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Disclaimers

• This document is not intended to provide advice on any 
specific legal matter or factual situation, and should not be 
relied upon without consultation with qualified professional 
advisors.

• Any tax advice contained in this document and any 
attachments was not intended or written to be used, and 
cannot be used, for the purpose of (i) avoiding penalties that 
may be imposed under applicable tax laws, or (ii) promoting, 
marketing, or recommending to another party any transaction 
or tax-related matter.
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Agenda

• Overview of Basic Equity Compensation Alternatives

• Full Equity Interests (Capital and Profits)

• Partial Equity Interests (Profits Only)

• Partnership/LLC Hybrid Equity Interests

• Miscellaneous

– Holding company arrangements

– Valuation

– Conversions to C corporation
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Overview

• Basic Corporate Equity Incentive Compensation Plan 
Alternatives
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Overview

• Comparable Partnership/LLC Equity Incentive Compensation 
Plans

• Pre-tax economic consequences are similar to corporate 
alternatives, but different tax consequences
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Overview

• Due to the unique tax consequences of LLC equity
incentive compensation plans: 

1. In cases where key employees and other participants are to receive 
an equity interest in capital and profits, it will generally make sense 
to use a phantom equity plan in lieu of a restricted equity plan.

2. In cases where key employees and other participants are to receive 
an equity interest in future profits only, a “profits interests” plan 
may have advantages over equity options or equity appreciation 
rights.  However, an equity appreciation rights plan offers greater 
simplicity.

3. For certain types of businesses, a gain sharing plan might provide an 
optimal mix of tax and non-tax benefits.
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Full Equity Interests (Capital and Profits)
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Corporate Full Equity Interests

• Corporate Restricted Stock

– The participant is awarded a specified number of shares of the 
corporation’s stock, subject to vesting / forfeiture restrictions

– Participant’s tax consequences

• General rule: when the stock award is “substantially vested” (i.e., the stock is 
either transferable or is not subject to a substantial risk of forfeiture), the value 
of the stock (less any amount the participant paid for the stock) is included in 
the participant’s income as ordinary compensation income

• Section 83(b) election:  participant can elect to have the value of the stock on 
the grant date (less any amount the participant paid for the stock) included in 
the participant’s taxable income on the grant date

– No gain or loss is recognized when the stock becomes substantially vested

• Participant is not treated as a shareholder prior to the “inclusion date” (i.e., 
when the stock is substantially vested, or the grant date if a Section 83(b) 
election is made).  Note that the Section 83(b) election does not accelerate 
shareholder voting and dividend rights which are determined by the plan. 
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Corporate Full Equity Interests

• Corporate Restricted Stock (con’t)

– Corporation’s tax consequences

• The amount included in the participant’s income is treated by the corporation 
as ordinary compensation expense on the inclusion date

– After the inclusion date:

• The participant is treated as the owner of the stock

• Dividends received generally constitute qualified dividend income

• Any gain or loss realized by the participant on a subsequent sale of the stock 
(measured by reference to the amount included in the participant’s income) is 
capital gain or loss to the participant, and the corporation is not entitled to any 
associated deduction

• No loss deduction is allowed if stock as to which a Section 83(b) election is 
made is subsequently forfeited
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Corporate Full Equity Interests

• Corporate Restricted Stock (con’t)

– Dividend equivalent payments

• Prior to vesting, alternatives for accounting for dividends paid on underlying 
restricted shares include 

– No dividend payment rights

– Accumulation of dividends and payment only when and to the extent the underlying 
shares vest

– Issuance of restricted shares in lieu of dividends

– Full dividend payment rights

– Plan document dictates treatment of dividends

• Prior to vesting, any dividends paid, or shares issued in lieu of dividends, are 
treated as ordinary compensation income and not as qualified dividend 
income
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Corporate Full Equity Interests

• Corporate Restricted Stock (con’t)

– Section 409A deferred compensation rules: Do not apply to the grant or 
vesting of corporate restricted stock  Treas. Reg.  Section 1.409A-1(b)(4)(i)(B)

• Payment is actually or constructively received when included in income under 
Section 83

• No deferral of compensation occurs upon the transfer of unvested property
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Corporate Full Equity Interests

• Corporate Restricted Stock Units (“RSUs”)

– RSU = unfunded promise to issue stock upon satisfaction of specified 
vesting conditions

– Not eligible for a Section 83(b) election

– Same tax consequences as for restricted stock for which no Section 83(b) 
election is filed

– Subject to Section 409A unless short-term deferral exception applies

• Often structured to comply with the short-term deferral exception (stock 
issuance occurs not later than 15th day of the third month following the end of 
year in which the stock right vests)

• Section 409A compliance issues may occur for various reasons (e.g., 
acceleration of vesting and payment upon “retirement”  or upon any event 
that is not a permissible payment event as strictly defined in Section 409A)
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Corporate Full Equity Interests

• Section 83(i) Qualified Stock Grants

– Authorized by 2017 Tax Cuts and Jobs Act

– Applies to qualified stock issued to qualified employees pursuant to RSUs 
or stock options issued by an eligible corporation

• No stock is readily tradable

• Grants cover ≥ 80% of all U.S. employees for the applicable year

– Defer income recognition (i.e., inclusion date) for up to five years

– Limited appeal / application

• Grants must cover ≥ 80% of U.S employees for each applicable year

• Deferral period not tied to any liquidity event
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Corporate Full Equity Interests

• Corporate Phantom Stock

– The participant is awarded the right to receive, upon specified events and 
conditions, a cash payment from the corporation equal to the value of a 
specified number of shares of the corporation’s stock

– The participant has taxable income only when and to the extent the 
participant receives payments with respect to the phantom stock right

• The income is entirely ordinary compensation income

– The corporation has corresponding compensation expense at the time 
the payment is made

– Section 409A deferred compensation rules generally apply
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Corporate Full Equity Interests

• Corporate Phantom Stock (con’t)

– Section 409A permissible payment events

• Separation from service

• Disability

• Death

• A time or fixed schedule specified under the plan at the date of deferral

• A change in the ownership or effective control of the corporation or in the 
ownership of a substantial portion of the corporation’s assets

• The occurrence of an unforeseeable emergency

• Any change in time or form of payment must be permitted under the plan, 
must be made at least 12 months in advance of the original payment date and 
must defer the payment at least 5 years from the original payment date
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Partnership/LLC Full Equity Interests

• Partnership/LLC Restricted Equity

– An award of partnership/LLC restricted equity has the same initial tax 
consequences as for corporate restricted stock

• The value of the restricted equity (less any amount paid by the participant) is 
included in the participant’s income, and deductible by the partnership/LLC, 
when the restricted equity is substantially vested, or on the grant date if a 
Section 83(b) election is made

– Can create liquidity challenges for participants

• The participant is not treated as a partner of the partnership/LLC for tax 
purposes until the inclusion date

– After the inclusion date, the participant is considered a partner and is 
allocated a distributive share of partnership tax items
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Partnership/LLC Full Equity Interests

• Partnership/LLC Restricted Equity (con’t)

– Implications of partner status following the inclusion date

• Tax items flow through as earned; may require tax distributions

• Character of tax items and gain or loss generally determined by reference to 
underlying partnership income and assets

• Possible state tax filing requirements

• Participant cannot be classified as an employee of the partnership/LLC; 
compensation must be reported on K-1, not W-2

– Section 409A deferred compensation rules should not apply to 
partnership/LLC restricted equity  Treas. Reg.  Section 1.409A-1(b)(4)(i)(B)

• Payment is actually or constructively received when included in income under 
Section 83

• No deferral of compensation occurs upon the transfer of unvested property
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Partnership/LLC Full Equity Interests

• Partnership/LLC Restricted Equity Units (“REUs”)

– REU = unfunded promise to issue equity upon satisfaction of specified 
vesting conditions

– Not eligible for a Section 83(b) election

– Same tax consequences as for restricted equity for which no Section 
83(b) election is filed

• No Partnership/LLC counterpart to Section 83(i) (Qualified 
Stock Grants)
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Partnership/LLC Full Equity Interests

• Partnership/LLC Phantom Equity

– The participant is awarded the right to receive, upon specified events and 
conditions, a cash payment from the partnership/LLC equal to the value 
of a specified equity interest in the partnership/LLC

• The specified equity interest might be expressed as a percentage interest in 
capital and profits or as a specified number of equity units

– As with corporate phantom stock, the participant has taxable income 
only when and to the extent the participant receives payments with 
respect to the phantom stock right

• The income is entirely ordinary compensation income

• The corporation has a corresponding compensation deduction at that time

– Likely subject to Section 409A deferred compensation rules

• Same payment rules applicable to corporate phantom stock
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Partnership/LLC Full Equity Interests

• Evaluation of Partnership/LLC Full Equity Alternatives

– A phantom equity plan generally provides the best combination of tax 
and non-tax attributes for awards of capital and profits interests in a 
partnership/LLC
• No flow through of tax items
• No impact on employee status
• No non-resident state income tax filing requirements
• Income inclusion deferred to date of payment
• No potential Section 752 debt reallocation implications
• Redemptions immediately deductible to other members
• No capital accounting implications

– Disadvantages of phantom equity relative to restricted equity
• No potential for capital gain
• No potential elimination of self-employment taxes
• Section 409A deferred compensation rules likely apply, which generally limits 

flexibility with respect to timing of payments
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Partial Equity Interests (Profits Only)
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Corporate Partial Equity Interests

• Stock Options

– No taxable income on grant or on vesting, and no Section 83(b) election

– Taxable income on exercise = excess of underlying stock value over 
exercise price (assuming stock is substantially vested)

• Participant has ordinary compensation income and corporation has 
corresponding compensation expense

– Post-exercise dividends generally qualified dividend income

– Post-exercise gain or loss is capital gain or loss, and no corresponding 
corporate deduction or income
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Corporate Partial Equity Interests

• Incentive Stock Options (“ISOs”) [IRC Section 422]

– Requirements
• Granted to an employee pursuant to a plan approved by shareholders
• Exercise period ≤ 10 years from grant date
• Exercise price ≥ FMV on grant date
• Non-transferrable
• Grantee does not own >10% of voting power unless option price ≥ 110% of 

FMV and exercise period ≤ 5 years from grant date
• $100,000/year limit on FMV of underlying stock on which options first become 

exercisable

– Benefits: No tax on exercise if stock is not disposed of within 2 years from 
the grant date nor within 1 year from the exercise date, and grantee 
remains an employee from grant date through 3 months prior to exercise

– Possible AMT on exercise

– Corporation foregoes deduction (unless disqualifying disposition)
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Corporate Partial Equity Interests

• Qualified Stock Grants [IRC Section 83(i)]

– Applies to qualified stock issued to a qualified employee on exercise of a 
non-ISO corporate stock option issued by an eligible corporation

– Up to five year deferral of income recognition

– Limited appeal / application

• Grants must cover ≥ 80% of U.S employees for each applicable year

• Deferral period not tied to any liquidity event
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Corporate Partial Equity Interests

• Stock Appreciation Rights (“SARs”)

– A right to receive, upon specified events and conditions, a cash payment 
equal to the value of a specified number of shares of the corporation’s 
stock in excess of a specified “strike price”.  The strike price is typically 
equal to the stock’s fair market value on the grant date.

– Same tax consequences as phantom stock:  

• Participant has ordinary compensation income upon receipt of payment

• Corporation has corresponding compensation expense at time of payment
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Equity Options

– Initial tax consequences likely same as corporate stock options:

• No taxable income on grant or on vesting, and no Section 83(b) election

• Taxable income on exercise = excess of underlying equity value over exercise 
price (assuming equity is substantially vested)

– Participant has ordinary compensation income and corporation has corresponding 
compensation expense

– Post-exercise, participant is taxed in the same manner as other partners

• Participant’s initial capital account = exercise price plus recognized income

• Same complex tax implications as described above for restricted equity, 
including loss of employee status

– No partnership/LLC counterpart to 

• corporate ISOs (deferral until disposition)

• corporate qualified equity grants (5-year deferral)
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Equity Appreciation Rights

– A right to receive, upon specified events and conditions, a cash payment 
equal to the value of a specified equity interest in excess of a specified 
“strike price”.  The strike price is typically equal to the fair market value of 
the underlying equity interest on the grant date.

– Same tax consequences as phantom equity:

• Participant has ordinary compensation income upon receipt of payment

• Partnership/LLC has corresponding compensation expense at time of payment

– Synthetic equity; participant is not treated as a partner
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests

– An equity interest that entitles the holder to an allocable share of post-
grant partnership profits (and capital appreciation), but no share of 
partnership asset values as of the grant date (i.e., no “capital interest”)

– Intended tax consequences

• Receipt of the profits interest is not a taxable event at either the grant date or 
the vesting date

• Participant is a partner at the grant date and takes into account the 
participant’s share of partnership/LLC tax items (profits), including capital gains

• If the profits interest is forfeited prior to vesting, participant is specially 
allocated gross items of partnership deduction and loss to offset any prior 
allocations of profits
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– The IRS originally took the position that the value of a profits interest is 
includible in the income of the service provider as ordinary 
compensation income in the same manner as a capital interest if the 
profits interest has a determinable value on the inclusion date

• This position was accepted in Diamond v. Comm'r, 492 F.2d 286 (7th Cir. 1974), 
where the profits interest was sold less than three weeks after the grant date

• Subsequent cases generally found no determinable value

– St. John v. U.S., 84-1 USTC ¶ 9158 (C.D. Ill. 1983) (liquidation value = $0)

– Kenroy Inc. v. Comm'r, T.C. Memo 1984-232  (liquidation value = $0)

– Campbell v. Comm'r, 943 F.2d 815 (8th Cir. 1991) (no determinable value)

• Commentators argued that there is no realized income under Section 61

– See, e.g., McKee, Nelson & Whitmire, Federal Taxation of Partnerships & Partners 
(WG&L) ¶ 5.02 (“both §§ 61 and 83 [should be] inapplicable to the receipt of a profits 
interest for services”)
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– Rev. Proc. 93-27: If a person receives a profits interest for the provision 
of services to or for the benefit of a partnership in a partner capacity or 
in anticipation of becoming a partner, the IRS will not treat the receipt of 
the interest as a taxable event for the partner or the partnership  

– Rev. Proc. 93-27 does not apply:

• If the profits interest relates to a substantially certain and predictable stream 
of income from partnership assets;

• If within two years of receipt, the partner disposes of the profits interest; or

• If the profits interest is a limited partnership interest in a publicly traded 
partnership
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– Rev. Proc. 2001-43: Vesting restrictions ignored, provided:

• the partnership and the service provider treat the service provider as the 
owner of the partnership interest from the grant date, and the service provider 
takes into account the distributive share of partnership tax items associated 
with the interest for the entire period during which the service provider has 
the interest;

• upon the grant of the interest and at the time that the interest becomes 
substantially vested, neither the partnership nor any of the partners deducts 
any amount (as wages, compensation, or otherwise) for the fair market value 
of the interest; and

• all other conditions of Rev. Proc. 93-27 are satisfied
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– Current state of the law:

• The effect of the IRS safe harbors is the same as making a 
Section 83(b) election and assigning zero value to the profits 
interest (based on the liquidating value of the interest on the 
grant date)

• To protect against situations where the safe harbor might not apply, 
participants often file a protective Section 83(b) election assigning zero value 
to the profits interest

• Even in the absence of the safe harbors or a Section 83(b) election, it is 
arguable that the receipt of a profits interest by a partner is not a taxable event 
under Sections 61 and 83
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– 2005 proposed regulations [REG–105346–03]

• Section 83 applies to the grant of a partnership interest

• No distinction between a capital interest versus a profits interest

• Section 83(b) election may be made for substantially non-vested interests

• Value of interest can be determined based on liquidating value (see Notice 
2005-43)

• Rules for forfeiture allocations in cases where a Section 83(b) election is made 
and the interest is subsequently forfeited

The proposed regulations and Notice 2005-43 are generally consistent with Rev. 
Proc. 93-27 and Rev. Proc. 2001-43
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– 2015 proposed regulations [REG‐115452‐14 (2015)]

• Issue: whether the issuance of a profits interest to a service provider can be 
characterized as a payment for services rendered in a capacity other than as a 
partner under Section 707(a)(2)(A)

• Context: 

– IRS was concerned with situations in which investment fund managers were waiving 
fixed management fees (including fees based on a percentage of assets under 
management) in exchange for a share of fund profits, and the profits interests were 
structured to limit the fund manager’s exposure to loss

– The proposed regulations are not limited to management fee waiver situations, and 
could affect issuances of profits interests generally
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– 2015 proposed regulations (con’t)

• Whether a profits interest arrangement constitutes a disguised payment for 
services depends on all the facts and circumstances

• Nonexclusive list of factors that may indicate a payment for services:

– The arrangement lacks significant entrepreneurial risk (e.g., capped allocations, 
allocations from reasonably certain income streams, gross income allocations, or a 
non-binding waiver of a fee)

– The interest is a transitory interest

– An allocation and distribution period similar to a typical service fee payment period

– Tax mitigation motive

– Interest in general and continuing partnership profits is small relative to the allocation 
and distribution associated with the profits interest

– Different allocations or distributions with respect to different services, and the 
differing allocations or distributions are subject to levels of entrepreneurial risk that 
vary significantly

42



Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– 2015 proposed regulations (con’t)

• Proposed modifications to Rev. Proc. 93-27

– Assignment of income limitation.  The Rev. Proc. 93-27 safe harbor will not apply to 
transactions where a profits interest is issued to a person related to the service 
provider (e.g., a management company provides the services, but the profits interest 
is issued to a party related to the management company)

– Fixed Fee Waivers.  The Rev. Proc. 93-27 safe harbor will not 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
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Partnership/LLC Partial Equity Interests

• Partnership/LLC Profits Interests (con’t)

– Failing the safe harbor:  What happens if a safe harbor profits interest is 
sold or exchanged within two years after the grant date?

• Safe harbor does not apply

• Should not affect tax-free nature of the grant if the sale or exchange was not 
contemplated at the grant date

– A protective Section 83(b) election may be required for interests that are not 
substantially vested on the grant date

• Even where the subsequent sale was reasonably foreseeable or no Section 
83(b) election is filed with respect to nonvested interests, it may be arguable 
that the grant is non-taxable under applicable law
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Partnership/LLC Partial Equity Interests

• Evaluation of Partnership/LLC Partial Equity Alternatives

– Equity options are not common because profits interests generally 
produce better tax results and avoid the requirement of an exercise price

– Equity appreciation rights avoid the tax compliance complexities 
associated with profits interests (real equity), but at the cost of all 
payments received by the participant being treated as ordinary income

– Profits interests are the favored form of equity compensation for many 
partnerships/LLCs because they avoid taxable income on the grant date 
and on vesting, and provide the opportunity for capital gains on some or 
all of any capital appreciation
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Partnership/LLC Hybrid Equity Interests
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Partnership/LLC Hybrid Equity Interests

• Profits Interests with “Catch Up” Allocations

– In situations where the company wants to award a full equity interest but 
does not want the participant to recognize taxable income with respect 
to the award, the company might consider a profits interest with a “catch 
up” allocation

– Example:  distributions are made

• First, to existing partners to the extent of the company value at the grant date 
(a/k/a “distribution threshold”)

• Second, 100% to profits interest holders until they receive distributions equal 
to their percentage interest of total distributions

• Thereafter, to the existing partners and the profits interest holders according to 
their respective percentage interests

– The receipt of such a profits interest should be non-taxable either under 
the IRS safe harbor or under applicable law (no liquidating value)
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Partnership/LLC Hybrid Equity Interests

• Gain Sharing Interest

– An interest in future gains from “capital transactions” (i.e., a sale or 
refinancing of assets outside the ordinary course of business)

– Participant is issued a Schedule K-1 each year, but the K-1 will reflect no 
tax items until there is a capital transaction; avoids much of the 
complexity associated with a traditional profits interest or a full equity 
interest

– The receipt of a gain sharing interest should be non-taxable either under 
the IRS safe harbor or under applicable law (no liquidating value)

– Can be coupled with a catch up gain allocation, or awards of additional 
gain sharing interests in lieu of distributions, to mimic the economic 
rights of a traditional profits interest or a full equity interest (subject to 
the economic risk of insufficient gains)
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Miscellaneous
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Holding Company Arrangements

• Rev. Rul. 69-184

– A partner cannot be an employee of the partnership

– Compensation paid to the partner must be reported as a guaranteed 
payment or as distribution on K-1, and cannot be reported as W-2 wages

Arguably conflicts with amendments to Section 707(a), but IRS continues to 
follow the ruling

• Implications

– Partner compensation is generally subject to self-employment tax

• Employee effectively pays employer portion of employment taxes

• Income taxes paid through quarterly estimates versus withholding

– A partner is not eligible for certain employee benefit plans

• Cafeteria plan under Section 125

• Qualified transportation plan under Section 132
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Holding Company Arrangements

• Holding Company Strategy

– If the employee receives an equity interest in a partnership that owns a 
profits interest in the employer partnership, Rev. Rul. 69-184 literally 
does not apply; participant can continue as an employee

– Business purpose: limit employee rights to interfere with operation of 
the business through exercise of minority ownership interests
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Holding Company Arrangements

• Possible Collateral Benefits Under Section 199A

– By preserving the character of payments to partnership/LLC employees 
as W-2 Wages, higher income partners may benefit from an increased 
Section 199A deduction with respect to business income earned by the 
partnership/LLC
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Valuation

• Context for Partnerships/LLCs

– Restricted equity (including Section 83(b) elections) or REUs

– Exercise price for equity options and profits interests or gain sharing 
interests

• Section 409A Valuation Rules [Reg. 1.409A-1(b)(5)(iv)(B)]

– General rule:  “reasonable application of a reasonable method” that 
takes into account customary valuation measures and all material 
information

– Presumption of reasonableness

• Qualified independent appraisal

• Certain formula valuations (not common)

• Start up company valuation (rarely used due to documentation and experience 
requirements and risk to person performing the valuation)

– Valuation good for 12 months absent material intervening events
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Conversion to a C corporation

• Conversion of a Partnership/LLC to a Corporation

– Context: change tax classification; raise capital / IPO; other

– Mechanics: statutory conversion or merger

– Economics:  

• Generally, assign a value to the aggregate partnership/LLC owners equity, run 
that amount through the distribution waterfall (on a fully diluted basis) to 
arrive at a value for each equity interest, and then issue common stock based 
on those relative values

• Alternatively, the company may try to replicate the relative rights and 
preferences of different classes of partnership/LLC equity interests by issuing 
common and preferred stock (or other more structured classes of stock)

• Restricted equity and convertible debt, warrants, equity options, or other 
unexercised equity rights and phantom equity may require special handling

– Tax consequences:  generally qualifies as a tax-free (carryover basis) 
transaction under Section 351
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Conversion to a C corporation

• “Up-C” Alternative

– Maintain partnership/LLC status and form a corporation to own new 
equity in the partnership/LLC

• See generally Hart, The Umbrellas of Subchapter K

– Advantages

• Might avoid the need to individually value and exchange existing classes of 
Opco equity and equity rights

• Holdco obtains a stepped up tax basis in Opco’s assets as, when, and to the 
extent Opco’s equity owners recognize gain on selling their Opco interests

– In many transactions, Opco owners are paid up to 85% of Holdco’s tax savings
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Conversion to a C corporation

• Profits Interests

– An exchange of a profits interest for stock is generally tax free

– Post-exchange economics may be altered, and might be addressed by 
issuing preferred stock for the partnership/LLC capital interests

– If the stock received has a value materially greater than the equity 
exchanged, the excess value could be treated as compensation income
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Conversion to a C corporation

• Restricted Equity

– An exchange of restricted equity for restricted stock with identical vesting 
restrictions is generally tax free

– The restricted stock is taxed to the service provider when it becomes 
vested, according to the normal rules

– Excess stock value could be taxed as compensation (same as for profits 
interests)

• Equity Options

– Corporate stock options may generally be issued in exchange for 
partnership/LLC equity options without recognition of gain and without 
triggering an impermissible payment under Section 409A if the ratio of 
FMV to exercise price of stock options is not be greater than that ratio for 
the equity options [Cf. Treas. Reg. Section 1.409A-1(b)(5)(v)(D)]
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Conversion to a C corporation

• Phantom Equity and Equity Appreciation Rights

– The conversion will often be part of a change of control and give rise to a 
payout under the plan document

– The plan document may have a “double trigger” condition for payout 
(e.g., a change of control plus an involuntary separation from service) 

– If the conversion does not trigger a payout, 

• It should be possible to modify and continue the plan so that the payments are 
tied to the value of corresponding stock of the resulting corporation

• The plan can be terminated, and all accrued benefits paid out to participants in 
some circumstances [Treas. Reg. Section 1.409-3(j)(4)(ix)]
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Questions
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