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-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program:

-On the web, use the chat box at the bottom left of the screen
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IMPORTANT INFORMATION FOR THE LIVE PROGRAM
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Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.
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Tips for Optimal Quality

Sound Quality

When listening via your computer speakers, please note that the quality 
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immediately so we can address the problem.
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 

OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) 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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Introduction

Many businesses are organized as limited liability companies or 

limited partnerships or other entities treated as partnerships for 

Federal income tax purposes.

Partnerships offer significant flexibility in structuring equity 

compensation arrangements.

Partnerships’ nature as “flow-through” entities can provide 

increased tax efficiency for equity compensation.
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Equity Compensation Generally

Equity compensation allows for:

• Cash-free compensation of service providers.

• Alignment of interests between employer and employee— “skin in the 

game”.

• Potential tax advantages for employees.

Primary forms of equity compensation:

• Outright equity grants (vested or unvested).

• Options.

• “Phantom” equity-linked compensation plans.
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Overview of Partnership Taxation

“Flow-Through” Taxation

• Partnership itself is not a taxpayer.

• Taxable income of the partnership is allocated among the partners.

Capital Accounts

• Regulatory invention to create a means of tracking the partners’ 

economic interests in the partnership.

• Rely on a set of accounting rules set out in Treasury Regulations 

§1.704-1(b)(2)(iv).

• In order to have “economic effect” liquidating distributions must be in 

accordance with capital accounts.
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Overview of Partnership Taxation (continued)

Allocations

• Income and loss of the partnership are generally first netted at the entity 

level, then net income or loss is allocated among the capital accounts.

• In some cases, capital accounting income does not correspond to current 

taxable income (i.e. upon a “book-up” of asset values).

• Taxable income allocated to a partner is reported to that partner on a 

Schedule K-1 and included on that partner’s individual or entity tax return.

Distributions

• Payments to a partner reducing its capital account balance and tax basis.

• Can be thought of as a withdrawal of a partner’s share of the capital of the 

entity, including capital representing taxed, but distributed income.
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Capital Interests and Profits Interests

Rev. Proc. 93-27

• Capital Interest

o Interest that entitles the holder to a current share in partnership capital.

o In a liquidation of the partnership immediately after the grant of the interest, 
the recipient would receive proceeds.

o Taxable to recipient (and deductible to the partnership) on grant based on its 
fair market value.

• Profits Interest

o An interest that is not a capital interest.

o Entitles the recipient to share only in future profits of the entity.  

o Granted in consideration of services to or for the benefit of the partnership.

o Subject to certain exceptions, not taxable to recipient (or deductible to the 
partnership) on grant.
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Fee Waiver Proposed Regulations

• While primarily aimed at certain “management fee conversion” techniques 
common to private equity fund managers (which go beyond the scope of this 
presentation), certain proposed IRS regulations under Section 707(a)(2)(A) 
treating a purported partnership interest as “disguised compensation” could limit 
some of the flexibility associated with partnership equity compensation.

• Applies if:

• A partner performs services for a partnership,

• There is a related direct or indirect allocation and distribution to such partner, and

• The performance of services and the allocation and distribution, when viewed 
together, are more properly characterized as a transaction occurring between the 
partnership and a partner acting other than in his capacity as a partner.

• Key factor in distinguishing between fees and allocations is “entrepreneurial risk.” 

• Consequence: The allocation/distribution may be recast as a fee for services.

• Regulations are currently in proposed form, and are effective only when finalized.  
Finalization is not on current priority guidance plan.

11 Equity Compensation for Partnerships and LLCs



Capital Interests

Taxable pursuant to Code Section 83

• On grant if not subject to a substantial risk of forfeiture.

• On grant if subject to substantial risk of forfeiture and Section 83(b) 

election is made.

• On vesting if subject to substantial risk of forfeiture and no Section 

83(b) election is made.

Taxable amount is fair market value

• Generally can include valuation discounts for minority interest or lack of 

marketability.

• However, Proposed Regs. §1.83-3(l) and §1.83-6(b) would provide for 

“safe harbor” valuing all partnership interests at liquidation value.
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Profits Interests

A partnership profits interest has a liquidation value at grant of $0.00.

Rev. Proc. 93-27 provides safe harbor.  If the safe harbor is met, 
liquidation value is used to value the interest at grant, resulting in $0.00 
taxable value.

Safe harbor does not apply if:

• Profits interest relates to a substantially certain and predictable stream of 
income from partnership assets, such as income from high-quality debt 
securities or a high-quality net lease.

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

• The profits interest is a limited partnership interest in a “publicly traded 
partnership.”

If a profits interest is outside of the safe harbor, it is tested under the case 
law—primarily Diamond (492 F.2d 286 (7th Cir. 1974)) and Campbell 
(943 F.2d 815 (8th Cir. 1991)).  These look primarily to whether the 
interest had an ascertainable value at the time of grant.
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Drafting Profits Interests

Distribution Thresholds

• Can ensure that a purported profits interest is a “profits interest” by requiring that 
the fair market value of the partnership on the date of grant (the “distribution 
threshold”) be distributed to the other interests in the partnership before the profits 
interest begins to participate.

• Distribution threshold can be satisfied only out of liquidation proceeds or out of 
operating distributions and liquidation proceeds.

Catch-Ups

• If there is a desire to provide a profits interest holder with a share of current 
partnership capital, can do so without jeopardizing the profits interest character 
through a “catch-up” allocation.

• This would entitle the holder to a disproportionate share of profits (sometimes 
100%) until the profits interest holder has “caught-up” to a pro-rata share of capital. 

• Of course, the catch-up is contingent on sufficient profit being available.

Tax Distributions

• It is customary to provide for distributions in the amount of the tax liability 
associated with income allocations (a so-called tax distribution).
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Section 409A

Applicability

• Section 409A sets out comprehensive rules regarding nonqualified 

deferred compensation. The application of Section 409A to partnership 

arrangements remains unsettled. However, under IRS Notice 2005-1 a 

taxpayer may treat the issuance of a profits interest in connection with 

the performance of services that is properly treated by the service 

provider as not resulting in inclusion of income at the time of issuance 

as not subject to Section 409A.
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Vesting of Profits Interests

Rev. Proc. 2001-43

• For purposes of Rev. Proc. 93-47, if a partnership grants an interest 

that is substantially non-vested to a service provider, then the service 

provider will be treated as receiving the interest on the date of grant if:

o The partnership and the service provider treat the service provider as the 

owner of the interest from the date of grant;

o Neither the partnership or the service provider deducts the value of the 

interest; and

o The conditions of Rev. Proc. 93-27 are satisfied.
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Vesting of Profits Interests (continued)

Partnerships often subject profits interests to vesting conditions 

including:

• Continued performance of services for a period of time.

• Achievement of financial or other performance goals.

• Compliance with non-competition and other restrictive covenants.

Vesting conditions can help to properly incentivize service 

providers.

Including vesting conditions should not alter the tax treatment of 

profits interests, assuming that the requirements of Rev. Proc. 

2001-43 are satisfied.
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Section 83(b) Elections for Profits Interests

Although Section 83(b) elections are not necessary for profits 

interests, if the profits interest is non-vested then it is generally 

advisable to make a Section 83(b) election in case the profits 

interest does not fit within the requirements of the safe harbor 

under Rev. Proc. 93-27 (particularly the holding period 

requirement).

There is generally no downside to making a Section 83(b) election 

because the fair market value of the profits interest should be $0.
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Sales and Redemptions of Profits Interests

A profits interest holder’s holding period in the profits interest begins on 
the date that the interest is granted.

The holding period is relevant for determining the character of gain on 
either:

• The sale of the profits interest to a third party.

• Distribution in respect of the profits interest in excess of the holder’s basis.

The holding period of the partnership in its assets, however, begins on 
the date that the partnership acquired its assets.

Subject to certain exceptions, on the sale of a profits interest, the holder 
will generally recognize long-term capital gain if the holder has held the 
profits interest for more than one year.  However, on the sale of 
partnership assets, the character of the gain (that is, ordinary or capital) 
realized by the partnership will flow through to the partners.

Profits interests are typically subject to a repurchase right by the 
partnership in connection with a termination of employment or a violation 
of non-competition or other restrictive covenants.
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Holding Period for Carried Interest

• Recent tax reform legislation imposes a three year holding period for 
long-term capital gains treatment on certain profits interests.

• Gain with respect to an “applicable partnership interest” is only long-
term capital gain to the extent that the 3 year holding period is 
satisfied.

• “Applicable partnership interest” means:

• An interest in a partnership transferred to a taxpayer in connection with 
the performance of substantial services in an “applicable trade or 
business.”

• “Applicable trade or business” means:

• Activity that consists of raising or returning capital and either investing in (or 
disposing of) specified assets (or identifying specified assets for investment 
or disposition).

• “Specified Assets” are:

• Securities, commodities, real estate held for rental or investment, cash, options or 
derivatives.
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Application to Portfolio Company Level Profits Interest Plan

• LLC Operating Company

• Profits interests in an operating company are likely not subject to the 
longer holding period to the extent it is engaged in a business other 
than asset management because the interest is not awarded with 
respect to services performed for an “applicable trade or business.”

• Interests in a Holding LLC Parent of C-Corporation

• Where an LLC holding company holds stock in an operating C-
corporation engaged in a business other than asset management, the 
LLC might itself by engaged in an “applicable trade or business” as it 
exists solely to invest in securities of the corporation.

• However, the statute exempts from the special rule “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 provides 
services only to such other entity.”

• Although unclear, this exemption would appear to protect profits 
interests held with respect to the appreciation in value of a lower-tier C 
corporation. 
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Special Issues Upon Sales of Partnership Interests

Cross-Sale vs. Redemption

• Holding Periods/Character of Gain can Differ

• Structuring Sales to Comply with the Profits Interest Safe Harbor

o A sale of a profits interest within two years would cause the profits interest to 

fail the safe-harbor.

o A sale of partnership assets within two years with an allocation and 

distribution to the profits interest holder would not, in and of itself, 

necessarily fail the safe harbor if the interest remains outstanding.

• 736—Characterizing Redemptions in Service Partnerships
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Partner vs. Employee Classification

Under current IRS guidance the owner of a partnership interest (either a 
profits or a capital interest) cannot simultaneously be treated as an 
employee of the partnership.  As a result, if a profits interest is granted to 
an employee then:

• What was formerly salary will become self-employment income (i.e. 
guaranteed payments).  Guaranteed payments are reported to the partner 
on a Schedule K-1 rather than a Form W-2. 

• The partnership will not withhold and remit taxes on guaranteed payments.  
Instead, the partner will be required to compute and remit quarterly 
estimated tax payments.

• The partner will be required to remit quarterly estimated tax payments on 
the partner’s share of partnership income.

• The partnership will not pay the employer share of social security and 
Medicare taxes.  Instead the partner will pay self-employment tax.

• The new partner will not be eligible to continue participation in employee 
only benefit plans such as cafeteria plans.  There may also be other 
differences with respect to employee benefit plan participation.
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“Qualified Business Income” Deduction 

• Recent tax reform legislation introduced a new deduction for “qualified 
business income.”

– The deduction is taken at the partner or S-corporation shareholder level.

• Qualified business income is generally income attributable to a “qualified 
trade or business,” except:

– (i)  investment income; and

– (ii) compensation income.

• The deductible amount is the partner or S-corporation shareholder’s pro 
rata share of 20% of “qualified business income” or:

– Greater of:

• 50% of W-2 wages paid by the entity; or

• Sum of:

– 25% of W-2 wages plus

– 2.5% of tax basis of tangible property.

• Plus:  20% of “Qualified REIT Dividends” and “Qualified Publicly Traded Partnership 
Income.”
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“Qualified Business Income” Deduction (cont.)

• Exemption:

– Income Threshold: Neither the requirement of “qualified business income” 

nor the W-2 wage/property cap apply to a partner/shareholder with adjusted 

gross income below a “threshold amount” ($415,000 for married filing jointly 

subject to phase-out between $315,000 and $415,000 of adjusted gross 

income).

• Structuring Options to Maximize the W-2 Wage Limitation:

– As previously noted, guaranteed payments to a partner are reported to the 

partner on a Schedule K-1 rather than a Form W-2. 

– Structural Solution: Issuing equity at an upper tier entity can allow for these 

amounts to be reported on a W-2, thus maximizing the limitation.
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Partner vs. Employee Classification (continued)

When a profits interest award results in a person moving from 

employee to partner status for the first time, the changes in 

taxation and benefit plan participation can be confusing and 

should be thoroughly explained.

If the profits interest granted to an employee is small, the costs 

associated with being a partner can be overly burdensome and 

may outweigh the intended benefit of receiving a profits interest.

In that circumstance alternative forms of compensation (e.g. cash-

based awards or options) or alternative structures should be 

considered.
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Partner vs. Employee Classification (continued)

Consequences of treating a partner as an employee can include:

• Failure of the partnership interest to qualify as a profits interest.

• Unanticipated taxes on benefits received under employee benefit 

plans.

• Miscalculation of income and compensation under retirement plans.

• Disqualification of employee benefit plans.
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Alternative Structures for Profits Interests

Various structures have been developed with a view to allowing profits 
interest holders to enjoy the benefits of equity ownership while continuing 
to be treated as an employee for certain compensation and benefits 
purposes. 

One example of an alternative structure is a so-called tiered partnership 
pursuant to which an ownership interest in the operating partnership is 
granted to a new partnership (or an S corporation) and service providers 
receive profits interests in the new partnership.  This is done so that the 
profits interest holders are not direct owners of the operating partnership.

• This tiered structure may also limit the information rights that the profits 
interest holders have with respect to the operating partnership.

These structures can add complexity, cost and in some cases, 
uncertainty regarding whether the intended outcome will be respected.

The IRS has announced that it is considering whether in at least certain 
circumstances dual status as a partner and an employee should be 
permitted. 
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