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In Chief Counsel Advice (CCA), IRS has concluded that partners of a a partnership whose primary 
source of income was from fees for providing investment management services were not "limited 
partners" exempt from self-employment tax under Code Sec. 1402(a)(13) on their distributive shares 
of partnership income.  

Background. In general, a partner must include his distributive share of partnership income in 
calculating his net earnings from self-employment. Fees for services, like those generated by an 
investment management company, are part of the partners' distributive shares under Code Sec. 
702(a)(8). Accordingly, such fees are included in calculating net earnings from self-employment, 
unless an exclusion applies.  

Under Code Sec. 1402(a), a partner's net earnings from self-employment are generally his 
distributive share of the partnership's taxable income arising out of the trade or business of the 
partnership plus his guaranteed payments. There are several exclusions from the general self-
employment tax rule. In particular, Code Sec. 1402(a)(13) provides that the distributive share of any 
item of income or loss of a limited partner is excluded. This exclusion doesn't apply to guaranteed 
payments to that partner for services actually rendered to or on behalf of the partnership, to the 
extent the payments are shown to be remuneration for those services.  

The legislative history for the exception in Code Sec. 1402(a)(13) (which was originally enacted as 
former Code Sec. 1402(a)(12)) clarified that Congress didn't intend to allow service partners in a 
service partnership acting in the manner of self-employed persons to avoid paying self-employment 
tax. In creating the exclusion for limited partners, Congress stated that the provision was to exclude 
from Social Security coverage certain earnings which were basically of an investment nature; 
however, the exclusion from coverage wouldn't extend to guaranteed payments (as described in 
Code Sec. 707(c)), such as salary and professional fees, received for services actually performed by 
the limited partner for the partnership.  

In Renkemeyer, Campbell & Weaver, LLP, (2011) 136 TC 137136 TC 137 (see Weekly Alert ¶ 15 
02/17/2011), the Tax Court determined that limited partners in a partnership that provided legal 
services had self-employment income where the attorney-partners' distributive shares of the law 
firm's income were generated by legal services that the partners performed on the law firm's behalf. 
This was the case, even though the interests were designated as limited partnership interests and 
the partnership was properly established under State law. The court concluded that the partners 
weren't limited partners within the meaning of Code Sec. 1402(a)(13), and so their distributive share 
of the partnership's fee income was subject to self-employment tax.  

In Riether v. U.S., (DC NM 2012) 112 AFTR 2d 2013-6074112 AFTR 2d 2013-6074, a district court 
found that partners were subject to self-employment tax on their distributive shares from a limited 
liability company (LLC) treated as a partnership. The court rejected the partners' arguments that: (1) 
they were employees of the partnership, rather than self-employed, because the LLC issued them a 
Form W-2, Wage and Tax Statement, (in addition to a Schedule K-1); and (2) the income from the 
LLC was "unearned income not subject to the self-employment tax." The court concluded the 
partners should have treated all the LLC's income as self-employment income, rather than 
characterizing some of it as wages.  



Facts. Management Company, an LLC treated as a partnership for Federal tax purposes, serves as 
the investment manager for Managed Fund, a family of investment partnerships. Management 
Company was formed to be the successor to an S corporation which formerly served as the 
investment manager for Managed Fund. Managed Fund conducts its investment activity through 
limited partnerships (the Funds), which are partnerships for federal tax purposes. Each Fund carries 
on extensive trading and investing activity and has passive investors that are limited partners 
(Limited Partners).  

The Limited Partners are passive investors in the Funds, and the limited partnership agreements 
provide that they will not take part in or interfere in any manner with the conduct or control of the 
Fund's activities and have no right or authority to act for or bind the Fund. Each Fund has two 
general partners: Profits GP and Management Company.  

While Profits GP generally doesn't take part in the conduct or control of the activities of the Funds 
(although it has a substantial interest in each Fund's gains and losses), Management Company has 
full authority and responsibility to manage and control the affairs and business of each Fund. 
Management Company is primarily responsible for carrying out the extensive market research and 
trading activity of each of the Funds. It carries on all investment activities, such as the purchasing, 
managing, restructuring, and selling of the Funds' investment assets. Partners of Management 
Company (Management Company Partners) and its employees provide these extensive services to 
the Funds.  

Management Company's primary source of income is from fees for providing management services 
to the Funds. In addition to its small ownership interest in each of the Funds, Management 
Company's assets consist primarily of cash, office equipment, and an aircraft. In consideration of 
Management Company's services, the limited partnership agreements of each the Funds provide for 
payment of a quarterly management fee based on each Fund's assets under management, and 
generally calculated as a percentage of each Limited Partner's capital account in the Fund.  

For the years at issue, Management Company's gross receipts were entirely attributable to 
management fees for providing services to the Funds, and Management Company's net ordinary 
business income was comprised entirely of income from the management fees (rather than a 
distributive share from the Funds). Each Partner of Management Company worked full time for 
Management Company. These individuals performed a wide range of professional services, 
including investment management services, analyst services, trading services, portfolio 
management services, accounting services, tax services, information technology services, 
settlement services, legal services, human relations services, client services, and administrative 
support services. Some Management Company Partners performed trading and analysis services 
directly for the Funds on behalf of Management Company, while other Management Company 
Partners performed operational and support services for Management Company itself. Each of the 
Management Company Partners received Forms W-2 for the years at issue from Management 
Company.  

In years at issue, Management Company treated all of its Partners as limited partners not subject to 
self-employment tax on their distributive shares. Management Company states that the "wage" 
amounts represent "reasonable compensation" for each Management Company Partner, and that 
each Management Company Partner was a limited partner with respect to their distributive share. 
Management Company reasons that, because it has the same role and business as the S 
corporation that it succeeded, it can continue to apply the same "reasonable compensation" wage 
rules applicable to corporations.  



CCA's conclusion. In the CCA, IRS determined that the Partners of Management Company weren't 
"limited partners" within the meaning of Code Sec. 1402(a)(13) and were subject to self-employment 
tax on their distributive shares from Management Company under Code Sec. 702(a)(8).  

IRS reasoned that the income earned by Management Company Partners through Management 
Company wasn't income which was basically of an investment nature of the sort that Congress 
sought to exclude from self-employment tax when it enacted Code Sec. 1402(a)(13). Accordingly, 
Management Company's Partners weren't limited partners for purposes of the exclusion in Code 
Sec. 1402(a)(13). Partners of Management Company, an LLC, perform extensive investment and 
operational management services for the partnership in their capacity as partners (i.e., acting in the 
manner of self-employed persons). Management Company derived its income described in Code 
Sec. 702(a)(8) from the investment management services performed by Management Company 
Partners.  

Like Renkemeyer, IRS found that the Management Company Partners' earnings weren't in the 
nature of a return on a capital investment, even though the Management Company Partners paid 
more than a nominal amount for their partnership units. Rather, the earnings of each Partner from 
Management Company were a direct result of the services rendered on behalf of Management 
Company by the Management Company Partners. Similar to Reither, Management Company 
couldn't change the character of its Partners' distributive shares by paying portions of each 
Management Company Partners' distributive share as amounts mislabeled as so-called "wages." 
Management Company was not a corporation and the "reasonable compensation" rules applicable 
to corporations did not apply.  

References: For self-employment income of limited partners, see FTC 2d/FIN ¶ A-6157 ; United 
States Tax Reporter ¶ 14,024.16 ; TaxDesk ¶ 576,207 ; TG ¶ 1794 .  
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