Tax Law

by Thomas O. Wells and Samantha B. Carter

Profits Interest — Converting Compensation
to Capital Gains and Other Planning Ideas

“profits interest” (also

referred to as a “carried in-

terest”) is generally a right

to receive a percentage of
profits from a partnership without
any obligation to contribute capital
to the partnership and is awarded
to the general partner, investment
manager, or other service prov?&er to
the partnership. Profits interest has
recently come under great scrutiny by
members of Congress due to certain
senior managers of hedge funds that
have gone public generating signifi-
cant value for themselves in exchange
for investment services and advice to
such funds. For example, Blackstone
co-founders Stephen Schwarzman
and Peter Peterson received $684
million and $1.9 billion, respectively,
from the $4.7 billion Blackstone IPO
in June 2007 — all-taxed at the 15
percent long-term capital gains rate
instead of the 35 percent federal
ordinary income tax rate and the 2.9
percent Medicare tax rate typically
imposed on compensatory pay. This
preferential tax treatment is based
on established tax law and the ratio-

nale that this “risk” capital should be .

taxed in a manner similar to other
entrepreneurial returns.
The purpose of this article is not o

debate whether hedge fund managers

should be taxed at a lower rate than
other executives. Rather, this article
focuses on an explanation of the tax
treatment of a profits interest. It sets
forth the potential uses of a profits
interest in structuring executive
compensation packages by entrepre-

neurial ventures, in estate planning

to transfer wealth to younger genera-
tions, as a bail-out from the double

tax regime for potential appreciating
property owned by a C corporation
and as a restructuring of contingency
fees for personal physical injuries.
Finally, this article reviews one of the
proposed Congressional changes to
the taxation of a profits interest.

Introduction and Terminology
As background, hedge funds typi-
cally have a two percent management
fee and a 20 percent carried interest.
Alfred W. Jones is credited as launch-
ing the first hedge fund in 1949 and
establishing the practice of awarding
the general partner with a 20 percent
carried interest.! The carried inter-
est may be subject to a “hurdle rate”
in which the profits interest is only
paid after the fund has returned its

capital or a specified rate to its inves- -

tors. The carried interest may also be
subject to a “clawback” under which
the profits interest recipient must
repay amounts previcusly paidifin a
later year the agreed profit targets of
the fund are not satisfied. A fund may
use a “high water mark” provision in
which a profits interest is suspended
if the cumulative profitability of the
fund at any point drops below a hurdle
rate.

Explanation of Tax Treatment
of Profits Interest

In analyzing a profits interest, a
threshold question is whether the per-
son who receives a profits interest is
a partner. The Internal Revenue Code
does not specifically address the is-

_ sue of the tax treatment with respect

to the issuance of a profits interest
in exchange for services, and only a
handful of cases have attempted to
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resolve this issue. Generally, assum-
ing the profits interest is held by the
recipient over a period of years and
does not have other characteristics of
compensation, the recipient should be
recognized as a partner.

*Treasury Regulation §1.721-
I1(6)(1). The confusion and ambiguity
surrounding the treatment of a profits
interest begins with Code §721, which
provides for nonrecognition of gain or
loss on a contribution of property in
exchange for a partnership interest.
There is no mention of a contribution
of “services” in Code §721. The first
mention of a profits interest is found
in Treas. Reg. $1.721-1(b)1), which
provides that the nonrecognition
treatment of Code §721 does not apply
to the issuance of a capital interest as
compensation for services, but specifi-
cally states that such exclusion from
the nonrecognition treatment of Code
§721 does not apply to a “share in
partnership profits.”?Without further
guidance from the Code or the Regula-
tions, the courts were left to decipher
the tax implications of this phrase as
it applies to a variety of situations.

-sThe Diamond Case— The Diamond
case, 492 F.2d 286 (7th Cir. 1974),
aff'g, 56 T.C. 530 (1971), stood for the
rule that in certain circumstances,
a profits interest is taxable upon re-
ceipt. Diamond provided services to
a real estate project by securing the
financing for such project resulting
in his receipt of a 60 percent profits
interest in the partnership formed to
own the real estate project. Less than -
three weeks after the formation of the
partnership, Diamond sold the profits
interest for $40,000. Diamond treated
the granting of the profits interest as



The frustration many have found in Rev.
Proc. 93-27 is that it does not adequately
describe the tax consequences of falling
within one of the three exclusions.

anonrecognition event and reported a

-short-term capital gain from the sale
on his tax return to offset a capital
loss. The Tax Court and the Seventh
Circuit both found that the grant of
the 60 percent profits interest was a
taxable event. The Seventh Circuit
deferred to the Internal Revenue Ser-
vice and treated the profits interest as
having an ascertainable market value
upon grant. This holding was based
upon the purchase of such interest
for $40,000 less than three weeks
after the interest was awarded. Thus,
Diamond incurred ordinary income
at the time of grant in the amount of
$40,000 and no capital gains upon the
subsequent sale of such interest.

This ruling offers the notion that
there could be double taxation to
a profits interest partner. The first
taxation event is the issuance of the
profits interest with ordinary income
recognized equal to the fair market
value of the profits interest which
may ultimately be offset at some time
in the future by a capital loss upon
disposition of the profits interest due
to the increase in the adjusted basis
of the profits interest for such income
recognition. The second taxation event
is the subsequent allocation of gain by
the partnership to the profits interest
holder.

-» The Campbell Case — In Camp-
bell, 492 F.2d 286 (7th Cir. 1974),
aff’g, 56 T.C. 530 (1971}, the taxpayer
had an agreement with his real es-
tate employer wherein he received
a small partnership interest in each
real estate partnership he helped to
form and finance. Campbell did not
report income upon the receipt of
any of these interests. The Tax Court
followed the Diamond case and de-
termined that Campbell had received
ordinary income upon the grant of
each partnership interest. On ap-
peal, Campbell argued that a service

provider who receives an interest in

.the partnership’s profits and losses,

and not in the capital, has no realized
income upon the receipt of the profits
interest. In an interesting turn of
events, and despite the fact that the
Diamond court was the only appeals
court at that time to reach a decision
on the same issue, the Internal Rev-
enue Service conceded that the Tax
Court erred in holding that the receipt
of a profits interest in exchange for
services to a partnership results in
ordinary income to the service pro-
vider. The Eighth Circuit in Campbell
reversed the Tax Court and held that
the issuance of a profits interest did
not generate taxable income in the
year it was issued because the profits
interest had no fair market value at
the time it was issued to Campbell.
The court stressed the fact that the
services Campbell provided were for
his employer and not for the indi-
vidual partnerships. Campbell was
not considered to have contributed
services to each partnership in which
he held a profits interest.

-#Revenue Procedure 93-27°— Sens-
ing the confusion with the courts as
well as the taxpayers on the particular
issue of the taxation of profits inter-
ests, the Service issued Rev. Proc.
93-27 to formally publish its position.
Rev. Proc. 93-27 states that if a person
provides services to a partnership
in exchange for a profits interest in
that partnership, the Service will
treat the receipt of such interest as a
nontaxable event for that person and
for the partnership. A profits interest
is merely defined as a partnership
interest that is not a capital interest,
with a capital interest being one in
which the holder receives a share of
the proceeds of the partnership in
liquidation. However, there are three
specific instances where this nonrec-
ognition rule does not apply to the
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receipt of a profits interest: (i) if the
profits interest has an ascertainable
value based on a predictable stream
of income from the partnership; (ii) if
the recipient partner disposes of the
profits interest within two years after
receiving it; or (iii) if the profits inter-
est is a limited partnership interest
in a publicly traded partnership as
defined in Code §7704(b). The under-
lying principal of Rev. Proc. 93-27 is
that the partner will only be taxed on
his allocable share of the income as it
is earned by the partnership.

The frustration many have found
in Rev. Proc. 93-27 is that it does not
adeqguately describe the tax conse-
quences of falling within one of the
three exclusions. For example, if a
partner sells a profits interest within
two years after receiving it, but after
the year of receipt, Rev. Proc. 93-27 is
silent on the issue of double taxation
in the year of receipt and the year of
sale. Furthermore, Rev. Proc. 93-27
does not state that Code §83 will apply
with regard to whether the partner
has a vested or nonvested profits
interest or whether such interest
could be taxable at grant or subject
to a Code §83(b) election. In addition,
there isno guidance as to when a prof-
its interest is related t6 a predictable
stream of income from the partner-
ship, how to determine whether a
stream of income is “predictable” and
under what circumstances this type
of valuation is to occur.

Nearly 10 years later, the Service
released Rev. Proc. 2001-43,* which
was intended to clarify Rev. Proc. 93-
27. Rev. Proc. 2001-43 states that the
determination of whether an inter-
est granted to a service provider is
a profits interest occurs at the time
the interest is granted even if the
interest is substantially nonvested
under Treas. Reg. §1.83-3(b). Under
Rev. Proc. 2001-43, the Service will
treat the profits interest as received
on the date of grant by the service
partner only if: (i) the partnership and
the partner treat the partner as the
owner of the interest from the date of
grant, and the partner computes his
tax liability taking into account his
allocable share of partnership income,
gain, loss, deduction, and credit; and
(ii) upon grant of the interest to the



partner, neither the partnership nor
any other partner takes a deduction
for compensation with respect to the
issuance of such profits interest. If
the profits interest meets all of the
requirements in both Rev. Proc. 93-27
and 2001-43, there is no taxable event
at the time of the grant of a profits
interest.

Uses of a Profits Interest

» Executive Compensation — Prof-
its interests can be used in several
scenarios. As with hedge fund man-
agers, it can be used to compensate
executives. Unlike stock grants that
are taxable upon the issuance and
vesting under Code §83, a profits
interest is not subject to income taxa-
tion to the recipient executive upon
issnance or vesting. In addition, as
with Blackstone’s President Hamilton
James who received a value of $148
million from his profits interest after a
few years of employment with Black-
stone due to its IPO (and retained a
five percent interest in Blackstone
with an IPO value of over $2 billion),

the value is generally subject to a 15
percent long-term capital gains rate
and not a 35 percent ordinary income
tax rate and a 2.9 percent Medicare
taxrate. Finally, the deferred compen-
sation from a profits interest is not
subject to the excise tax and interest
penalties under Code §409A. as are
other deferred compensatory arrange-
ments.’

» Use in Estate Planning — Profits
interests can also be used in estate
planning to transfer wealth and cash-
flow to a younger generation while
reducing the retained value of the
older generation for estate, gift, and
generation-skipping tax purposes.
Although not yet addressed by tax

laws or IRS promulgations, Code

§2701 does not appear to apply to
the grant of a profits interest. If Code
§2701 did apply, then the transfer of
a profits interest to a family member
could result in a gift tax based upon
the value of the transferring partner’s
aggregate interest in the partnership
determined prior to the transfer of the
profits interest. Code §2701 does not
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Net income received by a partner based on
an ISPI would be recharacterized as ordinary
income regardless of whether the income
would have been treated as capital gain.

'younger generation.

- o Bail-out from C Corporation’s
Double Tax Regime — C corporations
operating in Florida are subject to an
effective federal and Florida income
tax rate of 38 percent (C corporations
are not allowed to use the 15 percent
long-term capital gains tax rate).
Dividend distributions to sharehold-
ers constituting “qualified dividend
income” are subject to another 15
percent tax to its shareholders. If a
corporation owned property (e.g. ,ﬁeal
estate) that has potential apprecia-
tion, the corporation could contribute
such property to a LLC, taxable as a
partnership for federal income tax

purposes and retain a capital inter-

est based on the fair market value of
such property. The LLC could issue a
profits interest to the C corporation’s
shareholder/executive and allocate
a portion of the gain to such share-
holder/executive. When the LLC sells
the contributed property, the gain
allocated to such shareholder/execu-
tive is long-term capital gain if the C
corporation and/or LLC have owned
the contributed property for -more
than 12 months prior to such sale.

This structure is better than the -

shareholder/executi¥e purchasing
the property because such purchase
triggers immediate gain recognition
to the C corporation and would com-
mence a new 12-month holding period
for capital gains. A contribution of the
property to the LLC defers recognition
of the gain and allows the LLC to ac-
quire the prior holding period of the C
corporation under Code §1223(2). The
gain allocated to the profits interest
holder is long-term capital gain even
if he or she owned the LLC profits
interest for less than one year.”

o Restructuring Contingency Fee
Payments — Attorneys receiving
contingency fees applicable to per-
sonal physical injuries are subject to

ordinary income taxes on such fees
even though the plaintiff’s recovery
is excluded from income tax under
Code §104(a)(2).2 Rule 4-1.8(i), Rules
Regulating The Florida Bar, suggests
that a client may assign an interest
in the claim in connection with a fee
contingency contract. If a'client as-
signed his or her claim to a partner-
ship at a time when recovery was still
doubtful and awarded the attorney a
25 percent profits interest in lieu of a
83 percent contingency fee contract,
both the client and the attorney would
receive greater after-tax proceeds.®
Under the 33 percent contingency
fee contract, the client retains 67
percent of the award and the attorney
retains 21.45 percent of the award
after taxes. With a profits interest
structure, the client is allocated 75
percent. of the tax-free award and
the attorney is allocated 25 percent
of the tax-free award. As with hedge
fund managers converting a fee for
compensatory services to a long-term
capital gain, an attorney could likely
use a profits interest in a partnership
that owns the personal injury claim
that is excluded from income taxes
under Code §104(a)(2) to convert or-
dinary income for services to tax-free
income. There is judicial precedent
of analogizing a contingency fee ar-
rangement to a partnership.}-

Status of Profits Interest

» Notice 2005-43" — In a further at-
tempt to clarify the issue of the taxa-
tion of a profits interest, the Service
has proposed a procedure in Notice
2005-43 to apply the rules of Code §83
to all transfers of partnership inter-
ests for services, without making any
distinction between capital interests
and profits interests. Under the pro-
posed Treasury Regulations contained
in Notice 2005-43, if a partnership
interest is transferred to a service
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provider in connection with his or her
performance of services, such interest

" is treated as “property” for purposes of

Code §83 and could result in ordinary
income to the recipient either upon
vesting or upon a Code §83(b) election.
Notice 2005-43 contains a safe harbor
under which the fair market value
of the profits interest is equal to the
liquidation value of that interest at its
issuance. If the profits interest is not
entitled to any liquidation value, then .
no income is recognized to the profits
interest recipient upon its issuance.

« H.R. 2834. On September 6, 2007,
the Committee on Ways and Means
of the House of Representatives con-
ducted a public hearing to specifically
discuss the issue of a carried partner-
ship interest, or profits interest.’? The
Congressional hearing resulted from
the public criticism of Blackstone
fund managers like Schwarzman and
Peterson having enormous wealth
derived, in part, from managerial
services being taxed at the preferen-
tial long-term capital gains rate. A
new bill entitled H.R. 2834 discusses
income distributed from a partner-
ship based on an “investment services
parinership interest” held by such
partner. Investment services partner-
ship interest (ISPI) is defined as a
partnership interest held by a person
who provides a substantial amount of
certain services to the partnership in
its ordinary course of business. The
types of services include 1) giving an
opinion to the partnership of the value
of a specified asset; 2) recommending
to the partnership whether or not
to invest in, purchase, or sell any
specified assets; 3) the management,
acquisition or disposing of a specified
assets; 4) securing the financing with
respect to the acquisition of a specified
asset; and 5) any other activities that
support one through five. Specified as-
sets are defined to include securities,
real estate or commodities.

Net income received by a partner
based on an ISPI would be recharac-
terized as ordinary income regardless
of whether the income would have
been treated as capital gain. This
income would be treated as compensa-
tion for services and taxed at ordinary
income tax rates and be subject to
self-employment taxes.



To the extent that the net income
received with respect to the ISPI
would be treated as ordinary, any net
loss allocated to that interest would
be an ordinary loss. If any such loss is
not allowed for a particular partner-
ship taxable year, it could be carried
forward to a subsequent year with the
partner’s basis in his or her interest
being reduced by such loss only in the
year the loss is allowed.

If a partner disposes of an ISP,
any gain or loss would be treated as
ordinary income, This rule would be
completely contrary to the current
rule in Code §741 which treats the
gain or loss from the disposition of a
partnership interest as capital. Loss
on the disposition of an ISPI would
be ordinary to the extent of the ag-
gregate net income previously treated
as ordinary exceeds the aggregate net
loss allowed previously as ordinary.

The present rule of no gain or loss on
the distribution of appreciated property
would not apply and the partner would
recognize gain as if the partnership
had sold the property atits fair market
value at the time of distribution.

Net income received by the holder
of an ISPI would not only be ordi-
nary, but would also be subject to a
self-employment tax. The net income
received that is derived from the sale
or exchange of a capital asset, which
would otherwise be characterized as
capital gain, would be recharacter-
ized as ordinary income and further
subject to self-employment taxes. -

Conclusion _
The future tax treatment of a profits
interest is not clear as Congress con-

tinues to scrutinize the application of
long-term capital gains tax treatment
to compensation paid to hedge fund
managers for their carried interest.
In addition, if the preferential long-
term capital gains rate sunsets on
December 31, 2010, there will be less
incentive to issue profits interest. But
until the tax law changes, executives,
estate planners, and attorneys should
take advantage of using profits inter-
est to address numerous and varying
tax issues. O
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his contributions (as distinguished from
a share in partnership profits) in favor of
another partuner as compensation for-ser-
vices (or in satisfaction of an obligation),
section 721 does not apply.” (Emphasis
added.) In other words, Treas. Reg. §1.721-
1(b)(1) implies that the issuance of a
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