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Every year, countless real 
estate investors channel their 
investments through limited li-
ability companies (LLCs), part-
QHUVKLSV��SULYDWH�HTXLW\�DQG�
hedge funds. These taxpayers 
need to stay informed about 
the intricacies of self-employ-
ment tax obligations and keep 
on top of the latest regulatory 
shifts, such as the changes to 
the limited partner exception 
and the implications of the 
,56·V�DXGLW�FDPSDLJQ�

6HOI�HPSOR\PHQW�WD[HV�UHTXLUH�
self-employed individuals to 
contribute to Social Security 
and Medicare taxes by taxing 
their net earnings. Unless 
an exception is met, the tax 
DSSOLHV�WR�D�SDUWQHU·V�GLVWULEX-
WLYH�VKDUH�RI�WKH�SDUWQHUVKLS·V�
business income.

As of the current tax year, 
self-employment tax rates are 
������IRU�6RFLDO�6HFXULW\�RQ�
WKH�ÀUVW����������RI�QHW�HDUQ-
LQJV�DQG������IRU�0HGLFDUH�
on all net earnings. Unlike em-
ployees, who split these taxes 
with their employers, self-
employed individuals pay the 
full amount, making the com-
ELQHG�UDWH��������

The limited partner exception 
is a tax code provision that 
exempts limited partners from 
paying self-employment taxes 
on their share of partnership 
income under certain condi-
WLRQV��7R�TXDOLI\�IRU�WKH�OLPLWHG�
partner exception, an individ-
ual must hold an interest in a 
partnership without actively 
participating in the partner-
VKLS·V�WUDGH�RU�EXVLQHVV��
Generally, limited partners 
contribute capital but do not 
HQJDJH�LQ�WKH�SDUWQHUVKLS·V�
day-to-day management or 
operational decisions.

Earnings of a limited partner 

subject to self-employment 
taxes have been an unsettled 
area of the tax code. In 1997, 
WKH�8�6��7UHDVXU\�'HSDUWPHQW�
and the Internal Revenue 
Service proposed regula-
tions to resolve the issue. 
These regulations were highly 
FULWLFL]HG�E\�&RQJUHVV�DQG�
QHYHU�ÀQDOL]HG��7KH�SURSRVHG�
regulations set forth criteria to 
GLVTXDOLI\�VRPHRQH�IURP�EHLQJ�
considered a limited partner for 
self-employment tax purposes. 

These include:
• Bearing personal liability for 
partnership debts.
• Having authority to contract 
on behalf of the partnership.
• Participating in the partner-
VKLS·V�WUDGH�RU�EXVLQHVV�IRU�
more than 500 hours during 
WKH�SDUWQHUVKLS·V�WD[DEOH�\HDU�

For years, the IRS has been 
concerned taxpayers were 
underreporting self-employ-
ment taxes. In 2018, the IRS 
launched a compliance cam-
paign to increase compliance 
with the law. The IRS has 
increased audits in the area, 
and taxpayers need to evalu-
ate their reporting of self-
employment taxes.

On November 28, 2023, the 
U.S. Tax Court issued its 
opinion in Soroban Capital 
Partners LP v. Commissioner. 
Soroban Capital Partners, a 
New York hedge fund manager 
RUJDQL]HG�DV�D�'HODZDUH�
limited partnership, reported 
guaranteed payments to its 
limited partners as net earn-
ings from self-employment on 
its partnership tax returns but 
H[FOXGHG�WKH�OLPLWHG�SDUWQHUV·�
distributive share allocations of 
ordinary income. 

7KH�,56�FKDOOHQJHG�6RUREDQ·V�
position and adjusted the 
reported net earnings from 

self-employment to include the 
income that was allocated to 
the limited partners.

Soroban challenged the 
decision and was denied. The 
courts held that a functional 
DQDO\VLV�ZDV�UHTXLUHG�WR�GH-
termine whether a partner was 
acting as a limited partner, and 
the limited partner exception 
does not apply to a partner 
who is limited in name only. 

7KH�FDVH�LV�SDUWLFXODUO\�VLJQLÀ-
cant for limited partners and a 
big win for the IRS. The deci-
VLRQ��LI�XSKHOG��FRXOG�VLJQLÀ-
cantly limit the ability to claim 
the limited partner exception. 
In addition to Soroban, there 
are other pending cases 
UHJDUGLQJ�WD[SD\HUV·�VHOI�
employment taxes. 

Last year, the IRS announced 
it will target high-net-worth 
individuals and partnership 
taxpayers. The IRS has 
recruited new auditors from 
outside the agency for this 
campaign to address areas 
with high noncompliance risks. 
Partnerships and high-income 
taxpayers are often subjects 
of these campaigns due to the 
complexity of their tax situa-
tions and the potential for tax 
avoidance or evasion. 

As a limited partner in LLCs, 
partnerships and funds, nav-
igating the self-employment 
tax rules can be complex. The 
limited partner exception is 
not a universal shield against 
self-employment taxes, and 
one must evaluate their role in 
WKH�SDUWQHUVKLS·V�DFWLYLWLHV��

,W·V�FUXFLDO�WR�FRQVXOW�ZLWK�WD[�
professionals and keep up-to-
date with recent developments 
to avoid legal implications 
and to manage tax liabilities 
effectively.
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