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U.S. Sponsor-Backed Exits By Number
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1 as a compensation incentive for management, the awards 
result in the manager becoming a partner in the partnership with the private equity sponsor, which can 
sometimes lead to tax and corporate governance complexities. One way to mitigate these complexities is to 
create a management holding company (or “Management Holdco”) — a separate partnership vehicle that 

 

This Management Holdco structure solves two potential problems. First, (a) if the managers are employed by an operating company 
which, for federal tax purposes, is treated as a pass-through partnership (as opposed to a corporation),2 and (b) the managers receive 

rather than employees. Using the Management Holdco arrangement would allow managers to be partners at Management Holdco, 
but retain their status as employees at the operating 
company,3 which is useful to avoid certain tax complexities. 
If the managers were only treated as partners, and not as 
employees, the manager’s annual cash compensation would 
be treated as a partnership distribution or guaranteed 
payment and reported on Schedule K-1s, rather than 
Form W-2s, and the managers would be subject to self-
employment taxes instead of being subject to wage 
withholding. The managers would regulate their own tax 
payments and be required to pay estimated taxes quarterly. 
Further, as partners, the managers receive different tax 

Management Holdco structure allows the manager to be 
both a partner and an employee, which allows the managers 
to receive the same treatment as employees for tax and 
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2 If the operating company were a corporation, the managers would always be treated as employees and receive Form W-2s, regardless of a Management Holdco arrangement. 
3 It should be noted that varied interpretations are taken by practitioners. A small minority view takes the position that the Management Holdco is simply an indirect holding that cannot bifurcate the  
 manager’s status as a partner versus employee. Another less common view takes the position that managers can be both partners and employees of the same entity, thus rendering these concerns moot. 
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Second, the Management Holdco would simplify corporate 
governance, because the managers would not be partners of same 
partnership as the private equity sponsor. This way (subject to 
applicable law), rights to information, notices and consent at the 
partnership in which the private equity sponsor participates could 
be designed to be vested in the body controlling the Management 
Holdco (such as a shared general partner), rather than the 
managers individually. 

By avoiding some tax and corporate governance complexities, 

interests to appeal to a broader pool of managers. However, if a 
private equity sponsor chooses to broaden the pool of managers 

keep in mind. 

For instance, the IRS Revenue Procedures which establish the tax 

have been awarded “for the provision of services to or for the 

CFO, can be viewed as providing services to the partnership as a 
function of their position, the same argument may be harder to 
extend to lower-level managers or other service providers. 

Additionally, securities law considerations should be kept in 

would need to fall within an exemption from securities registration 
requirements.4

sophisticated investors who satisfy certain income and wealth 

investors can be tricky, because the federal securities exemption 
typically used for grants of securities to employees (Rule 701) is 

below the imposed dollar thresholds.5 Rule 701 also does not 
expressly recognize the indirect nature of the Management Holdco 
as an issuer, and thus potentially, certain thresholds which 
are based on a percentage of the total assets of the issuer or a 
percentage of the total class of securities, are less useful. If grants 

the imposed dollar limits of Rule 701, then a private placement 
exemption would need to be used. 
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 securities law.  If the manager was granted the award at no cost and no non-competition or  
 similar covenant was required in connection with the award, it may be possible to take the  

 
 

 
 

 
 

 
 

 would be the most conservative.
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Section 162(m) 

plan. 

Newly public companies are allowed a transition period before becoming subject to Section 162(m). During the transition period, 

other compensation allocated under the plan. 

stock-based compensation, the Treasury regulations under Section 162(m) provide that compensation attributable to stock options, 

during the transition period – even if the award is exercised or vested after the end of the transition period. 

For restricted stock units, the answer was less clear, but the IRS recently promulgated guidance clarifying its position that restricted 
stock units do not receive the same treatment as stock options, SARs and restricted stock under the regulations. This means that 

transition period. If the restricted stock unit were granted during the transition period and paid after the transition period, the amount 

This rule for restricted stock units applies whether the award is subject to service-based or performance-based vesting conditions. This 
rule similarly applies to phantom awards or other types of deferred compensation. 

Thus, in order to take advantage of the transition rule for newly public companies, consider using grants of restricted stock, rather 
than restricted stock units, post-IPO. Restricted stock can be economically equivalent to restricted stock units (assuming the restricted 
stock units settle promptly upon vesting). Once the transition period expires, and the company adopts a shareholder-approved plan 
designed to comply with Section 162(m), performance-based restricted stock units can be designed to qualify as “performance-based 
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This memorandum is not intended to provide legal advice, and no legal or business decision should be based on its content. Questions 
concerning issues addressed in this memorandum should be directed to:

3© 2015 Paul, Weiss, Rifkind, Wharton & Garrison LLP. In some jurisdictions, this publication may be considered attorney advertising. Past representations are no guarantee of future outcomes.

P A U L ,  W E I S S ,  R I F K I N D ,  W H A R T O N  &  G A R R I S O N  L L P P A U L W E I S S . C O M

NEW YORK BEIJING HONG KONG LONDON TOKYO TORONTO WASHINGTON, D.C. WILMINGTON


