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"The hedge fund industry could temporarily shrink, and many wealthy fund managers and investors could become less wealthy."  

That was Federal Reserve Board Chairman Alan Greenspan, devotee of Ayn Rand and prominent opponent of hedge fund 
regulation, commenting at the International Monetary Conference in Beijing on the current downdraft in hedge fund earnings. (The 
Wall Street Journal, June 7, 2005, p. A2.) Now, this column maintains a solemn pact with readers never to say anything nice 
about Greenspan (or David Beckham or the Puritans), but in this case he's right. Hedge fund managers' fees are so astronomical 
that they become only slightly less wealthy when their funds lose money.  

And yes, Greenspan is wrong to say that hedge funds do not pose a threat to financial stability. (Gee, didn't he strong-arm the 
bailout of Long Term Capital Management out of worries about systemic damage?) The regulation-minded head of the Securities 
Exchange Commission having just resigned and been replaced by a congressman whose views on regulation are unknown, there 
is an open question whether proposed SEC regulation of hedge funds will come to pass. (The Wall Street Journal, June 8, 2005, 
p. C1.)  

But back to managers' compensation, the subject of our article. The usual formula for compensation for hedge fund managers is 
"2 and 20"; that is, 2 percent of assets under management and 20 percent of the profits. (The New York Times Magazine, June 6, 
2005, p. 44.) By way of contrast, mutual funds commonly charge fees of 1 percent of assets under management, without taking a 
share of the profits.  

So what's that got to do with tax? Hedge funds are partnerships. Partnership practitioners can't stand the idea that the code says 
what it says, that section 83 applies to compensatory grants of interests and options in partnerships. Partnership practitioners are 
whinging even though the government, in the proposed compensatory partnership interests regulations, allows the parties to elect 
to value partnership profits interests or options at zero.  

You read that right. If a newly created profits partner makes a section 83(b) election with his partnership, he can value his 
compensatory interest at zero. Substitute the words "hedge fund" for partnership and "a share in the hedge fund profits" for 
partnership profits interest, and you have an incredible giveaway. In plain English, that means hedge fund managers are excused 
from tax on some forms of their excessive compensation.  

Yes, the government is once again giving away the store to partnership practitioners, but in a sense, the government is pulling 
back. The previous guidance on compensatory partnership interests was so sloppily reasoned and sloppily drafted that it 
amounted to "do whatever you want." At least the proposed regulations were thought through, even if some of the answers are 
questionable. (For the proposed regulations (REG-105346-03), see Doc 2005-11235 [PDF] or 2005 TNT 98-31 .)  

 
Background 

 
Just like hedge fund managers operate in their own little fantasy world where there is no regulation, partnership tax specialists 
operate in a world where they feel free to ignore statutes, case law, and regulations they don't like. Topping their list of pet peeves 
for the past three decades has been Diamond v. Commissioner, 56 T.C. 530 (1971), aff'd 492 F.2d 286 (7th Cir. 1974), in which 
the Tax Court held that the receipt of a partnership profits interest for services was current taxable income to the recipient. 

Partnership practitioners wished the result away, and the government let them. Then 15 years later, the Tax Court gave the same 
answer to the same question again, in Campbell v. Commissioner, T.C. Memo. 1990-162. The Tax Court specifically applied 
section 83 to the award of a partnership profits interest for services. There was pandemonium in the partnership bar, and the 
government shared their pain. The government argued on appeal that the Tax Court was wrong to find a taxable event on the 
award of a partnership profits interest for services.  

Then the Eighth Circuit rode to the rescue, reversing the Tax Court with a truly screwy decision that said that there was no taxable 
event if the nontransferable partnership profits interest had no currently ascertainable value. (Campbell v. Commissioner, 943 
F.2d 815 (8th Cir. 1991), Doc 91-7478, 91 TNT 182- 1 .) Campbell was wrongly decided on both counts. Valuation has nothing to 
do with whether or not there has been a taxable event. And everything can be valued. Partnership profits interests, even though 
they do not have a share of partnership capital, have an ascertainable value.  



Don't believe your correspondent? Here's one of our contributing professors, Karen Burke of the University of San Diego School of 
Law:  

 
The underlying assumption that a profits interest has a zero value is economically naive: It ignores the value of the option 
privilege that represents the opportunity to benefit from appreciation in the value of the property subject to the option, 
without risking any capital. . . . In exempting receipt of a profits interest from immediate taxation, the Service clearly 
understood that the liquidation method did not accurately measure the value of a profits interest. (Tax Notes, Sept. 22, 
2003, p. 1569, Doc 2003-20781 [PDF], 2003 TNT 184-47 .) 

 
Moreover, in the case of hedge funds, that ascertainable value of a profits interest or an option can be quite high. We're not talking 
about valuing underwater real estate partnerships holding see-through buildings in the Sunbelt. We're talking about valuing the 
earnings on a trillion-dollar stash of unregulated investment capital. 

Which makes the government's concession to the whims of the partnership bar in Rev. Proc. 2001-43, 2001-2 C.B. 191, and 
before Rev. Proc. 93-27, 1993-2 C.B. 343, carried over to the proposed partnership compensatory options regulations, all the 
more ill- advised. The 1993 ruling, a masterpiece of cowardice and obfuscation, said that there was no income to a new partner 
on receipt of a profits interest unless the value of that interest was blindingly obvious. The 2001 ruling was ill-considered on both 
policy and technical grounds, as this article will show.  

So why are partnership practitioners complaining? Whinging was long and loud at the June 2 Practising Law Institute seminar in 
New York on tax planning for partnerships, and two weeks before that at the May 20 American Bar Association Section of 
Taxation Partnership Committee meeting in Washington. Heather Maloy, IRS associate chief counsel (passthroughs and special 
industries) appeared at both meetings. Audrey Ellis, an IRS attorney in Maloy's office and the drafter of the regulations, appeared 
at the ABA meeting. (For coverage of the latter, see Doc 2005-11081 [PDF], 2005 TNT 98-1 .)  

 
The Regulations 

 
Proposed reg. section 1.721-1(b)(2) continues the government's policy decision not to recognize gain or loss to the existing 
partners when a partnership interest in profits or an option on the same is granted as compensation to the newly created partner. 
The effect on existing partners had been a bone of contention for some time, culminating in Rev. Proc. 2001-43, which excused 
the existing partners from recognition of gain or loss. 

At the ABA meeting, Maloy denied adopting a section 1032 approach to partnerships. She nonetheless asked for comments. 
(Never mind that section 1032 does not apply to partnerships, which are not corporations and not separate entities.) The 
proposed regulations do not answer the awkward question what would happen if a tax nothing made a transfer of an equity 
interest and thereby became a partnership. The preamble refers to that problem.  

In the proposed section 721 regulation, "compensatory partnership interest" is a defined term, to separate it from other admissions 
of partners governed by section 721. Proposed reg. section 1.721-1(b)(3) defines a "compensatory partnership interest" as "an 
interest in the transferring partnership that is transferred in connection with the performance of services for that partnership (either 
before or after the formation of the partnership), including an interest that is transferred on the exercise of a compensatory 
partnership option." Note the words "for that partnership."  

For the uninitiated, section 83(a) taxes a service provider (who need not be an employee) on the difference between the fair 
market value of property received in exchange for services and the amount the provider paid for it when any restrictions on the 
property have expired. Section 83 requires income recognition "in the first taxable year in which the rights of the person having the 
beneficial interest in such property are transferable or are not subject to a substantial risk of forfeiture, whichever is applicable."  

The forfeiture restriction concept is important in the corporate world, such as in the case of options that vest only after five years to 
keep employees from bolting. Transfer restrictions are more important in the partnership context, where it is common to restrict 
transferability, a hallmark of ownership. Section 83(a) requires income recognition at the moment when the service provider 
becomes able to transfer the property.  

Section 83 uses the word "property." So proposed reg. sections 1.83-3(e) and 1.721-1(b)(1) spell out that partnership interests are 
property and that compensatory transfers of partnership interests are governed by section 83. Section 83 does not distinguish 
between interests in partnership profits and interests in partnership capital, Maloy explained at the ABA meeting. At the PLI 
meeting, she emphasized that section 83 takes precedence over subchapter K.  

Those are uncontroversial ideas, unless one is dealing with a segment of the bar that refuses to accept them and federal judges 
that don't understand them. Moreover, the proposed regulations' application of section 83 to noncapital partnership interests is 
hollow. Section 83 would apply only in principle. No one is going to be taxed if a section 83(b) election is made. The proposed 
regulations largely follow the New York State Bar Association recommendations. (See Doc 2004-1549 [PDF], 2004 TNT 16-81 .) 



Section 83(b) allows the service provider to elect to be taxed before the restrictions come off, at the time of receipt of the property, 
when value may be lower, such as in the case of out-of-the- money options. Section 83(h) allows the service recipient to deduct 
the amount included in the service provider's income in the tax year that the provider takes it into income. Even though its title is 
"deduction by employer," section 83(h) refers to the "person for whom were performed the services," which would seem to 
encompass the partners in the partnership to which the services were provided, even though the partnership is not itself a person. 
As this article will explain, the drafters of the proposed guidance decided not to take chances.  

The section 83(b) election for zero valuation is contained in proposed reg. section 1.83-3(l). It would be implemented by a 
proposed revenue procedure described in Notice 2005-43, 2005-24 IRB 1221, Doc 2005-11236 [PDF], 2005 TNT 98-37 . The 
notice and the proposed regulation don't say "zero value."  

The notice says "liquidation value," which values only the option spread. The notice defines liquidation value as:  

 
the amount of cash that the recipient of the Safe Harbor Partnership Interest would receive if, immediately after the transfer, 
the partnership sold all of its assets (including goodwill, going concern value, and any other intangibles associated with the 
partnership's operations) for cash equal to the fair market value of those assets and then liquidated. 

 
Sounds really scientific, doesn't it? It's meaningless. 

The liquidation value election would be available regardless of whether the partnership interest was a profits interest (a naked 
right to income) or a capital interest (a share of partnership assets). It is obvious that a capital interest in a hedge fund is 
extraordinarily valuable. No discount for a minority holding or illiquidity would be permitted.  

As in Rev. Proc. 2001-43, Notice 2005-43 makes the liquidation valuation unavailable for situations when the value is obvious. 
The notice defines "safe harbor partnership interest" to exclude any interest "related 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, transferred 
in anticipation of a subsequent disposition, or an interest in a publicly traded partnership."  

But an unsecured interest in the profits of a stash of investment capital can be very valuable as well. Most of our readers would 
not mind being given a profits interest in a hedge fund. Yet using the liquidation method, a hedge fund could make a 
compensatory transfer of an interest in hedge fund profits, giving the service provider a piece of the fund's assets, and the service 
provider would recognize no income whatsoever, as long as the existing partners were willing to forgo a deduction.  

Since when is liquidation value of even a naked right to income necessarily zero? Because the partnership bar and the 
government have held hands and wished that it were so. "The liquidation safe harbor would produce a zero value for most 
unvested pure profits interests for which section 83(b) elections are made," according to Linda Swartz of Cadwalader Wickersham 
& Taft, who spoke at the PLI meeting.  

That is yet another example of the partnership bar imposing its will on the all-too-pliable government. Moreover, it is an example of 
the public relations utility of talking in jargon. "Liquidation value" looks better in print than "zero." (For discussion, see Tax Notes, 
Mar. 4. 2002, p. 1086.)  

At the PLI meeting, Louis Freeman of Skadden, Arps, Slate, Meagher & Flom unwittingly identified the flaw in the zero-valuation 
idea when he asked whether goodwill would have been transferred when a service partnership converted itself to a corporation by 
means of an initial public offering, as some investment banks have done. Maloy could not answer the question, and reiterated that 
the government was following Rev. Proc. 2001-43.  

Under the proposed regulations, the service provider's capital account would be increased by the amount of income recognized 
on the award of the partnership interest. (Prop. reg. section 1.704-1(f)(5), example 29.) That ought to be uncontroversial, but 
partnership practitioners wanted to allocate whatever was convenient for the existing partners instead. Maloy and Ellis were firm 
on this point at the ABA meeting, but they were unable to say what the consequences would be if the service provider had a 
different amount allocated to his capital account.  

What happens if a service provider receives a restricted profits interest and does not make a section 83(b) election? At the ABA 
meeting, Maloy would not say whether the government would attempt to tax the service provider on the fair market value of the 
interest. Practitioners argued that they were entitled to rely on Campbell for zero recognition no matter what.  

Proposed reg. section 1.761-1(b) says that the holder will not be treated as a partner for tax purposes until any restrictions come 
off if no section 83(b) election was made. Under that regulation, a section 83(b) election would accelerate the service provider's 
recognition as a partner for tax purposes, regardless of any restrictions on his interest. Moreover, unless a section 83(b) election 
is made, partnership distributions to the service provider would be treated as additional compensation and not as partnership 



distributions. Rev. Proc. 2001-43, however, allowed holders of profits interests to be treated as tax partners immediately without 
an election.  

For Maloy, section 83 mainly prescribes the timing of recognition of income from the award of a partnership interest for services, 
as she explained at the PLI meeting. The partnership bar would prefer that the partnership rules govern the timing of recognition, 
so that differing accounting methods can be accommodated.  

Under proposed reg. section 1.721-1(b)(4), if the service provider is already a partner, then a partnership interest transferred in 
connection with the performance of services is a section 707(c) guaranteed payment for purposes of the partnership rules. Under 
subchapter K, any payment to a partner that is determined without regard to partnership income is called a guaranteed payment, 
the point being to make a partner recognize income by treating the partner as though the payment was made by a third party.  

Section 83(h) requires that the service recipient delay deduction of the fair market value of the compensatory property transfer 
until the service provider includes it in income. That would be on receipt in the case of a service provider's section 83(b) election, 
but much later, after restrictions came off, if no election was made. The partnership rules say the opposite, that a guaranteed 
payment need not be included in income until the partnership is entitled to deduct it. The proposed regulations say that the section 
83 timing rule governs.  

No prizes for guessing which rule the partnership bar prefers. Indeed, they would like to be free of guaranteed payment 
characterization and under the disguised compensation rule instead, which has no accounting restrictions. Practitioners think a 
right to partnership distributions and allocations that does not constitute a partnership interest is governed by section 707(a)(2)(A), 
and not section 83, because it is somehow not property. Section 707(a)(2)(A) treats a partner as a third party when he is providing 
services to a partnership because Congress was trying to get at compensation disguised as distributive share, which was the 
situation in Diamond.  

How's that again? Isn't any right to income property? Swartz thinks that there is an overlap between the amorphous payment 
rights and profits interests. Basically, she is arguing for an expansive view of section 707(a)(2)(A), so as not to be constrained by 
the timing of recognition rules of section 83. At the PLI meeting, Maloy stated a view that section 707(a)(2)(A) is limited to 
attempts to disguise compensation payments to existing partners. There are no regulations interpreting that two-decade-old 
provision.  

Partnership specialists take comfort in the Joint Committee on Taxation staff proposal to have guaranteed payments to partners 
treated as disguised compensation, basically repealing section 707(c) and expanding section 707(a)(2)(A). The JCT staff 
proposes that all payments, whether for compensation or the use of capital, to partners that are not determined by partnership 
income be treated as section 707(a)(2)(A) payments. Thus instead of income and deduction being recognized in the same year, 
as currently required for guaranteed payments, each party would use its own method of accounting, as permitted under section 
707(a)(2)(A). (For the JCT staff proposal, see Doc 2005-1714 [PDF], 2005 TNT 18-18 .)  

 
Elect Zero 

 
Things have reached a pretty pass when government officials have to apologize for a symbolic attempt to interpret the tax law as 
written. The drafters ask for comments whenever a proposed interpretation, no matter how clear and obvious it is in the statute, 
produces a result practitioners might not like. Is your correspondent ranting? No, this process is like watching oil company 
lobbyists write environmental rules. 

What's the big deal about making a section 83(b) election? Especially if one has been promised the privilege of valuing a valuable 
partnership profits interest at zero, making the election would seem to be a no-brainer. And newly minted partners have been 
making protective section 83(b) elections all along, regardless of disagreements within the partnership bar about the application of 
section 83. (Doc 2001-22596 [PDF], 2001 TNT 166-67 .)  

Notice 2005-43 and proposed reg. section 1.83-3(l) attach some purely procedural conditions to the zero-value election. The new 
partner and all of the existing partners must agree to the section 83(b) election and the zero valuation. That must be documented, 
including in the partnership agreement itself. And there is to be no backdating of section 83(b) elections. The partnership rules, in 
reg. section 1.761-1(c), give partnerships considerable leeway on the effective date of admission of new partners, allowing 
retroactive admission.  

Well, so what? It is not in the interest of the existing partners to agree to zero value. They have a compensation deduction coming 
to them. Section 83 requires that the service provider be taxed on fair market value of the property. Even the Easter Bunny 
recognizes that the fair market value of a valuable profits interest in a hedge fund is something more than zero. Existing partners 
would logically be tempted to deduct the real fair market value of a compensatory partnership interest, as the statute provides.  

And the practitioner crowd is adamant that service providers are entitled to include only zero value no matter what. "Backsliding," 
huffed Terence Cuff of Loeb & Loeb at the ABA meeting. "Most of us felt pretty comfortable that liquidation value controls," he 
said, arguing that the government should not impose an election requirement as a condition for zero valuation. He objected that 



existing partners, especially in large professional firms, could not be brought together to agree to the election. Everyone else has 
to obey section 83 when property is used as compensation, Ellis patiently explained.  

The practitioners do have a reliance point in that Rev. Proc. 2001-43, in its sloppiness, basically allowed a zero-value election 
without any procedure whatsoever. A service provider who received an unvested profits interest in a partnership was allowed to 
be treated as a partner if he acted like one; that is, recognized income from distributive share, and the partnership refrained from 
deducting wages. Rev. Proc. 93-27 had said that the IRS would treat the grant of a compensatory profits interest as not giving rise 
to a taxable event. Notice 2005-43, when it is formalized as a revenue procedure, would render obsolete Rev. Procs. 93-27 and 
2001-43.  

At the ABA meeting, Paul Asofsky of Weil Gotshal & Manges wanted to know whether there had been a taxable income event 
when a service provider was given a profits interest in a professional partnership; that is, what would the fair market value be if no 
section 83(b) election were made? Ellis begged off the question. "Nobody ever thought that was an issue, and now you're 
suggesting that is an issue," Asofsky reacted.  

He wanted to know why the general partner could not make the section 83 election for the whole partnership, rather than all of the 
partners having to consent. Ellis answered that the government wanted to be able to bind all the partners to one value. "We 
wanted to bind all the parties on the treatment, since the liquidation safe harbor is just that. It's a safe harbor. We didn't want to be 
in a situation where one partner would take one treatment that was advantageous and the service provider would take a different 
treatment," she said. Ellis noted that the only choice in the corporate setting is the fair market value.  

It would not be a section 83 event if circumstances, like redemption of other partners, cause the service providers' share to 
increase, according to Ellis. But there would be a taxable event when there is an explicit new grant. "If your interest just changes, I 
don't think you've been given an additional interest as compensation, but if you're given an additional interest, that's a section 83 
event," Ellis said at the ABA meeting. Maloy reiterated that thought at the PLI meeting.  

The notice would make partnership interests ineligible for the zero-value election if they were "transferred in anticipation of a 
subsequent disposition." In spelling out that phrase, the notice would create a rebuttable presumption that disposition was 
anticipated if a sale took place within two years of receipt or the interest was "the subject, at any time within two years of the date 
of receipt, of a right to buy or sell regardless of when the right is exercisable."  

Practitioners at the PLI meeting wanted to know whether a service provider holding a compensatory partnership interest would be 
presumed to anticipate a disposition if he held a put option on his interest during the two-year period. Yes, readers, they really did 
think a put option was an open question, despite the plain wording of the notice. And to top it off, Maloy didn't have a good 
answer. A put is a right to sell, last time we looked.  

A big issue for representatives of hedge funds is the requirement that the service provider be providing services to the very 
partnership that issued the interest he received, under proposed reg. section 1.721-1(b)(3). That is, the new partner cannot elect 
the zero valuation if he has been given an interest in another related partnership, a common practice in hedge fund compensation. 
That question was asked at both the PLI and ABA meetings, and the answer was that the government hasn't gotten to it yet. 
Notice 2005-43 asks for comments on that question. Swartz suggested that related partnerships be treated as one single service 
recipient.  

Asked at the ABA meeting if the government was backing away from LTR 200329001, Ellis admitted that it was. In that private 
letter ruling, a real estate investment trust was the general partner in an operating partnership, which itself had affiliates. The REIT 
wanted to give its own executives compensatory limited partnership interests in the operating partnership, for which they would 
make a capital contribution and be treated as partners for tax purposes. The IRS ruled that Rev. Proc. 2001-43 applied so that the 
executives would not be taxed. Must have seemed like a good idea at the time.  

 
Formula 409 

 
We thought about running a contest to see which of our readers could recognize the Formula 409 reference, but such a contest 
would give an unwarranted advantage to women and to men whose wives out- earn them. Formula 409 is a household cleaning 
fluid. It was probably named after a Beach Boys' song about a souped-up Chevrolet -- the 409 refers to engine size. That was 
pertinent back in the days when engines had more than four cylinders and people bought American cars. 

Realistically, under the new regime of the proposed regulations, Sheldon Banoff of Katten Muchin observed at the PLI meeting, 
partnerships will just keep doing what they have been doing, though there may be the occasional profits interest valuation dispute 
if liquidation value was not elected. But, he added, there is section 409A to think about.  

Section 409A is the new deferred compensation rule, designed to ameliorate years of negligence, bad administration, and outright 
cowardice on the part of the legislative and executive branches in attempting to tax the often hefty deferred compensation of 
America's executive nomenklatura. Way back when compensation consultants to the managerial class were becoming truly 
creative about hiding compensation from shareholders, the government's answer should have been: Set it up as a qualified plan 



or face immediate taxation of the amounts promised. Instead, the answer was the rabbi trust ruling and special statutes to defer 
income from share-based compensation. (Doc 2002-21063 [PDF], 2002 TNT 180-9 .)  

Congress made a stab at constructive receipt in 1986, but only truly woke up when Enron's managers were found to be stashing 
compensation offshore. That was a trick they learned from hedge fund managers. (Doc 2001-22609 [PDF], 2001 TNT 166-3 .) 
All of those people are paying themselves much more than they can possibly spend, even on six-figure automobiles, overpriced 
real estate, and serial marriages. So section 409A is a weak attempt to clean up the mess, or least put it in a neat pile in the 
corner with the rug over it.  

Section 409A defines every deferral scheme as a nonqualified deferred compensation plan. A deferral is defined as a legally 
binding right to be paid compensation in a later year. Section 409A requires immediate recognition in income, plus interest and an 
additional tax of 20 percent, of vested deferred compensation for the current and preceding years that has not been recognized in 
the first tax year when the restrictions come off. There is a statutory exception for performance-based compensation. Section 
409A clearly overlaps with section 83; Congress was too timid to adopt a clean slate.  

Of course there is an election to get out; income can be deferred two-and-a-half months after the restrictions come off under 
Notice 2005-1, 2005-2 IRB 274, Doc 2004-24026 [PDF], 2004 TNT 245-10 . Restrictions are generously defined. Section 409A
(d)(4) states that compensation conditioned on the performance of future services is subject to a substantial risk of forfeiture. 
Notice 2005- 1 states that income dependent on the payer's earnings is considered subject to a substantial risk of forfeiture. The 
payer of the compensation need not be an employer.  

The ABA Tax Section was blunt about its desires: The members wanted section 409A not to apply to partnership allocations or 
distributions of income, guaranteed payments to a partner, or liquidations of partners' interests. (Doc 2005-11325 [PDF], 2005 
TNT 99-28 .) They got one out of three; in Notice 2005-1, the government gave a pass to section 736 liquidations of partners' 
interests. Such has been the howling of the nomenklatura about section 409A that Notice 2005-1 has occasioned more comment 
than any other recent piece of guidance. (Compensation consultants are looking for ways around section 409A. The Wall Street 
Journal, June 13, 2005, p. C1.)  

The notice contains this cryptic sentence about partnerships:  

 
Until additional guidance is issued, for purposes of [section] 409A, taxpayers may treat an issuance of a profits interest in 
connection with the performance of services that is properly treated under applicable guidance as not resulting in inclusion 
of income by the service provider at the time of issuance, as also not resulting in the deferral of compensation. 

 
Why can't IRS lawyers write in English? The "additional guidance" is the proposed compensatory options regulations. What that 
sentence says is that before the proposed regulations become effective, taxpayers can rely on Rev. Procs. 2001-43 and 93-27 for 
the proposition that no income is created on the award of a profits interest. The proposed regulations say that there is income on 
the award of a profits interest, but that taxpayers can elect to value it at zero. The view that there is income puts the deal squarely 
within section 409A, however, meaning that if there is any deferral element in a partnership deal, section 409A applies. 

For capital interests, the section 409A answer is obvious -- they are treated like equity. Options on partnership interests are 
trickier. Economically, a profits interest in a partnership and an option to acquire a capital interest in a partnership are the same 
thing -- a valuable current right to partnership income. Partnerships generally prefer to issue profits interests, but also use options 
to compensate employees because that way the recipient's employee status can be preserved. Employees sometimes get 
phantom partnership capital interests -- a derivative that pays them as though they were partners while they remain employees.  

Swartz pointed out that options "represent an inherent deferral of income to the extent of the discounted exercise price." Section 
409A has an escape hatch for options that, among other things, have an exercise price of fair market value at the date of grant. 
This article has been at pains to point out that the entire partnership bar does not believe in fair market value when it comes to 
valuing profits interests and options. So Swartz, not surprisingly, argued that the government should accept liquidation value as 
fair market value for purposes of the section 409A exclusion for options.  

At the PLI meeting, practitioners worried that section 409A would result in service partners being taxed in advance of receipt of 
compensation. Well, when is partnership income deferred?  

Swartz took the position that partnership allocations are not legally binding rights, while a compensation agreement would create 
legally binding rights. Does it create a deferral if partnership earnings are paid out well after the time they are earned? It shouldn't, 
because the partners are taxed when the income is earned, but literally a deferral would be created under section 409A, 
according to Swartz. Moreover, partnerships and partners are allowed to have different tax years, which could result in deferral.  

Even if partnership allocations do create legally binding rights, practitioners were prepared to argue that those rights were 



effectively subject to a substantial risk of forfeiture because they are conditioned on partnership earnings. Notice 2005-1 states 
that "a condition related to a purpose of the compensation must relate to the service provider's performance for the service 
recipient or the service recipient's business activities or organizational goals (for example, the attainment of a prescribed level of 
earnings, equity value or a liquidity event)."  

But the notice also says that the service provider's ownership will be taken into account in determining the enforceability of a 
forfeiture condition. What ownership? Much of the whining about section 409A was on behalf of practitioners themselves as 
members of service partnerships, who walk a fine line between partner and employee status. Legally, they have partner status, 
but as a practical matter, some work for firms so large that they have no input in decision making and can be fired at any time, 
making it questionable whether they are truly owners. (ABA Journal, June 2003, p. 34.)  
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