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INTRODUCTION 
The proliferation of limited liability companies 

(hereinafter "LLCs") taxed as partnerships has raised 
a wealth of tax issues that have remained unresolved 
for years. The use of LLCs in the high-technology and 
emerging business sector has caused tax practitioners 
to attempt to mimic the compensation arrangements 
otherwise available in the corporate world. In the con
text of a corporation, incentive stock options (herein
after "ISOs") and nonqualified stock options are ef
fective lures for attracting and retaining key employ
ees. Although ISOs apply only to corporations by way 
of statutory mandate in §421 of the Internal Revenue 
Code, 1 nonqualified stock options are not a statutory 
creation specifically applicable to corporations. Simi
larly, outright transfers of ownership interests, owner
ship grants subject to vesting, the issuance of options 
to acquire ownership interests, and phantom stock 
plans are compensation programs capable of being ap
plied across all business entities. This provides LLC 
and partnership practitioners with a broad array of 
tools for assisting management in attracting and re
taining employees in an effort to duplicate the com
pensation arrangements available to corporations. 

A transfer of a partnership 2 interest to a service 
provider as compensation for services may involve a 
current, or eventual, transfer of an interest in the part
nership's future profits and future appreciation (here
inafter a "profits interest"), an interest in the partner
ship's existing capital (hereinafter a "capital inter
est"), or both.3 Interestingly, the partnership form of 
doing business thus provides, by way of a grant of a 

1 All section references herein are to the Internal Revenue Code 
of 1986, as amended (sometimes referred to as the "Code"), and 
the regulations thereunder, unless otherwise stated. 

2 For purposes of this article, the term "partnership" is intended 
to include limited liability companies (which are not disregarded 
entities) and all forms of partnerships (such as general partner
ships, limited partnerships, limited liability partnerships and lim
ited liability limited partnerships) which have not elected to be 
taxed as corporations. 

3 Because a capital interest almost always carries with it an in-

profits interest, a form of compensation not available 
to a corporation (although a phantom stock award 
would be somewhat analogous). 

In mimicking typical corporate plans, partnership 
and LLC practitioners are creating compensation 
plans which impose vesting requirements and autho
rize the issuance of options to acquire partnership in
terests. The management objective behind vesting re
quirements is to entice potential partners to excel in 
their performance for the benefit of the business, or to 
reward long-term commitment to the business opera
tions. An option to acquire a partnership interest is 
typically granted by the partnership to a service pro
vider to enable such person to acquire either a capital 
or profits interest in the partnership at a specified 
price, which may be exercisable over a period of time. 
Call options of this type are particularly favorable to 
service providers because this type of option eff ec
tively shifts a portion of the present and future values 
of the partnership in excess of the exercise price from 
the other partners to the service provider. 

The tax consequences relating to the exercise of op
tions in the partnership context has been the subject 
of some debate of late. The basis for disagreement is 
grounded, in part, on the inability to agree on the tax 
consequences of even fairly simple compensation 
plans and the lack of litigated cases providing guid
ance on things as straightforward as which Code sec
tions should apply. Although the tax consequences to 
the participants in the partnership compensation con
text are fairly settled under some circumstances, it is 
worthwhile to review the principles applicable to out
right transfers of partnership interests in an effort to 
understand the more debatable and uncertain tax con
sequences arising in more sophisticated plans. 

TYPES OF PARTNERSHIP INTERESTS 

Capital interest 
A partnership or LLC which attempts to mirror a 

conventional outright grant of stock to an employee 
will issue an interest that entitles the employee to an 
immediate share of the underlying capital of the part
nership and a right to future profits and appreciation 
- i.e., a capital interest. A capital interest can gener
ally be identified as having been granted by determin
ing whether the service provider would receive a dis
tribution with respect to the partnership's assets if the 
partnership were liquidated on the date the capital in-

terest in future profits and future appreciation, the term "capital 
interest" as used herein will represent an interest in both the part
nership's capital and future profits and appreciation. 
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terest was received.4 Upon receipt of a capital interest 
in a partnership in exchange for services performed 
for the partnership, the service provider will have re
ceived property representing compensation income.5 

Since the enactment of §83 in 1969, most practitio
ners agree that §83 is the logical source of authority 
to apply to determine the tax effects to the service pro
vider on the receipt of a capital interest, including any 
other compensation-like property or benefits from a 
partnership.6 The service provider should recognize 
income in an amount equal to the fair market value of 
the capital interest received less any amount paid by 
the service provider for such interest.7 The analysis 
under §83 provides for income recognition at the time 
the award is made if the capital interest is transferable 
or is not subject to a substantial risk of forfeiture. 8 

Due to the application of §83(h), the partnership 
should be entitled to a deduction equal to the amount 
of income recognized by the service provider (unless 
the compensatory transfer was for an expense re
quired to be capitalized by the partnership). Regs. 
§ l.83-6(a)(l) holds that the timing of the deduction is 
in the year in which the service provider includes the 
property in income.9 The deduction should be allo
cated among the partners present prior to the issuance 
of the capital interest to the service provider. Dis
cussed later in this article is whether the partnership 
recognizes gain or loss upon the issuance of such a 
partnership interest and whether the capital accounts 
of the partners should be "booked-up." 

Profits Interest 
The recipient of an interest in partnership profits or

dinarily will not be subject to tax on receipt of the 
profits interest. The method for identifying whether 
the recipient has received a profits interest is if, upon 
a hypothetical liquidation of the partnership immedi
ately after the issuance of the interest, the service pro
vider would not receive a distribution. 10 The service 
provider's capital account would reflect a zero bal-

4 Rev. Proc. 93-27, 1993-2 C.B. 343. 
5 See U.S. v. Frazell, 335 F.2d 487 (5th Cir. 1964); Regs. 

§§I.61-2(d) and 1.721-l(b)(l). 
6 If the service provider is already an existing partner, the ap

plicability of §83 is less clear. See Banoff "Use of Corporate Part
ner Stock and Options to Compensate Service Partners," 90 J. 
Tax'n 26 (Dec. 1999). 

7 See Mark IV Pictures, Inc. v. Comr., T.C. Memo 1990-571, 
aff'd, 969 F.2d 669 (8th Cir. 1992); Hensel Phelps Construction v. 
Comr., 74 T.C. 939 (1980), ajf'd, 703 F.2d 485 (10th Cir. 1983). 
See also Regs. §1.721-l(b)(I); Prop. Regs. §1.721-l(b)(l) (1971) . 

8 §83(a). 
9 The deduction assumes that the services are not properly capi

tal expenditures. Regs. §I.83-6(a)(4). 
10 Rev. Proc. 93-27, 1993-2 C.B. 343. 

ance as of the date the award was issued. Without 
having received an interest in the current underlying 
economic value of the partnership, service providers 
have historically taken the position that the award of 
a profits interest does not result in taxable income. 

The Internal Revenue Service (the "Service") and 
the courts have struggled with the appropriate tax 
treatment to govern the receipt of a profits interest. At 
first blush, the issuance of a profits interest would 
seem to leave little doubt that the employee or inde
pendent contractor has received a property right of 
some value capable of causing the recipient to be
come subject to immediate taxation. In fact, in Dia
mond v. Comr., 11 the Seventh Circuit held that the re
ceipt of a profits interest in exchange for services is 
taxable to the service provider at the time of receipt if 
the interest is capable of being valued (which it was 
in Mr. Diamond's situation). Subsequent to Diamond 
and the enactment of §83, some courts have applied 
§83 in analyzing the taxability of transfers of profits 
interests to service providers who. were not previously 
partners in the issuing partnership. 12 

These courts have generally found that the issuance 
of a profits interest is taxable only if the fair market 
value of the interest can be reasonably ascertained. 
The most recent case governing the taxability of a 
grant of a profits interest is Campbell v. Comr. 13 

wherein the Eighth Circuit (reversing the Tax Court's 
application of §83) ultimately concluded that the tax
payer was not subject to tax on the receipt of the prof
its interest because the interest was of speculative 
value. Although the Campbell court indicated that the 
receipt of a profits interest may not represent a taxable 
realization event, the court did not base its ruling on 
this ground. Consequently, profits interest recipients 
are potentially in receipt of a taxable item under the 
Campbell analysis. To avoid reporting the profits in
terest as taxable income, the service provider must as
sert that the value of the interest is speculative. 

Subsequent to Campbell, the Service issued Rev. 
Proc. 93-27 wherein the Service announced that it 
would not treat the receipt of a pure profits interest is
sued in exchange for services rendered to or for the 
benefit of a partnership in a partner capacity, or in an
ticipation of becoming a partner, as a taxable event for 
the partner or partnership if: (1) the profits interest· 
does not relate to a substantially certain or predictable 
stream of income; (2) the partner does not dispose of 

11 Diamond v. Comr., 492 F.2d 286 (7th Cir. 1974). 
12 Campbell v. Comr., T.C. Memo 1990-162, rev'd on this is

sue, 943 F.2d 815 (8th Cir. 1991) (where the Tax Court applied 
§83 but the Eighth Circuit on appeal did not reach the same con
clusion); Kenroy, Inc. v. Comr., T.C. Memo 1984-232; St. John v. 
U.S., 84-1 USTC ~[9158 (C.D. Ill. 1983). 

13 943 F.2d 815 (8th Cir. 1991), rev'g T.C. Memo 1990-162. 
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the profits interest within two years after receipt; and 
(3) the profits interest is not in a "publicly traded part
nership" within the meaning of §7704. This essen
tially represents a rule of convenience for the Service 
given the Campbell holding. Thus, profits interest re
cipients within the scope of Rev. Proc. 93-27 are not 
taxed under current law based on the mere fact that 
the interests received by them are difficult to value. 

If the safe harbors of Rev. Proc. 93-27 are not sat
isfied, however, the decided cases may cause the ser
vice provider to be taxable on the fair market value of 
the profits interest received. 14 A typical situation 
where Rev. Proc. 93-27 does not apply is where the 
profits interest recipient performed services for a part
ner of a partnership rather than the partnership itself. 
However, notwithstanding the inapplicability of Rev. 
Proc. 93-27, the service provider may continue to as
sert that the receipt is not subject to taxation because 
the value of the profits interest is too speculative to be 
subject to current taxation. Because the service pro
vider typically will report no income associated with 
the receipt of a profits interest, the partnership would 
not be entitled to a deduction attributable to the issu
ance of the profits interest. 

By becoming a partner, the service provider's allo
cable share of items of partnership income and loss 
will retain the character of such income or loss based 
on the partnership's treatment of such items. Conse
quently, the service provider may be taxed at favor
able capital gains rates on the partnership's disposi
tion of long-term capital assets. If the service provider 
fails to obtain partner status on the issuance of a prof
its interest, all distributions made to the service pro
vider will constitute ordinary income and generally 
will entitle the partnership to corresponding compen
sation deductions. 

OBTAINING PARTNER STATUS 
This article assumes that all awards of partnership 

interests are in exchange for the performance of ser
vices for the partnership and the recipient is treated as 
a partner for tax purposes. The seminal case of Comr. 
v. Culbertson 15 lays the groundwork for determining 
whether a person was intended to become a partner in 
a partnership as opposed to the parties intending to 
create some other relationship, such as an employ
ment relationship. The Supreme Court concluded that 
a partnership is not defined for federal income tax 
purposes with reference to any specific set of fac-

14 Campbell, 943 F.2d 815 (8th Cir. 1991); Kenroy, T.C. Memo 
1984-232; St. John, 84-1 USTC <][9158 (C.D. Ill. 1983); Diamond 
v. Comr., 492 F.2d 286, 290 (7th Cir. 1974). 

15 337 U.S. 733 (1949). 
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tors . 16 However, a key factor in the Court's Culbert
son decision was whether the parties intended to 
jointly carry on a business or venture. Because the 
grant of a profits interest represents only a right to fu 
ture profits and appreciation, it may be argued that the 
recipient of a profits interest is not currently a partner 
in the partnership. This is to be contrasted with the 
grant of an interest in both the capital and profits of a 
partnership. 

Upon receipt of a capital interest, the service pro
vider generally should become a partner in the part
nership for tax purposes. 17 On occasion, service pro
viders receive capital interests which are nonvoting. 
Notwithstanding any lack of voting rights or manage
ment voice, the service provider should be treated as 
a partner because the service provider's entitlement 
upon liquidation is subject to entrepreneurial risk. Be
cause of the immediacy of the benefit to the service 
provider in connection with the receipt of a capital in
terest, it should not be difficult to have the service 
provider recognized as a partner for tax purposes. 
However, when the grant of an interest is subject to 
substantial restrictions on the use or enjoyment of the 
interest, or if the award represents a mere interest in 
the future profits and future appreciation of the part
nership, assessing whether such recipient is a partner 
for tax purposes becomes more difficult. 

In Dorman v. U.S., 18 the court considered whether 
an alleged profits interest holder was a partner. The 
court held that the service provider was not a partner 
even though a written partnership agreement was en
tered into for the operation of a ranch. A close look at 
the underlying economic arrangement in Dorman, 
however, reveals that the service provider was merely 
an employee who had an executory right to acquire a 
partnership interest in the future. The parties had 
agreed that the service provider was not to be vested 
in his partnership interest until certain nonrecourse 
promissory notes_ were paid. The court ultimately 
viewed the arrangement as creating either an option to 
be exercised in the future, or a nonvested ownership 
interest. 

In Luna v. Comr., 19 the court found that a number 
of factors will be considered in the determination of 
whether the service provider is considered to be a 
partner. Among the numerous factors listed in Luna 
are the intent of the parties to create a partnership, a 
mutual interest in net profits, the filing of partnership 

16 Culbertson, 337 U.S. at 742. 
17 Karch, "Equity Compensation by Partnership Operating 

Businesses," 74 TAXES 722 (Dec. 1996) at 725; McKee, Nelson 
& Whitmire, Federal Taxation of Partnerships and Partners, War
ren, Gorham & Lamont (1997) <j[3 .02[5][b][i]. 

18 296 F.2d 27 (9th Cir. 1961). 
19 42 T.C. 1067 (1964). 
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tax returns, and joint control over or mutual responsi
bility for the enterprise. While the taxpayer involved 
in Luna contended that he was a partner in possession 
of an interest akin to a profits interest, under the clear 
facts of the case, the arrangement was merely an 
employer-employee relationship. 

The foregoing cases were fairly easy decisions to 
reach given the factual circumstances of the cases. If 
practitioners provide for written compensation plans 
and written partnership agreements, followed up by 
partnership income tax reporting, these facts will be 
of substantial assistance in concluding that equity plan 
participants are partners. Further, to the extent profits 
have been earned, profits interest partners should be
come responsible for sharing losses under the partner
ship agreement. All of these factors will support a 
finding of intent to create a partnership and the shar
ing of entrepreneurial risk. In GCM 36346, under 
facts similar to those in the Diamond case, the Chief 
Counsel for the Service profcosed treating the profits 
interest holder as a partner. 0 This GCM may prove 
significant in asserting that profits interest holders 
should be treated as partners. 

A complicating factor that may often be encoun
tered is where the service provider performs services 
for a partner of the issuing partnership rather than for 
the issuing partnership.21 GCM 36346 viewed the in
tent to invest the services in the issuing partnership as 
critical. 22 

20 GCM 36346 (July 23, 1975). The GCM looks to the factors 
in Rev. Rul. 75-43, 1975-1 C.B. 383, to determine partner status. 

21 See Petkun and Shea, "Using Partnership Profits Interests to 
Reward Key Employees of the General Partner," 86 J. Tax'n 165 
(March 1997). 

22 PLR 9533008 was a more recent situation where the Service 
concluded that an employee of a corporate partner in two partner
ships did not become a partner in such underlying partnerships. 
The employee received a portion of the corporate partner's inter
ests in profits of the underlying partnerships and claimed that the 
receipt of the profits interest was not a taxable event. The PLR in
dicated that a written settlement agreement (which resolved a dis
pute between the service provider and the corporate partner) indi
cated that the parties agreed that there had been no prior written 
documentation of the service provider's interest in the profits of 
the underlying partnerships. The settlement agreement further 
contained an acknowledgement that the service provider was not 
a partner in the underlying partnerships. Hence, the Service ruled 
that a profits interest was an unfunded, unsecured promise to pay 
money in the future and, therefore, was not currently taxable to 
the service provider. On a subsequent sale of the profits interest, 
the Service found that the taxpayer recognized ordinary income 
and not capital gain because the employee received the profits in
terest in his capacity as an employee and not as a partner, or in 
anticipation of becoming a partner. See also Smith Est. v. Comr., 
313 F.2d 724 (8th Cir. 1963), holding that no partnership was con
sidered formed with respect to a commodities profit sharing ar
rangement because the parties did not possess an intent to form a 
partnership. 

If the service provider does, indeed, become a part
ner of the partnership, then salary-like payments made 
to the service provider/partner will continue to repre
sent ordinary compensation income and most likely 
will be considered guaranteed payments. Under 
§707(c), guaranteed payments are those payments 
made to a partner for services regardless of the in
come of the partnership. Payments made to a service 
provider/partner are typically viewed as guaranteed 
payments which would not be subject to withholding 
or employment taxes. The Service has long taken the 
position that partners are not "employees" for pur
poses of the federal employment tax.23 Consequently, 
once partner status is obtained, that service provider 
typically will not be viewed as an employee and sal
ary payments made to such partner would not be sub
ject to withholding. With the enactment of §707(a), a 
more detailed analysis may be required to determine 
whether withholding would be required on payments 
considered to be guaranteed payments to a partner. 

Section 707(a) contemplates that partners may en
gage in transactions with the partnership in a capacity 
other than as a partner. 24 Whether a payment is re
ceived in the capacity of a partner is a question of 
fact. Generally, where a partner is performing broad 
management services rendered pursuant to the part
nership agreement and in furtherance of the stated 
purpose of the partnership, such services are likely to 
be considered as rendered in the capacity of a part
ner. 25 Where, however, the services rendered by the 
partner are the same services the partner renders as an 
independent contractor to other persons, the services 
will likely be found to be rendered in a nonpartner ca
pacity.26 Consequently, the identity of the service 
provider/partner and the type of services provided to 
the partnership by such service provider/partner could 
dictate whether withholding is appropriate on the sal
ary payments made to such person, irrespective of 
§707(c). 

23 Rev. Rul. 69-184, 1969-1 C.B. 256. 
24 Armstrong v. Phinney, 394 F.2d 661 (5th Cir. 1968). 
25 See Pratt v. Comr., 64 T.C. 203 (1975), aff'd in part, rev'd in 

part, 550 F.2d 1023 (5th Cir. 1977); Rev. Rul. 81-300, 1981-2 
C.B. 143; TAM 8642003. The legislative history to the Deficit Re
duction Act of 1984, however, states that in light of the amend
ments to §707(a)(2), the transaction in Rev. Ru!. 81-300 would be 
treated as a §707(a) transaction. The legislative history, however, 
does not elaborate on the reasoning for this assertion. The Service, 
however, continues to cite Rev. Ru!. 81-300 with approval (e.g., 
TAM 8642003). 

26 See Rev. Ru!. 81-301, 1981-2 C.B. 144, wherein the Service 
ruled that the investment advisory services rendered by a partner 
were rendered in a nonpartner capacity where (i) such services 
were subject to supervision by the remaining partners, and (ii) 
such services were of the type the partner normally provided to 
others as part of its regular trade or business. 

Tax Management Memorandum 
254 © 2001 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc., Washington, D.C. 20037 

ISSN 0148-8295 



I 

Booking0 up Capital Accounts 
To ensure that the service provider and the existing 

partners get the economic deal that they anticipate, the 
partnership assets and partners' capital accounts 
should be "booked-up." This is true whether the ser
vice provider receives a capital interest or a mere 
profits interest. The book-up will attempt to establish 
the current fair market of the business and enable all 
of the partners going forward to gauge their relative 
position in increases and decreases in the value and 
profitability of the business based on the current 
value, rather than the historic value, of the business. 
An appraisal should be obtained to give substance to 
the fair market value determination. Indeed, it would 
be advisable to have all partners acknowledge their 
agreement with the fair market value determination 
and the partners ' relative capital account balances by 
signing the partnership agreement, or an addendum 
thereto which reflects this information. This process 
would provide further support for finding the service 
providers to be partners. 

In the case of a book-up upon the issuance of a 
profits interest, the service provider will have a capi
tal account of zero and the other partners' capital ac
counts will reflect the prior income and appreciation 
in the business. The book-up will help demonstrate 
that the profits interest holder is within the nontaxable 
ambit of Rev. Proc. 93-27. It also protects the pre
existing partners by preventing existing appreciation 
in the partnership's assets from being transferred to 
the service provider. In the case of the issuance of a 
capital interest, a book-up will enable the service pro
vider to understand his economic grant from the other 
partners and, just as importantly, the historic partners 
will be able to recognize the slice of existing value 
that they have given away. 

The authorization for a book-up is unclear, how
ever, when a partnership interest is issued in exchange 
for the performance of services. The regulation most 
often cited by commentators as authority for a 
book-up is Regs. §1.704-l(b)(2)(iv)(f), notwithstand
ing the fact that this regulation does not specifically 
reference the issuance of an interest solely for ser
vices. 27 Revaluations of partnership property (i.e., 
book-ups) are authorized in connection with contribu
tions of money or other property specifically, but no 
mention is made of contributions of services. This is 
quite possibly an oversight of the drafters of the §704 
regulations because Regs. §1.721-l(b)(l) specifically 
recognizes the partnership's ability to issue an interest 
in connection with the performance of services. If 
there is no book-up of the capital accounts or the part-

27 Alternatively, authority for a book-up may arguably be found 
in Regs. § l.704-l(b)(2)(iv)(q). 
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nership's assets, the service provider who was expect
ing a profits interest could become entitled to share in 
prior appreciation and, consequently, be regarded as 
having been issued a capital interest (thereby defeat
ing the purpose of the partnership's attempt to issue 
nontaxable interests). 28 

APPLICATION OF §83 

Vesting Concepts 
Although stock awards are popular compensation 

tools in the corporate context, awards of stock are 
more often than not subject to a substantial risk of for
feiture and/or limitations on transferability. This ar
ticle will focus on the risk of forfeiture aspect of §83. 
The decided cases discussed above 29 have applied 
§83 to the transfer of a capital interest to a service 
provider. In the case of partnerships and LLCs, 
awards of either capital interests or profits interests 
may be subjected to risks of forfeiture in the same 
fashion as corporate stock grants. Section 83(a) gen
erally provides that if property is transferred to any 
person for the performance of services, the fair mar
ket value of such property (less any amount paid for 
such property) shall be included in income when such 
property is no longer subject to a substantial risk of 
forfeiture (or is transferable). Consequently, at the 
time a capital interest in a partnership is no longer 
subject to such a risk of forfeiture, the service pro
vider will recognize income in an amount equal to the 
fair market value of the capital interest on the date the 
interest becomes substantially vested (less any 
amount paid for the interest).30 The entire value of the 
capital interest would represent compensation income, 
including any appreciation in value of the interest dur
ing the time period in which the capital interest was 
subject to a substantial risk of forfeiture. 

Interestingly, during the period of time in which the 
capital interest was subject to a substantial risk of for
feiture, the service provider apparently would not be 
considered to be a partner of the partnership by rea
son of Regs. §1.83-l(a)(l).31 On this basis, the allo
cations provided in the partnership agreement should 

28 A book-up could be avoided by clearly drafting the alloca
tion provisions to cause prior appreciation to be allocated to the 
historic partners; however, this would not create an accurate re
flection of the value of the business on the partnership's books and 
would not provide an accurate measure of the partnership's in
come or loss on an ongoing basis among the partners. 

· 
29 See Mark IV Pictures and Hensel Phelps, fn. 7, above. 
30 Regs. §1.83-3(b). See also Regs. §1.721-l(b)(l) . 
31 Regs. §1.83-l(a)(l) provides that until unvested property be

comes substantially vested, the transferor shall be regarded as the 
owner of such property, and any income from such property re-
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be made as if the service provider was not a partner 
and had not been awarded a capital interest. Presum
ably, any distributions made to the service provider 
prior to her becoming substantially vested would con
stitute ordinary compensation income (because such 
person should not yet be recognized as a partner for 
tax purposes). Likewise, salary payments made during 
this time period (while the interest is subject to a sub
stantial risk of forfeiture) would be considered as be
ing made to a nonpartner and, therefore, subject to 
employer withholding obligations. 

If the capital interest is burdened by a substantial 
risk of forfeiture, an analysis should be undertaken to 
determine whether the recipient should not be re
garded as a partner merely because §83 postpones the 
time for including the property in gross income. If the 
capital interest recipient possesses an interest subject 
to a substantial risk of forfeiture, it would neverthe
less be possible for (i) the Service, (ii) a court, or (iii) 
the partnership agreement to view the service provider 
as a partner for federal income tax purposes on a cur
rent basis in spite of §83 and the service provider's 
potential forfeiture of the interest. In such a case, al
locations of income made to the service provider/ 
partner during the period of time that the risk of for
feiture is in effect would presumably be reported as 
income on an ongoing basis. These ;:illocations would 
build up the service provider/partner's capital ac
count. Then, upon the lapse of the risk of forfeiture 
(i.e., becoming substantially vested), the capital ac
count balance that had been building up over time 
would become taxable as compensation income pur
suant to §83. The effect of these events would appar
ently cause the service provider to be subject to 
double taxation on the value of the interest received 
(by reporting income on an ongoing basis and, again, 
on vesting). This double taxation effect indicates that 
§83 should prevent a service provider from being con
sidered to be a partner for federal income tax purposes 
prior to the lapse of the risk of forfeiture and the part
nership agreement should not provide current alloca
tions to such person. Thus, the presence of a risk of 
forfeiture should prevent the service provider from 
being considered a partner of the partnership, unless a 
§83(b) election is made. 

With respect to the partnership, the issuance of a 
capital interest subject to a substantial risk of forfei
ture should not provide an immediate deduction to the 
partnership under §83(h). The partnership will be en
titled to a compensation deduction equal to the 
amount of income reported by the service provider/ 
partner as the capital interest becomes substantially 
vested over time. To be explored later is whether the 

ceived by the service provider shall constitute additional compen
sation. 

partnership's issuance of the interest at the time of 
substantial vesting potentially gives rise to a partner
ship level gain. 

Grasping the issues associated with the grant of a 
profits interest that is burdened by a substantial risk of 
forfeiture is a little more difficult. An outright award 
of the typical profits interest should not be subject to 
taxation under the authority described above. Like
wise, an award of a profits interest which is subject to 
a substantial risk of forfeiture should not be subject to 
immediate taxation. Again, based on Regs. § 1.83-
l(a)(l), the service provider should not be considered 
a partner until some part of her interest is no longer 
subject to a substantial risk of forfeiture . In most 
cases, however, the partnership would like the service 
provider to become entitled to a share of the partner
ship's profits and appreciation from the date of the 
award through the period of vesting. 

At the time the profits interest vests, the partnership 
may have generated profits and/or appreciated in 
value from the date of issuance. Hence, at the time of 
vesting, the profits interest may have become a com
bined interest in both profits and capital, and the ap
plicability of §83 at that point in time would be fairly 
clear. Consequently, as the risk of forfeiture lapses, 
the service provider will ordinarily be in possession of 
a partnership interest that has become a capital inter
est taxable to the service provider as the risk of forfei
ture lapses. This will give rise to ordinary income 
equal to the fair market value of the combined profits 
and capital interest at the time of vestin~ (including 
appreciation in the value of the business) . 2 The part
nership would presumably be entitled to a compensa
tion deduction in the amount of income recognized by 
the service provider. Additionally, at the time of vest
ing, the service provider would then normally become 
a partner for tax purposes (having a combined interest 
in profits and capital). Thereafter, allocations of part
nership income to the partner would retain their char
acter based on the characterization of such items at 
the partnership level. 

These are bad results for a profits interest recipient. 
The general idea behind creating an award of a prof
its interest is that the recipient can avoid paying in
come tax based upon the grant of the interest. By at
taching vesting provisions to the profits interest re
cipient's award, the service provider may become 
taxable as the risk of forfeiture lapses. A service pro-

32 It would be possible to structure a compensation plan that 
would merely entitle the service provider to an interest in future 
profits and future appreciation, going forward from the time that 
the risk of forfeiture lapses. However, this type of plan would not 
reward the service provider with an interest in the profitability and 
appreciation of the partnership for the period of time between the 
date of the award and the lapse of the forfeiture provisions. 
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vider in receipt of a profits interest award subject to a 
substantial risk of forfeiture may wish to make an 
election under §83(b) (a "§83(b) election") to accel
erate the property transfer for federal income tax pur
poses and thereby avoid income recognition as de
scribed above. 

§83(b) Elections 
Service providers who expect to satisfy the vesting 

requirements that may be associated with a grant of an 
interest (whether a combined capital and profits inter
est or merely a profits interest) may be well advised 
to make a §83(b) election. In the case of a grant of an 
interest that is a capital interest, the ability to make a 
§83(b) election seems fairly clear. Again, the decided 
cases relating to capital interest transfers to service 
providers support the application of §83 to the trans
fer of the interest. 33 A § 83(b) election accelerates the 
income recognition event for the capital interest re
cipient in spite of the existence of the risks of forfei
ture. The income to be reported by the service pro
vider is equal to the fair market value of the interest 
received less the amount paid, if any, for the interest. 
The filing of a §83(b) election should cause the ser
vice provider to become a partner for tax purposes at 
the time of the issuance of the interest despite the 
capital interest being "substantially nonvested." 34 

The dictates of §83 should control the service pro
vider's treatment as a partner, but the facts and cir
cumstances as a whole should be analyzed by the 
practitioner in an attempt to ensure the treatment of 
the service provider as a partner under traditional 
principles. By obtaining partner status for the service 
provider, allocations of income or loss pursuant to the 
partnership agreement will be capital or ordinary 
based on the characterization at the partnership level. 
A §83(b) election will prevent appreciation in the 
partnership assets during the vesting period from be
coming taxed to the service provider as compensation 
income. At the time a capital interest recipient makes 
a §83(b) election, the partnership will generally be en
titled to a corresponding compensation deduction. 

The ability of a profits interest recipient to make a 
§83(b) election is not entirely clear although the case 
law would seem to support the ability to make a 
§83(b) election. The cases seem to conclude that a 
profits interest represents "property" for purposes of 

33 See Mark IV Pictures and Hensel Phelps, fn. 7, above. 
34 See Regs. § l.83-2(a) providing that if a §83(b) election is 

made, the substantial vesting rules of §83(a) and the regulations 
thereunder do not apply with respect to such property, and the 
property with respect to which the election is made shall be in
cludible in gross income as of the time of transfer even though 
such property is substantially nonvested. 
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§83.35 This point becomes critical in situations where 
risks of forfeiture are placed on the award of a profits 
interest because a §83(b) election would prevent the 
appreciation in value during the vesting period from 
being taxed as ordinary compensation income. If §83 
does not apply to the award of a profits interest in the 
first place, it seems there can be no §83(b) election 
made. 

Regs. §1.61-2(d)(6) provides that §83 applies to all 
transfers of property made in connection with the per
formance of services after June 30, 1969, unless the 
transfer of property is excluded from the coverage of 
§83 by Regs. § 1.83-8 (which does not exclude trans
fers of partnership interests). The §83 regulations ap
ply to property transferred to employees or indepen
dent contractors. 36 At the moment of the issuance of 
a partnership interest for services, the service provider 
will typically be an employee or independent contrac
tor. Moreover, state partnership acts generally de
scribe a ~artnership interest as intangible personal 
property.3 Consequently, the issuance of a profits in
terest should be property for purposes of §83 and, 
therefore, a §83(b) election should be applicable. 

As in the case of a capital interest, if a §83(b) elec
tion can be made based upon the receipt of a profits 
interest, the substantial vesting rules of §83(a) will not 
apply and the property will be ineluctable in gross in
come at the time of transfer even though the profits 
interest remains substantially nonvested. This does 
not mandate that the service provider will be recog
nized as a partner for tax purposes and practitioners 
will need to consult other authority for determining 
whether the profits interest recipient is considered a 
partner for tax purposes. 38 However, at least with re
spect to §83, the profits interest should be considered 
transferred to the service provider at the time the 
§83(b) election is made. 

The Eighth Circuit in Campbell v. Comr. did not di
rectly agree with the application of §83 to a transfer 
of a profits interest to a service provider although the 

35 Campbell v. Comr., T.C. Memo 1990-162, rev'd on this is
sue, 943 F.2d 815 (8th Cir. 1991) (where the Tax Court applied 
§83 but the Eighth Circuit on appeal did not reach the same con
clusion); Kenroy, Inc. v. Comr., T.C. Memo 1984-232; St. John v. 
U.S., 84-1 USTC 'l[9158 (C.D. Ill . 1983). See also Diamond v. 
Comr., 492 F.2d 286 (7th Cir. 1974). 

36 Regs. §§1.83-l(a), l.83-3(f), 183-5(b)(l), and l.83-7(a). 
37 See, e.g., Uniform Partnership Act §502 (1997); Uniform 

Partnership Act §26 (1914); Revised Uniform Limited Partnership 
Act §701 (1976); Uniform Limited Partnership Act § 18 (1916); 
Uniform Limited Liability Company Act §501 (1995). 

38 In the case of an S Corporation which created a restricted 
stock plan for key employees, the Service ruled that the holders of 
restricted stock that vest immediately pursuant to a §83(b) elec
tion will be considered stockholders for S Corporation purposes 
(presumably required to be allocated of proportionate share of in
come and Joss). PLR 8942091. 
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taxpayer ultimately prevailed because the profits inter
est was incapable of being reliably valued. The Eighth 
Circuit's decision left open whether a profits interest 
was indeed property for purposes of §83. The authors 
of one leading treatise believe that a profits interest 
does not represent property for purposes of §61 or 
§83.39 The Service appeared to champion this position 
when it issued Prop. Regs. §1.721-l(b)(l)(i) 40 in 
1971. Prop. Regs. §1.721-l(b)(l) specifically called 
for the application of §83 to the award of a capital in
terest, but failed to reference the application of §83 to 
the issuance of a profits interest. In GCM 36346, is
sued in 1977, the Service perhaps equivocated on the 
treatment of a profits interest as property. The Chief 
Counsel analogized the receipt of a profits interest to 
an unfunded, unsecured promise to pay deferred com
pensation, but also recognized at least that it "is diffi
cult to quarrel with the Tax Court's finding [in 
Diamond] that such an interest is property under 
Treas. Reg. §1.61-2(d)(l)." 41 A key passage in the 
proposed revenue ruling within GCM 36346 found 
that "when an interest in future profits of an enter
prise is acquired as compensation for services by 
someone other than a partner, such interest is not con
sidered property for purposes of section 61 of the 
Code." This could be an indication that the Service 
was ready to treat a profits interest as property in a 
non-Diamond situation - that is, where the profits in
terest recipient was expected to have a continuing in
terest in the partnership. The proposed revenue ruling 
in GCM 36346 was never published by the Service. 
Finally, in 1991, on appeal to the Eighth Circuit in 
Campbell, the Service conceded that the transfer of a 
profits interest did not represent ordinary income if 
the services were performed for the issuing partner
ship. 42 Based on this concession, the Service may not 
view the transfer of a profits interest as a property 
transfer for purposes of §83. 

In an attempt to bring a profits interest within the 
application of §83, some practitioners have suggested 
that a service provider make a small capital contribu
tion in exchange for the profits interest so that the 
ownership interest received would represent both a 

39 McKee, Nelson & Whitmire, Federal Taxation of Partner
ships and Partners, Warren, Gorham & Lamont (1997) ')[5 .02[1]. 

40 Prop. Regs. §1.721-l(b)(l)(i) provides "if the partnership in
terest is transferred after June 30, 1969 (except to the extent para
graph (b) of§ l.83-8 applies) then the transfer of such interest in 
partnership capital shall be treated as a transfer of property to 
which section 83 and the regulations thereunder applies." 

41 GCM 36346 (July 25, 1977). The ultimate position in the 
GCM is that when a profits interest is received in exchange for 
services performed by a partner in a nonpartner capacity, the re
ceipt of such an interest is not taxable, but the profits subsequently 
received (including gains on a sale) are compensation income. 

42 Campbell, 943 F.2d at 818. 

capital interest (to the extent of the capital contribu
tion by the service provider) and a profits interest. By 
doing so, the service provider would perhaps fall 
within the cases holding that §83 applies to the trans
fer of a capital interest, instead of being forced to rely 
on the profits interest authority. The Service, however, 
could attempt to bifurcate the issuance of the inter
est 43 to counteract the taxpayer's efforts in this re
gard. 

Even if the service provider overcomes all the 
hurdles necessary to become substantially vested in 
the partnership interest, the other partners may want 
to ensure that the service provider cannot maintain 
ownership of her partnership interest if she no longer 
provides services to the partnership. That is, if the 
"employment" relationship with the partnership ter
minates, the partnership or the other partners may 
wish to acquire the partnership interest held by the 
former service provider. If the service provider must 
relinquish her partnership interest for less than its fair 
market value at the time of termination, this may 
bring into question whether a transfer of property had 
actually occurred under §83. The regulations under 
§83 specifically provide that no transfer may have oc
curred where property is transferred under conditions 
that require its return upon an event that is certain to 
occur (e.g., termination of employment).44 One key 
fact that the Service will take into account in deter
mining whether a transfer occurred is whether the re
purchase price is substantially less than fair market 
value.45 

In most partnership situations, the partnership (or 
the partners individually) will either purchase the in
terest for its fair market value at the time of the termi
nation from employment or, at the least, the capital 
account balance at the time of termination. The capi
tal account balance will reflect income allocated to the 
service provider upon which taxes would have been 
paid. A positive balance represents an entitlement of 
the service provider to an amount of money that may 
be received from the partnershi£ (but has not yet been 
received) on a tax-free basis. 6 In many plans, the 
conclusion is reached that a fair purchase price would 
be an amount at least equal to the capital account bal
ance of the terminated service provider. Accordingly, 
partners routinely are required to sell their interests 
back to the partnership under a formula purchase 
price. For purposes of §83, a formula purchase price 
may or may not be respected by the Service in deter
mining whether property is being repurchased at a 

43 Cf U.S. v. Stafford, 727 F.2d 1043 (11th Cir. 1984). 
44 Regs. § l.83 -3(a)(3) and (7) (Examples 3, 4 and 5) . 
45 Regs. § l .83-3(a)(5). 
46 §73 l(a). 
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price substantially equivalent to fair market value.47 

Nevertheless, the existence of a right to purchase at 
the capital account balance probably does not rise to 
such a level as to warrant a finding that the interest 
should be treated as not having been transferred, par
ticularly where the partnership's repurchase right is 
structured as an option to purchase or, alternatively, as 
a right of first refusal. 

OPTIONS 
In Notice 2000-29, 2000-23 I.R.B. 1241, the Ser

vice stated that: 

In a variety of situations, partnerships is
sue options or convertible debt that allow the 
holder to acquire by purchase or conversion 
an equity interest in an entity classified as a 
partnership for federal tax purposes . ... Of
ten, these instruments are exercised or con
verted when the partnership interest to be re
ceived is more valuable than the sum of con
sideration previously transferred to the 
partnership plus any consideration transferred 
upon exercise or conversion. 

The Service sought public comment on the treat
ment of the exercise of an option to acquire a partner
ship interest and the exchange of a convertible debt 
instrument for a partnership equity interest. The crux 
of the issue is whether the historic partners should be 
taxable on the appreciation in the partnership's assets 
based on a deemed sale of a portion of the partner
ship's assets when the option is exercised or when the 
debt is converted. This issue is not a new one. It is the 
same issue that arises when a partnership interest is 
issued for less than a fair market value purchase price 
- i.e., when an interest is issued in exchange for the 
performance of services. If nonrecognition of gain ap
plies, it is feared that appreciation in the assets during 
the option period could be allocated to the option
holder without the existing partners recognizing gain. 

As recognized by the Service in Notice 2000-29, 
options to acquire partnership interests are becoming 
more common. Options may be issued in either a 
compensatory or noncompensatory setting. This ar
ticle focuses primarily on the grant of options in the 
compensatory context. Options in the partnership con
text bear the same characteristics typical in other set
tings. An option granted to a service provider would 
typically allow a holder to purchase a specified inter
est in the partnership's capital and profits at a speci
fied price during a specified period. The exercise price 
for the option may be below, equal to, or greater than 

47 Regs. § 1.83-5. 
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the fair market value of the underlying partnership in
terest at the time of the grant of the option. 

Ta}{ Effects on Issuance 
The tax consequences relative to the issuance of the 

option itself should be fairly noncontroversial. It is the 
tax effect upon exercise of the option that creates con
troversy. The grant of an option to acquire a partner
ship interest with an exercise price below fair market 
value should not be considered an event triggering 
immediate tax consequences to the service provider, 
unless the exercise price was substantially below the 
current fair market value of the partnership interest 
(i.e., a "deep in the money" or "deep discount" op
tion).48 An exercise price that is too low may cause 
the underlying partnership interest to be considered to 
be issued at the time of the award of the option. 

The issuance of an option to acquire stock in a cor
poration was clearly intended to be covered by §83. 
Regs. § 1.83-7 contains the word " stock" in the head
ing, but the body of the regulation broadly describes 
the application of §83 to the issuance of an option to 
acquire property without reference to the specific type 
of property underlying the option. Further, there is no 
announced position by the Service that §83 would be 
an inappropriate source of authority to determine the 
taxation of the issuance of options in a partnership 
context. 

Practitioners will most commonly be faced with the 
situation where an option to acquire a partnership in
terest will not have an ascertainable fair market value 
at the time of the grant. Consequently, the service pro
vider will not recognize taxable income upon receipt 
of the option.49 Section 83 provides for complimen
tary effects to the employer by postponing a compen
sation deduction until the time that the option recipi
ent recognizes income.50 Because an option without a 
readily ascertainable fair market value is not consid
ered property under §83(e)(3), the service provider 
could not make a §83(b) election to accelerate the 
time at which such a compensatory transfer occurs for 
federal income tax purposes. 

l ax Effects cm Exercise 
The exercise of an option triggers the time at which 

the property transfer to the service provider is consid-

48 See Rev. Ru!. 82-1 50, 1982-2 C.B. 110 (deeply discussed op
tion in foreign personal holding company stock treated as actual 
ownership of stock); O' Neil and Schenck, "Using Discount Stock 
Options as Executive Compensation,,. 72 J. Tax'n 348 (June 
1990). 

49 §83(e)(3); Regs. §1.83-7(a). 
50 §83(e)(3) and (h); Regs . § l.83-7(a). 
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ered to occur for federal income tax purposes. Only 
upon exercise are the various components of §83 ca
pable of being applied. The income required to be rec
ognized by the service provider at the time of exercise 
is equal to the difference between the fair market 
value of the partnership interest received on the date 
of exercise less the option exercise price. It would be 
possible to structure a compensation plan which pro
vided for options to acquire a profits interest at the 
time of the exercise of the option. Under those cir
cumstances, the exercise would effectively provide 
the service provider with an interest in the future prof
its and future appreciation of the partnership, going 
forward from the date of exercise. In such a case, the 
service provider would acquire a "capital interest" in 
the partnership in an amount equal to the exercise 
price paid for the partnership interest. Accordingly, 
the safe harbor of Rev. Proc. 93-27 would arguably 
apply and the service provider would not be required 
to recognize any income upon the exercise of this type 
of option. Because this type of option would not be
stow upon the service provider any appreciation in the 
value bf the business occurring during the period of 
time between the grant of the option and the date of 
exercise, this type of option would not be the type 
most often encountered. 

More commonplace will be situations where the 
service provider would expect to become entitled to a 
portion of the partnership's underlying capital imme
diately upon exercise of the option (some amount in 
excess of the exercise price) as if the option-holder 
were a partner immediately upon issuance of the 
award. This type of compensation plan would be more 
closely analogous to a corporate stock option plan. 
Ordinarily, the service provider will exercise the op
tion on a date when the fair market value of the inter
est received exceeds the exercise price. On exercise, 
because the service provider would then become im
mediately entitled to a portion of the partnership's un
derlying capital in excess of the exercise price, §83 
would be expected to tax the service provider on the 
exercise of her option in typical §83 fashion . The end 
result of the option exercise is that a capital interest is 
issued to a service provider without the service pro
vider making a property contribution of equal value to 
the partnership. This analysis would be, by and large, 
the same analysis applied to an outright grant of a 
capital interest to a service provider in exchange for 
the performance of services described above. Corre
spondingly, upon exercise of the option, the partner
ship will be entitled to a compensation deduction in 
the same year in which the service provider reported 

the income,. provided that such an expense is not re
quired to be capitalized by the partnership.51 

Partnership Treatment 
The primary area of uncertainty when an option is 

exercised ( or a partnership interest is issued) is 
whether the partnership has any tax effects to report 
other than its deduction. Some commentators have 
proposed that the partnership should recognize gain or 
loss upon the issuance of a capital interest. However, 
there seem to be circulating at least two schools of 
thought to address whether the partnership itself 
should have a taxable event upon the exercise of an 
option to acquire a partnership interest. Neither school 
of thought is statutorily mandated or raised by gov
ernmental regulation. Likewise, no cases have yet ad
dressed the issue. 

Capital Shift 
One school of thought would view the exercise of 

an option and resulting issuance of an underlying 
capital interest by the partnership as a deemed trans
fer of an undivided interest in the partnership's assets 
to the service provider, followed immediately by a 
deemed recontribution of such assets to the partner
ship.52 Because capital is said to shift from the his
toric partners to the service provider, this is some
times referred to as the capital shift theory. 

The rationale for this proposition is grounded in the. 
more general tax principle that a transfer of appreci
ated property in satisfaction of a debt, or compensa
tion obligation, would require the employer to recog
nize gain on the difference between the value of the 
property transferred to satisfy the obligation and the 
employer's basis in such property.53 In the corporate 
context, § 1032 protects corporations from ever recog
nizing gain when issuing shares of the corporation's 
own stock to its employees in exchange for the per
formance of services. 54 The general rule requiring 
employer gain recognition related to transfers of ap
preciated property in connection with the performance 
of services in Regs. § l.83-6(b) specifically provides 
for an exception to gain recognition for corporations 
in the situation where § 1032 applies. Because there is 
no exception from entity-level gain recognition speci
fied in Regs. § l.83-6(b) when a partnership issues an 
ownership interest in itself to a service provider (like 
the exception provided for corporations), it is argued 
that the partnership is not protected from gain recog
nition when a partnership interest is transferred in ex-

5 1 §83(h). 
52 See McKee, Nelson & Whitmire, above; at ~[5.08 [Z][b]. 
53 See Regs. § l.83-6(b ). 
54 Regs. §1.1032-l(a). 
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change for services. Presumably, if the §83 regula
tions merely provided a partnership-level exception 
from gain recognition, then a partnership would not 
be required to recognize gain. Thus, the failure to in
clude a partnership-level exception requires that the 
partnership recognize gain. 

Proponents of this theory assert that they are reach
ing the correct tax result because the basis of the part
nership's assets attributable to the service provider 
match the service provider's basis in her partnership 
interest.55 The deemed asset transfer to the service 
provider from the partnership should cause the tax ba
sis of those assets to obtain a fair market value cost 
basis under § 1012. When those assets are deemed to 
be recontributed to the partnership, the partnership 
succeeds to the same basis. 56 Correspondingly, the 
service provider would obtain a basis in her partner
ship interest equal to the basis of those recontributed 
assets (a cost basis).57 It is asserted that this line of 
reasoning avoids exposing the service provider to pos
sible double taxation because the partnership's asset 
basis increase would be allocable entirely to the ser
vice provider.58 Symmetry is achieved between the 
service provider 's basis in her partnership interest and 
her share of the partnership's assets. At the time of the 
deemed recontribution of assets, Regs. § l.704-
l(b)(2)(iv)(f) would be available to provide the part
nership with a clear authorization to "book-up" the 
capital accounts immediately prior to the transfer of 
the capital interest to the service provider. 

The achievement of symmetry in the service 
provider/partner's inside and outside basis is of no 
real significance, however, from an income tax stand
point. Discrepancies between inside and outside basis 
regularly occur. Antidotes are available to remedy the 
problems that could arise due to an inequality be
tween inside and outside basis. Section 704(c) and the 
regulations promulgated thereunder will prevent a ser
vice provider from being taxed on income properly at
tributable to the historic partners. The reverse §704(c) 
allocation regulations59 require that, in cases where 
partnership property is revalued under Regs. § l.704-
l(b)(2)(iv)(f) and a book/tax disparity results,60 the 
principles of §704(c) apply. The principles of §704(c) 

55 McKee, Nelson & Whitmire, above, at 'j[5.08[2][b]. 
56 §723 . 
57 §722. 
58 See McKee, Nelson & Whitmire, above, at 'j[5 .08[2][b]. 
59 Regs. § l.704-3(a)(6). 
60 It must be admitted that Regs. § l.704-3(a)(6) does not refer

ence a possible book-up occurring under Regs. § l.704-
l(b)(2)(iv)(q), which is probably the most likely authorization for 
a book-up in the case of a transfer of an interest to a service pro
vider. The lack of a technically precise cross-reference by Regs. 
§ l.704-3(a)(6) should not be seriously entertained as an authori-
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are required to apply even in cases where the partner
ship does not maintain capital accounts in conformity 
with Regs. §1.704-l(b)(2)(iv).61 The reverse §704(c) 
allocations should, therefore, be sufficient to prevent 
the service provider from being subjected to the risk 
of double taxation without the need to create a ficti
tious asset distribution and resulting increase in asset 
basis. 

Proponents of the partnership-level gain theory also 
believe that gain recognition is supported by the part
nership regulations. Regs. § 1. 721-1 (b )( 1) provides 
that if any partner gives up his right to be repaid his 
"contributions" in favor of another partner as com
pensation for services rendered to the partnership, the 
nonrecognition provisions of §721 do not apply. Con
sequently, when capital shifts from one partner to an
other, the partnership's protection from gain recogni
tion provided by §721 is thereby lost, according to the 
explicit terms of the regulation. 

Reliance on Regs. §1.721-l(b)(l) and the capital 
shift argument, in general, begins to fall apart upon a 
close examination of the applicability of the regula
tion in the first place. This regulation speaks only to 
partners giving up their right to be repaid "contribu
tions" and does not directly speak to increases in the 
partners' capital accounts attributable to income and 
appreciation. 62 In fact, Regs. § 1. 721-1 (b )( 1) does not 
purport to apply to situations involving a partner giv
ing up his right to be repaid his share of partnership 
earnings. In pertinent part, this regulation provides 
"[t]o the extent that any of the partners gives up any 
part of his right to be repaid his contributions (as dis
tinguished from a share of partnership profits) in fa 0 

vor of another partner." Thus, it may be a rare case 
when the transfer of a partnership interest outright, or 
pursuant to the exercise of an option, would actually 
result in the historic partners giving up their right to 
be repaid their "contributions" to the partnership.63 

Notwithstanding the foregoing, even if the issuance 
of the partnership interest to a service provider fits 

zation to ignore the principles of §704(c). 
61 Regs. § J.704-3(a)(3). 
62 Regs. § I. 721-1 (b )(1) does reference a transfer of an interest 

in partnership "capital" rather than merely a transfer of "contri
butions"; however, this merely serves to demonstrate that the 
regulation is inconsistent within itself. 

63 The relevant portion of Regs. §1.721-l(b)(l) provides: 
Normally, under local law, each partner is entitled to be 
repaid his contributions of money or other property to 
the partnership (at the value placed upon such property 
by the partnership at the time of the contribution) 
whether made at the formation of the partnership or sub
sequent thereto. To the extent that any of the partners 
gives up any part of his right to be repaid his contribu
tions (as distinguished from a share in partnership prof
its) in favor of another partner as compensation for ser
vices (or in satisfaction of an obligation), section 721 
does not apply. The value of an interest in such partner-
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within the contemplation of this regulation, the regu
lation specifies the inapplicability of §721- which 
governs the tax effects on both the partnership and the 
partner- and describes the resulting tax consequences 
to the service provider in great detail. Regs. § 1.721-
l(b )(l) explicitly provides: (i) that the service pro
vider recognizes income under §61; (ii) that the 
amount of income is the fair market value of the in
terest in capital transferred; and (iii) for the timing of 
the income recognition event. The regulation, how~ 
ever, neglects to describe any tax effects to the part
nership or the other partners. This could readily be 
viewed as implicit authorization for the partnership's 
avoidance of gain recognition because §721 is de
signed to control the tax effects to both the partnership 
and the partnership interest recipient. 

The capital shift that is said to occur is difficult to 
ascertain if the partners' capital accounts are exam
ined . Part of the difficulty in the analysis is that Regs. 
§1.721-l(b)(l) was promulgated in 1956 64 and the 
capital account maintenance regulations were prima
rily adopted in 1985.65 The analysis to be undertaken 
to ascertain whether a capital shift has occurred 
should apply in the same fashion to both an outright 
issuance of a capital interest and to the issuance of a 
capital interest pursuant to the exercise of a compen
satory option. The exercise of an option and the pay
ment of the exercise price should involve two compo
nents under general principles of tax law.66 The first 
component would be a contribution of cash to the 
partnership in exchange for an interest under §721. 
The second component would be, to the extent of the 
compensatory transfer, a transfer of a partnership in
terest in exchange for the performance of services. 
There could be no capital shift for the portion of the 
transaction treated as a contribution of capital under 
§721 in exchange for the interest. This leaves the 
transfer of the interest in exchange for services as be-

ship capital so transferred to a partner as compensation 
for services constitutes income to the partner under sec
tion 61. (Emphasis added). 

The regulation's reference to "another partner" also gives rise to 
uncertainty. It is unclear whether the reference was intended to 
mean only historic partners or whether the service provider in re
ceipt of the partnership interest was intended. to be considered a 
partner even though the recipient would likely have been an em
ployee or independent contractor at the time of the issuance of the 
tory partnership interest. However, it is likely that the reference to 
"another partner" was intended to cover the service provider who 
becomes a new partner, given that §721 itself refers to a property 
contributor as a partner. 

64 T.D. 6175, 1956-1 C.B. 211. 
65 T.D. 8065, 1986-1 C.B. 254. 
66 A good analogy would be bargain sale transactions where 

part of the sale represents an arm's-length sale transaction and part 
of the sale involves a gift or compensation element. 

ing the transaction which could give rise to a capital 
shift. 

If a capital shift is to be found, it would seem to be 
found equally in a partnership that maintains · capital 
accounts in accordance with the §704(b) regulations 
and/or a partnership that does not follow the §704(b) 
regulations. If the current capital account maintenance 
regulations are examined to ascertain whether a capi
tal shift occurs, it may be first noticed that these regu
lations do not explicitly provide for a book-up or re
allocation of capital accounts following the exercise 
of an option to acquire an interest or the issuance of 
an interest in exchange for the performance of ser
vices. Because the service provider will report ordi
nary income equal to the value of the partnership in
terest received (less any amount paid for the interest), 
it seems logical that the service provider should re
ceive a capital account balance equal to the income 
reported from the transaction ( otherwise, both the 
economic deal among the partners and the general ob
jectives of the capital account maintenance regula
tions cannot be tracked in the partners' capital ac
counts). This incongruity supports the notion that 
some method must be found to book-up the capital ac
counts under the capital account maintenance regula
tions as a result of the issuance of a partnership inter
est to a service provider, irrespective of whether 
partnership-level gain arises. Because the partnership
level gain theory deems that a contribution of assets 
takes place, authorization for a book-up is found in 
Regs. § 1. 704-1 (b )(2)(iv)(f). If a partnership-level 
transaction does not, in fact, take place, the book-up 
could take place under Regs. §1.704-l(b)(2)(iv)(f) by 
viewing the ability to book-up capital accounts pursu
ant to the issuance of an interest for services as an 
oversight by the drafters of the regulations67 or, alter
natively, under the more general authority of Regs. 
§ 1.704- l(b )(2)(iv)(q).68 

By providing a book-up in the capital accounts and 
recognizing that the partnership is entitled to a deduc-

67 The partnership regulations acknowledge that partnership in
terests may be issued in exchange for services in Regs. §§ 1.704-
l(b)(l)(iv) and 1.721 -l(b)(l). 

68 Regs . § 1.704-1 (b)(2)(iv)(q) states: 
If the rules of this paragraph (b)(2)(iv) fail to provide 

guidance on how adjustments to the capital accounts of 
the partners should be made to reflect particular adjust
ments to partnership capital on the books of the partner
ship, such capital accounts will not be considered to be 
determined and maintained in accordance with those 
rules unless such capital account adjustments are made 
in a manner that (1) maintains equality between the ag
gregate governing capital accounts of the partners and 
the amount of partnership capital reflected on the part
nership's balance sheet, as computed for book purposes, 
(2) is consistent with the underlying economic arrange
ment of the partners, and (3) is based, wherever practi
cable, on Federal tax accounting principles. 
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tion on the issuance of a partnership interest, it is not 
clear that a capital shift occurs at all. As demonstrated 
by the example below, if capital accounts are booked
up, the capital accounts ultimately will have the same 
ending balances whether or not a partnership level 
gain is recognized. This is true because book-ups 
cause the capital accounts to reflect the value of the 
partnership, not the amount of gain recognized. 

Recall that the exercise of an option should involve 
two components: (i) the payment of the exercise price 
in exchange for an interest; and (ii) the transfer of an 
interest in exchange for the performance of services. 
The payment for a portion of the interest cannot result 
in a capital shift; otherwise, any time a contribution is 
made to a partnership in exchange for an interest, a 
capital shift would occur. The issuance of a partner
ship interest in exchange for services will represent 
income to the service provider and provide the part
nership with a deduction. The amount of this income 
represents the service provider's interest in the part
nership's underlying capital and will reside in her 
capital account. Because this income amount repre
sents the deduction available to the partnership, an 
identical amount would be expected to be allocated to 
the historic partners and represent a reduction in their 
capital accounts. The amount of this reduction appears 
to be the "capital shift" contemplated by Regs. 
§1.721-l(b)(l), but the reduction in the capital ac
counts merely results from a compensation deduction. 
The reduction in capital accounts that occurs is iden
tical to the result that would occur if the partnership 
had simply paid cash compensation to the service pro
vider at the time of the exercise of the option. 

Example: 

Partners A and B each own 50% of the capi
tal and profits of Partnership AB. As compen
sation for services rendered in the course of 
the partnership's regular operations, Partner
ship AB grants Employee C an option to ac
quire a one-third interest in the capital and 
profits of Partnership AB for $300. At the 
time of the grant of the option, Partnership 
AB has a value of $600, the assets have a ba
sis of $300, and A and B each have a capital 
account of $300. One year later, when the 
value of Partnership AB has risen to $2,400, 
Employee C exercises his option and acquires 
a one-third interest in the capital and profits 
interest in Partnership AB for the $300 exer
cise price. The partnership agreement pro
vides for liquidation based on capital ac
counts. As a result of the exercise, Employee 
C will recognize $600 of compensation in
come. This amount of income, plus the exer
cise price of $300, would presumably entitle 
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Employee C to a capital account of $900. If a 
book-up occurs under the regulations, A's and 
B's capital account would initially increase to 
$1,200 each (reflecting Partnership AB's fair 
market value) and then be reduced by $300 
each, which is one-half of the compensation 
deduction per partner. 

A B C Total 

Original balance 300 300 600 

After book-up 900 900 1,800 

FMV at exercise of option 1,200 1,200 2,400 

Compensation deduction (300) (300) (600) 

Exercise p1ice 300 300 

Compensation income 600 600 
-

900 900 900 2,700 

A very summary examination of the capital ac
counts when a book-up takes place reveals that the 
historic partners end up with a larger capital account 
balance as a result of the issuance of a partnership in
terest. It may be difficult to contend that the historic 
partners suffered a capital shift when their capital ac
counts end up with a larger balance. The capital shift 
argument, however, would rely on the fact that the 
capital accounts were greater just prior to, or contem
poraneous with, the issuance of the partnership inter
est to the service provider as demonstrated in the ex
ample above. Nevertheless, in spite of this observa
tion, the historic partners continue to be entitled to 
their "contributions" and perhaps makes a case for 
the inapplicability of Regs. §1.721-l(b)(l). The mere 
fact that a deduction accrues to the historic partners 
and causes a reduction in their collective capital ac
counts is not compelling evidence that capital thereby 
"shifts" and justifies the partnership's recognition of 
gain. 

The "capital shift" which occurs in this scenario 
has the exact same effect as an actual payment of 
$600 cash compensation to Employee C when the 
cash is reinvested by Employee C in the partnership. 
It would be difficult to contend that the partnership 
should recognize gain based on a cash payment of 
compensation. A disparity in tax treatment would be 
created for partnerships capable of paying cash com
pensation and those partnerships that had more lim
ited cash resources. Consequently, the capital shift ar
gument in Regs. §1.721 - l(b)(l) would not appear to 
provide strong support to the capital shift theory 
based on a capital account analysis because the his
toric partners' capital accounts simply evidence that a 
compensation deduction has occurred. 

Using the example provided above, perhaps it is the 
tax capital accounts that hold the key to the capital 
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shift theory. When Employee C is admitted as a part
ner, one-third of the assets would be deemed to be dis
tributed to Employee C ($800), having a tax basis of 
$200. Partnership AB would recognize a gain of $600, 
increasing A's and B's tax capital accounts by $300 
each. The compensation component of the transaction 
is $600, resulting in a deduction which will reduce A's 
and B's tax capital account in the amount of $300 
each (offsetting the gain). Again, the capital account 
reductions merely evidence compensation deductions, 
and A and B remain entitled to thefr "contributions." 

It should be noted that the best case for finding a 
capital shift is in the tax capital accounts if no part
nership gain is recognized. When Employee C is ad
mitted as a partner, a compensation deduction of $600 
arises. When the deduction is allocated equally to A 
and B, a real reduction below their prior capital ac
count balances actually occurs. Here, it may be said 
that A and B have given up a right to their "contribu
tions" and Regs. §1.721-l(b)(l) applies. This scenario 
involves no gain recognition to the partnership, how
ever, which is quite possibly why the regulation fails 
to provide for partnership-level gain. 

The purpose of the foregoing capital account analy
sis is intended to demonstrate that Regs. §1.721-
1 (b )( 1) does not provide support for a partnership
level recognition event when a partnership interest is 
issued in exchange for the performance of services. 
Additionally, as stated above, the argument that part
nership gain recognition allows the partnership to 
achieve a step-up in the basis of the assets attributable 
to the service provider and prevents the threat of 
double taxation is unconvincing. The reverse §704(c) 
allocations, which apply §704(c) principles to the re
valuations, will protect the service provider from 
double taxation. The strongest argument in favor of a 
partnership-level recognition event resides in the gen
eral principle . that an employer must recognize gain 
on the transfer of appreciated property in satisfaction 
of an obligation.69 

Cash In, Cash Out 
The alternate school of thought with respect to the 

partnership-level tax effects related to the issuance of 
a partnership interest upon exercise of an option re
sults in no partnership-level recognition event. This 
approach is commonly known as the "Cash In, Cash 
Out" theory. The proponents of this theory first deem 
the partnership as having paid to the service provider 
an amount of cash equal to the "spread" present in 
the option at the time of exercise - the difference be
tween the value of the partnership interest received 
and the exercise price of the option. The service pro
vider is then deemed to have contributed back to the 

69 Regs. § l.83-6(b). 

partnership both the exercise price and th~ cash 
deemed transferred to her. Because the property used 
to discharge the partnership's compensation obliga
tion is deemed to be cash (which has a basis equal to 
its fair market value), no gain or loss is recognized by 
the partnership upon the exercise of the option and is
suance of the interest. The deemed contribution cif 
cash by the service provider would permit the partner
ship to book-up the capital accounts under Regs. 
§ 1.704-l(b )(2)(iv)(f). 

Applying the Cash In, Cash Out approach to the ex
ample above, upon the exercise of the option, Partner
ship AB would be treated as paying to the service pro
vider an amount of cash equal to the option spread 

· ($600) to Employee C. Employee C would recognize 
that amount as income under §61 and Partnership AB 
would be entitled to a compensation deduction of an 
identical amount. Employee C would then be treated 
as having contributed the $600 of deemed cash com
pensation received from the partnership, plus the $300 
exercise price, back to the partnership in exchange for 
his one-third interest. The capital accounts are identi
cal under either the Cash In, Cash Out theory or the 
"capital shift" theory because deemed contributions 
are devised in each case, thereby warranting a 
book-up under Regs. §1.704-l(b)(2)(iv)(f). 

The Cash In, Cash Out appro~ch may also be ap
plied to the issuance of a capital interest as compen
sation for the performance of services without an op
tion. Under these circumstances, the deemed cash 
compensation paid to the employee would be an 
amount equal to the value of the interest received. The 
service provider would then be deemed to pay the 
cash back to the partnership in exchange for the issu
ance of the partnership interest. 

The Cash In, Cash Out approach is derived from a 
corporate analogue. In the corporate context, Regs. 
§1.1032-3(b)(l) provides that no gain or loss shall be 
recognized on the disposition of a parent corporation's 
stock by a subsidiary corporation. Instead, the trans
action is treated as if immediately before the subsid
iary corporation disposes of the stock of the parent 
corporation, the subsidiary corporation purchased the 
parent corporation's stock from the parent corporation 
for fair market value with cash contributed to the sub
sidiary corporation by the parent corporation. These 
particular regulations were adopted specifically to ex
tend nonrecognition treatment under § 1032 to a sub
sidiary corporation using a parent corporation's stock 
to satisfy the subsidiary corporation's contractual ob
ligations. Regs. § 1.1032-3 furthers the nonrecognition 
manqate contained in § 1032 and the regulations there
under in the context of a corporation using its stock to 
satisfy its obligations. There are no §721 regulations 
authorizing a partnership to use its ownership interests 
in such a fashion. 
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The Cash In, Cash Out approach is only as strong 
as the analogy of a corporation issuing its stock for 
services is to a partnership issuing its interests for ser
vices. From a tax policy standpoint, if a partnership 
should be granted the same protections from gain rec
ognition when it issues ownership interests in itself 
that are provided to a corporation issuing its own 
stock, then perhaps regulations should be issued to 
reach a nonrecognition result. Section 721 bears a re
markable statutory resemblance to §1032. Both stat
utes provide for nonrecognition of gain when property 
is contributed in exchange for an ownership interest. 

The policy behind Subchapter K, at least with re
spect to issuances of ownership interests, treats a part
nership as an entity and authorizes tax deferral to the 
entity regardless of whether cash or appreciated prop
erty is contributed at any time in exchange for an in
terest in the partnership. If appreciated property is in
volved in a contribution, or already held by the part
nership when a new partner joins, §704(c) specially 
applies to ensure that such inherent gain is eventually 
allocated among the appropriate parties. Gain deferral 
is explicitly sanctioned by the statutory scheme. In the 
case of property transfers to the entity, therefore, part
nerships are treated the same as corporations. 

Like §721, §1032 does not speak to the tax effects 
of the issuance of an ownership interest in exchange 
for services. The application of § 1032 is statutorily 
limited to the issuance of stock in exchange for prop
erty. Thus, from a statutory construction standpoint, 
corporations and partnerships are viewed identically 
when issuing ownership interests. The regulations are 
necessary to provide a corporation with nonrecogni
tion of gain related to the issuance of stock in ex
change for services. 70 The Service views the issuance 
of ownership interests as unique and not capable of an 
easily definable recognition event. Because both §721 
and § 1032 are similar in their treatment of the issuing 
entity in the case of property contributions, there 
would seem to be no justification for treating the en
tities differently in the case of contributions of ser
vices. Thus, regulations should be promulgated under 
§ 721 to that effect. 

At the present time, there is no such regulation and 
practitioners should look elsewhere to combat the ap
plication of Regs. § l.83-6(b), which seems to be the 
best evidence that gain recognition should occur at the 
partnership level. Regs. § l.83 -6(b) provides a specific 
exception to recognition of gain in the case of a trans
fer of property in exchange for services for purposes 

70 Regs . §1.1032-l(a) provides that a transfer by a corporation 
of shares of its own stock as compensation for services is consid
ered, for purposes of§ 1032(a), as a disposition by the corporation 
of such shares for money or other property. 
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of §1032.71 This regulation does not provide an ex
ception under §721. Advocates of the Cash In, Cash 
Out approach, however, would argue that the drafters 
of the §83 regulations would not have thought to ex
clude transfers of partnership interests from gain rec
ognition at the time of the enactment of the regulation 
because the issue was not commonly occurring at the 
time; otherwise, an exception to gain recognition 
would have been provided. The §83 regulations were 
clearly designed to deal with compensation issues in a 
corporate context. 

The Cash In, Cash Out analogy to a corporate stock 
issuance fiction is perhaps not even necessary for 
those practitioners attempting to avoid a partnership
level recognition event. Option exercises, in general 
(therefore, including noncompensatory options), typi
cally involve a payment in exchange for the partner
ship interest received. Thus, §721 literally applies to 
provide nonrecognition to the partnership and to the 
partner. It would seem that the historic partners in the 
case of a noncompensatory option would not be re
quired to report a deemed sale of assets based on the 
exercise of the noncompensatory option. When an op
tion is exercised outside of the employment context, 
the historic partners have not engaged in an exchange 
or received any increase in wealth. If this analysis is 
sound to prevent the historic partners from recogniz
ing gain in the case of a noncompensatory option, it 
would seem that nothing is gained by creating a 
deemed asset transfer in the case of the exercise of a 
compensatory option to acquire a partnership interest. 
There seems to be no justification for creating a 
deemed asset transfer in one case, but not the other. 
In neither case have the historic partners actually re
ceived any tangible return on their investment. 

The mere introduction of a compensation element, 
however, is proposed to warrant the treatment of a 
partnership as an aggregate and result in the deemed 
transfer of assets by the partners. The corporate anal
ogy remains strong, however, particularly if the Trea
sury Department would enact a partnership regulation 
similar to the corporate regulation. This analogy per
sists in spite of the presence of existing Regs. §1.721-
l(b)(l), which merely articulates the tax effects to the 
recipient of an interest as compensation. The descrip
tion of the tax consequences to the service provider 
does not compel a conclusion that the partnership 
should recognize gain, particularly in light of the 
policy behind Subchapter K and its provisions for de
ferral of gain recognition . The failure of the §721 

7 1 "Except as provided in section 1032, at the time of a trans
fer of property in connection with the. performance of services the 
transferor recognizes gain to the extent that the transferor receives 
an amount that exceeds the transferor's basis in the property." 
Regs. § 1.83-6(b). 
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regulations to describe the partnership's gain is per
suasive evidence that no gain was intended to arise. If 
the partnership does not recognize gain, § 704( c) will 
continue to cause the pre-existing appreciation to be 
taxed to the historic partners. 72 

When Chief Counsel examined the issuance of a 
capital interest in GCM 36346, the tax consequences 
arising as a result of the transfer were carefully de
scribed. Despite the presence of appreciated assets 
held by the partnership at the time of the issuance 
(which caused the interest to be more than a mere 
profits interest), Chief Counsel did not find that the 
partnership should recognize gain. Thus, there are nu
merous indicia that a partnership should be treated as 
an entity when issuing its interests as compensation 

72 Even if partnership gain recognition were to arise, gain is 
said to be recognized only to the extent of the service provider's 
interest. The partnership will have additional gain to be recog
nized which would be deferred. The service provider/partner will 
not be taxed on that gain when it is ultimately recognized because 
of the continuing application of §704(c). See Regs. §I.704-
3(a)(6). 

for services and that nonrecognition should apply to 
the partnership when dealing in its own interests. 

CONCLUSION 

On the whole, the better arguments fall on the side 
of not taxing a partnership on the issuance of an inter
est in exchange for the performance of services. 
Given that the Service has never asserted that 
partnership-level gain arises on the issuance of a part
nership interest in exchange for the performance of 
services, it _ would seem to follow that the Service 
should continue to maintain its implicit nontaxable 
position. The most simple solution would be for the 
Treasury Department to promulgate a regulation un
der §721 providing for nonrecognition of gain or loss, 
similar to the corporate regulation exempting the issu
ance of stock in exchange for services from gain rec
ognition. 
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