnings from self-employment subject to SE tax.

• Original purpose for enactment of Sec. 1402(a)(13)?

• What is a limited partner in this context?
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1997 Proposed Regulations
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• Currently no final regulations defining a Sec. 1402(a)(13) limited partner

• In 1997, the IRS issued proposed regulations defining limited partner for Sec. 1402(a)(13) 

purposes. 

• Proposed regulations applied to all entities classified as partnerships for tax purposes

• Congressional response

• General Three-Prong Test Under Proposed Sec. 1402(a)(13) Regulations

• An individual generally is treated as a limited partner unless the individual: 

1. Has personal liability for the debts or claims against the partnership due to being a 

partner; or

2. Has authority (under the law of the jurisdiction in which the partnership is formed) to 

contract on behalf of the partnership; or

3. Participates in the partnership’s trades or businesses for more than 500 hours during 

the partnership’s taxable year.
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1997 Proposed Regulations (cont’d)
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Bifurcation

• May allow individual who is not a limited partner to exclude a portion of that individual’s 

distributive

➢ Multiple classes of interests

➢ Not treated as a limited partner solely because of 500 hour test

• Bifurcation only permitted if the individual’s distributive share is identical to the distributive share 

of partners who qualify as limited partners under the proposed regulation (without regard to the 

bifurcation rules) and who own a substantial, continuing interest in the partnership.

Service Partnerships

• If substantially all of the partnership’s activities involve the performance of services in the fields 

of health, law, engineering, architecture, accounting, actuarial science, or consulting, any 

individual who provides services as part of that trade or business cannot be considered a limited 

partner



© 2017 Grant Thornton LLP  |  All rights reserved  | U.S. member firm of Grant Thornton International Ltd

Case Law on Sec. 1402(a)(13)
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Renkemeyer, Campbell, Weaver, LLP v. Commissioner, 136 T.C. 137 (2011)

• The Tax Court examined the legislative history of the statute to interpret the meaning 

of a limited partner for the purposes of Sec. 1402(a)(13)

➢ Intent – to ensure that individuals who merely invested in a partnership and 

were not actively participating in the partnership’s business operations would 

not receive credit toward Social Security coverage.

• Holding: revenue was derived from services performed by partners in their capacity 

as partners; the partners were not acting as investors of the partnership, and thus, 

the partners were liable for SE tax.

• Primary characteristics of a limited partner:

✓ Limited Liability, AND

✓ Lack of Control over Business

❖ Pending Tax Court Litigation – treatment of state law limited partners
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Case Law on Sec. 1402(a)(13)
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• Additional litigation post Renkemeyer

o Hardy v. Commissioner, T.C. Memo. 2017-16

o Castigliola v. Commissioner, T.C. Memo. 2017-62

➢ Appears to apply all or nothing approach – no carve out for 
reasonable compensation

➢ See also CCA 201640014 and CCA 201436049
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Disclaimer

The foregoing slides and any materials accompanying them are educational and marketing materials 

prepared by Grant Thornton LLP and are not intended as advice directed at any particular party or to a 

client-specific fact pattern. The information contained in this presentation provides background 

information about certain tax issues and should not be regarded as rendering tax advice to any person 

or entity.  As such, the information is not privileged and does not create an accountant-client 

relationship with you. You should not act, or refrain from acting, based upon any information so 

provided. In addition, the information contained in this presentation is not specific to any particular case

or situation and may not reflect the most current tax law developments. 

You may contact us or an independent tax advisor to discuss the potential application of these issues 

to your particular situation. In the event that you have questions about and want to seek professional 

advice concerning your particular situation in light of the matters discussed in the presentation, please 

contact us so that we can discuss the necessary steps to form a professional-client relationship if that 

is warranted. Nothing herein shall be construed as imposing a limitation on any person from disclosing 

the tax treatment or tax structure of any matter addressed herein.


