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HISTORY 

• Under current law, enacted as part of TEFRA in 1982, the IRS conducts a 
partnership audit at the partnership level.  If an adjustment is made, the IRS then 
determines the tax due from each partner during the tax year to which the 
adjustment relates. 

• This process is time consuming and difficult for the IRS, hindering large 
partnership audits. 

• The result has been disproportionately fewer audits of large partnerships relative 
to corporations. 

• In 2015, the Bipartisan Budget Act repealed these rules and allows the IRS to 
assess and collect tax from the partnership, and the partnership must report any 
adjustments to its partners.  
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PARTNERSHIPS AFFECTED BY THE NEW RULES 

• All partnerships are subject to the new rules other than partnerships 
with 100 or fewer eligible partners and a valid election in effect. 

• Eligible partners include individuals, C-corporations, certain foreign 
entities treated as corporations, S-corporations and estates of 
deceased partners. They do not include limited liability companies or 
limited partnerships.  

• To elect out of the new audit procedures, eligible partnerships must 
make the election annually as part of a timely filed return.  
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DEFAULT PROCEDURE 

• Under the default procedure, the IRS assesses and collects tax, penalties and interest 
at the partnership level. The IRS determines the tax due by netting all partnership level 
adjustments for the tax year and multiplying such amount by the highest tax rate in 
effect for the tax year.  

‒ To mitigate the assessment, a partnership can: 
o Provide information regarding actual tax rates of its partners, including any tax exemption 

of a partner. 
» For example, if a partnership has two 50 percent partners, and one would not be subject to tax on 

the adjustment, the partnership could reduce a $1 million assessment to $500,000.  However, 
under the statute, the tax-exempt partner still would bear half of the economic burden associated 
with the $500,000 payment.  The partnership agreement may be amended to provide for a special 
allocation of the non-deductible payment to the taxable partner, but such allocation could be 
overridden by allocation rules for debt-financed expenses.  
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DEFAULT PROCEDURE (CONTINUED) 

» Unclear if the reduction would be available if the tax-exempt partner were not a partner in the 
reviewed year. 

» Publicly traded partnerships can reduce the underpayment by the passive activity losses of a 
specified partner, which from the reviewed year through the adjustment year is an individual, 
trust or closely held C-corporation and has passive activity losses. 

o Demonstrate one or more partners filed amended tax returns reflecting their share of the 
adjustment and paid the related taxes.  
» Partner that amends his return may still bear the economic burden of the partnership 

assessment.  

‒ The tax paid is borne by the partners in the year of assessment. 

‒ No deduction is permitted to the partnership for the payment of the 
underpayment, or interest and penalties.  However, the blue book indicates 
both inside and outside tax basis should be adjusted.  
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DEFAULT PROCEDURE (CONTINUED) 

‒ Not clear how adjustments will be made.  If the assessment relates to excess 
depreciation of a partnership asset, is the basis in such asset increased to avoid 
double taxation? 

‒ The partnership could have an indemnification agreement with its partners.   
The blue book indicates any payments by partners would be non-deductible to 
the partners.  It is unclear whether any payment from a former partner could 
be recognized as income by the partnership.  

‒ If the IRS adjusts the allocation of partnership items, the underpayment is 
computed as the tax attributable to increases in partner income without taking 
into account decreases in income to other partners unless all  partners 
affected by the reallocation file amended returns for the reviewed year.  
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ALTERNATIVE PROCEDURE   

• Under the alternative procedure, the audit adjustments determined by the IRS 
are reported by the partnership, by issuing adjusted Schedules K-1 to those who 
were partners in the tax year to which the adjustment relates.  

‒ Similar to the current partnership audit procedures, but under the alternative 
procedure, the partnership and not the IRS is required to flow the adjustments 
through to the partners which may be burdensome to the partnership.  

‒ The partnership must elect to cause the alternative procedure to apply to the 
partnership and furnish the adjusted Schedules K-1 within 45 days of the IRS 
providing notice of the final partnership adjustments.  

‒ Not clear what will satisfy the obligation to furnish the schedule to a reviewed 
year partner. 
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ALTERNATIVE PROCEDURE (CONTINUED) 

‒ Each reviewed year partner must take such adjustment into account on its current 
year tax return.  The audit rules do not provide such partners with a means to 
challenge such adjustments.  

‒ Such partner must calculate the hypothetical increase in its federal income tax 
liability for each year between the reviewed year and the current year reflecting the 
adjustments made in the reviewed year.  The calculation does not include potential 
decreases in tax liability.  

‒ It is unclear how the alternative procedures operates with tiered partnerships.  If a 
partner in the audited partnership is a partnership, how does it reflect the 
adjustments reported for the reviewed year?  The blue book suggests the upper tier 
partnership itself must calculate the tax due as if it were an individual and not pass 
the adjustments through to its partners.  If the upper tier partnership can pass the 
adjustments through to its partners, the procedures are unclear.  
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ALTERNATIVE PROCEDURE (CONTINUED) 

‒ If the alternative procedure is duly elected, underpayment interest will accrue 
at a rate 2 percent higher than the otherwise applicable rate.  Interest is 
computed at the partner level but penalties are computed at the partnership 
level.  
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TRANSACTIONAL IMPACT   

• A purchaser of a partnership interest generally will seek to limit tax 
exposure with respect to pre-closing periods and request that the 
partnership elect the alternative procedure. 

• A seller of a partnership interest generally will seek to limit tax 
exposure with respect to post-closing periods and request that the 
partnership follow the default rule. 

• Continuing partners in the partnership may prefer that the 
partnership choose the assessment procedure on a case-by-case 
basis.  
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OTHER PROCEDURAL MATTERS UNDER THE NEW AUDIT RULES   

• The tax matters partner is replaced with the taxpayer representative, 
who has sole authority to act on behalf of the partnership, unless 
limited by the partnership agreement or other contractual 
arrangement.  Such taxpayer representative is not limited to a partner 
in the partnership.  
‒ If the partnership does not designate a partnership representative, the IRS can 

select a taxpayer representative. 

‒ The taxpayer representative has the sole authority to act for the partnership 
and the partnership and all partners are bound by 
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OTHER PROCEDURAL MATTERS UNDER THE NEW AUDIT RULES 
(CONTINUED)   

o the decisions of the taxpayer representative.  Unless limited pursuant to the partnership or 
other agreement, the taxpayer representative may:  

o bind the partnership and the partners with respect to an adjustment or settlement;  

o elect out of the new audit rules;  

o elect the alternative method;  

o provided adjusted Schedules K-1 to the reviewed year partners;  

o extend the statute of limitations; and 

o seek judicial review of a final partnership assessment.  
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OTHER PROCEDURAL MATTERS UNDER THE NEW AUDIT RULES 
(CONTINUED)   

• In contrast to the TEFRA rules, only the partnership, and not a partner, 
has the ability to settle with the IRS.  

• The new partnership audit procedures are effective for tax years 
beginning on or after January 1, 2018.  
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This presentation is provided for informational purposes only and should not be 
considered specific legal advice on any subject matter. You should contact your attorney 
to obtain advice with respect to any particular issue or problem. The content of  this 
presentation contains general information and may not reflect current legal 
developments, verdicts or settlements. Use of and access to this presentation does not 
create an attorney-client relationship between you and Bracewell.  


