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Sponsor Promotes and Related Considerations  

Mark D. Yura, DLA Piper (US), Chicago, IL 

In the typical real estate joint venture, the (institutional or other) “investor” will contribute 

capital to the venture, which may be a limited partnership or a limited liability company, or another 

type of entity (for purposes of this article I will use terminology applicable to the case of a limited 

partnership, but the concepts discussed apply regardless of the entity type), and it will expect to 

receive a preferential return thereon.  At the same time, the “sponsor” of the investment, the general 

partner, may contribute a nominal amount of capital, but its real contribution to the partnership is 

in identifying the vacant or improved real estate asset, negotiating the terms of its acquisition, 

arranging (and often guarantying) repayment of debt financing and overseeing the asset’s 

operation.  In the context of a development deal, the sponsor is also responsible for coordinating 

the entitlement process, the design and construction of the improvements and their ownership and 

operation. 

The compensation paid to the general partner typically includes acquisition, management 

and similar fees, but most importantly, a “promote”.  The promote will be a share of the 

distributable cash (from operations or from sale or refinancing) from the partnership, available to 

be paid after a fixed preferred return to the investor.  This promote will typically be 

disproportionate to the partnership interest owned by the sponsor.   

As an example, the general partner contributes 1% of the capital and has a 1% partnership 

interest.  Limited partners contribute 99% of the capital and have a 99% interest.  Yet, after all of 

the partners (including the general partner as to its 1% partnership interest) receive, pari passu,  a 

cumulative preferred return of, say, 10% per annum on their capital contribution (the “current 

return” model), or more commonly a return where their capital is repaid together with a stated 

return (the “IRR based” model), the general partner will receive a 20% share of all proceeds in 

excess of that “hurdle” and the partners will share in the remaining 80%.  Often, the general 

partner’s promote will increase as various hurdles are met such that its promote increases 

geometrically in proportion to the success of the venture. 

The underlying justification for this arrangement is that the sponsor devotes substantial 

time to the success of the venture, for which it should be rewarded, while the investors make a 

capital contribution and are otherwise passive parties to the venture.  Likewise, the general partner 

bears the risk of failure, not only reputationally but also real liability for cost overruns as well as 

completion and repayment guarantees, depending upon the terms of the debt it has negotiated. 

Accordingly, the passive investors can hope for a steady return with the first dollars 

allocated to them, whereas the general partner will participate most meaningfully if the 

development is successful.  With this kind of arrangement, the interests of the limited partners and 

general partners are aligned:  a successful venture means everyone is rewarded. 

Frequently, key employees of the general partner’s real estate operating company are 

granted interests in the promote.  This can be achieved via the granting of direct interests in the 

general partner entity (or an affiliate), an assignment of profit participation or other means.  

Usually, this is a form of incentive compensation which allows employees to share in the overall 



   

 

success of the enterprise in exchange for services to be rendered to the operating company.  

 Generally, the granting of these interests, at least in the early stages of a venture, does not 

constitute a significant taxable event to the recipient.  This is for the reason that the value of the 

interest in the promote at the time of the grant is speculative and such interest constitutes an interest 

in future profits of the entity and not a current interest in the capital of the entity (an employee will 

generally be taxed on the fair market value of the interest when received and, of course, upon any 

actual cash when distributed to him or her on account of the promote).   

One of the considerations in granting these incentives is the “vesting schedule”.  What 

happens when an aggrieved employee leaves the general partner’s operating company?  Or goes 

to work for a competitor?  Or is fired because of downsizing? Or simply retires or dies? 

For this reason, there is usually some pre-determined schedule by which the employee’s 

interests vests over a period of time.  The schedule sometimes provides for an incremental vesting 

(an additional 20% of the promote vests over each year during a five year period from and after 

the granting of the incentive).  More recently, a “cliff” vesting schedule has emerged as more 

typical, that is to say no share vests until, say,  four years from the outset, when it then vests at 

80%, with the remaining 20% vesting the following year.   

Either way, there may be different consequences depending on the employee’s reason for 

termination.  In the event of termination for cause, even a vested interest may be subject to 

divestiture.  Conversely, the death of an employee may result in a vesting schedule which is 

concluded upon death with the former employee’s estate having a vested interest, but only to the 

extent that the schedule then in effect provided for vesting.   

In order to avoid being subject to phantom tax liability accruing from the appreciation of 

the interest in the promote over time, as the value of the underlying asset increases and the interest 

vests, most employee recipients of interests in the promote will furnish to the IRS a so-called 83(b) 

letter (after Section 83(b) of the IRC).  These letters have the effect of acknowledging the taxability 

(as ordinary income) of the interest at the time of grant, with such tax being calculated on what is 

then the (presumably low) value of the interest at the time (contrast this with what occurs if there 

is real value at the time of grant, i.e. the underlying asset has appreciated in value such that the 

promote is more likely to be realized-- the employee would then incur tax liability at ordinary 

income rates without necessarily having adequate resources to pay the tax, and with the possibility 

that the interest never vests or the ultimate value is never realized---in these circumstances it may 

not be sensible to file an 83(b) letter).   

Filing of an 83(b) letter must occur within 30 days of the grant of the interest.  The filing 

of the letter also triggers the one-year holding period for capital gains treatment on any ultimate 

appreciation of the interest.  Failure to file results in recognition of ordinary income at the time of 

vesting (when the value of the interest is presumably higher), and the holding period is measured 

from the date of vesting in such circumstances.  

The variety of arrangements in structuring promote-sharing among key employees is 

limitless, but can be an effective tool for incentivizing individual performance, team-building and 

employee retention.   


