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Report #1005

NEW YORK STATE BAR ASSOCIATION TAX SECTION

REPORT ON THE TAXATION OF PARTNERSHIP OPTIONS
AND CONVERTIBLE SECURITIES

January 29, 2002

Thisreport! has been prepared inresponseto RS Notice 2000-29,? requesting public
comment onthefederal incometax treatment of (1) the exercise of an optionto acquire apartnership
interest, (2) the exchange of convertible debt for a partnership interest, and (3) the exchange of a
convertible preferred partnership interest for acommon partnership interedt.

In contrast to the subgtantial body of law concerning the tax treatment of corporate
stock options and convertible securities, currently thereis very little legal authority (and accordingly
much speculation and uncertainty) regarding the federd incometax treatment of options to acquire
equity interests in partnerships, limited liability companies and other entities treated as partnerships
for federd incometax purposes (collectively, “partnerships’) and of partnership debt and preferred

equity instruments convertible into common partnership equity (collectively, “ partnership options”).?

! Thisreport was prepared by members of the Committee on Partnerships of the New Y ork State
Bar Association. The principa drafter wasPatrick C. Gallagher, with substantial contributionsfrom
William B. Brannan, Jodl Scharfstein, and David H. Schnabel. Helpful commentswerereceived from
Andrew N. Berg, Kimberly S. Blanchard, Pamela Boorman, Richard Castanon, Samuel J. Dimon,
Adam M. Grenker, Robert A. Jacobs, Sherwin Kamin, AudraK. Lazarus, Deborah L. Paul, Greer
L. Phillips, Yaron Z. Reich, Michael L. Schler and Alan J. Tarr.

2 2000-23 1.R.B. 1241.

® Thisreport addresses only options granted by the partnership issuer of the underlying equity. It
(continued...)



The treatment of corporate stock options and convertible corporate securities provides guidance by
anadogy, but the corporate analogy may be of limited use, given the treatment of a partnership for
Some purposes as an aggregate of individual persons owning undivided interestsin the partnership’s
assets.

Accordingly, basic legal guidance is needed concerning the taxation of partnership
options, which is a matter of significant and (particularly given the growing use of limited liability
companies) increasing commercial interest.  We commend the Internd Revenue Service (the
“Service”) for recognizing this need and initiating aproject to develop guidance.

This report is divided into five parts:

. Part | summarizes our principal conclusions and recommendations.
. Parts Il and |11 discuss partnership options issued in a noncompensatory context

(“noncompensatory options”), with Part || addressi ng noncompensatory optionsother

than convertible securities and Part 111 addressing convertible securities and special
issues concerning other debt-linked and preferred-equity-linked options.
. Part IV discusses partnership optionsissued in connection with the performance of

services (“compensatory options”).

. Part V compares the tax treatment of partnership options and partnership equity and

discusses substance-over-form and anti-abuse considerations.

3 (...continued)
does not discuss options granted by a partner to another person with respect to an outstanding
partnership interest, the tax consequences of which are reasonably well understood.
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Appendices| and Il provide several smplified examplesillustrating some of thereport’sconclusons
and recommendations concer ning noncompensatory options (Appendix |) and compensatory options

(Appendix I1).

l. PRINCIPAL CONCLUSIONSAND RECOMMENDATIONS

A. In General. Asan overarching principle, we recommend that partnership options
(both noncompensatory and compensatory) be characterized for tax purposes in accordance with
general option principles (subject to the substance-over-form and anti-abuse consderaionsnoted in
I.E and V below). Accordingly, for tax purposes, partnership optionsgenerally would be respected
as such (and not treated as partnership equity interests), so that the holder would not be treated as
apartner for tax purposes prior to exercise. Inaddition, we recommend that the issuance, exercise,
and lapse or repurchase of a partnership option be governed by the general principles applicable to
other options except to the extent the partnership taxaion principles of Subchapter K dictate a
different result.

B. Noncompensatory Options Generally

1 Issuance (seell.A). Consstent with general option principles (including in
the corporate context), the issuance of a noncompensatory partnership option should be treated (i)
fromthe purchaser’ sperspectiveas anondeductible capital expenditureand (ii) asanopen transaction
that is not taxable to the partnership or the historic partners before lapse, repurchase or exercise of
the option.

2. Exercise(seell.B). Werecommend adopting agenera rulethat the exercise

of a noncompensatory partnership option (whether in the form of a separate option or a converson



feature) is tax-free to the holder, the partnership and the historic partners under Section 721.* We
believethisresult isappropriateasa policy matter andwdl-supported by thestatute. Thisrule would
apply whether the exercise priceisin the form of cash or property, and aso whether or not thereis
a so-called “capitd shift” (based on the principles of Treas. Reg. §1.721-1(b)(1)) by the historic
partners in favor of the optionee. The general rule would be subject to the normd statutory
exceptions potentidly applicable in connection with the ordinary issuance of a partnership interes,
including (i) the Section 707 disguised sde rules, (ii) actud distributions in excessof bads taxable to
a partner under Section 731, (iii) congructive Section 731 distributions taxable to the historic
partnersasaresult of Section 752 liability shifts, and (iv) Section 751 incomein connection with such
actual or constructive distributions. Consistent with general principles, (i) the holder’ stax basis in
the partnership interest acquired upon exercise should be equal to the sum of the holder’sbassinthe
option, theexercise price, and the holder’ s Section 752 share of any partnership liabilities, and (ii) the
holder’ s holding periodin the partnership interest should begin on the day after the date of exercise.

Though the exercise price and the option premium are “property” for Section 721
purposes, it isless clear whether the option itself is*“property,” because the option is extinguished
uponexercise. It would seem appropriateto treat theoption as“property” for Section 721 purposes,
though we do not bdieve such treatment is necessary to conclude that Section 721 nonrecognition
treatment appliesto the exercise of a partnership option.

3. Lapseor Repurchase (seell.C). Section 1234(a) by itsterms should govern

how the holder is taxed on thelapse or repurchase of anoncompensatory partnership option. Under

4 Unless otherwiseindicated, all “Section” references herein are to the I nternal Revenue Code of
1986, as amended to date.



Section 1234(a), the holder generally recognizes on the lapse or repurchase date (i) if the option
lgpses, loss in the amount of any forfeited option premium, or (ii) if the option isrepurchased, gain
or lossequd to the difference between therepurchase price and the option premium. For determining
whether the gain or loss is capital or ordinary, we recommend arule treating the partnership interest
subject to the option (rather than the optionee’s share of the underlying partnership assets) as “the
property towhichthe optionrelates” for purposesof Section 1234(a). By reasonof Section 741, this
would result in capital gain or loss except as otherwise provided in Section 751.

Section 1234(b) by itsterms appears to provide for gain or loss recognition to the
issuing partnership upon lapseor repurchase of anoncompensatory partnership option. Onthe other
hand, repurchase of a partnership option is economicaly smilar to exercise of the option followed
by a redemption of the resulting equity, both of which (based on Section 731(b) and our
recommendation in B.2 above) would be tax free to the partnership, and the resulting disparity may
raise tax avoidance concerns. To address these issues, consideration might be given to either (1)
adopting, ingead of the Section 1234(b) approach, a Section 1032-type rule for noncompensatory
partnership options, providingthat thepartnership issuer recognizes no gain or loss on the repurchase
or lgpse of such an option, or (2) retaining Section 1234(b) as generaly applicable but including a

targeted anti-abuse rule. Implementing either approach would seem to require a legislative change.

4, Option Premium (seell1.D.1). We recommend that, prior to exercise or
lapse, any option premium be recorded in some type of equity account (presumably ether a general
equity account or asuspense account in the optionee’ s name), rather than betreated as a contingent
liability or as tax-exempt income. We suggest that such an equity account reflect only the option

premium amount and not be adjusted fromtimeto time asthe value of the option fluctuates, except



possibly upon certain extraordinary events such asabook-up of the capital accounts. See Examples
3 and 4 in Appendix I.

5. Capital Accounts and Book-Tax Differences(see 11.D.2-3). Partnership

options raise difficult issues with respect to maintaining capital accounts (Section 704(b)) and
eliminating book-tax differences (Section 704(c)) which the relevant Treasury Regulations in their
current formmay not adequately address. Whilethisreport does not purport to solveall theseissues,
it makes several suggestions. In the capital account area, these include (i) modifying (or clarifying)
Treas. Reg. 81.704-1(b)(2)(iv)(f) to permit partner capita accountsto be booked up immediatey
after (rather than before) an optionee becomes apartner, and (ii) permitting or requiring nontaxable
realocations of book capital among the partners, where appropriate, upon exercise of apartnership
option to the extent necessary to reflect theeconomic arrangement of theparties. Regardless of their
treatment for Section 721 purposes, we recommend that partnership options not be treated as
“property” for Section 704(c) purposes, because di sappearance of the option on exercise meansthere
isno mechanism under Section 704(c) itself to eiminate the resulting book-tax differences. Ingead,
such book-tax differences should be eliminated through “reverse’ Section 704(c) allocations under
Treas. Reg. 81.704-1(b)(4)(i) with respect tothe partnership’ shistoric assets. We suggest modifying
this regulation to require, in appropriate cases, the dlocation of notiona tax items based on
Section 704(c) remedial allocation method principles. Some of theforegoing principlesareillustrated

in the examples in Appendices| and 11.



C. Noncompensatory Debt-Linked or Preferred-Linked Options. Part Il of the

report recommends that the taxation of nhoncompensatory debt-linked or preferred-linked options
(i.e., convertible debt, convertiblepreferred equity, and warrantsthat areissued as an investment unit
with partnership debt or preferred) be conformed with the recommended treatment of other
noncompensatory partnership options (as described above and in Il below) with appropriate
modifications, including to reflect (i) the treatment of a conversion feature embedded in the debt or
preferred security as part of that security and not as separate property, (ii) the application of the
original issue discount and bond premium amortization rules, and (iii) in the case of convertible
securities, tacking of the holder's holding period upon conversion under Section 1223(1).

We recommend that, consistent with the treatment of corporate debt instruments
convertible into issuer stock under Treas. Reg. §1.1275-4(a)(4), it be clarified that the contingent
payment debt rules do not gpply to a debt insrument issued by a partnership merely because it is
convertible into equity of the issuer, possibly subject to an anti-abuse provision (see I11.A.1).

Wealso recommend, in connectionwiththerepurchase of partnership convertibledebt
at apremium, adopting arule amilar to Section 249 (which by its terms goplies only to corporate
convertible debt) limiting the amount of the partnership’s deduction to a“normal cal premium” on
nonconvertible debt (see 111.A.3).

D. Compensatory Options

1 Section 83 (seelV.A). Webelievethat Section 83 provides the proper legal
framework to resolve many of the issues presented by compensatory partnership options, and we
recommend that guidance clarify that Section83 appliesto compensatory partnership options, except

as noted in D.3 below.



2. Issuance (seelV.B). Assuming Section 83 appliesand that the option does
not have a “readily ascertainable fair market vaue’ under Treas. Reg. 81.83-7, the grant of a
compensatory partnership option to a service provider is not a taxable transfer for the service
provider or the partnership because it is not atransfer of “property” for Section 83 purposes. We
believe this is the appropriate resullt.

3. Exercise (seelV.C). Assuming that Section 83 applies, that the option did
not have areadily ascertainable fair market value on the grant date, and that the partnership interest
issued upon exercise of the option isfully vested: (i) Section 83(a) requiresthe holder to includein
income (as ordinary compensation income) at exercise the excess of the value of the partnership
interest on the exercise date (discussed below) over the sum of the option exercise price plus (if
applicable) any premium paid; (ii) the holder’s bags in such interest is its value on the exercise date
(as determined for purposes of clause (i)) plus the holder’s Section 752 share of any partnership
liabilities; and (iii) the partnership (as service recipient) is entitled to a deduction (subject to
capitalizationrulesand other limitations) in the amount of the optionee’scompensation income under
Treas. Reg. 81.83-6(a). Again, we believe these reaults are appropriate.

Webdlievethat Section 704(b) will normally dictate that the partnership’s Section 83
compensation deduction arisng upon exerciseis dlocated to the historic partners (rather thanto the
incoming partner) and request guidance on this point.

I n determining theamount of theholder’ s compensationincome and the partnership’s
deduction at exercise, it is unclear whether the partnership interest should be valued (i) under
Section 83 principles at its true fair market value, taking into account al relevant facts and

circumstances, or (ii) under Subchapter K principles based on a liquidation analysis consistent with



Rev. Proc. 93-27 and related authorities. We believe the Subchapter K approachis moreappropriate
(for both profitsinterestsand capital interests), becauseit would harmonize with the taxation of direct
issuances of compensatory partnership interests and would be easier to apply.

Perhaps the most uncertain, and contentious, legal issue regarding compensatory
partnership optionsis whether their exercise is ataxable event to the higoric partners. Two basic
analytical approaches seem plausible. Under a “circular flow of cash theory,” the partnership is
deemed to pay cash compensation to the optionee, which the optionee is deemed to contribute
(together withthe exerciseprice) to the partnership ina Section 721 transaction. Thereisno taxable
income to the partnership or the historic partners (subject to potential Section 752 and 751 issues),
and there is no adjustment to partnership asset bass. Alternatively, under a “constructive sae of
assets theory,” exercise is treated as resulting in the same cash compensation payment to the
optionee, followed by a cash sale of a portion (the amount of which is subject to debate) of the
partnership’s historic assetsto the optionee for fair market vaue, which assets (plus any remaining
cash) are recontributed by the exercising holder in exchange for an interest in the partnership. The
historic partnerswould recognize gain or loss based onthedifference betweenthe value of the assets
deemed sold and the partnership’s tax bass therein, and there would be a corresponding step-up in
partnership asset basis. Becausethisisadifficult policy issue, we do not have a strong postion on
which of these two theories should govern, though wetendto favor the circular flow of cash theory.
Whichever approach iscongdered appropriate, we do strongly recommend that the law be clarified
to eliminate the sgnificant uncertainty that now exists. These alternative gpproaches are illustrated

in the example in Appendix I1.



Wealso recommend that future guidance clarify theapplication of Rev. Proc. 2001-43
to partnership interests received upon exercise of compensatory partnership options (seelV.E.3).

4, Lapse or Repurchase. If acompensatory partnership option is repurchased

for an amount exceeding any option premium paid by the holder, then assuming Treas. Reg. §1.83-7
(concerning stock options) gppliesand that the option did not have areadily ascertainable fair market
value on the grant date, (i) the optionee should have compensation income in the amount of such
excess, and (ii) the partnership should have a corresponding deduction (subject to gpplicable
limitations). If apremiumis paid for the option and the option lapses or isrepurchased for less than
the premium amount, then under Section 1001 and general tax principlesthe partnership should have
taxable gain and the optionee a taxable loss (though Section 1234 would not apply). Asfor future
guidance, either the current law result of taxable gain to the partnership could be preserved, or a
Section 1032-type nonrecognition rule (adong the lines described in [.B.3 above) might be
implemented.

5. Capital Accounts and Book-Tax Differences(seelV.E). Asdiscussedin

thereport andillustrated inthe examplein Appendix |1, compensatory partnership optionsraise many
of the same Section 704(b) and 704(c) issuesthat arise in the noncompensatory context, with some
differences.

E. Tax Characterization of Partnership Options (see V). As noted above, we

recommend that partnership optionsgeneraly berespected assuch and not be treated as partnership
equity. Asa limitation on this rule, we recommend that substance-over-form principles generdly
goplicableto optionsand similar securities (such as Rev. Rul. 82-150 concerning deep-in-the-money

options) apply in the partnership context in appropriate cases. However, we recommend that any
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guidance concerning partnership options not alter the equity status of a partnership profits interest
of the type contemplated by Rev. Proc. 93-27, despite its possble economic resemblance to a
partnership option.

It may be possible to sructure potentially abusive transactions involving the use of
partnership options that would not necessarily be adequately addressed by existing subsance-over-
form principles. Accordingly, consideration might be given to atargeted anti-abuse provision. At
the sametime, webdieve it would not be gppropriaeto fashion abroad anti-abuse rule which would
recharacterize any partnership option arrangement that had the effect of reducing or deferring the

taxation of overall partnership income.

. NONCOM PENSATORY OPTIONS GENERALLY

This part of the report addresses ordinary noncompensatory partnership options, i.e.,
optionsissued other than in connection with the performance of servicesand not part of aconvertible
security or investment unit. Noncompensatory optionstypicaly are issued in exchange for payment
of an arm’s length premium.

Althoughthereislittle direct authority prescribing the treatment of noncompensatory
or compensatory partnership options, as an overarching principle we recommend that partnership
options be characterized for tax purposes in accordance with general option principles (see Part V
bdow for further discussion of this point and of substance-over-form and anti-abuse considerations).
Theoretically, it would be possibleto treat a partnership option as actual partnership equity for tax
purposes (and hence to tax the option holder as apartner) inall cases. For the reasonsdiscussed in

Part V, however, we believe this would be inappropriate and recommend that the holder not be
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treated asa partner for tax purposes prior to option exercise (except in limited cases described in V
beow). In addition, we recommend that the issuance, exercise, and lapse or repurchase of a
partnership option be governed by the generd principles applicable to other options except to the
extent the partnership taxation principles of Subchapter K dictate a different result.

The discussion below and in Parts 111 and IV assumes the partnership options under
consideration are respected as options (and not treated as partnership interests) for tax purposesand
otherwise proceeds from the above principles.

A. Option Issuance

1 Consegquencesto Option Holder. Consistent with general option principles,
the purchase of a partnership option for cash is merely an investment in the option -- a capital
expenditure neither taxable to nor deductible by the optionee.®

In the non-partnership context, if the optionee acquires the option by transferring
appreciated (or depreciated) property (rather than cash) to the issuer, then in contrast to the cash
purchase case the trandfer generdly istreated as ataxabledigposition of the property by the optionee
under Section 1001.° In the partnership context, however, the tax treatment of such a property

transfer islessclear. Asfurther discussed inA.2 below, Section 721, which provides nonrecognition

® See, e.0., Rev. Rul. 57-40, 1957-1 C.B. 266 (option to acquire patent license); Rev. Rul. 58-234,
1958-1 C.B. 279 (put and call options on securities); Rev. Rul. 78-182, 1978-1 C.B. 265 (Chicago
Board Options Exchange puts and calls). Rev. Rul. 58-234 and Rev. Rul. 78-182 are hereinafter
referred to as the “ Option Rulings.”

® See, e.q., Rev. Rul. 72-198, 1972-1 C.B. 223 (trandfer of appreciated property to a corporation
inexchange for awarrant to acquire stock of the issuer in atransaction outsidethe scope of Sections
368 and 351 is ataxable exchangeto the transferor under Section 1001). Seeaso Davisv. U.S., 370
U.S. 65 (1962); Treas. Reg. 81.1001-2(c) (Example 7); and other authorities on the use of
appreciated property to satisfy obligations.

-12-



treatment for a partnership and its partners with respect to contributions of property to the
partnership “in exchange for aninterest in the partnership,” appearsnot to apply to the issuance of
a partnership option, because (consistent with respecting the option’s form) a partnership optionis
not a present “interest” in the partnership. Nevertheless, arguably the purchase of an option using
appreciated property should not be subject to current taxation under anopentransactiontheory (i.e.,
viewing the purchase and any later exercise of the option as parts of an integrated transaction),
assuming Section 721 would protect the holder and the historic partners from taxation upon any
subsequent exercise of the option (see 11.B beow). However, this position may not be easy to
reconcile with the treatment of corporate options.”

2. Conseguences to Partnership and Historic Partners. Under established

open transaction doctrine principles applicable to options generdly, issuing an option isnot taxable
to the issuer until exercise, lapse or repurchase of the option.? This broad principle encompasses
partnership options, so that neither the partnership nor the historic partners should be taxed prior to
the exercise, lapse or repurchase of the option.

This result conforms to the treatment of corporate stock options. In the case of
corporate options, however, in addition to applicability of the open transaction doctrine, Section

1032(a) expressly provides that no gain or loss is recognized by the corporation upon issuing an

" See, e.q., Rev. Rul. 72-198 (summarized in previous note).  One possible basis for distinction
is that, even applying open transaction principles, normally neither Section 368 nor Section 351
(which are much more restrictive than Section 721) will apply upon exercise of a corporate option.

8 See, eq., Rev.Rul. 57-40, 1957-1 C.B. 266 (premium received by taxpayer for granting an
option is taxable only in the year of exercise); and the Option Rulings (there is neither a closed
transaction nor income reaized upon receipt of apremium for granting an option).

-13-



option to acquire its stock or upon receipt of a premium with respect thereto.® Moreover, Section
118(a) protectstheissuing corporation fromincluding the amount of any option premiuminits gross
income. By contrast, Section 721, the Section 1032 analog for partnerships, gppears not to govern
apartnership option issuance. Section 721 provides nonrecognition treatment for a partnership and
its partners only for property contributions to the partnership “in exchange for an interest in the
partnership.” Assuming (asdiscussed inV below) that a partnership option isrespected as such and
not treated as animmediate partnership interest, the optionee’ s payment of theoption premiumis not
in exchange for a current partnership interest and thus, viewed in isolation, is outside the ambit of
Section 721. Moreover, the optione€ s payment does not invariably represent the first installment
of adeferred payment obligationfor apartnership interest, becauseoptionexerciseispurely voluntary
to the optionee and may not occur. On the other hand, to the extent the option is exercised, Section
721 might furnish arationale for not taxing the historic partners upon the partnership’ s issuance of
the option, under the open transaction gpproach described in I1.A.1 above.

B. Option Exercise

The central unresolved issue raised by noncompensatory partnership optionsisthe
extent, if any, to which the historic partners and/or the optionee should be taxed on exercise. The
tension between the aggregate and entity views of partnerships has led to competing theories of

taxation.

® Section 1032(a) sates: “No gain or loss shdl berecognized by a corporation with respect to any
lapse or acquisition of an option to buy or sell its stock (including treasury stock).” The legidative
history to Section 1032 clarifiesthat thereference in the satuteto “ acquisition of an option” includes
the corporation’s issuance of an option. See H.R. Rep. No. 98-861, a 827 (1984).
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1. Consequences to Option Holder. Generd option principles uniformly

provide (including in the case of corporate sock options) tha the exercise of a noncompensatory
option and the receipt of the optioned property in connection therewith is a non-taxable bargain
purchase for the option holder.”® The optionee’s basis in the acquired property is equal to the
optionee’ shasisinthe option plusthe exercise price.** The holding period for the acquired property
begins on the day after the date of exercise and does not include the option holding period.*?
Though there appears to be no direct authority, the exercise of a noncompensatory
partnership option should be treated under these established principles as a bargain purchase not
taxabletotheholder, with correlative basisand holding period consequences. Moreover, Section 721
itself (discussed in greater detail below) provides nonrecognition treatment for the partnership and

“any of its partners’ upon a contribution of property in exchange for a partnership intered.

10 See, e.q., the Option Rulings; Rev. Rul. 84-121, 1984-2 C.B. 168 (option to purchase real
estate); Palmer v. Commissioner, 302 U.S. 63, 69 (1937) (tating, in connection with the exercise by
acorporation’s shareholders of previoudy issued rights to purchase property from the corporation,
that “one doesnot subject himself to incometax by the mere purchase of property, even if at lessthan
itstrue value, and ... taxable gain doesnot accrueto him before he sells or otherwise disposes of it”).

1 See Rev. Rul. 84-121, 1984-2 C.B. 168, and the Option Rulings.

12 See, e.q., Helvering v. San Joaquin Fruit and Investment Co., 297 U.S. 496 (1936) (exercise of
option to purchase real property istreated as a purchase of the property on the exercise date); Rev.
Rul. 70-598, 1970-2 C.B. 168 (holding period of stock for Section 1223 purposes excludes the day
the stock is purchased and includes the day the stock is sold). See also Weir v. Commissioner, 10
T.C. 996 (holding period of stock acquired by exercise of an employee stock option begins on the
day following the exercise date); PLR 8921027 (May 26, 1989) (same, citing Weir favorably). Weir
concluded that the predecessor of Section 1223(6) (providing that the holding period of stock or
securities acquired by the exercise of “rights to acquire such stock or securities’ begins on and
includes the exercise date) applies only to rights to acquire stock that are granted in respect of
existing share ownership, and not to stock options of other types.
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Accordingly, the exercising option holder should not recognize gain or loss until the partnership
interest issold or otherwise disposed of.

Asdiscussed below, one might arguethat any “ capital shift” by the historic partners
in favor of the optionee is taxable to the optionee. We believe this result would be inappropriate
upon the exercise of a noncompensatory option, however, because it would depart from the well-
established general option principles noted above without any sound rationale. 1naddition, thereare
strong argumentswhy the capitd shift concept should not gpply inthiscontext, as further discussed
inll.B.2.b.ii below.

If the partnership option requires the holder to contribute property as the exercise
price, the property contribution should be tax-free to the holder under Section 721, because, unlike
the somewhat harder case of using property to pay a premium, the property is contributed in
exchange for the partnership interest.™

2. ConsequencestoPartnership andHistoric Partners. Under general option

principles, an option’ s exercise is treated as a sale of the optioned property by the grantor of the

option for an amount equal to the sum of the option exercise price plus any option premium

13 Cf. Rev. Rul. 84-121, 1984-2 C.B. 168 (where an option to purchase real estate permitted
exercise by delivery of either cash or other real estate (property X) with a value equal to the cash
exercise price, deliver of property X by the optionee upon exercise was treated as a taxable
disposition of property X by the optionee after an analysis concluding that the optionee failed the
requirementsfor Section 1031 nonrecognition treatment). 1f the option callsfor acashexercise price
and the partnership later agreesto accept aproperty contribution insead, Section 721 nonrecognition
treatment would still appear to apply, though thereis some question whether delivery of the property
might be taxed to the holder asa deemed sae of the property for its fair market value, on the theory
that the property isbeing used to satisfy apre-existing obligation to deliver cash. See, e.q., U.S. v.
Davis, 370 U.S. 65 (1962).
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previously paid.** Such asde is taxable unless anonrecognition provision applies. Inthe corporate
option context, thereis anonrecognition provisionin Section 1032(a), which providesthat “[n]o gain
or loss shall be recognized to a corporation on the receipt of money or other property in exchange
for stock ... of such corporation.”

How a partnership and its historic partners should be taxed upon exercise of a
noncompensatory option to acquire a partnership interest depends primarily on one's view of the
scope of Section 721. Asdiscussed below, we believe nonrecognition treatment for the partnership
and the higoric partners is appropriate and easly supported by Section 721.

a Theory for nonrecognition treatment: Section 721 applies. The

exercise of anoncompensatory partnership option seemsto qualify for nonrecognition treatment for
the partnership and its historic partners under aliteral reading of Section 721(a), which providesthat
“no gain or loss shdl be recognized either to the partnership or to any of its partners upon a
contribution of property to the partnership in exchange for an interest in the partnership.” Inthis
context, the option premium and the exercise price qualify as “property.”** Less clear iswhether the
option itself is contributed “property” for this purpose, because the option is extinguished upon its
exercise and therefore never becomes property in the hands of the partnership.*® On the other hand,
thereappearsto be no theoretical obstacleto treating apartnership option asproperty for Section 721

purposes, and we suggest this gpproach. This treatment would be consistent with (i) published

14 See, e.q., the Option Rulings.

> Though the premiumwas previously paidin anon-partner capacity, under the Option Rulingsand
other open transaction principles, the premium would relate to the later exercise.

'° Asaresult, the option presumably cannot be viewed as“ property” for Section 704(c) purposes,
asdiscussed in 11.D.3 below.
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rulings that analyze the conversions of a general partnership into a limited partnership, and of a
partnership into alimited liability company astax-free, constructive Section 721 exchanges,*” and (ii)
a1977 genera counsel memorandum in which the Service concluded that Section 721 appliedto the
conversion of partnership debt into partnership equity pursuant to the terms of the debt.”® Treating
the option as Section 721 property also would bring the option’s exercise squarely within
Section 721. Evenif the option is not “property,” however, Section 721 can beread to provide for
nonrecognition treatment, notwithstanding any difference between the vaue of the partnership
interest acquired and either the exercise price or the value of the “property” contributed.” For a

narrower readings of Section 721, see 2.b. below.

7 See Rev. Rul. 84-52, 1984-1 C.B. 157, and Rev. Rul. 95-37, 1995-1 C.B. 130. There are aso
numerous private letter rulingsto thiseffect in various contexts. See, e.q., PLR 200022016 (Feb. 29,
2000) (conversion of general partnership to LLC).

8 See GCM 37053 (Mar. 22, 1977).

9 |f the option itself were not regarded as property for Section 721 purposes, consideration would
needto be giventothetreatment of an option permitting cashless exercise (where, upon exercise, the
option holder paysno exercise price, but rather receivesapartnershipinterest with afair market value
equal to thevalue of the interest subject to the option reduced by the exercise price). Rev. Rul. 88-
31, 1988-1 C.B. 302, suggeststhat thenet settlement of an option for property (here, the partnership
interest received by the holder) where no exercise price is paid may be taxable to the option holder.
We believe acashless exercise feature should not dter the nonrecognition treatment to the partiesin
the partnership option context, on the theory that ether (i) the option itself is property for Section
721 purposes, or (ii) to the extent Section 721 would protect the parties upon the exercise of an
option for what may be a small amount of property in relation to the partnership interest’s value, a
net settlement of the option should not change the result. A similar issue would be presented if the
exerciseof apartnership option (including aconvertible security) werebifurcated into (i) an exchange
of the exercise price (plus any premium paid) for a portion of the partnership interest having
equivaent vaue (which would qualify under Section 721) and (ii) an exercise of the option itself for
the remainder of the partnership interest. Cf. Rev. Rul. 80-244, 1980-2 C.B. 234 (applying such a
bifurcated approach to concludethat an employee using appreciated stock to satisfy the exercise price
of an employee stock optionto acquire additional shares fromthe sameissuer did not recognize gain
in respect of the appreciation under Section 1036).
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Tax-free exercise of noncompensatory partnership options would be consistent with
the treatment of corporate options. Under Section 1032, the exercise of an option to acquire sock
of a corporate issuer istax-freeto the issuer, evenif the value of the stock exceeds the sum of the
exercise price and any option premium paid.

b. Possible theories for income recognition.

I Adgaregatetheory. If the partnership isviewed asanaggregate

of itspartnersin testing the taxability of option exercise, the partnerscould be treated asindividually
having issued optionson aportion of their respective shares of partnership property. Inthat event,
option exercise would represent a simple sde of property by each historic partner to the exercising
optionee.

Even under that construct, however, we beieve Section 721 till should be read to
provide nonrecognition treatment, based on the view that the aggregate theory should not apply to
tax a partnership transaction if taxation would contradict an express statutory provision to the
contrary. Under amore aggressive (and, we believe, incorrect) application of the aggregate theory
that disregards Section 721, the historic partners would recognize gain or loss equal to the difference
between (1) the purchase price paid by the optionee (exercise price plusoption premium) and (2) the
partnership’s higoric basis in the assets deemed s0ld (i.e., the optionee’s share of the partnership’s

assets immediately after exercise), based on the genera option principles described above.?

2 To the extent the bads of the partnership’s assets with respect to any partner was previously
adjusted pursuant to a Section 754 election, that partner’s share of gain or loss fromthe deemed sde
would be calculated taking this bass adjusment into account.
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ii. Capital shift theory. Under Treas. Reg. 81.721-1(b)(1), “tothe

extent that any of the partners gives up any part of hisright to be repaid his contributions (as
distinguished from a share of partnership profits) in favor of another partner as compensation for
services(or insatisfaction of an obligation) section 721 doesnot apply.” Thislanguage hasgivenrise
to a“capital shift” theory under which, upon exercise of anoncompensatory option, (1) the optionee
recognizes gain to the extent the“ capital” value of the interest received by the optionee exceeds the
exerciseprice, and (2) the historic partnersrecognize gain becausethey areviewed as sdling part of
their partnership capitd. Evenif the partnership does not maintain capital accountsor expresdy shift
capita to the optionee, this theory may apply if the economic effect of the partnership agreement is
similar.** Moreover, it could be argued that any pre-exercise appreciation should be regarded as
higoric partner “contributions’ for thispurpose, thoughthisresult isnot compelled by theregulation.

There are severa responsesto the capital shift theory. First, under theregulation, a
taxable capital shift occursonly if capital istranderred ascompensation for servicesor “in satisfaction
of an obligation.” A noncompensatory option does not represent compensation for services, and
arguably it also isnot an “obligation” of the partnership or its historic partners.?? Second, applying
the taxable capitd shift theory to theexercise of apartnership optionisnot supported by any specific

authority. Third, if, as suggested earlier, the option itself is viewed as “property” for Section 721

2 For further discussion of capital shifts, seell.D.2 below and Appendix I, Example 3.

2 Cf. Helmer v. Commissioner, 34 TCM (CCH) 727 (1975) (an option to acquire a partnership
interest did not result inaliability for Section 752 purposes), and PL R 7704269550A (Apr. 26, 1977)
(contingent liability isnot aliability for Section 752 purposes). But see Rev. Rul. 95-26, 1995-1 C.B.
131, and Salina Partnership v. Commissioner, T.C. Memo 2000-352 (contingent short sale liahility
is taken into account for Section 752 purposes).
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purposes, then upon exercise the holder contributes value equivalent to the partnership interest
received and there is no capital shift. Fourth, the capital shift theory, if it did apply, would produce
results inconsistent with general tax principles governing noncompensatory option exercise. Those
principleswould preclude (i) taxing the optionee on any amount and (ii) taxing the historic partners
based on an amount realized that may exceed the sum of the exercise price plusthe option premium,
either of which could result under the capita shift theory.?® It would beinappropriateto interpret this
ambiguous, 50-year-old regulation in a manner that overrides a fundamental legal doctrine for no
compelling policy reason.

C. Exceptions to nonrecognition treatment. Even if Section 721 were

interpreted generally to extend nonrecognition treatment to the exercise of noncompensatory
partnership options, the normal statutory exceptions to nonrecognition treatment would (and we
believe should) apply. Such exceptions include the following:

i. Digguised salerules. Payment of the option premiumfollowed

by payment of the exercise price might be treated as adisguised sale under Section 707 where there
is(1) ardated distribution to apartner, (2) the payment of aligbility assumed or taken subject to by
the partnership, or (3) a reduction of a partner’s share of such a liability under Section 752 as
discussed below. To the extent Section 707 applied, the transaction would be treated as ataxable
sale by one or more historic partnersof aportion of the assets contributed by them to the partnership,

or possibly as a sale by those partners of such assets (or a portion of their partnership interests)

% For example, the capital shift theory could tax the historic partners, upon exercise, based on the
excessof the full fair market value of the interest issued to the exercising holder (rather than merey
the sum of any option premium paid by thehol der plustheexercise price) over the partnership’ s asset
basis.
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directly to the optionee. On the other hand, to the extent cash and other property furnished by the
optionee remain partnership assets and are not distributed or deemed digtributed to the historic
partners, the disguised sale rules generally should not apply (subject to (3) above).?*

il Digributionsin excessof bassunder Section 731. |f apartner

receives a cash distribution in connection with the exercise of a partnership option and the disguised
salerulesdo not apply, the partner nevertheless will betaxed under Section 731 to the extent the cash
exceeds the partner’ sbass in its interest.

ii. Liability shifts under Section 752. The dlocation of any

partnership debt to the option holder upon the holder’s admission to the partnership in accordance
with Section 752 will reducethe amount of partnership debt dlocableto the historic partners. Those
liability share reductions will be treated as constructive distributions of cash to the historic partners
and taxed to themunder (1) Section 731 to the extent, if any, that the distributionsexceedthe historic
partners respective bases in their partnership interests or (2) possibly in some cases under the
Section 707 disguised sale rules.®

iv. Section 751. The historic partners could recognize income
under Section 751 if they receive (or are deemed to receive as a result of a change in partnership
ligbility shares under Section 752) distributions of cash in exchange for relinquishing an ownership

interest in the partnership’ s Section 751 assets to the exercising option holder.

# See Section 707(a)(2).

% Seeed., Treas Reg. §1.707-5(3)(3).
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d. Recommendation. We recommend adopting a genera rule that the

exercise of a noncompensatory partnership option (whether in the form of a separate option or a
conversion feature) istax-free under Section 721 to (i) the holder, (ii) the partnership and (iii) the
historic partners. The generd rule would be subject to the normal statutory exceptions described
immediately above (Sections 707, 731, 751, 752, etc.).

We recommend a general nonrecognition rule for the following reasons:

. Statutory and other authority. As discussed above, Section 721 provides ample

authority for this position (protecting boththe historic partnersand the optionee), and
general option principles, properly applied, protect the optionee. Moreover, asnoted
earlier, there are compdling arguments against applying the statement in Treas. Reg.
§1.721-1(b)(1) concerning capitd shifts to the exercise of noncompensatory
partnership options.

. Tax policy considerations. We believe taxing the optionee under a capital shift or

other theory would be misguided, given the uniform nonrecognition treatment
afforded optioneesin the corporate and other contexts under the Option Rulings and
similar authorities. Taxing the higoric partners on some basis could be reconciled
with general option principles. Asnoted earlier, however, nonrecognition treat ment
for the higoric partnersis both supported by Section 721 and consistent with the
treatment of similar corporate options under Section 1032. In any event, taxing the

hisoric partners based on an amount realized that exceeds the sum of the exercise
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price plusthe option premium (asthe capital shift theory in some cases would appear
to do) would be inconsistent even with general option principles.®®

Findly, in the absence of abusive circumstances or statutory obstades, there
is no compelling policy reason to tax the exercise of anoncompensatory partnership
option, because (1) all taxable income earned by the partnership prior to exercise has
been allocated to the historic partners,?” and (2) exercise smply putsthe partiesina
pre-tax postion amilar to what they would have had if the optionee had origindly
purchased partnership equity.?® We see no rationde for increasing the overall tax
burden of the partiesmerely becausethey choose to structuretheir arrangement using
an option raher than economically smilar equity.

. Commercid consderations. Taxing the exercise of noncompensatory partnership

options, depending onthe details of the rule and the facts, could be quite onerous for

the parties, particularly if the exercise does not coincide with someliquidity event for

% |n particular, it would be inconsistent with the general principle that an optione€ stax basisin
property acquired upon exercise equalsthe option premium plus the option exercise price. See, e.q.,
the Option Rulings.

? However, the income has been alocated among the parties differently than if a partnership
interest had been issued to the optionee at the outset or the option had been exercised in a prior tax
year. Asaresult, upon exercise of the option, among other things the partner capital accounts must
be adjusted to properly reflect the parties economic arrangement, as discussed in |1.D.2 below.

# Therewould be a difference in pre-tax positions under the two approachesiif the partnership had
made distributions to the historic partners prior to exercise of the option. The option holder’s
economics might be protected by either prohibiting distributions before exercise of the option or
structuring the option with an anti-dilution featurethat adjuststhe optiontermsin favor of the holder
in the event of certain distributions. See 11.D.5 below for further discussion of anti-dilution
provisions.
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the partners® This would make partnership options much less atractive
commercially than corporate options and could make them essertially unusable.
Partnerships would become less flexible vehicles for accommodating reasonable
businessobjectives. While these commercial concerns may not be determinative, they
are significant, particularly in the absence of compdling technicd, fiscal or other
policy reasons to adopt a commercidly adverse rule.*
Because of the support furnished by Section 721 itself, we beieve a nonrecognition
rule of the above type requires no statutory change, but rather could be implemented by regulations
or even through the issuance of one or more revenue rulings.

C. Option L apse or Repur chase

1 Consequencesto Option Holder. Section 1234(a) providesthat, upon the

lapseor repurchase of an unexercised option to acquire property,” the holder recognizes gain or loss
on the lgpse or repurchase date.* Thus the holder generally recognizes (i) if the option lapses, loss

inthe amount of any forfeited option premium, or (ii) if the option isrepurchased, gain or loss equal

# The partnership inall eventswould have the exercise price, but that would not help unlessit were
in the form of cash and the cash were distributed to the partners ligble for the resulting tax.
Moreover, if the tax were caculated by reference to the full fair market value of the partnership
interest issued upon exercise (e.g., under a capital shift theory), the tax could exceed the exercise
price.

% |f the optionee were taxed upon exercise under acapita shift theory, it might be argued that the
historic partnersshould receive an offsetting tax deduction. Evenif such adeduction were permitted,
however, it would not reduce the optionee s phantom income, S0 that the tax result would remain
unattractive for the optionee unless the partiesimplemented a (likely cumbersome) mechanism for
transferring to the optionee the tax savings (if any) that the deduction actualy generated for the
hisoric partners. Moreover, the phantom income issue would be aggravated if the partnership’s
deduction were less than the optionee’ s income.

3 See also the Option Rulings.
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to thedifference betweenthe repurchase priceand the option premium. Whether apartnership option
is considered an option to acquire a partnership interest (under an entity view of partnerships) or an
option to acquire an undivided interest in partnership assets (viewing the partnership asan aggregate
of its partners), the optioned property would seem to be “property” for Section 1234(a) purposes.
Therefore Section 1234(a), by itsterms, apparently appliesto noncompensatory partnership options
as well as corporate options.

Under Section 1234(a), whether the holder’s gain or loss is capital or ordinary
depends upon the character of “the property to which the option relates.” While this rule normaly
iseasy to apply upon lapse or repurchase of an option on corporate stock or other property, under
current law it isunclear whether the partnership should be viewed as an entity or an aggregate of its
partnersfor this purpose. Under the entity view, therelevant property isthe partnership interest, and
Section 741 treats gain or loss from the sale of a partnership interest as capital (except as otherwise
provided in Section 751). Thus, under this view, the optionee’s gain or loss on expiration or
repurchase of the option generally would be capital gain or loss. Under the aggregate view, the
relevant property would be the optione€ s share of the underlying partnership assets, which would
necessitate examining the character of dl partnership assets. Because a partnership option by its
terms provides for the purchase of apartnership interest (not partnership assets) upon exercise, the
entity view seems more appropriate from a policy perspective and is consistent with the usua

treatment of transfersof partnershipinterestsfor other Subchapter K purposes.® Theentity view also

¥ See, e.q., Sections 741 (gain or loss from sde of partnership interest is capital except to the
extent Section 751 otherwise provides) and 743 (no adjustment to basis of partnership property upon
transfer of partnership interest unless a Section 754 dection is in effect). But cf. Rev. Rul. 91-32,
(continued...)
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poses a lesser adminidrative burden for both taxpayers and the government. Consideration might
also be givento smplifying the rule further to providethat, at least in de minimis cases, the optionee’s
gainor loss on lapse or repurchase of the option will always be capital in nature, without regard to
the Section 751 exception contained in Section 741, though this would seem to require a Satutory
amendment.*

2. Conseguences to Partnership and Historic Partners. Under

Section 1234(b), the issuer normally recognizes (i) upon lapse of an option to acquire “property,”
short-term capitd gain equd to theforfeited premium amount, and (ii) upon repurchase of theoption,
short-term capita gain or loss equal to the difference between the option premium amount and the
repurchase price.®* Section 1032(a) modifies this general rule with respect to corporate options,
providing that “[n]o gain or loss is recognized by a corporation with respect to any lapse or

acquisition of an option to buy or sell itsstock.” Similarly, Section 118 excludes from grossincome

% (...continued)
1991-1 C.B. 107 (determining source and character of foreign partner’s gain or loss from selling a
partnership interest based on consequences of a deemed sale of the partnership’s assets) and TAM
9651001 (Dec. 20, 1996) (determining tax-exempt organization’s debt-financed UBTI from selling
a partnership interest based on similar look-through approach), both discussed in note 38 below.

% In addition to the application of Section 1234, Section 1234A might be read broadly enough to
cover taxation of the optionee upon lapse or termination of a partnership option. Section 1234A
treatsas capita gain or lossany “[g]ain or loss attributable to the cancellation, lapse, expiration, or
other termination of ... aright or obligation with respect to property which is (or upon acquisition
would be) acapital asset in the hands of the taxpayer.” Even if Section 1234A applied, however, it
should not affect the above conclusions. Consistent with the analyssunder Section 1234(a), under
Section 1234A the optionee would have capitd gain or loss on the lapse or repurchase of a
partnership option except to the extent the optioned “property” (i.e., the partnership interest or the
underlying partnership assets), by reason of Section 751 or otherwise, isnot treated asacapital asset.

% See also the Option Rulings.
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any contributionto capitd “in the case of acorporation.” These two exceptionsexpressy apply only
to corporate issuers, and there is no counterpart in the partnership context.*

Therefore, under current law, the generd rule of Section 1234(b), by itsterms, would
apply to anoncompensatory partnership option if the property subject to the option is*property” for
this purpose. “Property” is defined for Section 1234(b) purposes as “stocks and securities . . .,
commodities, and commodity futures.”** Though the result is not clear under current law, for the
reasons discussed abovein connection with taxation of the holder, we believeit isappropriateto view
thepartnershipinterest (rather thanthe underlying partnership assets) asthe” property” subject tothe
option for Section 1234 purposes. Under thisview, whilethereisagain little guidance on the point,
the term “security” as used in Section 1234(b) would seem broad enough to include a partnership

interest, in which case Section 1234(b) would apply.*

% Seeaso GCM 38944 (Dec. 27, 1982) (Section 118 principlesdo not apply to partnerships). The
Section 1032 option exception originated from a corporate tax whipsaw plaguing the government
under prior law. Under pre-1984 law, certain corporate issuers of warrants were arguing, in
connection with the repurchase or lapse of a warrant, that (1) if the warrant was repurchased by the
issuer at adiscount or lapsed, the profit to the corporation was acapita contribution by the warrant
holder that was not taxableto the corporation, citing Appeal of IllinoisRural Credit Assn, 3B.T.A.
1178(1926), but (2) if thewarrant wasrepurchased by theissuer at apremium, the corporation’ sloss
was deductible, citing Rev. Rul. 72-198, 1972-1 C.B. 223 (discussed in 11.A.1 above). In 1984,
Congress enacted the Section 1032(a) option rule to disallow any lossto the corporation from these
transactions.

% Section 1234(b)(2)(B); Treas. Reg. §1.1234-3(b)(2).

3" But see PLR 8104164 (October 31, 1980). Therethetaxpayer granted to athird party an option
to purchasean outstanding partnershipinterest owned by thetaxpayer. The optionwaslater canceled
in exchange for a payment by the third party. The ruling concludes, without explanation, that
Section 1234(b) did not apply, because “the option to buy the partnership interest is not property”
under Section 1234(b)(2). The quoted statement isof course flawed, becausethe critical issue under
Section 1234 iswhether the partnership interest, not the option thereon, is property.

(continued...)
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On the other hand, repurchase of a partnership option is economicadly similar to
exercise of the option followed by a redemption of the newly issued partnership interest, both of
which normally would be tax free to the partnership -- the exercise under Section 721 (based on the
approachrecommendedinll.B above), and theredemption under Section 731(b). Totreat aone-step
repurchase of the option differently could lead to abuse or other inappropriate results. For example,
suppose a foreign person or tax-exempt entity purchases a partnership option. Under the above
approach, if the underlying partnership interest appreciatesin value, the partnership could repurchase
the option a a premium, recognizing a loss under Section 1234(b) with no corresponding taxable
income to the holder. (If instead the option were exercised and the equity were immediatey
repurchased, the result (assuming the transaction’ s form were respected) could be adverse for both
parties. the foreign or tax-exempt partner could be taxed on effectively connected income (“ECI™)

or unrelated business taxable income (“UBTI”), respectively,®® and the partnership would not be

3 (...continued)

Asin the case of taxation of the option holder (see footnote 33 above), Section 1234A might be
read broadly enough to cover taxation of the partnership issuer upon lapse or repurchase of a
partnership option. If so, it would result in capita gain or lossto the issuer on lapse or repurchase
of theoptionto the extent the optioned “ property” (withinthe meaning of Section 1234A) isacapital
asset. Thisis not inconsistent with Section 1234(b), which similarly provides for capital gain or loss
to the issuer but dso deems the holding period to be short-term.

¥ See, eq., Rev. Rul. 91-32, 1991-1 C.B. 107 (treating a foreign partner’s gain or loss from
disposing of itsinterest in a partnership engaged ina U.S. trade or business as U.S.-source ECI to
the extent that the partner’s distributive share of the partnership’s gain or loss from a deemed sde of
the partnership’ sassetsfor fair market valuewould be U.S-source ECI to the partner under Section
875(1)). It isless clear whether a amilar “look-through” rule gppliesto determine if a tax-exempt
organization has UBTI on itsdigpostion of apartnership interest. TAM 9651001 (Dec. 20, 1996)
concluded that atax-exempt organization’ sgainfrom selling apartnership interest was debt-financed
UBTI under Section 514 to the extent of debt-financing within the partnership, suggesting a look-
through rule at least to that extent, though this result does not appear to be compelled by the Code
(continued...)
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entitledtoadeduction.) Incontrast, if the partnership equity declinesin vaue, either the holder could
exercise the option and the partnership could then repurchase the newly issued equity a a discount
without recognizing gain, or the option could be extended indefinitely to avoid Section 1234(b)
income to the partnership on expiration of the option.*

To the extent this discontinuity between apparent Section 1234(b) gain or 10ss
recognition on the repurchase or lgpse of apartnership option, on one hand, and the Section 731(b)
nortrecognition treatment afforded a repurchase of the underlying equity, on the other, isviewed as
undesirable, consideration might begiven to dleviating it in one of two ways. Under one approach,
in lieu of Section 1234(b), a Section 1032-type rule could be adopted for noncompensatory
partnership options, providing that thepartnershipissuer recognizes no gain or lossontherepurchase
or lapseof such an option. Thiswould meshwiththetaxation of the economically equivalent tax-free
exercise of the option followed by repurchase of the resulting equity interest. Given the application
of Section 721 only to partnership “interedts,” and the generd application of Section 1234(b) to dl
optionson “ securities,” sucharulewould seemto requireastatutory change. An alternative gpproach
would beto retain Section 1234(b) as generdly applicable but include atargeted anti-abuserule (e.g.,
disallowing loss to the partnership upon repurchase of an option at a premium in certan

circumstances), though it is unclear what reasonable parameters such an anti-abuse rule might have.

¥ (...continued)
or the Treasury regulations. See, e.q., Section 512(c); Treas. Reg. 81.514(c)-1(a)(2), Example (4).

¥ The first approach (exercise followed by repurchase of equity) assumesthe two steps are not
integrated under a step transaction analyss, which could well be an issue. The second approach
(extending the option) assumes the extension itself would not be deemed a taxable exchange under
Section 1001, which it well might if the extension materially modified the option. See Treas. Reg.
§1.1001-1(a).
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To the extent anonrecognitionrule wereto apply to the partnership upon an option’s
lapse or repurchase, it would be inappropriateto treat the partnership as having earned tax-exempt
income (if the option lapses or is repurchased at a discount) or incurred a nondeductible,
noncapitaizable expenditure (if the option is repurchased at a premium) for Section 705 purposes,
because such treatment would increase or reducethe partners basesin their interestsin the absence
of any recognitionevent. Therefore, anonrecognition rule generally would create adisparity between
inside and outside basis uponthe lapse or repurchase of an option. Asapossible correlative measure
to addressthis disparity, consideration might be given to permitting a Section 754 dection to apply
in this context. Thiswould alow a Section 734 adjustment to be made which would conform the
partnership’s asset basis to the continuing partners’ bases in their partnership interests.® Finaly,
under such anonrecognition approach, a mechanismwould be needed to properly adjust the capital
accounts of the continuing partners (whether or not a Section 734 adjustment ismade). This might
be achieved in some circumstances through an asset revaluation under Treas. Reg. 81.704-
1(b)(2)(iv)(f), assuming that regulation were altered to permit areval uation upon lapse or repurchase
of an option. However, revaluation may be burdensome and will not always achieve the desired

capital account result in this context, (e.9., because the partnership’s assets have a value equa to

%0 A Section 734 adjustment would be permitted in the equivalent two-step transaction where the
option is exercised and the resulting equity is repurchased for a premium or discount (assuming the
form of that transaction is respected). However, as currently written, Sections 754 and 734 apply
only in connection with “a distribution of property to a partner” and not a repurchase of an option
fromanon-partner. Asatechnical matter, the repurchase of a partnership option might be brought
withinthescopeof Sections754 and 734, if desired, by constructing the non-recognition rule (at least
fromthe standpoint of the partnership, if not the holder) as a deemed exercise of the option followed
by a deemed repurchase of the equity, which repurchaseis subject to Section 731(b). This construct
would aso make it clear that the option’s lapse or repurchase does not cause a Section 705 basis
adjustment to the continuing partners’ interests, as recommended above.
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basis), and it isunclear whether the current regulations (e.g., Treas. Reg. 81.704-1(b)(2)(iv)(m)) are
otherwise adequate for this purpose. Accordingly, aspecia rule may be needed providing that any
difference between the amount paid by the partnership in connection with the lapse or repurchase of
an option and the option premium originally received by the partnership congitutes partnership
income or loss that is allocated to the historic partnersfor book purposes, but not for tax or Section
705 purposes.*

D. Other Subchapter K Issues

I nadditiontothebasictaxationissuesdiscussed above, partnership optionsraise novel
guestions concerning capital account maintenance, Section 704(b) and 704(c) allocations, and other
matters.

1. Accounting for Option Premium. One vexing issue on which guidance

should beissued ishow to account for the option premiumunder the Section 704(b) capita account
rules during the period between the option’s issuance date and the option’s exercise, lapse or
repurchase. While the premium itself isan asset (normally cash) that will bereflected onthe left side
of the balance sheet, what is the nature of the offsetting entry needed for the partnership’s

Section 704(b) balance sheet to balance? The possible approaches include the following:

a Equity account. Under this approach (which is illustrated in the
examples in Appendix 1), the partnership would record the option premium in an equity account

(presumably either a general equity account or a suspense account in the optione€ s name) until

4 Cf. Treas. Reg. 81.704-1(b)(2)(iv)(i)(2), concerning partnership organizational costs that are
neither deductible nor amortizable under Section 709. This is dmilar to the issue that arises in
connection with the repurchase of anoutstanding partnership interest in the absence of a Section 754
election or an asset revauation.
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exercise, lapseor repurchase. Therationaleisthat (i) the option holder is not a partner and therefore
has no capital account in the ordinary sense, and (ii) the ultimate tax treatment of the premium is
uncertain until exercise, lgpse or repurchase (i.e., upon exercise of the option, the premiumistreated
asanontaxable capital contributiontothe partnership, but uponlapseor repurchase, the partnership’s
tax treatment of the premiumwill depend on which of the approaches described in 11.C.2 above is
adopted).*? We consider this method of accounting for the option premium superior to the
aternatives described below. It isaso smilar to the treatment of option premiumsunder generaly
accepted accounting principles.®

If this approach were adopted, there would be a further question as to whether the
equity account should reflect only the option premium amount or be adjusted from timeto time as
the value of the option fluctuates. For adminigtrative simplicity, because of difficult Section 704(c)
issues, and in keeping with the principle that an option holder is not a partner for tax purposes, we
suggest that under this approach the option equity account not be adjusted, except possibly upon
certain extraordinary events such as a book-up of the capital accounts under Treas. Reg. 81.704-

1(b)(2)(iv)(f). Thisissueisillustrated in Appendix I, Examples 3 and 4.*

2" See the Option Rulings and the discussion in 11.B and 11.C above.

“ Proceeds allocated to a noncompensatory option to purchase stock of the issuer are generaly
accounted for as pad-in capital. See, e.q., APB Opinion No. 14, Accounting for Convertible Debt
and Debt Issued with Stock Purchase Warrants, 114.15 (March 1969) (proceeds received for debt
issued with stock purchase warrants); EITF Issue No. 86-35, Accounting for Debentures with
Detachable Stock Purchase Warrants, 116 (Sept. 24, 1986). See also EITF Issue No. 96-13,
Accounting for Sdes of Options or Warrants on Issuer’s Stock with Various Forms of Settlement,
16 (Sept. 1996) (the consensuses in EITF Issue No. 86-35 should continue to apply to companies
whose stock is not publicly traded).

“ The question of accounting for option premium and some other issues raised by noncompensatory
(continued...)
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b. Contingent liability. Another approach would beto record theoption
premium as a contingent liability. Like the equity account approach, this gpproach requires
determining whether the amount of theliability recorded should increase or decrease with the soread
between the exercise price of the option and the value of partnership interest subject to the option.
While not entirely dear, under current law it appearsthat a partnership option should not be treated
as a liability for Section 752 or other Subchapter K purposes.® We believe treating the option
premium asacontingent liability could, in some circumstances, lead to abuse to the extent the liability
was reflected in the higoric partners’ tax bases in their partnership interests under Section 752,
particularly if theamount of theliability increased with the option spread. Moreover, this contingent
liability approach does not seem to offer any practicd or conceptual advantage over the equity
account approach described above. For these reasons, we discourage treating outstanding options

as contingent liabilities.

“ (...continued)

partnership options bear an andogy to another thorny situation — the contribution to a partnership
of assets with respect to which the contributing partner has previously received cash, yet, under
established principles, hasnot a the time of contribution recognized income in respect of that cash.
Examplesinclude long term contracts accounted for under the percentage of completion method of
accounting (see Preamble to Proposed Regulations under Section 460, REG-105946-00, released
February 16, 2001, requesting comments on the treatment of contributions of long term contractsto
partnerships) and businesses that earn prepaid subscription income (see James M. Pierce Corp. v.
Comm’r, 326 F.2d 67 (8th Cir. 1964), analyzing the disposition of such a business). An option
premium, like advance payments under along term contract and prepai d subscriptionspremiums, may
be received without current tax. The tax event occurs after receipt of the cash. The treatment of
partnership transactionsinvol ving long termcontractsand prepaid subscriptionincomeiswell beyond
the scope of this report. However, the “step into the shoes’ theory that the Service has proposed
under Section 460 for certain types of nonrecognition transactions may be consistent with the open
transaction treatment we recommend for partnership options.

4 See footnote 22 above.
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C. Tax exemptincome. A third approach would treat the option premium
as tax-exempt income earned by the partnership and immediately credit it to the capital accounts of
the historic partners in their income sharing percentages.”® We consider thistax exempt income
approach inappropriate, in part because it is inconsstent with the ultimate tax treatment of the
premium upon exercise (i.e., as a nontaxable contribution) or upon lapse or repurchase (see the
aternatives discussed in I11.C.2 above). In addition, the treatment of an option premium as tax-
exempt income would appear to increase the bases of the historic partners in their partnership
intereds by the amount of the exempt income under Section 705(a)(1)(B), and further adjusments
may be required to reflect the option’s exercise, lapse or repurchase.”” This approach also would
increase the likelihood and/or magnitude of a capital shift from the historic partnersto the option
holder upon option exercise.

2. Option Exercise  Section 704(b) Capital Account Adjugments. The

exercise of apartnership option introduces difficult Section 704(b) capital accounting issues. These
issues are particularly significant where the partnership agreement follows the Section 704(b)
“substantial economic effect” rules and requires liquidating digributions to be made in accordance
with the capital account balances of the partners, because then it is critica that capital account
balancesbe properly adjusted to reflect the economic arrangement of the partiesafter option exercise.

Asdemonstrated by Examples 1-4in Appendix 1, in such caseseconomic disortionscan easly result

% Cf. Helmer v. Commissioner, 34 TCM (CCH) 727, 731 n.4 (1975) (dluding to but not
endorsing this approach).

" Incontrast, as discussed in I1.C.2 above, one possible approach on repurchase or lgpse would
beto treat the partnership as having income or lossfor book purposesbut not for tax or Section 705
puUrposes.
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unless some adjustment is made, since the capital accounts of the historic partners may be too high
and the capital account of the option holder may be too low.

Described below are several possible aternatives to address these capita account
concerns, some of which are illustrated in the examples in Appendix 1. These alternatives concern
only the mechanics of achieving capital account balancesthat reflect that parties’ economic deal. As
discussedin||.B above, we believe that the exercise of anoncompensatory partnership option should
be tax-free to the option holder, the partnership and the historic partners. Any steps that merey
adjust capital accounts to implement the business ded should not change that result.

a Conventional  pre-exercise  “book-up”. Treas. Reg.

81.704-1(b)(2)(iv)(f) and (g) permit a partnership to revaue its assets and make corresponding
adjusments to the partners’ capital accounts in connection with the admission of a new partner,
including where such admission results from the exercise of an option. As applied to partnership
options, however, thisconventional approach seemsflawed, becausetheregulation appearsto require
the built-in gain or loss inherent in the partnership assets upon exercise (including gain or loss that
accrued during the pendency of the option) to be alocated only to the historic partnersimmediately
before admission of the option holder.®® This, in turn, does not alow the option holder’s capital

account to be credited with any unredized appreciation that economicaly “beongs” to the option

*® Treas. Reg. 81.704-1(b)(2)(iv)(f) states that the capital account adjustments resulting from
revauing the partnership’s property must “reflect the manner in which the unrealized income, gain,
loss, or deduction inherent in such property ... would be allocated among the partnersif there were
ataxable disposition of such property for such far market value onthat date.” Thoughthisrule does
not specify the timing of the adjustments, regulatory examples require adjustments resulting from the
admisson of a new partner to be made only with respect to the historic partners immediately before
admisson of the new partner. See Treas. Reg. §1.704-1(b)(5), Examples (14) and (18). These
examples, however, do not involve the exercise of partnership options.
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holder.”® In addition, other capital account adjustments that occur before exercise of the option
(including as a result of a prior book-up) may exacerbate this problem (see Examples 3 and 4 in
Appendix I). Thus, special allocationsof post-exerciseincome or loss under Section 704(b) or other
adjustments generally would be required to properly implement the economic arrangement of the
parties. As a result, this approach may acceerate income to some partners compared to the
approaches described in b. and c. below. In addition, in apartnership that liquidates based on capital
account balances, one or more of the partieswould be taking the economic risk that such adjustments
would not occur. Therefore, the conventional pre-exercise book-up approach is inadequate to
properly adjust capital accounts upon option exercise.

b. Modified post-exercise “book-up”. We believe a better gpproach is

to revalue the partnership’s assets under Treas. Reg. 81.704-1(b)(2)(iv)(f), but then perform the
corresponding book-up of the partner capitd accountsimmediately after the option holder exercises

and becomes a partner. The book-up would occur in two phases. First, the partnership would

% Unless the option itself is treated as contributed “property” for Section 704(b) purposes, the
optionee’ s opening capital account will reflect only the exercise price and option premium, which
normdly will be less (frequently, sgnificantly less) than the fair market value of the optionee's
partnership interest after exercise. See Treas. Reg. 81.704-1(b)(2)(iv)(b)(2). See the discussion
below concerning obstacles to treating the option as “property” for Section 704(c) purposes.
Assuming the option isnot property for Section 704(c) purposes, it would seem appropriate to not
treat it as property for Section 704(b) purposesaswell. (Though we do not believe this precludes
treating the option as property for Section 721 purposes, as suggested in 11.B.2 above.) Evenif a
partnership option were treated as property for Section 704(b) purposes, the post-exercise capital
accounts of the partners would not necessarily reflect their economic deal (e.g., due to pre-exercise
capital account book-ups or other pre-exercise income or loss allocations to the higoric partner
capital accounts that ultimately must be shifted in part to the option holder in connection with
exercise, asfurther discussed below and inthe examplesin Appendices| and11). The balance of this
report assumes that partnership options are not treated as property for Section 704(b) purposes.
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allocate unrealized gain to the higoric partners until their capita accounts reflect the partnership
value at whichthe option holder economically becomes entitled to participatein further gain (i.e., the
point & which it becomes economic for the option to be exercised). The amount of gain allocated
in this step would generally be the amount necessary to adjust the historic partner capital accounts
to the partnership’ senterprise value implied by the option exercise price. Second, any remaining gain
would be dlocated among dl partners as necessary to properly reflect their economic arrangement.

Thisapproachissuperior totheconventional pre-exercisebook-up, becauseit permits
the option holder to sharein the book- up of unrealized appreciation that exists at thetime of exercise.
However, in some cases even this modified approach may not work completely (or at al), including
where, by reason of prior adlocations (including dlocations of unrealized gain attributable to a prior
book-up by the partnership), the capital account of one or more historic partnersimmediately before
exercise of the option exceeds the post-exercisevalue of the historic partner’ sinterest. Inthat event
(as with a pre-exercise book-up), special allocations of future income or loss, or other adjustmerts,
may be required to conform the capital accounts to the economic deal struck by the partners (see
Examples 3 and 4 in Appendix I).

Requiring capital account adjustments to be made under this approach whenever an
option is exercised could be cumbersome, particularly if the partnership had multiple options
outstanding and such options could be exercised onirregular dates. To dleviate thisdifficulty, this
approach (as well as the gpproaches described in a. above and c. below, which raise the same issue)
might permit capital account adjustments to be made on aperiodic basis (e.Q., quarterly or annudly)

rather than whenever an option is exercised.
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This post-exercisebook-up approachwould seemto requirearegulatory amendment
or clarification. For examples of this approach, see Appendix |, Examples 1 and 2.

C. Capital redlocation. Under this gpproach, upon exercise partnership

capital would be reallocated among the partners’ capital accounts as required to implement the
intended economic arrangement among the parties.® We recommend that such acapital realocation
be preceded by a post-exercise book-up of the capital accounts as described in b. above, so that the
capital accountsreflect current fair market value (which also would help address Section 704(c)-type
issuesasdiscussed in I1.D.3 below). Such acapital reallocation would ensure that the post-exercise
capital accounts of the partiesreflect their relative economic rights. It would also eliminate any risk
of economic distortion in partnerships where distributions are driven by capital accounts. For these
reasons, we support this approach.

However, reallocating partnership capital could resultin acapital shift infavor of the
option holder (e.q., where the pre-exercise capita account balance of a historic partner exceeds the
far market value of the partner’ sinterest immediately after exercise). Asdiscussedin|1.B.2.b above,
it isunclear under current law whether such a capital shift would be taxable to the option holder or
the historic partners. Accordingly, consistent with our basic proposal for the tax-free exercise of
noncompensatory partnership options, and becauseany such capita reallocationwould merely adjust

the capital accountsto reflect the economic arrangement among the parties, we recommend that this

% Thisapproach presumably would require amending the Section 704(b) regul aions, though it may
fdl withinthe ambit of Treas. Reg. §1.704-1(b)(2)(iv)(q). That regulation generally requires, where
guidance is lacking under the Section 704 capita account regulations, that the capital accounts be
adjusted inamanner that (1) maintains equality between aggregate capitd accountsand partnership
book capital, (2) is congstent with “the underlying economic arrangement of the partners,” and (3)
is based, where practicable, on federal tax accounting principles.
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approach, if adopted, be linked to guidance clarifying that these capital shiftsare not taxable. For an
illugtration of this approach, see Appendix |, Example 3.

d. No immediate adjustments/future special allocations. Under this

approach, the partnership would not adjust partner capital accounts upon the option’s exercise, but
instead would speciadly dlocate future income and loss among the partners as necessary to aignthe
capital accounts with the post-exercise economic arrangement over time.

However, this gpproach would tend to accelerate taxable income to some partners,
and it presentsasignificant risk (generally much greater than in gpproach a. or b. aove) that there
will be insufficient income and loss to properly adjust the capita accounts prior to partnership
liquidation. Asaresult, under this approach either the relative economic risksborne by the partners
would be inconsistent with their business deal (in a partnership where liquidating distributions are
based on capitd account balances), or the capital accounts would be subject to challenge for not
properly reflecting the partners relative economic interests (in a partnership where liquidating
distributions are based on the busness deal and not on capital accounts). For this reason, we
discourage this approach.

3. Option Exercise: Section 704(c)-Typelssues. Theexerciseof apartnership

option usually will result in digparities between the tax and book capital accounts of the historic
partners and/or the option holder that raise Section 704(c)-type issues. A mechanismto eliminate
these disparities over time should beincluded in any future guidance regarding partnership options.

a [ napplicability of Section 704(c). We recommend that a partnership

option not be treated as “property” for Section 704(c) purposes, because the option is eliminated

uponitsexercise. Evenif the option were regarded as property, there are no ongoing tax and book
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items attributable to the option itself, and thus there is no mechanism under Section 704(c) for
eliminating any book-tax difference to the optionee arising from exercise. This observation applies
not only to ordinary noncompensatory options, but also to convertible partnership securities,
discussed in 11 below.

b. Assat revaluation with reverse Section 704(c) allocations. Webdieve

a better gpproach would be to revalue the partnership’s assets pursuant to Treas. Reg. 81.704-
1(b)(2)(iv)(f) and to book up the capital accounts under the modified post-exercise approach
described in D.2.babove. To the extent of any book-tax difference in the partnership’ s assets after
revauation, partner book-tax disparities can be addressed through “reverse” Section 704(c)
alocationsunder Treas. Reg. 81.704-1(b)(4)(i), which applies Section 704(c) principles by reference
to the continuing revalued partnership assets, rather than by reference to the extinguished option.
Where there is such a post-exercise book-up in connection with exercise of an option, the option
holder usually will be subject to reverse Section 704(c) dlocations, because typicaly the option
holder’s book capita account will exceed the holder’s tax basis. Such reverse Section 704(c)
alocations are illustrated in Appendix I, Examples 1, 2 and 4.

Onedrawback of the current regulationsregarding reverse Section 704(c) allocations,
however, isthat they eliminate partner book-tax differences only to the extent abook-tax difference
exists with respect to the partnership’s assets. Therefore, if either (i) partner book-tax differences

for one or more partners exceed the book-tax difference in the partnership’'s assets,> or (ii)

L In general, the net partner book-tax differences for all partners will equal the net book-tax
differencesinthe partnership's assets. However, partner book-tax differencesfor some partners may
exceed book-tax differences in the partnership's assets. For an illustration, see Appendix I,

(continued...)
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partnership tax items avallable to be allocated under the regulations are otherwise less than partner
book-tax differences, the reverse Section 704(c) dlocation mechanism inits current regulatory form
may not fully diminate the partner book-tax differences. To addressthis problem, we recommend
including arulerequiring, inappropriate cases, that the partners be all ocated notional tax items based
on Section 704(c) remedial allocation method principles (see Treas. Reg. 81.704-3(d)), asillustrated
in Appendix |, Example 3.

4. Secondary Transfers of Options When the holder of an outstanding

partnership interest sells the interest to a third party and the partnership has made a Section 754
election, the basis of the partnership’s assetsis adjusted with respect to the transferee partner under
Section 743 to reflect the trandere€ s cost basis in the acquired partnership interest. If the
partnership’s assets are appreciated at the time of the transfer, this adjustment avoids taxing the
appreciation twice (once on sale of the interest and again when the partnership sels its assets).
Consistent with the position that an optionisnot apartnership interest, no Section 743
adjustment to partnership asset basis would be made in connection with the transfer of a
noncompensatory partnership option (evenif aSection 754 eection wereineffect). Moreover, when
the option tranderee exercises the option, gpparently no portion of the bass in the transferee’s
partnership interest arising from the transferee’ s purchase of the optionisreflected inthe basisof the
partnership’ sassets, because (i) Sections 754 and 743 do not apply to the acquistion of apartnership
interest directly from the partnership, and (ii) notwithstanding the possible treatment of the option

as “property” for Section 721 purposes (see I1.B.2 above), the extinguishment of the option upon

°L (...continued)
Example 3.
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exercise seems to preclude any Section 723 step-up in the bas's of partnership property beyond the
option’ sexercise price.®* As aresult, no mechanism seems to be availableto achieve the equivalent
of a Section 743 adjustment in connection with the secondary trander of a noncompensatory
partnership option, so that asignificant indde-outside basis disparity may result upon exercise.® In
thisrespect, thetranser and exerciseof anoncompensatory partnership optionresemblesasecondary
trandfer of an outstanding partnership interest without a Section 754 eection.

5. Anti-Dilution Adjustments. Like a corporate option, apartnership option

may be structured with anti-dilution protection to preserve the option holder’s economic rightsin
connection with certain pre-exercise distributions to the higoric partners (which might include
distributionsto cover partner tax ligbilities) and other dilutive events. While anti-dilution protection
will tend to magnify any shift in economics (including historic partner capita) avay fromthe hisoric
partners in favor of the optionee upon exercise of the option, it does not appear to raise any
fundamental issues that are not adequately addressed by the overall approach to non-compensatory

options recommended in this Part 11.

2 The second point follows from the more genera observation that, in the case of a non-
compensatory partnership option (including a convertible security), any excess (at the time of
exercise) of the far market value of the partnership interest received by the optionee over the sum
of the option premium originaly paid by the optionee plus the exercise price (or, the case of a
convertible security, the original cost of the security) isnot reflected in the basis of the partnership’s
assets under Section 723.

% Assuming a secondary transfer at a premium, the resulting inside-outside basis disparity with
respect to the underlying partnership interest after exercise normally would be reconciled upon a
liquidation or sale of the interest through either (i) acapita loss(or reduced gain) to the holder under
Section 731(a) or 741, or (ii) astep-up in the basis of property distributed to theholder under Section
732(b).
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Accordingly, werecommend that (i) consistent with the treatment of corporate stock
options and convertible securities,> adjustments to the optione€ srights pursuant to customary anti-
dilution features of a partnership option not be taken into account by the optioneg, the partnership
or the historic partnersfor tax or capital account purposes prior to exercise, (ii) upon exercise, such
adjusmentsnot giverisetotax, and (iii) upon exercise, the Section 704(b) and 704(c) consequences
of such adjustments be addressed cons gent with the recommendationsin 11.D.2 and 3 above.

E. Examples
Appendix | contains several examplesillustrating some of the foregoing conclusions

and recommendations concerning noncompensatory partnership options.

[I11.  NONCOMPENSATORY DEBT-LINKED OR PREFERRED-LINKED OPTIONS
This section consdersspecial issuesrased by (1) partnership debt that isconvertible
into “common” (i.e., participaing) equity of the issuer, (2) preferred partnership equity that is
convertible into common equity of the issuer, and (3) warrants to purchase common partnership
equity that are issued in connection with an investment by the holder intheissuer’ s debt or preferred

equity.® This discussion assumes, astypically would be the case, that the relevant securitiesare not

> See, e.q., Treas. Reg. 81.305-7(b) (no deemed distribution occurs under Section 305(c) as a
result of a changein conversionratio or conversion price of aconvertible security, or inthe exercise
price of awarrant, “pursuant to a bonafide, reasonable, adjusgment formula... which has the effect
of preventing dilution of the interest of the holders of such ... securities’); and Treas. Reg. §1.1504-
4(c)(4)(ii)(D) (dmilar safe harbor for purposes of Section 1504 corporate filiation test).

** This discussion does not consder the taxaion of exchangeable securities where an option or
convertible security issued by one entity is exercisable for or exchangeable into equity of another
entity.



issued inconnectionwith the performance of services (though sometimesthey might be, inwhich case
Section 83 and other compensation-related issues would be presented -- see generally IV below).

A. Convertible Debt

The following discussion assumes a partnership issues a debt insrument that is
convertible into common equity of the issuer and that is respected as debt for tax purposes. Just as
a deep-in-the-money partnership option might be treated from the outset as partnership equity (see
|.E aboveand V below), if the convertible debt instrument hassignificant equity features or iscertan
to be exercised, the debt might be recharacterized as an equity interest in the partnership under
general debt/equity classification principles.®

1. Debt Issuance.

a Treatment of conversonright. Theright to convert adebt instrument

issued by a corporation into equity of the issuer generally is not treated as separate property for
federal incometax purposes. Thisisclear from the regulations governing “original issue discount”
(*QID"), which provide that (i) for purposes of determining Section 1272 OID inclusions, one
ignores “an option to convert adebt ingrument into the stock of the issuer, into the stock or debt of

arelated party . . ., or into cash or other property in an amount equal to the approximate vaue of

% See, e.q., Rev. Rul. 72-350, 1972-2 C.B. 394 (a nonrecourse loan to a partnership that was
secured by “unprovenleases and... virtually unsalvageable oil and gaswell installations’ and that was
convertible into a 25 percent partnership interest was “in redlity, capita placed at the risk of the
venture’); IRS Notice 94-47, 1994-1 C.B. 357 (identifying certain types of purported debt
instruments that the Service may recharacterize as equity because significant equity features are
present).
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such stock or debt,”*’ (i) any amount paid for such an option isincluded in determining the issue
price of the debt instrument,>® and (iii) adebt instrument is not treated as providing for contingent
payments merely becauseit containssuch an option.* Although these regulations do not specifically
refer to convertible debt issued by a corporation, they were almost certainly drafted with corporate
convertible debt in mind, and their repeated reference to the “stock” of the issuer castsdoubt ontheir
literal application to convertible debt issued by non-corporate debtors.® The conclusion that the
conversonfeaureincludedin corporate convertible debt is not treat ed as separate property was also
clear under prior law.%

We recommend modifying the OID regulations to clarify that the rules relating to
converson rights extend to partnership convertible debt. We are aware of no policy reason for

distinguishing between corporate and partnership convertible debt in this respect and believe

" Treas Reg. §1.1272-1(e).
% Treas. Reg. §1.1273-2(j).
¥ Treas Reg. §1.1275-4(a)(4).

% The OID regulations do not define the term “stock,” athough Section 7701(a)(7) makes the
nonexclusive statement that “‘stock’ includes shares in an association, joint gock company or
insurance company.” In other contexts, Treasury has avoided the word “stock” when it clearly
intended a broader concept. See Treas. Reg. §1.1001-3(c)(2)(ii) (referring to rightsto “convert the
ingrument into equity of the issuer”).

o See, e.0., Treas. Reg. §1.1232-3(b)(2)(i); Chock Full O’'Nuts Corp. v. United States, 453 F.2d
300 (2d Cir. 1971); Hunt Foods and Industries, Inc. v. Comm'r, 57 T.C. 633 (1972), aff’d per
curiam, 496 F.2d 532 (9" Cir. 1974); AMF, Inc. v. United States, 476 F.2d 1351 (Ct. Cl. 1973), cert.
denied, 417 U.S. 930 (1974). Seeaso Rev. Rul. 72-265, 1972-1 C.B. 222 (conversion of debt into
stock of the corporate issuer pursuant to the terms of the debt isnot a redization event).

There are some limited exceptions to this rule. See, e.q., Section 171(b)(1) and Treas. Reg.
81.171-1(e) (1) (iii) (for determining whether a purchaser of convertible debt has amortizable bond
premium, purchaser’s basis in the debt isreduced by vaue of conversion feature).
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taxpayers would be surprised if a different rule applied to partnership debt.®> Moreover, asin the
case of corporate convertible debt, there are administrative benefits to avoiding the valuation issues
and other difficultiesthat would ariseif conversion rights embedded in partnership convertible debt
were treated as separae property.®

The remainder of this Part 111.A assumes that the converson feature included in a
partnership convertible debt instrument is not treated as separate property for tax purposes.

b. Conseguencesto debt holder. Like apurchase of corporate debt, the

purchase of partnership debt (whether or not convertible) from the issuer for cash isa loan by the
holder that is tax-free to the holder under general tax principles.
Prior to conversion, a holder of partnership convertible debt would be subject tothe

normal interest inclusion rules, including the Section 1272-1275 OID ruleswhich (in contrast to the

2 The flexibility of partnership arrangements under Subchapter K might lead to abuse of the
contingent debt rulesif the conversion feature exclusion contained in Treas. Reg. 81.1275-4(a)(4)
were extended to partnership convertible debt. For example, a debt ingrument providing for
payments based on the vaue of specified property presumably is subject to the contingent payment
debt rules. If the borrower instead contributes the property to a partnership, a debt instrument
convertible into partnership equity might be structured to provide comparable economics to the
lender, while avoiding the contingent payment debt rules If such a transaction achieved an
“unreasonable result” in light of the purposes of the OID rules(or other provisions of the Code), the
anti-abuse rules of Treas. Reg. §1.1275-2(g) would permit the Service to apply or depart from the
regulations as appropriate to achieve a reasonable result.

% Treating the conversion right as part of theunderlying debt insrument also would aleviate, if not
eliminate, the capital accounting difficultiesthat arisefromoption premiums. Seell.D.1 aove. For
example, the entire amount paid for the debt instrument (including any amount paid for the
conversion right) would be included as part of the liability for the debt ingrument reflected on the
partnership’s books.
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regulations thereunder concerning the treatment of conversion features) on the whole are drafted
broadly to apply to debt issued by noncorporate as well as corporate issuers.®

A holder that purchases partnership convertible debt from the issuer at a premium
generaly would be subject to the Section 171 bond premium amortization rules, which aso broadly
apply to noncorporate aswel ascorporatedebt.® It seemsclear fromthe statutethat, in calculating
bond premium on a convertible debt instrument, including partnership convertible debt, the value of
the conversion featureisexcluded.®® However, thereisaquestionwhether theregulationselaborating
on this rule apply to partnership convertible debt, because like the OID regulations they define
“convertible bond” narrowly as abond convertibleinto “stock” of theissuer or “stock or debt” of a
rlated party.®” We suggest these regulations be amended to confirm that they apply to partnership
convertible debt, consistent with the statute.

If the holder uses appreciated (or depreciated) property to purchase partnership deht,

the exchange is taxable to the holder under Section 1001 and the other authorities noted in 11.A.1

% See, e.0., Section 1275(a)(1) and Treas. Reg. §1.1275-1(d) (broadly defining “debt instrument”
for purposes of OID rules).

% See Section 171(d) and Treas. Reg. §1.171-1(b)(1) (broadly defining “bond” for Section 171
purposes).

% See Section 171(b)(1), last sentence.

67 SeeTreas. Reg. §1.171-1(e)(1)(iii). Asnoted earlier, these rulesreducethe holder’ sbasisin the
bond by the value of the conversion featurefor purposesof determining whether thereis amortizable
bond premium.
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above. Section 721 does not gpply because the debt (including the imbedded conversion feature) is
not a partnership “interest.”®

C. Consequences to partnership and historic partners. Asinthe case of

corporate debt, under general tax principles a partnership’s receipt of proceeds from issuing debt
(whether or not convertible) is not ataxable event to the partnership or the historic partners. Prior
to conversion of the delt, like a corporate issuer of convertible debt, the partnership issuer generdly
would, subject to certain limitations, report (i) interest deductions corresponding to the holder’s
interest income (including OID)® and (ii) interest income corresponding to the holder’ s deductions
for bond issuance premium.”

2. Conversion.

a Consequencesto debt holder. The converson of partnership debt into

apartnership interest pursuant to theterms of thedebt generdly should not be taxableto the holder.™

Three alternative theories support this result. First, published rulings have long concluded that the

% The open transaction theory described in 11.A.1 above which may apply in connection with
issuing an ordinary partnership option also does not apply here, because the purchase of the debt is
aclosed transaction, and the conversion feature is not a separate asset for tax purposes. However,
the holder might be digible to defer someor dl of any gain recognized in the transaction under the
ingallment method. See Section 453.

%9 See Sections 163(a), 163(e).
0 See Treas. Reg. §1.163-13.

" We believe the holder would appropriately be taxed on any accrued and unpaid interest on the
convertible debt a the time of converson. Thisresult is supported by Treas. Reg. 81.721-1(b)(1),
because the existing partners have given up their right to capital in satisfaction of the partnership’s
obligation to pay interest, as further discussed in b. below. The corporate andog to thisrule is
Section 351(d)(3), which providesthat interest on debt of the transferee corporation that accrued
during the transferor’ s holding period is not “property” for Section 351 purposes.
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conversion of corporate debt into stock of the issuer pursuant to the terms of the debt is generaly
not arealization event to the holder.” Accordingly, the holder is not taxed on conversion and takes
acaryover bass and a tacked holding period in the stock.” Under this view, the exchange of the
convertible debt for stock is “regarded as atransformation of a security rather than a disposition of
it.”™ Converting partnership convertible debt into a partnership interest similarly could be viewed
asatransormation of thedebt instrument under the non-realizationtheory.”™ Second, the converson
of partnership debt into partnership equity could be viewed astax-freeto the holder under the general
open transaction and bargain purchase principlesdiscussed earlier in connection with the exercise of
ordinary partnership options (seell.B.1). Third, the conversonof partnership debt into apartnership
equity interest would seem to qualify for nonrecognition treatment under Section 721, viewing the
debt as contributed “property” for this purpose. This conclusion is supported by the analogous

Subchapter C rulethat certain debt of the transferee corporation constitutes property for Section 351

2 See, eq., Rev. Rul. 72-265, 1972-1 C.B. 222.
" 1d.

™ See Fleischer & Cary, “The Taxation of Convertible Bonds and Stock,” 74 Harv. L. Rev. 473,
478 (1961).

> Certain conversions of corporate convertible debt into stock might also be viewed, depending on
the circumstances, as either a tax-free recapitalization under Section 368(a)(1)(E) or a tax-free
Section 351 exchange. Of course neither of these Subchapter C-based theories is available in the
partnership context. Moreover, even in the corporae context both theories apply only to an
exchange of a*“security” for stock of the issuer. See Sections 354 and 351(d)(2). Incontrast, the
nonredization theory described above applies even to short-term convertible debt that might not be
considered a“security” for Subchapter C purposes. Regardingthetreatment of corporateconvertible
debt asa“security,” in Federal Income Taxation of Corporations and Shareholders, 12.41[4] (7th
ed. 2000), Bittker & Eustice notethat the“[c]onvertibility into stock of theissuing corporationwould
seem to make classification of the debt obligation as a security more likely because of the potential
equity participation feature.”
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purposes.”® In addition, the Service concluded in a 1977 genera counsel memorandum that
Section 721 applied to the conversion of partnership debt into partnership equity pursuant to the
termsof thedebt.”” Asin the caseof ordinary partnership options, this Section 721 view would need
to be reconciled with the disappearance of the “property” upon conversion, which, for example,
would preclude viewing the debt as property for Section 704(c) purposes (see ll.B.2.aand I1.D.3
above).

Not taxing the holder upon conversion of partnership convertible debt is consistent
with our recommended treatment of the exerciseof an ordinary partnership option(seell.B.1 above).
The choice among the above dternative theories for tax-free conversion may have ancillary
consequences. For example, as noted above, treating partnership options (including convertible
securities) as “property” for Subchapter K purposes presents potential difficulties under
Section 704(c). Inaddition, different theoriesmay lead to differencesin the application of the market

discount rules.”

6 Section 351(d)(2) provides that issuer debt not evidenced by a “security” is not treated as
property under Section 351. However, Section 721 contains no similar limitation.

" See GCM 37053 (Mar. 22, 1977).

8 Generally a holder’s gain on any “disposition” of a debt instrument is ordinary income to the
extent of accrued market discount onthe debt. Section1276(a). Thisgainrecognitionrule generdly
trumps any non-recognition rule tha isnot specifically referenced in Section 1276(d)(1). Under the
non-realization theory, presumably the conversion of corporate convertible debt into stock is not a
“digposition” and therefore no market discount isrecognized. See Garlock, Federd | ncome Taxation
of Debt Instruments 111.04, n. 66 (4th ed. 2000). If the non-realization theory aso applied to the
conversion of partnership convertible debt into partnership equity, the no-disposition result should
be the same. In contrast, if Section 721 (but not the non-realization theory) applied, under current
law the application of the market discount rulesisunclear. The ambiguity arises from the fact that
(i) Section 1245(b)(3) (which is cross-referenced in Section 1276(d)(1) and specificaly refers to
transactions in which “the basis of property in the hands of atransfereeisdetermined by reference

(continued...)
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The holder’s holding period in the partnership interest received upon conversion of
the debt should include the holder’s holding period in the debt.™

b. Conseguencesto partnership and historic partners. The conversion of

acorporate convertible debt into stock of theissuer istax freeto the corporation under Section 1032.
Consigtent with the andysis of ordinary partnership optionsin 11.B.2 above, we believe that under
Section 721 the converson of partnership convertible debt should be tax free to the partnership and
the historic partners, subject to the normd statutory exceptions under Sections 707, 731, 751 and
752.

Aswith ordinary partnership options, it could be argued that converting partnership
debt into partnership equity runs afoul of the Section 721 regulatory excluson providing: "Tothe
extent that any of the partners gives up any part of his right to be repaid his contributions (as
distinguished from a share of partnership profits) infavor of another partner ... in satisfaction of an
obligation ... section 721 does not apply.”®® In the case of partnership convertible dekt, there are
three facets to this issue. First, although converting partnership debt into partnership equity does

satisfy apartnership obligation with partnership capita, to theextent of theissue price of the debt that

8 (...continued)

to its bads in the hands of the transferor by reason of the gpplication of section . . .721") arguably
does not apply to a converson of partnership debt since the debt disappears in the conversion and
therefore is never held by the transferee partnership, and (ii) Section 721 is not liged in
Section 1276(d)(1)(B). If Section 721 isdetermined to be the applicable theory, we suggest adding
Section 721 to the non-recognition exceptions contained in Section 1276(d) (1) (B), so that corporate
convertible debt and partnership convertible debt are treated consistently under the market discount
rules.

" Section 1223(1).

% Treas Reg. §1.721-1(b)(2).
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capital was provided by the lender and not by the historic partners. Accordingly, to thisextent we
believe Treas. Reg. 81.721-1(b)(1) by its terms does not (and should not) apply. Second, to the
extent the holder recaives partnership equity that includes capital attributable to unpaid interest on
the debt, we believe Treas. Reg. §1.721-1(b)(1) appropriately does apply, because that partnership
capital (i) is issued in exchange for the partnership’s obligation to pay theinterest and (ii) is provided
by the historic partners. Accordingly, the holder and partnership will recognize any interest income
and expense, respectively, not previously taken into account. A more difficult issue hereiswhether
the partnership and the higoric partners should also recognize gain or loss asthough the partnership
had sold some of its assetsto satisfy theinterest obligation. Thisissimilar to the question of whether
the partnership and historic partners should recognize gain or loss under a deemed asset sde theory
when a compensatory partnership option is exercised (discussed in IV.C.2.b below). The same
analytical approach adopted to resolve the compensatory option question probably should be applied
here as well, unlessfor administrative reasons adifferent result isdedrable. If the approach wetend
to favor for compensatory partnership optionsis adopted, the converson would be viewed for book
and tax purposes— to the extent thereis any unpaid interest — as a payment of the interest for cash
followed by a recontribution of the cash by the debt holder in exchange for the partnership intered,
with no deemed asset sale gain or loss to the partnership and historic partners (see I V.C.2.b below).
Third, if, upon conversion, the holder receives partnership equity that includes a capital interest
exceeding the adjusted issue price of the debt (including any unpaid interest) -- which will typicaly
be the case -- that excess capita will be atributable to the conversion feature. For all the reasons
discussed in connection with the exercise of ordinary partnership options (see I1.B.2 above), we

believe the issuance of a partnership interest in consderation for the conversion feature inherent in
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partnership convertible debt should not be a taxable transaction to the partnership or the historic
partners. Thiswasalso the Service' spositionin GCM 37053, which concluded that the conversion
of partnership convertible debt into alimited partnership interest was tax-free to the historic partners
under Section 721 and not covered by Treas. Reg. 81.721-1(b)(1), because”[t]he only partner who
could benefit from such a conversion is the noteholder and there is no reason to assume that the
noteholder isin any way being compensated for servicesor receiving satisfaction for an obligation.”

Asinthe case of ordinary partnership options, the converson may result in actual or
deemed distributions taxable to the historic partners under the normal statutory exceptions of
Sections 707, 731, 751 and/or 752, including due to reductionsin their partnership liability shares.
Inthecaseof convertibledebt, someliability share reductionswill always occur upon conversion due
to the reduction in the overall amount of partnership liabilities.

The conversion of partnership convertibledebt rai ses Section 704(b) and 704(c) issues
of the type discussed in 11.D above, which we recommend be addressed in a manner consistent with
the exercise of ordinary partnership options.

3. L apse of Converson Right or Repurchase of Convertible Debt.

a Lapse. Asin the case of corporate convertible debt (but in contrast
to the lapse of an ordinary partnership option), the expiration of the conversion feature of a
partnership convertible debt instrument should not have any tax consequences to the holder or the

partnership, because the conversion feature is not treated as a separate asset for tax purposes.

8 Mar. 22, 1977.



b. Repurchase. Section 1271(a) generally providesthat amountsreceived
by the holder on “retirement” of a debt instrument are considered amounts received “in exchange’
for the debt. Accordingly, upon arepurchase by theissuer, the holder generally recognizes gain or
loss equal to the difference between the repurchase price and the holder’s basis in the debt, as
adjusted to reflect any accrued but unpaid interest.?? Subject to severd statutory exceptions, this
broad rule by its terms applies to debt of any type, and hence it should apply to partnership debt.
Because the conversonfeatureisnot treated as an asset separate from the debt for tax purposes, and
assumingthedebt isheld asacapital asset, aholder of partnership convertible debt thereforenormdly
should recognize capital gain or loss when the partnership issuer repurchases the debt.

If a corporate issuer repurchases convertible debt for less than the debt’s adjusted
Issueprice, theissuer recognizescancell ation of debtincomeunder Treas. Reg. 81.61-12(c)(ii), unless
one of the exceptions under Section 108 (bankruptcy, insolvency, etc.) applies. These provisons
agan are broadly drafted and by their terms extend to partnership debt, though the Section 108
exceptions generdly apply at the partner, not the partnership, leved.®

If a corporate issuer repurchases adebt instrument for more than the debt’ s adjusted
issue price, the issuer normally may deduct the repurchase premium as interest expense in the year
of repurchase.® However, if the debt is convertible into “stock of theissuing corporation” (or of a

corporation controlling or controlled by the issuer), Section 249 limitsthe issuer’s deduction to “a

8 See, e.q., Sections 1271(d) and 1272.

8 Section 108(d)(6). The mechanics of applying Section 108 to the repurchase of partnership debt
at adiscount are complex and beyond the scope of this report.

% Treas Reg. §1.163-7(c), §1.61-12(c).
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normal call premium” on nonconvertible debt. Section 249 is desgned to prevent a corporate issuer
from cdlaiming an interest deduction for amounts attributable to repurchasing the conversion right,
because it is capital in nature.® This is consistent with the nonrecognition treatment afforded the
issuer in the economically equivaent two-step transaction in which the debt is converted into
appreciated stock and theissuer then redeemsthe stock.® It isalso consistent with the Section 1032
disallowance of a deduction to a corporate issuer upon repurchase of an ordinary noncompensatory
corporate option (see 11.C.2 above).

If a partnership issuer repurchases debt for more than its adjusted issue price, the
broadly drafted general rule permitting adeduction for the repurchase premium by itsterms applies.®’
In contrast, if the debt isconvertibleinto partnership equity, the Section 249 deduction disallowance
rule applicableto corporate convertibledebt by itstermsdoes not gpply, becausethat rule isexpresdy
limited to convertible debt issued by a corporation. Moreover, under current law there is no
partnership analog to Section249. Therefore, under current law apartnership issuer that repurchases
convertible debt for a premium would appear to have deductible interest expense equal to the full
excess of the repurchase price over the adjusted issue price of the debt. Asin the case of anordinary
partnership option, the repurchase of partnership convertible debt iseconomically similar to exercise
of the conversion right followed by aredemption of the newly issued partnership interest, both of

which would be tax free to the partnership under the approach described in I11.B.2.b above and

% SeeH.R. Rept. No. 413 (Part 1), 91¢ Cong., 1% Sess 110-11 (1969).

% Seelll.A.2 above (no gain or losson conversion of corporate convertible debt into issuer stock)
and Section 311(a) (no gain or lossto corporateissuer on nonliquidating distribution with respect to
its stock).

8 SeeTreas Reg. §1.163-7(c), §1.61-12(c).
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Section 731(b), respectively. Therefore, inlight of the consistency consderationsnoted in connection
with the repurchase of ordinary partnershipoptionsinI1.C.2 above, and for the sound policy reasons
underlying Section 249, we recommend that a Section 249-type rule be adopted with respect to the
repurchase of partnership convertible debt at a premium. Presumably this would require a satutory
amendment.

If such arule is adopted, the andillary issues discussed in 11.C.2 aove in connection
with a possible Section 1032-typerule for the lapse or repurchase of an ordinary partnership option
should be considered (i.e., the consequences to outside partner basis under Section 705, the
possibility of a Section 734 adjustment to inside bads, and gppropriate modifications to the capital
accounts).

B. Convertible Preferred Equity

The following discussion assumes a partnership issues apreferred equity interest that
Is convertible into common equity of the issuer.

1. | ssuance of Preferred Equity.

a Treatment of conversion right. Consistent with the treatment of

corporate convertible debt (see 111.A.1.a), the conversion feature in convertible preferred stock

generally isnot treated as separate property for tax purposes.?® Based on these corporate debt and

8 See, e.q., Rev. Rul. 75-33, 1975-1 C.B. 33 (right to convert preferred stock into common stock
of issuer is not separate property for “B” reorganization purposes); Rev. Rul. 78-142, 1978-1 C.B.
112 (right to convert preferred stock into common stock of issuer is not “other property” for Section
356 purposes); Rev. Rul. 69-265, 1969-1 C.B. 109 (right to convert stock of subsidiary into stock
of parent is not treated as separate property for reorganization purposesif right is exercisable againg
the subsidiary but not againg the parent); Section 305(c) and Treas. Reg. 81.305-5(b) and -5(d)
Example 2 (ignoring converson feature in determining preferred issue price for purposes of

(continued...)
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preferred sock anaogies, presumably the converson feature embedded in a partnership convertible
preferred interest should not be treated as property separate from the partnership interest. The
remainder of this Part 111.B assumes this is the case.

b. Conseguences to holder. The issuance of a convertible preferred

partnership interest is tax-free to the purchaser. Even if the holder acquires the interest using
appreciated property, the holder normally would be protected by Section 721, because, in contrast
to an ordinary partnership option (see I1.A above), convertible preferred (including the embedded
conversion feature) isan “interest” in the partnership initsentirety.® This result assumesthe holder
is treated as a partner from the outset, which should be the case if the holder intends to share in
partnership profitsasa co-proprietor andif thetraditiona indicia of adebtor/creditor relationship do
not exist.*® Specid concernsregarding partner status, which arebeyond the scope of thisreport, may
ariseif, asis frequently the case, the preferred interest holder is not entitled to share in partnership
profits beyond a predetermined annual amount prior to exercise (though these concerns might be
mitigated by the presence of the conversion feature).

C. Conseguencesto partnership and higoricpartners. Under Section 721,

no gain or loss should be recognized by the partnership or its historic partners upon issuance of the

8 (...continued)
caculating “preferred OID”). But see Rev. Rul. 70-108, 1970-1 C.B. 78 (where a holder of voting
preferred stock, convertible into one share of common, has the option upon conversion to pay cash
for another share of common, the cash option is a separate property right, so the preferred stock is
not “solely” voting stock for “B” reorganization purposes).

¥ See Treas. Reg. § 1.704-1(b)(2)(ii)(h) (which defines “partnership agreement” to include “al
arrangements’ among the parties, including “puts, options,” etc.).

% See, e.g., Commissioner v. Culbertson, 337 U.S. 733 (1949) (considering all facts the parties
intended to join together in the present conduct of abusness enterprise).
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convertible preferred interest, assuming the holder istreated as a partner for tax purposes from the
outset.

Insomeinstances, however, theissuanceof aconvertible preferred interest may result
in actud or deemed distributions taxable to the historic partners under the normal statutory
exceptions of Sections 707, 731, 751 and/or 752, including due to reductionsin their partnership
liability shares arising from admission of the preferred holder (see I1.B.2.c. above).

2. Conversion.

a Consequences to preferred interest holder. The converson of

convertible preferred stock into common stock is generaly considered a tax-free recapitalization
under Section 368(a)(1)(E)." Tax-freetreatment of the holder can also be supported, however, by
the non-realization and/or bargain purchase theories applicable to corporate convertible debt (see
[11.A.2.aabove). Therefore, asin the case of partnership convertible debt, tax-free treatment of the
holder upon conversion of partnership convertible preferred into acommon partnership interest can
(and we recommend it should) be supported by one or more of (i) the non-realizationtheory, (ii) the

bargain purchase theory, or (iii) Section 721.%

% SeeRev. Rul. 56-179, 1956-1 C.B. 187 and Rev. Rul. 77-238, 1977-2 C.B. 115 (conversion of
preferred stock into common stock, and conversion of common stock into preferred stock, pursuant
to termsof incorporation permitting, or requiring, the conversions and in furtherance of a corporate
busness purpose, are “E” reorganizations).

% Asadditiona authority for the application of Section 721 inthiscontext, seethe published rulings
discussed in footnote 94.
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The holder’s holding period in the partnership interest received upon conversion of
the preferred should include the holder’ s holding period in the preferred.®®

b. Conseguencesto partnership and historic partners. The converson of

convertible preferred stock into common stock of the issuer is tax free to the corporation under
Section 1032. Consistent with the analysis of ordinary partnership options (in 11.B.2 above) and
partnership convertible debt (in 111.A.2 above), we bdieve that under Section 721 the converson of
partnership convertible preferred should be tax free to the partnership and the higoric partners,
subject to the normal statutory exceptions under Sections 707, 731, 751 and 752.%

Neither theissuance of the convertible preferred interest nor itsconversion should be
treated as a “sale or exchange” for purposes of the Section 708 partnership termination rules.*®

3. L apse of Converson Right or Repurchaseof Convertible Preferred. As

in the case of partnership convertible debt (but unlike the lapse of an ordinary partnership option),
theexpiration of the conversonfeatureof aconvertiblepreferred partnershipinterest should not have
any tax consequences to the holder or the partnership, becausethe conversion feature is not separate

property for tax purposes.

% Section 1223(1).

% Published rulings have conduded that, under Section 721, no gain or lossis recognized on (i) the
converson of a generd partnership interest to alimited partnership interest in the same partnership
or (ii) the converson of a state law partnership into a limited liability company classified as a
partnership for tax purposes. See Rev. Rul. 84-52, 1984-1 C.B. 157, and Rev. Rul. 95-37, 1995-1
C.B. 130, respectively. In contrast to the conversion of apreferred interest into a common intered,
the partners economic interestsin the partnershipsat issueinthe rulings were not altered as aresult
of the conversions, though these authorities neverthdesslend support to the application of Section
721 to the conversion of partnership convertible preferred.

% SeeTress. Reg. §1.708-1(b)(2): Rev. Rul. 75-423, 1975-2 C.B. 260; and PLR 8015088 (Jan. 17,
1980).
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Upon the repurchase of a partnership convertible preferred interest, the holder
recognizes (i) gainor loss, if the repurchase terminates the partner’ sentireinterest in the partnership
(Sections 731(a) and 736) or (ii) gain but not lossif the partner retainssome other partnership interest
(Section 731(8)).** Under Section 731(b), the partnership recognizes no gain or loss upon the
repurchase of a partnership interest, which would includea partnership convertible preferred interest.
However, the repurchase appropriately would give rise to a Section 734 adjustment to the basis of
the partnership'sassetsif a Section 754 eection werein effect. Repurchase of aconvertiblepreferred
partnership interest should not be treated as a sale or exchange for Section 708 purposes.”’

C. Warrants Issued with Partnership Debt or Preferred Equity

Supposethat, in connection with making aloan to, or purchasing preferred equity in,
apartnership, the investor receives an option to purchase partnership common equity.

1 Issuance. If an optionisissued in connection with aloan, the lender would
be treated as having purchased two separate securities (the debt and the option) for tax purposes.
Under the “investment unit” rules of Section 1273(c)(2) and the regulations thereunder, the total
purchase price would be dlocated between the debt and the option based on their respective fair
market values. The amount allocated to the warrant (i) presumably would be accorded the tax-free

open transaction treatment associated with pure options (see I1.A above), but (i) may create or

% |nthelatter case, the partner’ s taxable gain is limited to the excess of the cash repurchase price
received by thepartner over the partner’ sbas sinitsentire partnership interest (including theretained
interest) immediately before the preferred is repurchased.

% See Treas. Reg. §1.708-1(b)(2).
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increase OI D on the debt, which would be reportable by the partnership and lender over the life of
the loan under the OID rules.

Similarly, if the option is issued in connection with preferred equity, the partnership
and the holder would be required to alocate the combined purchase price between the option and the
preferred equity based on their respective values.®® The resulting discount on the preferred equity
may result inincometo the holder.*

2. Exercise. If the option is exercised for cash, the general rules applicable to
pureinvestment optionsdescribedin|1.B aboveshould apply. If, pursuant tothetermsof theoption,
the holder usesthe related partnership debt or preferred equity as consideration to pay the option

exercise price,'*®

we believe the exchange should be tax-free to the holder, the partnership and the
historic partners under the Section 721 theory (and/or possibly other theories) that apply to ordinary
partnership optionsgenerally andto partnership convertibledebt and preferred, subject tothenormal

statutory exceptions under Sections 707, 731, 751 and 752 (seell.B., I11.A.2 and 111.B.2 above).'*

% Cf. Section 1273(c)(2) (requiring such valuations in the case of debt and property issued as an
investment unit).

% |f the face amount of the preferred equity (i.e., the liquidation value) exceeds the amount paid
for the equity, the difference could be income to the holder, either immediately under a capita shift
theory or over time by reason of incomeallocations or guaranteed payments. Cf. Section 305(c) and
the regulations thereunder, which apply OID-type principlesin the analogous corporate context.

100 | the option does not by itsterms permit the use of partnership debt or preferred equity to fund
the exercise price, it would appear to raise issues smilar to those discussed in footnote 13.

101 However, such an exchange may raiseissues that do not apply where the exchange is pursuant
to a conversion right embedded in the delbt or preferred equity. For example, suppose that a
partnership issues for $100 a debt instrument with a$100 faceamount payablein 10 years and a10%
current pay interest rate. Assume that later, due to changes in the debt markets, the prevailing
interest rate is 5%, the debt instrument is worth $110, and the holder then exercises the related

(continued...)
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3. L apseor Repur chase. Thelapseor repurchase of adebt-linked or preferred-

linked partnership warrant should be treated as described in 11.C above concerning stand-alone

partnership options.

V. COMPENSATORY OPTIONS

In this part of the report, we examine the law governing compensatory partnership
options, meaning optionsto acquire partnershipinterestsissuedto persons(typically individuals) who
have provided or who will provide servicesto theissuing partnership. Typically, the service provider
paysno premiumfor acompensatory option. Compensatory partnership options present many of the
same issues introduced by pure investment options, as well as other issues unique to the
compensaory context.

Consistent with the general comments concerning partnership optiontreatment at the
beginning of Part 11 above, the discussion and recommendations below follow from our view that
compensatory partnership optionsgenerdly should be taxed in amanner consistent with the taxation

of nonqualified corporate stock options, which is governed by well-developed rules.**

101 (_..continued)
warrant by exchanging thedebt for acommon partnership interes worth$110. Itisnot entirely dear
how or whether Section 721 would gpply to the $10 excess of the debt’ sfair market value over its
face amount and basis.

102 Section 422, which contains special rules concerning the taxation of incentive stock options, by
itsterms gpplies solely to a narrow category of optionson corporate stock and hasno bearing onthe
taxation of compensatory partnership options.
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A. Introductory Comments Regarding Section 83

Section 83 andtheregulationsthereunder providewell-esablishedlegal principlesfor
the treatment of options and other property transferred by a corporation to its employees and
independent contractors as compensation. By its terms, Section 83 applies to any transfer of
“property” by one person to another in connection with the performance of services, which literdly
includes the issuance of a partnership interest to a person who performs services for the
partnership.’® At least one court actually has applied Section 83 principles to a compensatory
partnership option.’* Most of those involved in preparing this report believe that Section 83 does
provide the proper legal framework to address many of the issues presented by compensatory
partnership options. As discussed below, however, there is some tension between Section 83 and
Subchapter K principles which must be resolved to determine, for example, the proper amount of
income realized by the holder of a compensatory partnership option upon its exercise and the effect
of vesting and forfeiture arrangements.

B. Option Issuance

1 Consequencesto Option Holder. Although there does not appear to be any

authority specific to the partnership context, Section 83 provides appropriate results on this issue.

The grant of an option to a service provider generdly is not treated as a taxable property transfer

103 Strictly speaking, the regulations under Section 83 (but not Section 83 itsdlf) refer only to
services provided in an employee or independent contractor capacity, but not services providedin a
partner capecity. See Treas. Reg. §1.83-1(a)(1). Thus, theremay bea question whether Section 83
principles apply to the grant of a compensatory partnership option to aperson in consderation for
servicesrendered by the personin apartner capacity. Seealso note 117 below concerning Rev. Proc.
93-27.

104 See Schulman v. Commissioner, 93 T.C. 623 (1989).
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under Section 83.)% Thereis an exception for caseswherethe option has“areadily ascertainablefair
market valug’ on the date the option is granted, but that exception would not apply to the typical
compensatory partnership option.*®

2. ConsequencestoPartner ship and HigoricPartners. Assuming Section 83

principles govern compensatory partnership options, issuing a compensatory partnership option
normaly would not be a taxable event for the partnership or the historic partners.’”” Even if
Section 83 principles do not apply in this context, existing authorities regarding the issuance of
ordinary optionswould tend to support the same conclusion. Asnoted inll.A.2 above, under open
transaction doctrine principles issuance of a noncompensatory option is not ataxable event. Those
same principles should apply in a compensatory setting.

C. Option Exercise

Thefollowing discussion assumesthepartnership interest received by the holder upon
exercise of the compensatory option is fully vested (see IV.E.3 below for comments on vesting
arrangements).

1. Consequencesto Option Holder. Assuming Section 83 principlesapply and

that the option did not have a readily ascertainable fair market value on the grant date, Section 83(a)

requiresthe holder to include in income (as ordinary income), at exercise, the excess of (i) the value

1% Section 83(€)(3); Treas Reg. §1.83-3(a)(2).

1% Treas. Reg. §1.83-7 providesthat an option hasareadily ascertainable fair market valueif either
(i) the option itself is actively traded on an established market (whichwould be extremely unusua for
apartnership option) or (ii) the value of the optionisreadily determinableunder sandardsthat would
not be satisfied by atypical partnership option.

197 See Section 83(€)(3); Treas. Reg. §1.83-3(a)(2).
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of the partnership interest on the exercise date (discussed further below) over (ii) the sum of the
option exercise price plus any option premium paid.'®® The holder’s basisin the partnership interest
would beitsvalue on the exercise date plusthe holder’ s share of partnership liabilities as determined
under Section 752.

It isnot clear how the value of the partnership interest should be determined for this
purpose. Under Section 83 principles, the partnership interest generally should be valued at itstrue
far market value, taking into account all the relevant facts and circumstances.’® This process
requires taking into account not only the economic attributes of the interest (e.g., the value of the
partnership’ sassetsand the holder’ sentitlement to distributions), but dso thenoneconomic attributes
of the interes (e.q., the holder’s rights, if any, to participate in management, and any transfer
limitati ons).™*°

Although Section 83 principles literally would seem to apply to compensatory
partnership options under current law, those principles may conflict with Subchapter K principles

regarding the direct issuance of compensatory partnership interests.™* Under such Subchapter K

1% Though we have suggested treating a partnership option as property for Section 721 purposes
(see 11.B.2 above), we do not believe that is inconsistent with taxing the holder under Section 83
uponexerciseof acompensatory partnership option, because Section 83(e)(3) expressly providesthat
an option with no readily ascertainable fair market value is not property for Section 83 purposes.

109 See Section 83(a) and Treas. Reg. §1.83-1(a)(1). The effect of any restriction that will lapse
over time would be disregarded in determining the value of the partnership interes.

10 See, e.9., Schulman v. Commissioner, 93 T.C. 623 (1989) (applying Section 83 principlesin
vauing acompensatory partnership interest).

1 We will not attempt to recount the significant body of law and commentary in thisarea. The
most notable recent authorities are Rev. Proc. 93-27, 1993-2 C.B. 343 (as amplified by Rev. Proc.
2001-43, 2001-34 1.R.B. 191), and Campbell v. Commissioner, 943 F. 2d 815 (8th Cir. 1991).
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principles, as embodied particularly in Rev. Proc. 93-27**% and Rev. Proc. 2001-43,* a service
provider to a partnership normally may receive a* profitsinterest” in the partnership without current
taxation, even if (as would usually be the case) the interest has positive fair market value. By
contrast, thegrant of a partnership capital interest is taxable to the service provider. The distinction
between a capital interest and a profits interest is based upon a liquidation analyd's, with a capital
interest representing any amount that the holder would receive upon an immediate liquidation of the
partnership and a profitsinterest representing any entitlement to future distributionsin excess of the
liquidation valueof theinterest.™* The foregoing principles, takentogether, stand for the propostion
that the taxable value of a compensatory partnership interest should be determined based upon the
liquidation value of the interest.’*®> That valuation approach makes irrelevant any noneconomic
factors (such as management rights and partnership interest transfer restrictions) that, in theory,
should be taken into account in determining true fair market value. It aso makes irrelevant any

“carried interest” featureassociated with theinterest (i.e., aproportionate share of partnership profits

112 1993-2 C.B. 343. WhileRev. Proc. 93-27, by itsterms, isonly astatement of the Service saudit
position rather than a statement of subgtantive law, it is areasonably fair interpretation of the prior
case law and is so heavily relied upon in practice that it has become tantamount to law.

113 2001-34 1.R.B. 191.

14 See Rev. Proc. 93-27, 1993-2 C.B. 343; Rev. Proc. 2001-43, 2001-34 |.R.B. 191. See dso
Tress. Reg. 81.704-1(e)(1)(v) (apartner’ s capital interest isthe amount distributable to the partner
upon the partner’ swithdrawal or the partnership’ sliquidation).

15 In most circumstances where the partnership interest received by the option holder represents
a simple pro rata interest in the partnership, the liquidation value of the interes would tend to
approximate the true fair market vaue of the interest, except to the extent that fair market value is
affected by noneconomic terms such as transfer restrictions.
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inexcessof the interest’ sproportionate share of partnership capitd), unlessthe carried interest is“in
the money” and thereby creates liquidation value for the interest on the issue date.™®
These Subchapter K principlescould be gppliedto compensatory partnership options,

with the reault that the tax consegquences from the exercise of the option would be determined as if

18 For acompensatory partnership interest that is not a pure profitsinterest but rather includes an
interest in partnership capital (whether acquired directly or, as discussed below, by exercise of an
option), the Section 83 approach, becauseit takesinto account noneconomic factors(such astransfer
restrictions, limitations on governance rights, and minority discount) may in some cases result in a
lower valuation than the Subchapter K approach. Examples of such interestsinclude a smple pro
rata interest in the partnership (see the previous footnote), or a capital interest that is burdened by
acarried interest held by another partner. Asindicated, we believe valuing both compensatory capital
interests and profits interests under the Subchapter K liquidation approach is gppropriate as a policy
matter and may reasonably be inferred from existing authorities. However, to the extent the Section
83 goproach resultsin alower value, ataxpayer might take a contrary position with respect to a
compensatory capital interest, on the groundsthat (i) Rev. Procs. 93-27 and 2001-43 (which apply
the Subchapter K liquidation gpproach to, and imply that Section 83 doesnot govern, the receipt of
acompensatory profitsinterest under certain conditions) do not apply to apartnership capital interes,
and (ii) regardless of the Service sadministrative postion as reflected in these Revenue Procedures
or otherwise, the statutory vauation principles of Section 83 may be relied upon. Accordingly, to
the extent the government concludesthat the Subchapter K liquidation approach should control the
vauation of compensatory partnership capital interess as well as profits interess, consderation
should be given to amending Section 83 to clarify that result.
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theunderlying partnershipinterest had beentransferred in exchangefor services.™’” Therewould need
to be an appropriate adjustment to reflect any option premium payment.

While either the Section 83 approach or the Subchapter K approach might reasonably
be applied in this context, we believe the Subchapter K approach is more appropriate. First, that
approach would harmonize the tax treatment of the exercise of compensatory partnership options
with the tax treatment of direct issuances of compensatory partnership profits interests. We see no
compelling rationale for differentiating between the valuation methodologies used in those two
situations, and harmonizing the two sets of rules would eliminate the incentive to restructure
compensatory optionsas partnership profitsinterestsin order to achieve amorefavorable tax result.
Second, the Subchapter K approach generdly would be easier to apply, becauseit requires valuing
only the partnership’ sassetsand does not require analyzing myriad other factors (many of which are
quite subjective) relevant to determining the true fair market vaue of a partnership interest. The
Subchapter K approach would create a difference between the law regarding compensatory
partnership options and the law regarding compensatory corporate stock options, but that difference

would simply mirror the existing tension, implicit in Rev. Proc. 93-27, between the treatments of

17 Rev. Proc. 93-27, by itsterms, appliesonly if therecipient of the partnershipinterest rendersthe
services “in a partner capacity or in anticipation of being a partner.” Because the holder of a
compensatory partnership option would not be treated as a partner solely by reason of holding the
option, prior to exercise of the option the services could be performed only in an employee or
independent contractor capacity, unless the holder aready had a partnership interest (in which case
the services could be performed in a partner capacity) or the holder is viewed as performing the
services in anticipation of becoming a partner. It is unclear what the legal basis is for this fine
distinction based upon the capacity in which the services are rendered, but in any event it would seem
that the option holder should be regarded as rendering the services in anticipation of becoming a
partner, particularly because the holder normally would expect to exercise the option, and the
holder’ s ultimate decision whether to exercise will depend on how the partnership’s business has
fared.
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partnership equity and corporate stock. On baance, we bdieve it more important to have internal
consistency within Subchapter K.

If the holder of a compensatory option is an employee of the partnership, a further
issue that arises upon exercise is whether the holder, upon becoming a partner, should continue to
be regarded as an employeefor tax purposes. Thisissue arisesbecausethe Servicetakestheposition
that a partner of a partnership may not also act in an employee capacity.*® Accordingly, unless that
postion (which is somewhat questionable) is changed, an employee holder of a compensatory
partnership option presumably should be treated for tax purposes as losing employee status upon
exercise. Anyordinary compensation that is payableto the “employee” thereafter presumably would
be treated as a guaranteed payment and as self-employment income.

2. Consequences to Partnership and Historic Partners.

a Deduction. Inthe corporate context, the servicerecipient isnormally
granted a deduction under Section 162 or Section 212 for compensation expense at the time a
nonqualified stock option is exercised by an employee or other service provider.™® The deduction
is equad to the compensation income recognized by the option holder, and the deduction is subject
to the capitalization rules and other limitations. Assuming Section 83 principles apply in the
partnership context, the same result would occur when a compensatory partnership option is

exercised.

118 See, e.g., Rev. Rul. 71-502, 1971-2 C.B. 199; Rev. Rul. 70-411, 1970-1 C.B. 91; and Rev. Rul.
69-184, 1969-1 C.B. 256.

119 Section 83(h); Treas. Reg. §1.83-6(a), -7(a).
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The tax and book deductions generated by the option exercise presumably should be
allocated among the historic partners (and not to the incoming partner), because the compensation
liability arose prior to option exercise. These deductionswould be allocated in the manner specified
in the gpplicable partnership agreement, provided the all ocation has “substantial economic effect” as
required by Section 704(b) and the regulations thereunder. Some partnerships purport to specidly
allocate the compensation deduction to theincoming partner in an attempt to reduce or eliminate the
partner’s Section 83 income arising from the option’s exercise, but often there is a serious question
whether the attempted alocation complies with Section 704(b). Accordingly, we recommend
guidancerequiring the compensation deductionto be allocated exclusively to the historic partners(as
illugrated by the example in Appendix I1), or otherwise clarifying what the appropriate treatment
should be.

b. Gainor lossrecognition. Perhapsthemost uncertain, and contentious,

legal issue regarding compensatory partnership options is whether their exerciseis ataxable event to
the historic partners as a result of a deemed sale of a portion of the partnership’s assets. If the
interest received by the holder represents only a profits interest, and is not taxable to the exercising
holder based upon the Subchapter K theory recommendedin1V.C.1 above, thenthe answver iseasy:
exercise is not taxable to the partnership or the historic partners. However, if the interest received
by the exercising holder includes a capital interest and therefore is taxable to the holder, then the
answer isunclear (asit aso isinthe case of asimple direct grant of a compensatory capital interest).
There appearsto be virtually no legal authority on thisissue. Moreover, thereisnot evenan obvious
analytical framework to be applied to determine the tax consequences. Two basic analytical

approaches seem plausible.
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Thefirst approach we cal the “circular flow of cashtheory.”*?° Under this construct,
the partnership is deemed to have paid cash compensation to the option holder in an amount equal
to the option spread at the time of exercise. The optionee is deemed to then contribute that cash
(together with the exercise price) to the partnership in exchange for the partnership interest in a
nonrecognition transaction under Section 721. Under thisanalysis, thereisno taxableincome or loss
to the partnership or the historic partners(subject to potential Section 707, 731, 751 and 752 issues).
Because no gain or loss is recognized by the partnership or its historic partnersfrom the exercise of
the option, there is no adjustment to partnership asset basis.

The second approach we call the “constructive sale of assets theory.” Under this
approach, the exercise of a compensatory option to acquire a partnership interest is treated as
resulting in the same cash compensation payment to the optionee, followed by a cash sale of aportion
of the partnership’s higoric assets to the optionee for fair market value, which assets (plus any
remaining cash) are recontributed by the exercising holder in exchange for the partnership intered.
The amount of historic assets the partnership is deemed to have sold under thistheory isnot at dl
clear and has been the subject of speculation. At aminimum, assuming Section 721 nonrecognition
treatment for the partnership to the extent the option is exercised for actua cash, the vaue of the

partnership assets deemed sold and then contributed should equa the amount of compensation

120 Curioudly, this theory is not even mentioned in the two leading partnership tax treatises. See
McKee, Nelson and Whitmire, Federal Income Taxation of Partnerships and Partners (1997)
(“McKee') 15.08; and Willis, Pennél and Postlewaite, Partnership Taxaion (1999) (“Willis’)
14.05[5]. However, it has been advocated by other commentators. See, e.g., Cowan, “ Subgtantial
Economic Effect--The Outer Limits for Partnership Allocations’, 39 N.Y.U. Tax Institute 123.08
(1981), and Gunn, “Partnership Interestsfor Services: Partnership Gain and Loss?’, 47 Tax Notes
699 (May 7, 1990).
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income recognized by the holder upon exercise. At a maximum, under the most far-reaching
application of the aggregate view of partnership taxation (with no Section 721 protection a all for
the partnership), the vaue of the assets deemed sold should equal the total value (immediately after
exercise) of the partnership interest received by the exercising holder less the portion of such value
representing the holder’ s share of the exercise price itself.'* In either case, the historic partners
recognize gain or 10ss on the deemed asset salein an amount equal to the difference between the fair
market of the assets deemed sold and the partnership’s tax basis in those assets. There would be a
corresponding step-up (or step-down) in the basis of the partnership’s assets.'*

Boththecircular flow of cash and the constructive sd eof assetstheoriesare hampered
because they require imputing events that actudly did not happen.

The principa arguments favoring the circular flow of cash theory are the following.
First, the deemed flow of cash is congstent with deemed flows of cash associated with the use of
appreciated property to satisfy obligationsin certain other contexts (notably under Section 1032, the

corporateanalog of Section 721)'* and is otherwise consistent with theeconomicsof thetransaction.

121 The amount of gain calculated under this expansive interpretation generally correspondsto the
amount of gain the partnership would recognize under Treas. Reg. 81.83-6(b) in a fully taxable
transaction without the application of Section 721. Treating the partnership as having sold to the
optionee historic partnership assets having a value equal to the full option exercise price would be
inappropriate, because it overlooksthefact that some of the exercise priceisin consderation for the
holder’ s acquisition of an undivided interest in the exercise price itself, which becomes apartnership
asset by reason of the exercise.

22 For anillustration of both methods of gain caculation under the constructive sale of assets
theory, as well as the circular flow of cash theory, see the compensatory option example in
Appendix I1.

123 Under general tax principles, a taxpayer’s use of appreciated property to pay an obligation
normally resultsin adeemed sde of the property for the amount of the obligation. See, e.q., U.S. v.
(continued...)
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Second, this theory is consistent with the suggested treatment of a partnership option as“ property”
for Section 721 purposes. Thistreatment would precludegain or loss recognition by the partnership
or the historic partners, because the issuance of the partnership interest would be entirely in exchange
for property (seell.B.2.aabove). Third, evenif the capital shift rule of Treas. Reg. 81.721-1(b)(1)
causes Section 721 not to apply to the service provider (on the ground that partnership “capitd” is
being transferred “as compensation for services”), this regulation might be read narrowly to apply

only to the service provider and not to the partnership or the historic partners.*** Fourth, this theory

123 (...continued)
Davis, 370 U.S. 65 (1962), and Treas. Reg. §81.83-6(b) and 1.1032-1(a). While applicable legal
authorities do not dways expresdy use thisanalyss, they usually cite as a rationale the fact that it
would havebeen economically equivaent if the taxpayer had paid cash to thetranderee in satisfaction
of the obligation and then the transferee had used the cash to purchasethe property in question. This
andysis is expressy contemplated by Treas. Reg. §81.1032-1(a) (last sentence) in the case of
corporate stock transferred as compensation for services.

124 Section 721, by governing the taxation of both the contributing partner and the transferee
partnership, serves the dua functions of Sections 351 and 1032 in the corporate context. The
regulatory capital shift rule might be read narrowly as an intended analog to Section 351(d), which
taxes a contributing shareholder (but not the issuing corporation, which continues to be protected
under Section 1032) if stock is issued for services or in satisfaction of certain liabilities of the
corporation. Under this view, any capital shift resulting from the exercise of a compensatory
partnership option would betaxableto therecipient partner, but not to the partnership or the historic
partners, who would continue to be protected by Section 721. Though the regulation literaly
removes Section 721 protection altogether in connection with a capital shift, thisnarrower reading
is not incongstent with the regulatory illustrations of the capital shift rule, which solely address
taxation of the contributing partner. See Treas Reg. §1.721-1(b)(1). The preamblesto the proposed
(1955) and final (1956) versonsof Treas. Reg. 81.721-1(b)(1) contain no substantive discussonand
therefore shed no light on the intent of the regulation. See 55 Fed. Reg. 6574 (1955) (proposed
regulations); T.D. 6175, 1956-1 C.B. 211 (final regulations). However, the regulation was
promulgated shortly after the predecessor verson of Section 351(d) (origindly part of Section
351(a)) was enacted in 1954.

To the extent anarrower reading of this typeisregarded as appropriate, consideration should be

given to clarifying the regulation accordingly. For further discussion of the capital shift rule, see
(continued...)
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does not deter the use of partnership optionsby creating potentialy oneroustax consequencestothe
historic partners (and it does not force partnershipsto try to restructure options into economically
similar profitsinterests).”” Fifth, thistheory avoidscreating atrap for theunwary, inthat the historic
partners may escape taxation under the constructive sale of assetstheory by creating an actual circle
of cash (using cash on hand or borrowed funds) upon exercise of the option. Sixth, this theory
eguates the treatment of compensatory partnership options with the treatment of compensatory
corporate stock options, which is the paradigm many business people have in mind when they
consider compensation arrangements in partnership transections, especially for limited liability
companiesthat afew yearsago would have been organized as corporations. Seventh, thistheory is
much simpler to administer.

The principa arguments favoring of the constructive sale of assets theory are the
following. First, the theory logically follows from viewing a partnership for this purpose as an
aggregate of its partners, rather than as an entity protected from gain recognition by Section 721.
Second, it is supported by a broad reading of the capital shift rule of Treas Reg. §1.721-1(b)(1),

which appliesinthiscontext to the partnership and historic partners (rather than merely to the service

124 (_..continued)
11.B.2.b.ii above.

125 The potentially onerous consequences associated with the congructive sale of assets theory
would not apply to acompensatory profitsinterest, even one that is economically comparable to a
compensatory partnership option. Such an economicaly comparable profits interest could be
structured by providing the service provider with (i) an initial capital account balance equal to any
amount paid for the intered, (ii) theright to share in future profits on a priority basis until the service
provider achieves a capital account balance equivalent to what the service provider would have
received in connection with exercising the option, and (iii) an appropriate share of future profits
beyond those described in (ii). See V below for further discussion of partnership options and profits
interests.
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provider under the narrow reading suggested above). Third, it arguably is supported by a 1974 Tax
Court case.® Fourth, it is supported by Treas. Reg. §1.83-6(b), which providesthat an employer’s
transfer of “property” to a service provider istaxable to the transferor, except to the extent provided
in Section 1032 in connection with the exercise of compensatory corporate stock options.

One additional argument that Some have advanced to support the constructive sae of
assets approach is that taxing the partnership and historic partners when a partnership interest is
transferred for services producesinside basis adjustments to the partnership’ s assets that are needed
to avoid double taxation to the service provider (i.e.,, once under Section 83 when the interest is
issued and again later when the partnership sdlsits assets).'” Wedo not agree with this. Insupport
of theconstructive sale of assets approach, McKee notesthat “[i]f the partnership does not recognize
gain with regpect to the transfer, there is no way to characterize the transaction that will cause the
bags of itsassetsto be increased” to reflect that the service provider (who istaxed under Section 83)
isdeemed to have“paid” fair market valuefor his or her partnership interest.*® Whilethis statement

is correct, it does not follow that gain recognition to the partnership is necessary to avoid double

126 McDougal v. Commissioner, 62 T.C. 720 (1974), acg. 1975-1 C.B. 2. Althoughthe opinionin
McDougal seemsto adopt the congructive sale of assets theory, it seems more appropriate to view
thefactsof thecase asinvolving the transfer of apartial interest in gopreciated property to theperson
who provided the services, followed by the formation of a new partnership by the service provider
and the service recipients. There appears to be no other case that deals with the issue of gain
recognition by the partnership or the historic partners.

27 The argument seems to derive primarily from McKee at 15.08[2][b], which may not explicitly
state thisrationale, though many haveread it into that section. Seealso Willisat 4.05[5], which also
favorsthe constructive sde of assets theory but does not say why. Any such doubletaxation should
not be permanent, becausetheservice provider would normally redizeacapital loss(or reduced gain)
on an ultimate liquidation of the partnership or sde of the partnership interest.

128 M cKeeat 15.08[2][b], n. 165.
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taxation to the service provider (or for any other compelling reason). As McKee notes, under the
congtructive sale of assets approach, the benefit of any basis increase in the partnership’s assets is
allocated to the service provider under Section 723 and Treas. Reg. §1.704-1(b)(2)(iv)(f), thus
protecting the service provider fromrecognizing gain again when the assets are later sold. However,
an asxet bags increase isnot required to avoid double taxation, since the service provider isequdly
protected under the circular flow of cash theory by the same regulation.*” Under the circular flow
of cash theory, as with the constructive sae of assets theory, the partnership’s assets should be
revalued when a partnership interest is transferred for services (including upon exercise of a
compensatory option) pursuant to Treas. Reg. 1.704-1(b)(2)(iv)(f), resulting in a capital account
book-up (see I1V.E.1below and, in the noncompensatory context, 11.D.2 above). Under reverse
Section 704(c) princples, any taxable gain inherent in the partnership’s assets at the time of
revaluation generally should be allocated solely to the historic partnersasthe assetsare sold, with no
double taxation to the service provider (see IV.E.2 below, the examplein Appendix I1, and, in the

noncompensatory context, I1.D.3above). Theonly differencebetweentheconstructive sae of assets

129 Under the circular flow of cash theory, the partnership’s basisin its assets does not change.
(Technically, asset basis is first reduced by the partnership’s compensation deduction and then
restored by the service provider’s corresponding deemed cash contribution.) Nor should the
aggregate outsde basis of dl the partnersin their partnership interests change. The service partner,
having been fully taxed on the receipt of hisor her interest, will have afair market value basisin that
interes. The partnership’s compensation deduction, assuming it isallocated to the historic partners,
reduces their outside basisin their interests. As aresult, under the circular flow of cash theory,
outside basis simply shifts from the old partners to the incoming partner. Double tax is avoided
through reverse Section 704(c) allocations as discussed in the text below.
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theory and the circular flow of cashtheory inthis regard is the amount of gain subject to the reverse
Section 704(c) alocation.**®

Because the choice between the circular flow of cash approach and the constructive
sale of assets approach is ultimately a difficult policy issue, we do not have a strong position asto
which approach should govern, though we tend to favor the circular flow of cash theory for the
reasons described above. Whichever approachisconsidered appropriate, wedo strongly recommend
the law be clarified to eliminate the significant uncertainty that now exigs, which is a serious
impediment to the use of compensatory partnership options.

D. Option Lapse or Repurchase

Suppose a compensatory partnership option is repurchased for an amount exceeding
any option premium paid by the holder. Assuming Treas. Reg. §1.83-7 (concerning stock options)
applies and that the option did not have a readily ascertainable fair market value on the grant date,
(i) the optionee should have compensation income in the amount of such excess and (ii) the
partnership should have a corresponding deduction (subject to applicable limitations). Because no

premium typicaly is paid in connection with the grant of a compensatory partnership option, the

130 This differenceis illustrated in the compensatory option examplein Appendix 1. In Example
5-7 appearing in McKee at 15.08[2][b], under the circular flow of cash approach, after C’'sadmisson
asapartner, thetax bassof A, B and Cintheir partnership interestsis $10, $10 and $40 respectively
(rather than $20, $20and $40 under McKee sapplication of the constructive sale of assets approach).
Upon C’s admission, the partnership assets would be booked-up to their $120 vdue, and each
partner’s capital account would be increased to $40. Thisresultsina$60 book-tax difference ($120
value less $60 bass) both in the partnership’s assets and in the partner capita accounts. Under
reverse Section 704(c) principles, A and B (not C) each would be dlocated $30 of thisbuilt-in gain
if the assets were sold. In contrast, under the constructive sale of assets approach applied in the
actual example (where the partnership recognizes $20 of gain on C’sadmission), there isonly $40
of built-in gain, of which A and B each would be alocated $20 if the assets were sold.
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option’ slapse generally should have no tax consequencestotheholder, thepartnership or the historic
partners.

If an option premium was paid, however, and the option lapses or is repurchased for
less than the premium amount, under current law the partnership should have taxable gain and the
optionee ataxableloss, based on Section 1001 and general tax principles.”** Taxing the partnership’s
gain differs from the corporate option case, where the corporation recognizes no income under
Section 1032. However, taxable gain to the partnership is symmetrical with the partnership’s
compensation deduction under Section 83 when acompensatory optionisrepurchased a apremium.
As for future guidance, either the current law result of taxable gain to the partnership could be
preserved, or a Section 1032-type nonrecognition rule (along the lines described in 11.C.2 above)
might be implemented, though this presumably would require alegidaive change.

E. Other Isues

1 Capital Accounts Compensatory optionsinvolve many of the same issues

regarding the proper maintenance of capital accounts discussed in 11.D.2 above in the context of
noncompensatory options.

One important distinction is that upon exercise of a compensatory option the holder,
who isfully taxed under Section 83, clearly should be treated as having made a capital contribution
in an amount equa to the full vdue of her partnership interest, whether the circular flow of cash
theory or the constructive sale of assetstheory applies. Specifically, if thecircular flow of cashtheory

isfollowed, the holder istreated as paying dl cash for the interest. If the constructive sale of assets

131 Section 1234, however, which appliesto the lapse or repurchase of a noncompensatory option
(seell.C above), does not apply to compensatory options. See Treas. Reg. §1.1234-3(d).
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theory isfollowed, the holder istreated as paying acombination of cash (up to the sumof theoption
exercise price plusany premium paid for the option) and property with a fair market value bags (to
the extent the value of the interest received exceeds the cash payment). However, difficult
Section 704(c) issues might arise if the latter theory is adopted and Section 83 principles apply to
determinethe value of the interest received, because Section 83 principles may result in values being
assigned to the interest (and, inturn, the underlying assets) that do not accurately reflect the true fair
market values of the underlying assets.
For anillustration, see the example in Appendix I1.

2. Section 704(c) and Reverse 704(c) Allocation Issues. As with

noncompensatory options (see 11.D.3 above), the exercise of a compensatory option may give rise
to Section 704(c) and reverse Section 704(c) alocation issues. The key difference inthiscontext is
that only the historic partners, not the option holder, potentidly will be subject to Section 704(c) or
reverse Section 704(c) allocations. Although the nature of the property deemed contributed by the
option holder will vary depending uponwhether the circular flow of cash or the constructive sae of
assetstheory governsthe andysis, in @ther casetheoption holder is viewed ascontributing property
with avalue equal to its tax basis. However, asthe discussion inthe previous section suggests, even
the holder may be subject to Section 704(c) if the congtructive sale of assets theory is adopted and
Section 83 vduation principles apply to value the interest received.
For anillustration, see the example in Appendix |1.

3. Vesting Arrangements. While a compensatory option often is subject to

vesting or forfeiture restrictions, normally the equity interest received upon exercise is fully vested,
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in which case the tax consequences described in Section IV.C above gpply to the parties a the time
of exercise.

In certain cases, however, the partnership interest received upon the exercise of a
compensatory option will be subject to vesting or forfeiture restrictions. Assuming that Section 83
principlesrelating to such restrictions apply to compensatory partnership options, to theextent of any
so-called “lagpse restriction” the holder would not be viewed as receiving an immediate transfer of
property and therefore would not be treated as a partner unless a Section 83(b) election were made
(subject to the adminigrative relief furnished by Rev. Proc. 2001-43 in the case of certain “profits
interests,” as described below).** Instead, the holder would be viewed as receiving the applicable
portion of the interest as the restrictions lapse and as that portion of the interest either becomes
transferable or ceases to be subject to a substantial risk of forfeiture. Consequently, application of
the principles regarding the exercise of compensatory partnership options discussed in I'V.C above
would need to be modified in these cases to reflect the delayed transfer of the property for tax
purposes, including the potentid change of the nature of the interest as a capital or profits interest
by reason of changesin the value of the partnership’ s assets between the exercise date and the later,

Section 83 transfer date.

132 See generdly Section 83 and Treas. Reg. 8§81.83-1 through 1.83-8. While most of those
involved in preparing this report believe that, at least in the absence of Rev. Proc. 2001-43,
Section 83 does provide the proper lega framework for resolving many issues raised by
compensatory partnership interests, including those subject to vegting or forfeture arrangements, a
minority believes that, even before the issuance of Rev. Proc. 2001-43, Rev. Proc. 93-27 (discussed
in 1V.C above) removed partnership profits interests (both vested and unvested) entirely from the
scope of Section 83, and that Section 83 principles therefore do not apply to such interests.
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Notwithstanding the foregoing, Rev. Proc. 2001-43"* indicates that the Servicewill
treat therecipient of acompensatory partnership profitsinterest that is subject to vesing or forfeiture
restrictions as the tax owner of the interest from the date of receipt, without the need for a
Section 83(b) election, in the situations described in the Revenue Procedure. Questions exist about
the actual and intended scope of Rev. Proc. 2001-43 and its tension with substantive law (i.e.,
Section 83), whichquegtions arebeyond the scope of thisreport. Presumably, however, the Service's
new postion also gpplies to a partnership interest received upon the exercise of a compensatory
option, taking into account the characteristics of the partnership interest on the exercise date. For
example, Rev. Proc. 2001-43 presumably would gpply to such an interest if (i) on the exercise date
the interest represents merdy an interest in future profits and not an interest in partnership capitd,
(i) the partnership claimsno compensation deduction (under Treas. Reg. 81.83-6) based onthevalue
of theinterest ontheissue date or any subsequent vesting date, and (iii) the other conditions of Rev.
Proc. 2001-43 are satisfied. In contrast, Rev. Proc. 2001-43 by its termswould not apply if onthe
exercise date the interest receved includes an interest in historic partner capita or in prior
appreciation (which would not be unusual given the normal passage of time between the grant of an
option and its exercise) and the partnership claims a compensation deduction for the excess of the
value of the interest on the exercise date (or on a subsequent vesting date) over the exercise price
(plusany option premium) pad by the holder for theinterest. 1nany event, any future guidance on
compensatory partnership optionsshould clarify theapplication of Rev. Proc. 2001-43 to partnership

interests received upon their exercise.

133 2001-34 1.R.B. 191.
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V. TAX CHARACTERIZATION OF PARTNERSHIP OPTIONS

Asdiscussed below, and astheforegoing discussion hasassumed, we recommend that,
likethetreatment of optionsof other types, partnership optionsgenerally berespected as optionsfor
tax purposes, subject to certain substance-over-form principles (see V.B below) and, to the extent
these are conddered to be inadequate, targeted anti-abuse rules (see V.C beow).

A. Tax Differences Between Partnership Optionsand Partnership Equity

Like options on other types of property, an option to acquire a partnership interest
may bear a close economic resemblance to an actud partnership interest, though if respected as an
option and not as a current partnership interest it may have substantially different tax results.
Compare two examples involving compensatory arrangements:
Example1: A and B each contribute $100 to apartnership (“PS”) and receive equal interests.
In exchange for services to PS, C receives a fully vesed profitsinterest in PS entitling C to
one-third of PS s net profits. If C's employment terminates (other than for cause), PS will
repurchase her profitsinterest for itsfar market value at the time of termination.
Example 2: Same as Example 1, except that C receives, instead of aprofits interest, afully
vested option entitling C to purchase aone-third interest in PS' s profitsand capital for a$100
exercise price. If, before exercisng her option, C's employment terminates (other than for
cause), C will receive a cash payment equa to the spread between (i) the value of the one-
third partnership interest that C would receive upon exercising the option and (ii) the $100
option exercise price.

Assume that in each case (and, in Example 2, before C exercises the option): (i) PS earns $300 of

net ordinary income (which PS retains); (ii) the fair market value of PS's assets (including the $300
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of accumulated earnings) gppreciates to $1,700; and (iii) C's employment then terminates, resulting
in atermination payment to C of $500."**

The above two examples, though they achieve smilar pre-tax economics for the
parties, are taxed very differently if their forms are respected. C should not be taxed upon issuance
of the partnership interest (in Example1) or the option (in Example 2) under Rev. Proc. 93-27**° and
Section 83, respectively (seeIV.B.1 above). In Example 1, however, C is taxed currently on one-
third of PS' s$300 net operating income prior to her employment termination (which increases the
tax basisof C'spartnershipinterest to $100), and upontermination C recognizes $400 of capitd gain
income under Section 741 (i.e., the $500 termination payment less C's $100 basis in her partnership
interest), subject to ordinary income characterization to the extent Section 751(b) applies. In
Example 2, C recognizes no income before termination, but $500 of ordinary compensation income
upon termination under Section 83.*° Thus, there are significant timing and character differences

between these two examples.

3% C' stermination payment iscalculated asfollows. In Example1: 1/3 x [$1,700 fair market value
of PS assets less $200 initial capital of A and B] = $500. In Example 2: [1/3 x $1,800 fair market
vaue of PS assets after deemed exercise by C (as increased to reflect the exercise price)] 1ess $100
option exercise price = $500.

1% 1993-2 C.B. 343.

1% Thetax difference is less striking in the noncompensatory setting. In the preceding examples,
if the partnership interest and the option were noncompensatory, the resultsto C would be the same
in Example 1 ($100 of current operating income, and $400 of capital gain on repurchase of the
partnership interest), but in Example 2 C's $500 gain should be capital (rather than ordinary) under
Section 1234 (see 11.C.1 above). Therefore the main difference is the current incluson of the
operating income, and not the character diginction that arises in the compensatory case.
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B. Substance-Over -Form Considerations

These examples illustrate the disparate taxation of two economically equivaent
arrangements, raisng the question to what extent economic substance, rather than form, should
control the tax characterization of partnership options (and, for that matter, partnership equity).

Generdly, an option holder is not treated for tax purposes as directly owning the
underlying property, and accordingly is taxed differently from a direct owner of the property. For
example, optionsto acquire corporatestock generally arenot treated asstock.**” However, “ deep-in-
the-money” options i.e., options with a nominal exercise price or that are otherwise substantially

certain to be exercised, may be treated as stock.’® Conversely, a transaction characterized as a

137 See, e.q., Rev. Rul. 67-269, 1967-2 C.B. 298 (options and warrants that “have none of the
attributes of immediate stock ownership, such astheright to vote... or ... receivedividends,” arenot
treated as stock); PLR 8811061 (Dec. 23, 1987) (an option holder is not a shareholder until the
option is exercised); Helvering v. Southwest Consolidated Corp., 315 U.S. 194 (1942) (corporate
warrantsdo not qualify asvoting stock for purposes of reorganization provisions under Revenue Act
or 1934). One narrow statutory exception is Section 305(d) which, for purposes of the Section 305
rulesgoverning stock dividends, treatsa“right to buy stock” as* stock” and treats the owner of such
aright as a “shareholder.”

138 See, e.q., Rev. Rul. 82-150, 1982-2 C.B. 110 (wheretaxpayer purchased for $70x an option to
acquirefor $30x stock of aforeign corporation worth $100x, the option wastreated as equity under
substance-over-form principles, becausethetaxpayer “assumedtherisks of aninvestor inequity” and
“assumed the benefits and burdens of ownership” of the underlying gock); Rev. Rul. 85-87, 1985-1
C.B. 268 (put option sold by taxpayer istreated as acontract to acquire stock for purposes of wash
sale ruleswhere there was “no substantial likelihood” that the holder would not exercise the option
given the spread between the sock’ s value and the option exercise price, the premium paid, the
historic volatility of the stock, and other objective factors); Morrison v. Commissioner, 59 T.C. 248
(1972) (inapre-Section 83 case, compensatory option to purchase for $1 a share stock worth $300
on the date of grant was the “substantial equivalent of the stock itsdf,” resulting in immediate
taxation of theholder on the grant date under Section 61). But see Victorsonv. Commissioner, 326
F.2d 264 (2d Cir. 1964) (an option to purchase shares of stock at an exercise price equa to 0.2% of
the stock’s fair market value at the option grant date was respected as an option); Smmons v.
Commissioner, 23 T.C.M. 1423 (1964) (samewhenexercise pricewas0.1% of theunderlying stock’s

(continued...)
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purchase of stock (or of other property) may be characterized as a mere option to acquire the
property if the holder does not possess sufficient incidents of ownership.**

We believe asimilar regime should govern both compensatory and noncompensatory
partnership options. Specificdly, we recommend that, in genera, partnership options be respected
as such and not treated as partnership equity, for the following reasons:

. Consistency with taxation of other options. Thetreatment of optionsasdistinct from

the underlying property is uniform throughout the tax law, and the special issues
raised in the partnership context do not merit a different general rule for partnership
options. An option to acquire an interest in other types of pass-through entities
generaly isnot treated as an equity interest even when the option holder also owns
outstanding shares.'*

. No compelling policy reason to depart from form. We are aware of no compelling

policy reasonto tax customary, non-abusive, partnership optionsother than according

138 (...continued)
vaue at the grant date). Cf. Helvering v. Alabama Asphdtic Limestone Co., 315 U.S. 179 (1942)
(holdersof unsecured corporate notesweretreated as stockholdersfor purposesof thereorganization
provisions of the Revenue Act of 1928 on the date the holders instituted bankruptcy proceedings
againg the issuer and thereby acquired “ effective command over the disposition of the [issuer’s|
property” which extinguished any proprietary interest of the former shareholders; the actual issuance
of new stock to the noteholdersin the bankruptcy was merely a formdity).

139 See, e.q., Treas. Reg. 81.83-3(a)(2) (a transaction in which property is purchased with a
nonrecour se note secured only by the purchased property, so that the holder bears no risk of loss,
“may insubstance bethe same asthegrant of anoption”). For criticd commentary onthisprovision,
see Report on Possible Modifications to Section 83 and the Regulations Thereunder (NY SBA Tax
Section), Dec. 7, 2000.

140 See Sections 852 (regulated investment companies), 857 (real estate investment trusts), 951
(controlled foreign corporations), and 1293 (passve foreign investment companies with respect to
which a qualified electing fund election isin effect), and Treas. Reg. 81.1361-1(l) (S corporations).
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to their form, in part because all taxable income earned by the partnership prior to
exercise(including any taxableincome that would have been allocated to the optionee
had the optionee held the underlying partnership interest fromthe outset) isdlocated
to the historic partners.**

. Adminigrative considerations. A lay person who acquires a partnership “option”

generdly would expect to be taxed asan option holder and not a current partner. An
important purpose of partnership options, particularly in the compensatory context,
is often to spare the holders of these instruments the tax reporting complexities
associated with being a partner who receives a Schedule K-1 each year and may be
required to file tax returns in multiple state (and possibly nationd) jurisdictions.
Partnership option tax consequences should be, as much as possible, straightforward
and predictable and not create unnecessary complexity or trapsfor the unwary or the
unadvised.

. Option exercise not certain. Exercise of an option is voluntary for the holder and

therefore generdly not certain, whichfundamentally distinguishesa partnership option
fromtheunderlying partnershipinterest. Allocating partnershipincomeand lossitems

to an option holder who never exercises her option drikes us as singularly

142

inappropriate.

141 See, however, footnote 27.

142 \Wherethe option hol der also ownsatrue partnership interest, there may be asomewhat stronger
argument that the holder should be allocated incomeattributable to the optionedinterest. SeeTreas.
Reg. 8§1.704-1(b)(2)(ii)(h) (broadly defining “partnership agreement” to include “al arrangements’

(continued...)
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Asalimitationonthisgeneral rule, however, werecommend that substance-over-form
principlescomparableto those applicable to corporate and other securities described above aso apply
in the partnership context in appropriate cases. For example, substance-over-form principles may
require the optionee to be treated as a partner for tax purposes when the option has a nomina
exerciseprice or is otherwise substantially certain to be exercised.™® Any optioneethat isso treated
as a constructive partner would be allocated partnership income and loss under Section 704.
Conversely, there may be circumstances where the nominal holder of apartnership interest should be
treated as owning an option based, for example, on the principles of Treas. Reg. §1.83-3(a)(2).

However, the ability, under Rev. Procs. 93-27 and 2001-43, to issue tax-freeto a
service provider a profitsinterest that lacks any capital element and hence mimics the economics of
an option (asillustrated in Examples 1 and 2 above) suggeststhat, a least in the absence of abusive
circumstances, some degree of formalism should be respected in distinguishing between partnership
options and partnership equity, asit isin characterizing options on other types of property.*** This

principle doesnot seem to rai se any fundamental policy concerns, thoughit may mean that substance-

142 (_..continued)
among the parties, including “puts, options,” etc.). But given the holder’s ahility to decline to
exercisethe option, unlessexerciseis substantially certain the foregoing regulation should not result
in dlocations being made to the option holder.

3 See, ed., Rev. Rul. 72-350, supra note 56; and IRS Feld Service Advice 1999-1095
(Nov. 12, 1993) (concluding, subject to further development of the facts, that apartnership loan and
option arrangement was in substance a sale of a partnership interest, because the lender "obtained
many of the significant benefits and burdens of ownership that congtitute the normal indicia of a
partnership interest").

1% For example, while less common in practice, common stock could be structured similarly as a
corporate profitsinterest with no capital element (though the service partner would be taxed on the
initial value of the interest under Section 83). Despite its economic resemblance to a stock option,
such a security would normally be respected as sock for tax purposes in accordance with its form.
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over-form principlesin some cases should be applied in the partnership context more by referenceto
non-economic factors (e.q., presence of state law partner rights, “voting” rights, etc.). Whatever
substance-over-form gpproach may be adopted, we believe the forms in which Examples 1 and 2
above are cast generally should be respected in the absence of abuse. In particular, we recommend
that any guidance concerning partnership optionsnot dter the equity satus of aprofitsinterest of the
type described in Example 1 and contemplated by Rev. Procs 93-27 and 2001-43, despite its
resemblance to a partnership option.

C. Abuse Considerations

Werecognizeit may be possbleto structurepotentially abusivetransactionsinvolving
partnership optionsthat would not necessarily bethwarted by existing substance-over-form precedent
governing options and similar securities. Consider the following example:

Example: A andB formapartnership (“PS’) toinvest in U.S. stocksfor capital appreciation.
A and B, each a foreign corporation (or a U.S. tax exempt entity, or a corporation with
significant net operating losses), each contribute $100 for a50% interest inPS. C, ataxable
U.S. corporation or individud, pays $10 (or $30 or $50) to PSfor anoncompensatory option
to purchase a one-third interest in P for an exercise price of $100 (or $80 or $60). C also
may make a$90 (or $70 or $50) nonrecourse loan to PS, secured by some or all of PS's
investment assets (thus furnishing PS with the cash PS would have received had C purchased
an actual one-third partnership interest). PSinvestsand reinveststhe cash, earning significant
investment income over the life of the fund, on which little or no current U.S. tax is paid
because all income and gains are dlocated to A and B. When C ultimately exits the

partnership (either by selling the option at agan or by exercidang the option and then selling
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the underlying partnership interest), C will recognize gain on C's share of the accumul ated
earnings and gppreciation in PS. But, in comparison to an arrangement in which Cisa 1/3
partner from the outset (where C would have been taxed currently on C's share of PS's
earnings), C' stax hasbeendeferred,' andif C isanindividual, perhaps significantly reduced
to the extent gain attributable to accumulated interest and dividendsistaxed upon the saleas
long-term capital gain.

We draw no conclusion asto whether the above exampleis abusive, but smply observe that some

configuration or variant of the examplemight fairly beviewed asleading to inappropriate results that

would not necessarily be addressed by general substance-over-form principles.

Transactions of the above type of course are not limited to partnership options, but
rather can dso be structured using regular options outside the partnership context, and general
substance-over-form principles for the most part have seemed adequate to address those
arrangements. In addition, we believe it would be inappropriate to fashion a broad anti-abuse rule
recharacterizing any partnership option arrangement that has the effect of reducing the overall tax
burden of the parties, because partnership option arrangements in generd (like bona fide option
arrangements of other types) are likey to have some impact on the amount or timing of overdl
income and loss inclusions by the parties.

Nevertheless, if general substance-over-form principlesand other anti-abuseprotection
currently available to the government were regarded asinadequate, consideration might be givento

fashioning a targeted anti-abuse provision that will not disrupt normal commercia arrangements.

> Moreover, C's deferral might be extended if C’ sinterest is liquidated in kind.
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Such protection might be implemented either by a stand-alone rule applicable to partnership options,
or by adding one or more examples to the generd anti-abuse rule of Treas. Reg. 81.701-2. The
substantiality rulesunder Treas. Reg. 81.704-1(b)(2)(iii) concer ning shiftingandtransitory allocations
might also bereviewed and possibly refined in connection withimplementing guidanceon partnership
options. If an anti-abuse rule is promulgated, we recommend that it (1) be appropriately tailored to
reflect the particular concern at issue, and (2) include safe harbors for specified customary, non-
abusive transactions (such as options issued in customary lending transactions, and compensatory
optionswith customary termsand conditions), which could bemodeled after some of the safe harbors
contai ned inthe option regulations applicable to Section 382 ownership changes, Scorporationsand

affiliated group determinations.™*®

146 See Treas. Reg. §1.382-4(d)(7), §1.1361-1(), §1.1504-4.
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APPENDIX | -- NONCOM PENSATORY OPTION EXAMPLES

The following examples illustrate some of the conclusons and recommendations described in Part
Il concerning the tax treatment of noncompensatory partnership options.

Example 1-- Nondepr eciable Property

Facts A and B each contribute $100 cash to form partnership PS. A and B each receive 10
equity units of PS, becoming equal 50% partners. PS purchasesland for $200. C pays $30
to PS for an option to acquire 10 PS units (a one-third partnership interest) for $200. PS
depodts C' scash in a non-interest-bearing account. C exercises the option when the land is
worth $700. Assume no other PS activity.

Consequences of option grant: The option grant is not taxable (see I1.A above). The PS
initial tax and book balance sheets are as follows. The option premium is recorded in a
special equity account in the optionee€ s name (see I1.D.1 above).

Tax Balance Sheet Book Balance Sheet
$30 Cash | $100 A Capital $30 Cash | $100 A Capital
200 Land 100 B Capital 200 Land 100 B Capitdl
30 Option account 30 Option account
$230 $230 $230 $230

Consequences of option exercise: Exercise of the option is not taxableto A, B or C(seell.B
above). Immediately after exercise, the PS tax and book balance sheets are as follows:

Tax Balance Sheet Book Balance Sheet
$230 Cash | $100 A Capita $230 Cash | $310 A Capita
200 Land 100 B Capital 700 Land 310 B Capital

230 C Capital 310 C Capital
$430 $430 $930 $930

As shown, the $30 option premium is added to the tax basis of C's partnership interest and
isreflected inthe partners’ capital accounts upon exercise.
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Eliminating book-tax disparity. The above book baance sheet assumes that (i) the land is
“booked up” to its$700 fair market vaue pursuant to Treas. Reg. §1.704-1(b)(2)(iv)(f), and
(i) thereisacorresponding $500 book-up of the partner capital accounts under the modified
post-exercise book-up approach describedin11.D.2.b, which hereiseffectiveto conformthe
capital accountsto the economic ded. The book-up is dlocated among the capital accounts
in two steps: (i) the first $260 is alocated equally to A and B to conform their capital
accountsto C’ s $230 investment (above which C is entitled to sharein appreciation), and (ii)
theremaining $240 isalocated equally to A, B and C consistent with their one-third sharing
ratios. Because theland has beenrevalued, if it were sold for $700, the $500 tax gain would
be allocated $210 to each of A and B and $80 to C as reverse Section 704(c) alocations
under Tress. Reg. 81.704-1(b)(4)(i).

Example 2 -- Depreciable Property

Facts SameasExample 1, except that PS usesthe $200 contributed by A and B to construct
an asset that is depreciable on a straight-line basis over 10 years (the “Property”). The asset
appreciates to $700 and is placed in service when C exercises her option.

Consequences of option grant: Same as Example 1.

Consequences of option exercise: Asin Example 1, exercise of the option is not taxable to
A, B or C, and the PS post-exercise tax and book balance sheets are as follows:

Tax Balance Sheet Book Balance Sheet
$230 Cash $100 A Capita $230 Cash $310 A Capital
200 Property | 100 B Capital 700 Property | 310 B Capital

230 C Capital 310 C Capital
$430 $430 $930 $930

Eliminating book-tax disparity. (a) Depreciation. The Property has been revalued and the
partner capital accounts have been booked up asin Examplel. After therevauation, the $70
of annual book depreciation on the Property isalocated one-third eachto A, B and C under
Section 704(b). To determine how to allocate the $20 of annual tax depreciation among A,
B and C, first determinethe book value the Property would need to have for C’ sbook capital
account to equa C’s $230 tax capital account:
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Tax Balance Sheet Book Balance Sheet
$230 Cash $100 A Capita $230 Cash $230 A Capita
200 Property | 100 B Capital 460 Property | 230 B Capital

230 C Capital 230 C Capital
$430 $430 $690 $690

Using the resulting $460 book vauefor the Property, the $20 annuad tax depreciation should
be alocated under Treas. Reg. §1.704-1(b)(4)(i): $15.33to C (i.e., 1/3 of $46 annual book
depreciation) and theremainder ($2.34 each) to A and B. (Thus, asthe Property depreciates,
the book-tax difference for each of A, B and C converges to zero, with the book and tax
capital accountsfor each converging to $76.67 (i.e., one third of the $230 cash remaining in
PS).

(b) Sale. If the Property weresoldimmediately after exercisefor its$700fair market
value, the tax gain would be allocated in the same manner as in Example 1.

Example 3—Pre-Exercise Asset Sale

Facts Same as Example 1 except that, immediately before C exercises her option, PS slls
the land for $700 cash and purchases new land for $700.

Consequences of option grant: Same as Example 1.

Conseguences of pre-exercise land sale: Upon the sale of the original land, PS incurs $500
of book and tax gain, dlocating both equaly between A and B. Immediady after the sale
and purchase transactions, but before C exercises the option, the tax and book balance sheets
of PSare asfollows:

Tax Balance Sheet Book Balance Sheet
$30 Cash $350 A Capital $ 30 Cash $350 A Capital
700 Land 350 B Capital 700 Land 350 B Capital
30 Option account 30 Option account
$730 $730 $730 $730
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The book option account continues to reflect only the $30 option premium, although the
implied value of the optionis now substantidly higher (because C has aright to purchase for
$200 a partnership interes which, after exercise, would now be worth $310). As an
alternative, the book option account might be revaued (e.g., to $110) at the time of the sale,
with a corresponding reduction (to $310 each) of the book capital accounts of A and B,
though that approach would be a odds with the alocation of taxable income from the sale
and thus create a book/tax disparity for A and B. Seell.D.1 above concerning accounting
for option premiums.

Consequences of option exercise: Asin Example 1, exercise of the option is not taxable to
A, B or C. Immediately after exercise, the PS tax and book balance sheets (subject to the
discussion below on book capital accounts) are as follows:

Tax Balance Sheet Book Balance Sheet
$230 Cash $350 A Capital $230 Cash $310 (?) A Capital
700 Land 350 B Capital 700 Land 310 (?) B Capital
230 C Capital 310 (?) C Capital
$930 $930 $930 $930

In contrast to Example 1, A’s and B’s pre-exercise book and tax capital accounts ($350
each), aswell astheir sharesof PS's asset tax basis (also $350 each) exceed the post-exercise
fair market value of their interests ($310 each). Also in contrast to Example 1, here the PS
assetsprior to exercise dready arebooked at their fair market value. Therefore, theasset and
capital account revaluation provisionsof Reg. 81.704-1(b)(2)(iv)(f)-(g) by ther termsdo not
aoply, nor does the modified post-exercise book-up approach used in Examples 1 and 2. In
the absence of other available adjustment mechanisms, the capital reallocation approach
described in 11.D.2.c could be used to reduce A’sand B’s book capital accounts from $350
to $310 each, and to increase C’ scapital account to $310, in order to reflect the post-exercise
far market value of their relativeinterests. If, in connection with the sale of the original land,
the option account had been “booked up” to reflect the larger ($110) claim represented by
the option a that time, A’s and B’ s book capital accounts would match the post-exercise
vaue of their interests without the need for this capital reallocation.

Eliminating book-tax difference: (a) Depreciation. If thenew land purchased by PSfor $700
instead were adepreciable asset, thetax depreciation deductions could be specially alocated
among the partnersinamanner that reduced their book-tax differences by using the approach
described in Example 2, notwithstanding that there is no book-tax difference inherent in the
land itself.
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(b) Sale. Supposethe new land issold for its $700 value immediately after exercise
of the option. In contrast to Example 1, PS would incur no taxable gain or lossto allocae
toitspartners. Nevertheless, ataxable sde of theland would seem an appropriate event for
eliminating the partner book-tax differences. To theextent actud PStax itemsareinsufficient
to elimnate these differences, reverse Section 704(c) allocation rules based on the
Section 704(c) remedial allocation method (Treas. Reg. §1.704-3(d)) could be implemented
(see11.D.3.b above). Here, for example, where C'sinterest has a built-in tax gain of $80,
mirrored by a built-in tax loss of $40 each for A and B, upon sae of the land C could be
permitted or required to include in income notional tax gain of $80, and A and B each a
notional tax lossof $40. (Similarly, if the property were depreciable, notional items could be
allocated based on remedial method principlesif actual tax depreciation deductions all ocated
by PS were inaufficient to diminate the partner book-tax differences.) If the partnership
owned multiple properties, the notional items would need to be dlocated among the assets
on some basis (e.g., in proportion to their relative fair market values at the time of option
Exercise).

Example 4 — Pre-Exercise Admisson of New Partner

Facts Same as Example 1 except that, shortly before C exercises the option (and when the
land is worth $700), D is admitted to PS paying $310 for 10 PS units (a one-third interest).
D’s$310 purchase priceisthe fair market value of aone-third interest if C' soption isviewed
as an economic claim against PS equal to the $110 option spread at that time (i.e., the $310
value of the interes C would receive upon exercise of the option, less the $200 option
exercise price).

Conseguences of option grant: Same as Example 1.

Consequences of pre-exerciseadmisson of D: To equalize the capita accountsof A, B and
D in connection with D’s purchase, normaly PS would revalue the land on its books and
dlocate the book-up to the capital accounts of A and B under Treas. Reg. §1.704-
1(b)(2)(iv)(f)-(g). However, since D’s $310 purchase price was determined on afully diluted
basis (valuing the option at $110), this approach seems to work only if part of the book-up
isalocated to C' soption account (other otherwisereflected as aclam against PS), resulting
inthe following tax and book balance sheets for PS immediately after D’ s purchase:

Tax Balance Sheet Book Balance Sheet
$340 Cash $100 A Capital $340 Cash $310 A Capital
200 Land 100 B Capital 700 Land 310 B Capital
310 D Capital 310 D Capital
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30 Option account 110 Option account

$540 $540 $1040 $1040

If thebook option account were not revaued asindicated but instead left at $30, the capital
accountsof A, B and D would not reconcile unless the $80 gppreciation in C' s option were
alocated equally among A, B and D’s capital accounts, giving them capital accounts of
$336.67 each. However, giving D an opening capital account in excess of D’s contribution
would be inconsistent with the basic rules of Treas. Reg. 81.704-1(b)(2)(iv)(b).

Consequences of pre-exercise land sde: Assume PS sdls the land for $700 after D’s
investment but before C exercisesthe option. PS will recognize $500 of tax gain, of which
presumably (i) $210 will be allocated to each of A and B asreverse Section 704(c) allocations
(Treas. Reg. 81.704-1(b)(4)(i)), and (ii) the remaining $80 will be allocated equally to A, B
and D, resulting intax capitd accounts of $336.67 each. Thereis no book gain on the sale,
and therefore the book capital accounts are not affected.

Consequences of pre-sale option exercise: In contrast to the preceding paragraph, assume
C exercises the option for $200 (receiving 10 PS units representing a 25% partnership
interest) before the land is sold but when it is worth $700. The following tax and book
balance sheets would then resuilt:

Tax Balance Sheet Book Balance Sheet
$540 Cash $100 A Capital $540 Cash $310 A Capital
200 Land 100 B Capital 700 Land 310 B Capital
230 C Capital 310 C Capital
310 D Capital 310 D Capital
$740 $740 $1240 $1240

Consistent with Example 1, upon C’soption exercise, the $30 cash option premiumisadded
to the tax basis of C's partnership interest, and the book option account (here $110, based
on the revaluation approach described above in connection with D's admission) is added to
partner book capitd.

If, after C' sexercise, the land were sold for $700, the $500 tax gain would be allocated $210

to A, $210 to B, and $80 to C under reverse Section 704(c) principles. There would be no
book gain.
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APPENDIX |l -- COMPENSATORY OPTION EXAMPLE

The following example illustrates the gpplication of some of the principles described in Pat 1V
concerning the tax treatment of compensatory partnership options.

Facts (same as Example 1 of Appendix | except that C is granted the option in connection
with servicesherendersto PS, rather than for cash): A and B form partnership PS, with each
contributing $100 for a 50% partnership interest. PS uses the $200 contributed by A and B
to purchaseland. Solely in consideration for services, PS grants C an option to acquire aone-
third partnership profits and capital interest for $200. The option does not have readily
ascertainable fair market value (for purposes of Treas. Reg. 81.83-7) onthe grant date. C
exercises the option when the land has appreciated to $700 and receives a fully vested
partnership interest. Assume no other PS activity.

Consequences of option grant: Because the option does not have areadily ascertainablefair
market value, the option grant is not taxable (see 1V.B above). The initial tax and book
capital balance sheets of PS are determined consistent with Example 1 in Appendix | except
that thereis no option premium:

Tax Balance Sheet Book Balance Sheet
$ 0 Cash | $100 A Capital $ 0 Cash | $100 A Capital
200 Land 100 B Capital 200 Land 100 B Capital
$200 $200 $200 $200

Consequences of exercise Under Section 83, upon exercise of the option, C realizes
compensation income of $100, equd to the excess of (i) the $300 value of C' s partnership
interest on the exercise date over (ii) the $200 option exercise price. Similarly, unless
capitalization is required, PS recognizes compensation expense of $100 under Treas. Reg.
81.83-6, which is allocated equally between A and B as the historic 50% partners (see
IV.C.2.a)."*" The further tax consequences of exercise to PS and the historic partners will
depend on whether exercise is considered to result in taxable gain to PS. The dternative
theories described in 1V.C.2.b are applied below.

147 AsdiscussedinIV.C.2.a. above, some partnership agreements may purport to specially allocate
the deduction to C to offset C's Section 83 income, though such an allocation may not comply with
Section 704(b).
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Circular flow of cash theory: Under the circular flow of cash theory, upon exercise
(i) PSisdeemed to have paid C $100 cash ascompensation, and (ii) C isthen deemed
to have contributed that $100 to PS as a capital contribution, together with the $200
option exercise price, resulting in atotal deemed cash contribution of $300. Asa
result of this congruction, PS recognizes no taxable income on exercise. Assuming,
consstent with Example 1 of Appendix I, a book-up of A’s and B’s book capital
accounts to fair market value, the tax and book balance sheets immediately after
exercise are as follows:

Tax Balance Sheet Book Balance Sheet
$200 Cash | $ 50 A Capital $200 Cash | $300 A Capital
200 Land 50 B Capita 700 Land 300 B Capital

300 C Capital 300 C Capital
$400 $400 $900 $900

Unlike the noncompensatory option examples in Appendix I, there isno book-up of
C’ s capital account upon exercise, because C is fully taxed under Section 83 and is
treated as contributing full value for hisinterest. In addition, the alocation of the
$100 compensation expenseto A and B has reduced their tax capital accounts from
$100 to $50 each.

If PS subsequently sellsthe land for $700, PSwill recognize $500 of tax gain, which
will be dlocated $250 eachto A and B under reverse Section 704(c) principles, thus
conforming their tax and book capital accounts. No book gain arises from the sale.

Condructive sde of assets theory: Under the consgtructive sale of assets theory, PS
is deemed to have sold some of its historic assets (i.e., the land) to C upon exercise.
PS recognizes taxable gain or loss equd to the difference between the fair market
value of the assets deemed sold and their tax basis, and there is a corresponding tax
bass step up to PS. There areat least two means of cadculating the amount of assets
deemed sold by PS:

() Under one approach, PSisdeemedto sell to C an undivided interest inthe
land with avalue equal to the $100 of compensation income recognized by C upon
exercise. The tax and book baance sheets of PS immediatey after exercise would
then be asfollows:
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Tax Balance Sheet Book Balance Sheet
$200.00 Cash | $ 85.71 A Capital $200 Cash | $300 A Capital
271.43 Land 85.71 B Capital 700 Land | 300 B Capital

300 .00 C Capital 300 C Capital
$471.43 $471.43 $900 $900

Under this approach, C is deemed to have received an undivided interest in the land
worth $100 as compensation income. This represents one-seventh of the $700 value
of theland, and accordingly PS recognizes one-seventh of the $500 built-in gaininthe
land ($71.43). C is then deemed to contribute to PS his undivided interest with a
bass equal to its $100 value which, together with C’'s $200 cash contribution, gives
C $300 of tax and book capital. PS'stax basisin the land increases to $271.43 by
reason of the recognized gain. A and B are each allocated 50% of PS's $71.43 tax
gain ($35.71) and 50% of the $100 compensation deduction ($50), resulting inanet
reduction of their capital accountsto $85.71 each.

If PS subsequently sellsthe land for $700, PS will recognize $428.57 of tax gain, of
which 50% ($214.29) will be allocated to each of A and B under reverse
Section 704(c) principles.

(b) Alternatively, under the most aggressive aggregate view of partnership
taxation, A and B would be taxed as though PS had sold to C for far market value
aone-third undivided interest in the land (worth $233.33). Thetax and book balance
sheets of PS immediately after exercise would then be as follows:

Tax Balance Sheet Book Balance Sheet
$200.00 Cash | $133.33 A Capital $200 Cash | $300 A Capital
366.67 Land | 133.33 B Capital 700 Land | 300 B Capital
300.00 C Capital 300 C Capital
$566.67 $566.67 $900 $900

Under this approach, C is deemed to have received a one-third undivided interest in
the land worth $233.33 in exchange for a cash payment of $133.33 (i.e., the portion
of theoptionexerciseprice not representing C' sone-third post-exerciseinterest inthe
$200 cash exercise price itself). The $100 difference reaults in C's $100 of
compensation income and PS's $100 of compensation expense. In addition, upon
PS's deemed sale of the one-third interest in the land to C, PS recognizes one-third

-100-



of the $500 built-in gainin the land ($166.67). Cisthendeemedto contribute to PS
() the undivided interest inthe land with abasis equal to its $233.33 vaue and (ii) the
remaining $66.67 of cash, again giving C $300 of tax and book capital. PS' stax bass
in the land increasesto $366.67 by reason of the $166.67 tax gain recognized by PS.
A and B are each dlocated 50% of that gain ($83.33) and 50% of the $100
compensation deduction ($50), resulting in a net increasein their capital accounts to
$133.33 each.*®

If PS subsequently sellsthe land for $700, PS will recognize $333.33 of tax gain, of
which 50% ($166.67) will be dlocated to each of A and B under reverse
Section 704(c) principles.

Asillugrated, the circle of cash theory and the two approaches under the congructive sale
of assetstheory all result in identica tax and book treatment of the option holder and identical
book treatment of the historic partners. They differ solely in the timing of recognition by the
historic partners of the built-in gain inherent in the PS assets when the option is exercised.
To the extent PS recognizesgain upon option exercise, the post-exercise built-in gain in the
land is reduced. Regardless of whenit is recognized, the gainis dlocated pro ratato A and
B (under reverse Section 704(c) principles to the extent the gain is recognized after C
becomes a partner).

%% |n the foregoing calculation under alternative (b), the tax consequencesto A, B and C are the
same as the tax consequences would be to them in anon-partnership context if (1) A and B directly
owned the land, directly employed C, and directly issued to C an option to buy a one-third interest
in the land for $133, and (2) C exercised the option (keeping the $67 cash difference between the
$200 exercise price inthe partnership example and the $133 exerciseprice in this modified example)
when the land was worth $700. See Section 83 and the Treasury Regulations thereunder, including
Treas. Reg. 81.83-6(b) for the calculation of gain recognized by A and B.
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