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Partnership Payments for 
Services 

Non-partner, employee or independent contractor

Partner, guaranteed payment

Partner, other than in capacity as partner

Partner, allocation treated as payment for services

Partnership

Economic Consideration

Services
Service Provider

 Partnership

 Partnership

 Partnership

 Partnership

§707(a)

§707(c)

§707(a)(2)(A)

§162

6



Partnership Payments for 
Services 

Partner, allocation of profits

Partner, receipt of equity (capital/profits)

IRS Safe Harbor Profits Interest

Other  Comp:  Options, Phantom Units

Appreciation Rights

Partnership

Economic Consideration

Services
Service Provider

 Partnership

 Partnership

 Partnership

 Partnership

93-27 & 2001-43

Case law

§704(b)

§83
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Effect of Employee 
Classification

 Receives W-2 reporting wages
Wages are subject to withholding
 Participates in retirement plans
 Employee cannot deduct related business 

expenses
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Effect of Employee 
Classification

 Excludes from income:
o Premiums paid for accident and health 

insurance
o Premiums paid for group term life insurance
o Value of meals furnished for the convenience 

of the employer
o Fringe benefits under section 132
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Effect of Partner Classification

 Income reported on Schedule K-1 to Form 1065.

 No wage withholding, but guaranteed payments for 
services are subject to self-employment (“SE Tax”) tax 
under §1402.  (Distributive share may be as well.)

 Retirement plans generally can include partners, but plan 
documents need to specifically provide for such 
inclusion.
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Effect of Partner Classification

 No exclusion for insurance premiums or for meals and 
lodging for the convenience of employer.

 Can exclude most fringe benefits under §132, but cannot 
exclude qualified transportation fringes or qualified 
moving expenses reimbursement.  Partner must provide 
services to qualify.

 Partner can deduct related business expenses

11



• Opco is disregarded 
entity, the assets and 
activities of which are 
treated as a branch of 
Holdco. 

• Does the Service 
Provider have 
employee status? See 
301.7701-2(c)(2)(iv)(B) 
(disregarded entity 
treated as a 
corporation with 
respect to employment 
taxes).

Structures to Continue Employee 
Status

Holdco

Service 
Provider

Sponsor/
Founder

Opco

Employment 
Relationship100%
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• Mgt LLC 
must be 
respected as 
a partnership

• What if Mgt 
LLC were an 
S corp?

Structures to Continue Employee 
Status

Service 
Provider

Sponsor/
Founder

Employment 
Relationship

Mgt 
LLC

Opco
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Self-Employment Taxes 
Generally

 Section 1402(a)(1) – partners subject to SECA taxes 
on distributive shares of ordinary income.

 Section 1402(a)(13) – limited partners subject to 
SECA taxes only on guaranteed payments

 1997 Proposed regulations provide 500 hour rule 
(among others) and treat LPs and LLC members 

similarly.
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Background and framework of 
compensatory LLC interests
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Basic Concepts

 Types of interest:  Capital & profits 
interest; profits-only interest; options

 Section 83 – timing rules
 Property right

 Vesting

 Section 83(b) election (accelerates income 
from Vesting Date to Transfer Date) 

16



Section 83

 Section 83 applies to:
 Property transferred in connection with the performance of 

services

 Vested property
• No substantial risk of forfeiture, or

• No transfer restrictions

 Compensation income = excess of fair market value over 
amount paid

 Section 83(b) election for nonvested property

 Section 83(h) – deduction or capitalizable cost equal to 
the amount includible by the service partner in receipt of 
the interest
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Forfeiture
 Section 83 rules

 Reg. Section 1.83-2(a)

• Service provider receives deduction equal to the 
amount paid for the interest less the amount realized 
on forfeiture

• No deduction for amount taken into income as a 
result of Section 83(b) election

 Reg. Section 1.83-6(c)

• Employer reports income equal to the amount of the 
deduction or capitalized cost received upon the 
issuance of the interest
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Tax Consequences to Recipient

 Vested capital and profits – taxable on receipt.

 Nonvested capital and profits – taxable on vesting.

 Vested or nonvested profits only interest – generally 
not taxable on receipt or vesting.
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Tax Consequences to Recipient

 Option – not taxable on receipt; taxable on 
exercise.

 Appreciation rights – taxable when paid.

 Consequences of partner status.
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Case Law

 Diamond – profits-interest sold less than three 
weeks later was ordinary compensation income

 St. John – profits-only interests not taxable – used 
liquidation value

 Campbell – 8th Circuit held profits-only interest not 
taxable
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Overview of Regulations and Rev. Proc. 
Previous Approaches

 Rev. Proc. 93-27

 Receipt of profits interest for services provided to 
partnership not a taxable event to (potential) partner 
or partnership

 Literally does not apply if any capital interest given, 
even if nominal compared to profits interest

 Does not address whether share of profits must 
include operating income as well as capital 
appreciation
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Overview of Regulations and Rev. Proc. 
Previous Approaches

 Exceptions to Rev. Proc. 93-27

 Profits interest relates to substantially 
certain/predictable stream of income from 
partnership assets (e.g., debt securities)

 Recipient disposes of the interest within 2 years of 
receipt

 Profits interest is a limited partnership interest in a 
“publicly traded partnership” within meaning of 
section 7704(b)
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Overview of Regulations and Rev. Proc. 
Previous Approaches (cont.)

 Rev. Proc. 2001-43

 “Clarifies” that Rev. Proc. 93-27 applies to profits 
interest subject to vesting restrictions if certain 
conditions are met

• Partnership and service provider treat service provider as 
owner of the interest from date of grant and service provider 
takes into account the share of partnership income/loss, 
etc… associated with that interest in determining her income 
taxes

• No deductions are taken based on the profits interest at grant 
or vesting
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Rev. Proc. 2001-43

 Applies Rev. Proc. 93-27 to unvested interest

 Tested on Transfer Date not Vesting Date

 No need to make § 83(b) election

 Must meet requirements of Rev. Proc. 93-27 
and all parties must treat consistently
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Proposed Regulations: Receipt of Partnership 
Interest in Exchange for Services

In 2005 Notice 2005-43 and Proposed Regulations 
were issued that were intended to replace Rev. Proc. 
93-27 and 2001-43.

Currently held up by Carried Interest legislation.
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Proposed Liquidation Value 
Election

 Integrated rules – capital and profits 
interest.

 Default – willing buyer-willing seller test for 
value.

 Liquidation Value used for Safe Harbor 
Partnership Interest with Election.
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Example –
Liquidation Value Election

 Service Provider receives 10% vested partnership 
interest—
 Profits interest disproportionately high;

 Liquidation Value $100 (capital interest);

 FMV is $2,000.

 Prior rule:  compensation income equals $2,000 
because capital and profits.

 Proposed rule:  If Liquidation Value election, 
compensation $100, otherwise $2,000.
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Safe Harbor Partnership

 Transfer in connection with direct partner 
services.

 No predictable stream of income.

 Partnership not publicly traded.

 No anticipation of subsequent disposition.

 Liquidation Value election in effect.
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Liquidation Value Election

 In effect at time of transfer.

 Made by partner filing Form 1065.

 Election irrevocable.

 Must be on behalf of partnership and 
partners.

 Must state effective date as on or after 
execution date.
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Liquidation Value Election

 Attach copy to Form 1065.

 Partnership agreement (or separate document) 
must—
 Authorize and direct partnership to make 

Liquidation Value Election;
 Require partnership and partners to comply with 

safe harbor.

 Partnership record keeping requirements.
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Proposed Regulations on Management Fee 
Waivers – and so much more

The IRS issued the much anticipated proposed regulations that 
severely curtail the practice of a fund manager waiving 
management fees in exchange for a share of future partnership 
profits. In essence the regulations tighten the necessary 
“entrepreneurial risk” required of the future profits interest plus 
list five other negative factors for recasting the profits interest 
back into a fee. 

The Proposed Regulations are effective when finalized but, 
citing the legislative history, note that the entrepreneurial risk 
concept is part of current law.
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Proposed Regulations on Management Fee 
Waivers – and so much more

The IRS also noted that Rev. Proc. 93-27 will be amended to 
provide an additional exception for profits interests given in 
exchange for a partner forgoing a substantially fixed right to 
payment for services. This latter change would mean that even if 
the fee waiver has the requisite entrepreneurial risk, there would 
still be a material risk that the IRS will treat the present value of the 
profits interest as compensation income. 

The additional exception will apply to a profits interest issued in 
conjunction with a partner forgoing payment of an amount that is 
substantially fixed (including a substantially fixed amount 
determined by formula, such as a fee based on a percentage of 
partner capital commitments) for the performance of services, 
including a guaranteed payment under section 707(c) or a 
payment in a non-partner capacity under section 707(a).
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Proposed Regulations on Management Fee 
Waivers – and so much more

The Proposed Regulations modify an important “guaranteed 
payment” example that currently treats an allocation of profits 
over a fixed floor amount as always getting the benefit of profits 
interest treatment to the extent the profit share exceeds the floor 
amount. The example now always treats the fixed floor amount 
as a guaranteed payment even if the profits exceed the minimum 
floor amount. 

Further, the Preamble appears to confirm the IRS position in Rev. 
Rul. 69-184, that a guaranteed payment to a partner cannot be 
treated as an employee payment (i.e., no W-2).
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Section 1061 – Carried Interests

New 1061 is a watered-down 
version of some prior legislative 
proposals that first started being 
introduced in 2007

New Section 1061 is less than 
ideally drafted 
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Section 1061 – Carried Interests

 New Section 1061 applies a 3-year holding period 
rule for “applicable partnership interests”

 Specifically, “If one or more applicable partnership interests 
are held by a taxpayer at any time during the taxable year, 
the excess (if any) of (1) the taxpayer's net long-term capital 
gain with respect to such interests for such taxable year, over 
(2) the taxpayer's net long-term capital gain with respect to 
such interests for such taxable year computed by 
applying paragraphs (3) and (4) of sections 1222 by 
substituting “3 years” for “1 year”, shall be treated as short-
term capital gain, notwithstanding section 83 or any election 
in effect under section 83(b).” - Section 1061(a)
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Section 1061 – Carried Interests

 Applicable Partnership Interest:

 “Except as provided in [Section 1061(c)(4)], the term 
“applicable partnership interest” means any interest in a 
partnership which, directly or indirectly, is transferred to (or is 
held by) the taxpayer in connection with the performance of 
substantial services by the taxpayer, or any other related 
person, in any applicable trade or business.” (Emphasis 
added) – Section 1061(c)(1)
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Section 1061 – Carried Interests

 Applicable Trade or Business:

 “means any activity conducted on a regular, continuous, and 
substantial basis which, regardless of whether the activity is 
conducted in one or more entities, consists, in whole or in 
part, of (A) raising or returning capital, and (B) either (i) 
investing in (or disposing of) specified assets (or identifying 
specified assets for such investing or disposition), or (ii) 
developing specified assets.” – Section 1061(c)(2)
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Section 1061 – Carried Interests

 Specified Asset:

 “means securities (as defined in Section 475(c)(2) without 
regard to the last sentence thereof), commodities (as defined 
in Section 475(e)(2)), real estate held for rental or investment, 
cash or cash equivalents, options or derivative contracts with 
respect to any of the foregoing, and an interest in a 
partnership to the extent of the partnership's proportionate 
interest in any of the foregoing.” (Emphasis added) – Section 
1061(c)(3)
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Section 1061 – Carried Interests

 Transfers:

 If a taxpayer transfers an applicable partnership interest 
directly or indirectly to a “related person,” the taxpayer has 
short-term capital gain to the extent of  the difference 
between (A) “the taxpayer’s long term capital gains with 
respect to such interest for such taxable year attributable to 
the sale or exchange of any asset held for not more than 
three years as is allocable to such interest”, and (B) any 
amount treated as short term capital gain under general tax 
law principals

 Related person –

• Family member under section 318(a)(1) 

• A person who performed services during the year or preceding three 
years in the applicable trade or business 40



Section 1061 – Carried Interests

 Exceptions

 Section 1061(b)(1) – “To the extent provided by the 
Secretary, [Section 1061(a)] shall not apply to income or gain 
attributable to any asset not held for portfolio investment on 
behalf of third party investors.”

 Third party investor – “means a person who (A) holds an 
interest in the partnership which does not constitute property 
held in connection with an applicable trade or business; and 
(B) is not (and has not been) actively engaged, and is (and 
was) not related to a person so engaged, in (directly or 
indirectly) providing substantial services described in [Section 
1061(c)(1)] for such partnership or any applicable trade or 
business.”

• Thus, provision seems aimed at tainted businesses raising money from 
passive investors. 41



Section 1061 – Carried Interests

 Exceptions 

 Does not apply to “an interest held by a person who is 
employed by another entity that is conducting a trade or 
business (other than an applicable trade or business) and 
only provides services to such other entity.”

 This would apply, for example, to a person performing 
services in an operating business under a fund.
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Section 1061 – Carried Interests

 Exceptions 

 Section 1061(c)(4) – “The term “applicable partnership 
interest” shall not include (A) any interest in a partnership 
directly or indirectly held by a corporation, or (B) any capital 
interest in the partnership which provides the taxpayer with a 
right to share in partnership capital commensurate with (i) the 
amount of capital contributed (determined at the time of 
receipt of such partnership interest), or (ii) the value of such 
interest subject to tax under section 83 upon the receipt or 
vesting of such interest.”
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Section 1061 – Carried Interests

 Issues to consider

 Short-term capital gain, not ordinary income

 Sales of applicable partnership interests v. sales of 
partnership assets

 Application to real estate/section 1231 property

 Exception for interests held by a corporation –
Notice 2018-18 (not S corporations) 
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Planning with Profits 
Interest
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Fill Up or Catch Up allocations

 Goal, provide economics of a capital interest using 
future profits

 Using capital gains (including “book up” 
amounts)

 Structures

 Disproportionately more gain allocations and 
less loss allocations

 First income vs. back-end gains

 Intervening capital events
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Profits Interest Planning

 What if fill up allocations are insufficient?

 Guaranteed payments?

 Bonuses?

 Gross income allocations?

 Other considerations

 Transfers within the two year period

 Interests given on the eve of liquidity events

 Tiered partnerships

 W-2 and consistent treatment as a partner
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Alternative Compensation 
Arrangements

Goal is to provide compensation linked to equity value, 

without transfer of a partnership interest

 Options and equity appreciation rights

 Phantom equity units

 Phantom carry/distribution rights

 Incentive bonus
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Application of Section 409A
 Section 409A applies to amounts deferred under any 

nonqualified plan that provides for the deferral of 
compensation, with certain exceptions

 The definition of nonqualified deferred compensation is 
broad:  any arrangement that provides a legally binding 
right to compensation in one tax year that is payable in a 
later tax year.

 Failure to comply with section 409A requirements related 
to timing of deferral elections and distributions results in 
immediate taxation of the deferred compensation, to the 
extent vested, an additional income tax at vesting of 20%, 
and in some cases a penalty interest plus 1%
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Compliance with Section 409A

 409A must satisfy the election timing rules: 

 General rule: these decisions must be made no 
later than the end of the service provider’s taxable 
year before the year in which the related services 
are provided. 

 Decisions with respect to the timing of payment 
made by a service recipient are required to be 
made no later than the date as of which a service 
provider has a legally binding right to the payment 
or, if later, the date as of which a service provider 
election would be required to be made.
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Compliance with Section 409A

 Six permissible distribution/payment events: 

 Separation from service 

 A fixed time, or pursuant to a fixed 
schedule, specified under the plan

 Death

 Disability

 Change in control

 Unforeseeable emergency
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Short-Term Deferral Exception

 An arrangement under which compensation is 
received no later than two and one half months 
following the end of the tax year in which the service 
provider becomes vested in the right to receive such 
compensation.  

 The measuring tax year is the year of the service 
provider or the year of the service recipient, which 
ever ends later.
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Stock Option/SAR Exception
 Nonqualified Options/SARs must be granted

 Over service recipient stock

 With an exercise price never less than FMV at date of grant

 Subject to taxation under section 83 on exercise or disposition; 
SARs must provide only for appreciation in stock over stated
exercise price

 The option/SAR cannot provide for deferral of income 
beyond exercise or disposition or, if settled in restricted 
stock, when the stock vests

 There are restrictions on the ability to modify or extend 
options/SARs once granted

 A payment conditioned on exercise of an option or SAR is 
considered a discount to exercise price
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Service Recipient Stock

Definition of permissible class of stock 
 Any class of common stock may be used, 

regardless of whether publicly traded, 
aggregate outstanding value, or transferability 
restrictions

 Dividend preferences prohibited

 Liquidation preference permissible

 Certain mandatory repurchase rights at other 
than fair market value are prohibited
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Service Recipient Stock (cont’d)

 Stock must qualify as common stock 
under section 305 and may not 
resemble deferred compensation

 Statutory stock options (e.g. ISOs) 
excepted from 409A

 Anti-abuse rule
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Permissible Issuers of Stock

 The stock issued may be that of the 
service recipient, or

 Any corporation that owns a controlling 
interest in the service recipient

 Any corporation otherwise included in a chain 
of corporations, all of which have a controlling 
interest in another organization ending in the 
parent organization
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Permissible Issuers (cont’d)

Controlling interest is defined by 
reference to 1.414(c)-2(b)(2)(i) except 
that 50% is used instead of 80%

 If use of stock is based on legitimate 
business criteria, 20% interest based on 
facts and circumstances
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Options and Appreciation Rights 
Over Partnership Equity

 Preamble to the regulations provides that 
the stock option and appreciation rights 
rules apply to partnership interests by 
analogy

 Key questions
 Permissible class of stock

 Determining fair market value

 Treatment of distributions
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Exclusion of Certain Service Providers

 Partners and partnerships can be service providers or 
service recipients

 Exception for an independent contractor that provides 
significant services to two or more unrelated service 
recipients

 This does not apply to a person or entity that provides 
management services --
 Actual or de facto direction or control of the financial or operational 

aspects of a trade or business

 Investment management or advisory services to a service recipient 
whose primary trade or business includes investment of financial 
assets (inc. in real estate), such as a hedge fund or a REIT.

 Section 409A does not apply if service provider is an 
accrual method taxpayer
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Restricted Interests

 Transfers of compensatory partnership 
interests are not subject to 409A
 Transfers of restricted property are not “deferred 

compensation” for purposes of section 409A if deferral of 
taxation is solely due to fact the property is not yet 
vested. 

 However, a promise to issue a partnership interest in a 
future tax year may be subject to 409A.
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Special Treatment of Certain Deferred 
Compensation Arrangements 

 Back to Back Arrangements
 Back to back deferrals:  Deferral between an “intermediate” 

Service Provider partnership and an “ultimate” Service Recipient 
maybe payable per deferral elections and distribution events with 
respect to the service providers to the “intermediate” Service 
Provider partnership

 Deferral arrangements can instead be run separately but then 
deferral elections and distribution events would have to be 
separately met for the “Intermediate” service provider’s deferred 

compensation

 Payments under a retirement plan once excludible from 
SECA tax under 1402(a)(10)
 These are subject to Section 409A

 Election as to time and form of payments can be made by the end 
of the year before the year in which section 1402(a)(10) applies 61



Special Treatment of Certain Deferred 
Compensation Arrangements 

 Requirements under 1402(a)(10)

 Written plan must provide terms and conditions for 
payments on account of retirement

 Payments must be bona fide retirement payments, with 
eligibility generally based on a combination of some or 
all of age, physical condition, or years of service

 Benefits must be provided
• To partners generally or to a class or classes of partners

• On a periodic basis

• At least until death

• Payments are not required to be substantially equal 
periodic payments

62



Payments Under Section 707

 Notice 2005-1:  Non-partner capacity payments under 
section 707(a) can be deferred compensation under 
section 409A. Q&A 7.

 Preamble to proposed regulations: Certain 707(c) 
guaranteed payments as payments that could be treated 
as deferred compensation

 Guaranteed payment for services is not included in the income 
by the 15th day of the third month following the end of the 
taxable year of the partner in which the partner obtained a 
legally binding right to the guaranteed payment or, if later, the 
taxable year in which the right to the guaranteed payment is first 
no longer subject to a substantial risk of forfeiture.
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Comparison
Immediate 
Liquidation 

Rights

Interest
Solely in
Increase
in Value

No Tax 
Upon 

Receipt
or Vesting

Participation 
in Operating 

Income

Capital 
Gain 

Potential

State 
Law 

Member 
Status

No Limits 
on 

Employer 
Benefits

Section 
409A Issues

Capital
Interest

   

Profits
Interest

    

Options    

Phantom
Interest

  

Appreciation
Rights
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