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Introduction

On July 22, 2015, the Internal Revenue Service (“IRS™) and Treasury Department released proposed
regulations regarding disguised payments for services under section 707(a)(2)(A) of the Internal Revenue
Code of 1986, as amended (the “Code”). The proposed regulations, if finalized, could treat participants in
common private equity fund management fee waiver arrangements as receiving compensatory payments for
services rather than allocations of the fund partnership’s underlying income. The preamble to the proposed
regulations also describes certain modifications to existing IRS safe harbors relating to the issuance of
partnership profits interests. The regulations are proposed to be effective on the publication date of the final
regulations. However, in the preamble to the proposed regulations, the IRS states its position that the
regulations generally reflect Congressional intent with respect to existing law.

Section 707(a)(2)(A) — General Rule

Section 707(a)(2)(A) of the Code is an anti-abuse rule that grants authority to the Treasury Department and
IRS to issue regulations that would treat partnership income allocated and distributed to partners with
respect to services as compensation income if the arrangement is more properly characterized as a
transaction occurring between the partnership and a non-partner. In the legislative history to this provision,
Congress identified “significant entrepreneurial risk” as the most important factor in determining whether a
partnership allocation and distribution to a service partner is properly characterized as a partnership
allocation or a disguised payment for services, although other factors are also relevant.

Management Fee Waiver Arrangements Covered by the Proposed Regulations

The proposed regulations provide that whether a partnership allocation of income to a service partner
constitutes a disguised compensatory payment depends on all of the facts and circumstances.
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The most important factor in the analysis under the proposed regulations is whether the arrangement
subjects the service partner to significant entrepreneurial risk relative to the overall entrepreneurial risk of
the partnership. The proposed regulations provide that an arrangement that lacks significant
entrepreneurial risk is treated as a compensatory payment for services. The following factors create a
presumption that an arrangement lacks significant entrepreneurial risk in the absence of clear and
convincing evidence to the contrary: (i) capped allocations of partnership income if the cap is reasonably
expected to apply in most years; (ii) an allocation for one or more years under which the service provider’s
share of income is reasonably certain; (iii) an allocation of gross income; (iv) an allocation that is
predominantly fixed in amount, is reasonably determinable under all the facts and circumstances, or is
designed to assure that sufficient net profits are highly likely to be available to make the allocation to the
service provider; or (v) an arrangement in which a service provider waives its right to receive payment for
the future performance of services in a manner that is non-binding or fails to timely notify the partners of
the waiver and its terms.

In addition to lack of significant entrepreneurial risk, the proposed regulations provide the following non-
exclusive list of other factors that may indicate a partnership allocation to a service provider is properly
characterized as a compensatory payment: (i) the service partner holds, or is expected to hold, the
partnership interest on a transitory basis or for a short duration; (ii) the service partner receives an
allocation and distribution in a time frame comparable to the time frame that a non-partner service provider
would typically receive payment; (iii) the service partner became a partner primarily to obtain tax benefits
that would not have been available if the services were rendered to the partnership in a third party capacity;
(iv) the value of the service partner’s interest in general and continuing partnership profits is small in
relation to the allocation and distribution; and (v) the arrangement provides for different allocations or
distributions (e.g., carry and fee waiver allocations) with respect to different services received, the services
are provided by one person or related persons (e.g., a general partner and a management company), and the
terms of the differing allocations or distributions are subject to levels of entrepreneurial risk that vary
significantly.

The proposed regulations provide several examples of the application of the regulations, including one
example that describes some terms of common private equity management fee waiver arrangements. In one
example, a management entity provides services to a private investment partnership and is entitled to
receive a priority allocation and distribution of net gain from the sale of any one or more assets during any
12-month accounting period in which the partnership has overall net gain. The priority allocation is
intended to approximate the management fee that would normally be charged for the management services.
The general partner of the private investment partnership is an affiliate of the management entity and
controls the timing of asset purchases and sales and distributions. Under the facts of the example, the
amount of partnership net income or gain available to be allocated to the management entity is assumed to
be highly likely to be available and reasonably determinable based on facts available on formation of the
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partnership, including the general partner’s ability to control the timing of asset purchases and sales and
distributions. The example concludes that the arrangement is a disguised payment for services taxable as
compensation income.

Modification to Profits Interest Safe Harbor

The preamble to the proposed regulations describes the Treasury Department and IRS position that existing
IRS safe harbors regarding partnership profits interests do not apply to some management fee waiver
arrangements. Existing IRS Revenue Procedures provide that service partners may receive a profits interests
in a partnership without current taxation provided the grant meets certain requirements, including that the
receipt of the profits interest be for the provision of services to or for the benefit of the partnership and that
the profits interest not be disposed of within two years of receipt. The preamble to the proposed regulations
states that the existing profits interest safe harbor does not apply to transactions in which one party provides
services and another party receives a seemingly associated allocation and distribution of partnership income
or gain, such as when a management company that provides services to a private equity fund waives its fee,
while a related party receives a profits interest the value of which approximates the amount of the waived fee.
Although the scope and application of the IRS and Treasury position is not clear, the additional guidance will
need to be considered in connection with future grants of profits interests as part of management fee waiver
arrangements and otherwise if the party that is receiving the allocation is not identical to the party that is
waiving the fee.

In addition, the preamble describes new guidance that will be issued after the proposed regulations are
finalized. This new guidance will provide an exception to the profits interests safe harbors for profits
interests issued in conjunction with a partner forgoing payment of an amount that is substantially fixed for
the performance of services. With this change, even a management fee waiver arrangement that is not recast
under the final version of the proposed regulations may not be eligible for the current profits interest safe
harbor. Thus, the IRS may assert that profits interests granted pursuant to such a management fee waiver
arrangement may result in the upfront inclusion of compensation income by the recipient.

Conclusion

The proposed regulations are broadly formulated and leave many open questions. In determining whether
allocations to service providers are properly treated as compensation income, the proposed regulations
provide a facts and circumstances analysis the application of which is uncertain in the context of real-world
highly-complex private equity fund arrangements. Although the proposed regulations will not be effective
until they are published in final form, private equity fund sponsors should proceed cautiously in light of the
stated IRS position that the proposed regulations are an interpretation of current law rather than a
prospective change.
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Pending further guidance, we recommend that private equity fund clients:

e Review current management fee waiver arrangements to determine how such arrangements should be
administered given the factors identified in the proposed regulations as indicative of disguised payments
for services.

e Consider whether management fee waiver arrangements should be used for new funds and for future
investments made by existing funds.

e Review the structure and terms of prospective management fee waiver arrangements in light of the
proposed regulations.

We will continue to monitor developments regarding the proposed regulations, which remain subject to
change, including any future related IRS notices.

Simpson Thacher & Bartlett LLP



Simpson

Thacher

For further information regarding the proposed regulations, please contact one of the following members of
Simpson Thacher’s Tax Department.

NEW YORK CITY PALO ALTO
John Creed Katharine Moir
+1-212-455-3485 +1-650-251-5035

jcreed@stblaw.com

kmoir@stblaw.com

Marcy Geller
+1-212-455-3543
mgeller@stblaw.com

Jonathan Goldstein
+1-212-455-2048
jgoldstein@stblaw.com

John Hart
+1-212-455-2830
jhart@stblaw.com

Nancy Mehlman
+1-212-455-2328
nmehlman@stblaw.com

The contents of this publication are for informational purposes only. Neither this publication nor the lawyers who authored
it are rendering legal or other professional advice or opinions on specific facts or matters, nor does the distribution of this
publication to any person constitute the establishment of an attorney-client relationship. Simpson Thacher & Bartlett LLP
assumes no liability in connection with the use of this publication. Please contact your relationship partner if we can be of
assistance regarding these important developments. The names and office locations of all of our partners, as well as our
recent memoranda, can be obtained from our website, www.simpsonthacher.com.
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