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Equity Compensation Grants in
Partnerships and LLCs
For purposes of today’s discussion, the terms LLC
and partnership will be used interchangeably and
refer to any business entity that is characterized
as a partnership for federal income tax purposes,
including:
a. Limited Liability Companies.
b. Limited Liability Partnerships.
c. General Partnerships.
d. Limited Partnerships.
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TYPES OF “EQUITY” COMPENSATION

1. Capital Interests.
2. Profits Interests.
3. Options.
4. Phantom Equity.
a. Equity Appreciation
Rights.
b. Phantom Share Plans.
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PROFITS VERSUS CAPITAL INTEREST - DEFINITIONS

➢Rev. Proc. 93-27 provides:
➢“A capital interest is an interest that would give the holder a
share of the proceeds if the partnership's assets were sold
at fair market value and then the proceeds were distributed
in a complete liquidation of the partnership. This
determination generally is made at the time of receipt of the
partnership interest.”
➢“A profits interest is a partnership interest other than a
capital interest.”
➢ So, a profits interest is any partnership interest that has no liquidation
value on the date of grant.
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TAXATION OF CAPITAL INTERESTS
1. If property is transferred to a service provider in connection with
the performance of services, the service provider recognizes
income.

2. The amount of income is equal to the difference between the
FMV of the property and the amount paid by the service provider.
3. Timing:
a. Vested Capital Interests are taxed upon the grant date.
b. Income attributable to an unvested interest is either
recognized on (i) the vesting date or (ii) the grant date if a
section 83(b) election is made.
4. The company is entitled to a deduction when the service provider
recognizes income.
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TAXATION OF PROFITS INTEREST

➢

Rev. Proc. 93-27 – Profits Interest Safe Harbor:

➢ “If a person receives a profits interest for the provision of services to
or for the benefit of a partnership… the Internal Revenue Service will
not treat the receipt of such an interest as a taxable event for the
partner or the partnership.”
➢ However, the above rule does not apply if:
❖
❖
❖

(1) If the profits interest relates to a substantially certain and predictable
stream of income;
(2) If the partner disposes of the profits interest within two years of the
grant date; or
(3) If the profits interest is a limited partnership interest in a “publicly
traded partnership”.
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PROFITS INTEREST SAFE HARBOR CONTINUED

Rev. Proc. 2001-43 clarifies that, for purposes of Rev. Proc. 93-27, where a partnership
grants an unvested profits interest to a service provider, the service provider will be treated
as receiving the interest on the date of its grant, provided that:
1.

The parties treat the service provider as the owner of the partnership interest from
the date of its grant and the service provider’s 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;

2.

Upon the grant of the interest or 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

3.

All other conditions of Rev. Proc. 93-27 are satisfied.”

➢ A section 83(b) election is not necessary for unvested profits interests. However, we
advise all clients receiving unvested profits interests to make the election.
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PROFITS INTERESTS
• Gold Standard of Partnership Equity Compensation.
• Non-taxable on grant and vesting.
• Capital Gain treatment on a later sale (subject to recharacterization of any gain attributable to 751 hot
assets).
*However, recipients of profits interests (and capital
interests) are treated as partners for income tax purposes
and not employees.
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SECTION 83(b) ISSUES
➢ Must be filed within 30 days of the grant
date.
➢ Alves – Should be filed for unvested
grants even if service provider pays for
the property.

➢ Should be filed in the case of profits
interests as well.
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SECTION 83(B) FORM OF ELECTION LETTER
ELECTION UNDER SECTION 83(b) OF THE
INTERNAL REVENUE CODE OF 1986, AS AMENDED
The undersigned taxpayer hereby elects, pursuant to Section 83(b) of the
Internal Revenue Code of 1986, as amended, to include in his or her gross income
the amount of any compensation taxable to him or her in connection with his or her
receipt of the property described below:
1. The name, address and taxpayer identification number of the undersigned are as
follows:

NAME OF TAXPAYER:
TAXPAYER’S ADDRESS:
TAXPAYER ID #:
2.

SPOUSE:
SPOUSE’S ID #:

The property with respect to which the election is made is described as follows:
units (the “Units”) of the
of
“Company”).

(the

3. The date on which the property was transferred is:

.

4. The taxable year for which the election is made is:

.

5. The property is subject to the following restrictions: The Units may be repurchased by
the Company, or its assignee, upon the occurrence of certain events. This right lapses
with regard to a portion of the Units over time.
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SECTION 83(B) FORM OF ELECTION LETTER (CONTINUED)

6.

The fair market value at the time of transfer, determined without regard to any restriction other than a restriction which by
its terms will never lapse, of such property is: $
.

7.

The amount, if any, paid for such property: $

.

The undersigned has submitted a copy of this statement to the person for whom the services were performed in
connection with the undersigned’s receipt of the above-described property. The transferee of such property is the
person performing the services in connection with the transfer of said property.
The undersigned understand(s) that the foregoing election may not be revoked except with the consent of the
Commissioner.
Dated: ____________________
___________________________________
[Insert Name], Taxpayer
The undersigned spouse of taxpayer joins in this election.

Dated:_________________
___________________________________
Spouse of Taxpayer

•

16

VALUATION ISSUES

➢ Recent equity sale.
➢ Appraisals are very useful but not required.

➢ Internal valuation.
➢ Stipulated Value of Services.
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Compensatory Options to
Purchase Partnership Interests
➢ Overview:
▪ Generally less common than profits interests

▪ Optionholders not treated as partners until exercise
▪ If at all, typically see options for rank and file employees
➢ Compensatory options to acquire partnership interests are generally
“nonqualified options.” (Incentive Stock Options (ISOs) are not available for
LLCs taxed as a partnership. 26 U.S.C. § 422.)
➢ Tax treatment of “nonqualified options” (generally):
▪ No tax to the recipient at grant
▪ No tax to the recipient at vesting

▪ At exercise, the recipient will recognize ordinary income equal to the fair
market value of the underlying partnership interest obtained by such
exercise less the aggregate exercise price
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Compensatory Options and Section 409A
➢ Section 409A of the Code generally provides rules related to
the timing and payment of deferred compensation

➢ To be exempt from Section 409A, the exercise price of the
option must equal or exceed the fair market value of the
underlying partnership interest at the time of grant
➢ If not exempt from 409A, the option must comply with Section
409A (generally, must only be exercisable in accordance with
409A’s permitted payments events: death, disability,
separation from service, change in control, etc.)
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Section 409A Valuation Issues
➢ Section 409A provides two applicable “safe harbor” valuation methods for this
purpose, including:

▪

▪

Independent Appraisal: Valuations based an outside professional independent
appraisal as of a date not more than 12 months before the grant of the award
will be deemed reasonable

▪

Start-Up Company Valuation: For companies less than 10 years in business
with illiquid stock, a valuation will meet this safe harbor if it is made by a
person with “significant knowledge and experience or training” in performing
similar valuations (generally at least 5 years of relevant experience in business
valuation or appraisal, financial, accounting, investment banking, private
equity, secured lending, or other comparable line of business), and is
evidenced by a written report that takes into account all relevant valuation
factors of the company

Using one of the safe harbor methods entities receive a rebuttable presumption the
valuation will be presumed reasonable. Otherwise, valuation is based on all facts and

circumstances 26 C.F.R. § 1.409A-1(b)(5)(iv)(B)(2)
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Exercise of Options to Acquire
Partnership Interests
➢ Underlying partnership interest for an option is typically a capital interest
➢ Problems arise if underlying partnership interest is a profits interest
▪ Drafting note: Confirm that the underlying interest can be capital interest.
Sometimes we see options to acquire the same unit class as profits interests. In
that case, the LLC Agreement should provide flexibility as to whether such units
must or can be profits interests.

➢ Upon exercise, the optionee is treated as having made a contribution to the
partnership that is less than the value of the interest received

➢ Optionee is taxed on the fair market value of the capital interest which the
option holder receives reduced by the amount paid by the optionee at
exercise (i.e., taxed on the spread)
➢ The partnership should receive a corresponding deduction
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Uncertainties Regarding Options to Acquire
Partnership Interests
➢ There is some uncertainty with respect to impact to the partnership upon
exercise of a compensatory option to acquire a partnership interest
▪ Capital shift approach: exercise is a deemed transfer of an undivided
interest in the partnership’s assets to the optionee followed immediately
by a deemed contribution back to the partnership
▪ Cash in, Cash out approach: exercise is a deemed payment by the
partnership to the optionee of an amount of cash equal to the “spread”
followed by a deemed contribution back to the partnership

➢ To avoid this uncertainty, some partnerships will provide robust repurchase
provisions to effectively allow the partnership to buy out the optionee
immediately before or upon exercise
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Partner vs. Employee Status
➢ Individual’s status as an employee or partner of a partnership impacts participation in
employee benefits, taxes, and reporting. In general:

➢ Capital interest holder:
▪ If capital interest is vested or if 83(b) Election is filed: Partner status, receives Form K-1
➢ Profits interest holder:
▪ Regardless of whether vested, if the profits interest meets the requirements of Rev.
Proc. 93-27 and Rev. Proc. 2001-43: Partner status, receives Form K-1
▪ Otherwise, partner status and receives a Form K-1 once the interest is vested
➢ Option holder
▪ If an employee who is not already a unitholder: Can continue Employee status,
receives Form W-2 (until exercise)
▪ After exercise of option: Partner status, receives Form K-1

23

24

Dual Status Considerations
➢ Dual Status: In general,
individuals cannot be both
treated as an employee (receives
Form W-2) and also a partner
(receives Form K-1) in the same
entity
➢ Individual also generally cannot
be a partner (Form K-1) in upper
tier parent and be an employee
(Form W-2) in a lower tier
disregarded entity (26 C.F.R.
301.7701-2T)
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Disregarded Entity

Impact of Being a Partner vs. Employee

Employee benefit plans
– Partners generally cannot participate in company Section 125 cafeteria plan (no
pre-tax contributions for welfare benefits, although deduction may be possible)
– Certain benefits provided may be taxable (e.g., medical, life)
– Consideration must be made with respect to plan design (eligibility, compensation
definitions, etc.)
Taxes
– Self-employment tax applies (I.R.C. §1401(a) and (b); I.R.C. §1402)
– State taxes apply where partnership is engaged in business

– Generally no company withholdings – estimated quarterly tax filings
Rights
– Depending on LLC Agreement, unit holders may have information and disclosure
and voting rights
– Unit holders may have access to books and records
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Structuring Approaches: Equity Management Holding
Company

Executive

➢ Operating Company (or
parent) grants a profits
interest to equity holding
company

Award from
Equity
HoldCo to
Recipient

➢ Equity holding company
grants a “mirror” or “tracking”
interest to recipient

Equity HoldCo

➢ Recipient retains W-2 status
at operating company

Profits interest
award to Equity
HoldCo
OpCo
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Structuring Approach: Tiered
Partnerships
Recipient receives
interest in TopCo

➢ Equity awards granted
from TopCo parent
(where operating
company is not a
disregarded entity)

TopCo

Recipient provides
services to OpCo **
OpCo

** OpCo cannot be a disregarded entity
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Phantom and Synthetic Equity
➢ Two main types: Phantom Share Plans and Equity Appreciation Plans
➢ Both are unfunded account balance plans, can be settled in shares or
cash, and are commonly subject to vesting and forfeiture
➢ If structured properly, awards are generally taxed as ordinary income
upon settlement

➢ Primary differences:
▪ Phantom Share Plan typically awards full value to the recipient, whereas
an appreciation plan typically awards on the appreciation after grant
▪ Phantom Share Plans (full-value awards) are subject to Section 409A
(limits timing of payment)
▪ Equity Appreciation Plans are generally exempt from Section 409A
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Structuring considerations
➢ Both must generally limited to a select group of management or highly compensated
employees
➢ Participants typically selected and awards determined by the Company’s Board (in its
discretion)
➢ Tax impact (generally, for both types of plans):
▪ No tax at grant
▪ No tax at vesting
▪ Payments are taxed as ordinary income (like a bonus payment)

➢ The partnership is entitled to a corresponding deduction
➢ Both plans should be treated as “unfunded” for tax purposes (subject to the claims of
general creditors of the company)
➢ Actual funding not required
➢ If funded, must continue to be subject to creditors of the company
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Structuring Considerations
➢

Common trigger events include: change in control or similar financing transaction; involuntary
separation from service without cause; achieving performance objectives or benchmarks; or
upon vesting

➢

Once a trigger event occurs, the Company will generally make payment within a short period of
time

➢

Possible to structure a deferred payment under certain circumstances

➢

Plans subject to Section 409A may only make a distribution in the following circumstances (as
each are defined under Section 409A):

▪ A specified date
▪ Separation from service;
▪ Change in control
▪ Unforeseeable emergency;
▪ Death; and

▪ Disability.
➢

To avoid application of 409A, many phantom unit plans pay benefits within 2½ months of the
end of the year in which the awards vest, or require continuous employment until the applicable
payment event
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Valuation issues
➢ The value for phantom shares generally involves: (a) the presumed
value of the company, and (b) the number of shares to be used in
the plan. The value of the company and phantom shares can be
established by a variety of means, including:

▪ Third party appraisal
▪ Book value
▪ Formula value (such as a multiple of earnings)
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ERISA Issues
➢ When does ERISA apply?
➢ If required, top-hat plan notification required to the Department of
Labor (DOL) within 120 days of the plan’s effective date

➢ ERISA claims procedures may be required
➢ Fiduciary provisions and liability
➢ Participant rights
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PROFITS INTEREST STRUCTURING ISSUES

➢Right to share in operating distributions or just
company appreciation?
➢Voting rights?

➢Cap on distributions?
➢Catch-up?
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CATCH-UP EXPLAINED

➢ Company is worth $100M.
➢ Service Recipient to receive a 10% Profits
Interest.
➢ A catch-up would allocate the first $11.111M
of profits to the service recipient so that he or
she owns 10% of the total value of the
company following the catch-up.
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Drafting LLC Agreements for Partnership
Interests
➢ Common drafting approaches for profits interests:
▪ Distribution Threshold (most common)
• Can be per unit or aggregate distribution threshold
• Distribution threshold must be satisfied before profits interest holder will participate in
distributions

▪ Structural
• Profits interests are a separate class or tranche of units that will not participate before the
class above them
• Essentially creates a waterfall within the LLC Agreement
• Requires frequent amendments of LLC agreement

▪ Combination approach
• Profits interests are structurally a separation class which participates in distributions only
after the class before it, but that a participation threshold also applies to distributions within
such profits interest class
• Avoids frequent amendments to LLC agreement while allowing profits interest holders to sit
structurally behind other classes
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Carried Interest Rules
➢

The Tax Cuts and Jobs Act of 2017 added Section 1061 to the Code, which requires a 3 year holding period
to receive long-term capital gain on “applicable partnership interests”

➢

An “applicable partnership interest” is any interest in a partnership that, directly or indirectly, is transferred to
or held by a taxpayer in connection with the performance of services in any “applicable trade or business”
▪ Does not include: any partnership interest held by a corporation (not an S-Corp pursuant to IRS Notice
2018-18) and any capital interest that entitles the taxpayer to share in partnership capital commensurate
with the amount of capital contributed or the value of the interest subject to tax under §83 upon the
receipt or vesting of the interest

➢

An “applicable trade or business” is any activity conducted on a regular, continuous, and substantial basis that
consists, in whole or in part, of: raising or returning capital; and investing in, disposing of, or developing
“specified assets,” or identifying specified assets for investment or disposition. Specified assets are:
▪

Securities (as defined in §475(c)(2), including §1256 contracts)

▪

Commodities (as defined in §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 categories of assets

▪

an interest in a partnership to the extent of the partnership's proportionate interest in any of the foregoing categories of
assets
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Carried Interest Rules: Structuring
Considerations
➢ Three year holding period rule 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
➢ Potential structuring options we have seen:

▪ Distributing appreciated assets to profits interest holders
▪ Sale of lower tier assets/operating company
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UNVESTED INTERESTS AND OPERATING
DISTRIBUTIONS
➢Immediate sharing in distributions.
➢Withhold distributions until the interest is
vested.
➢No rights to any operating distributions prior to
vesting.
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