Major Changes to Partnership Audit Liability
Tax Alert
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The Bipartisan Budget Act of 2015 (the Act) 1 that was signed into law on November 2, 2015, dramatically changes the rules for
Internal Revenue Service (IRS) audits of partnerships and in particular who is liable for any additional tax resulting from partnership
audit adjustments. The Act repeals the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) and Electing Large Partnership
rules and replaces them with an entirely new regime.
The Act establishes the general rule that tax deficiencies attributable to adjustments of partnership items are collected from the
partnership in the year the audit adjustment becomes final (the adjustment year), rather than from the partners during the tax year
to which the adjustment relates (the reviewed year), based on the highest tax rate in effect for the audit year. Certain partnerships
may, however, elect out of this new regime. These new rules, which apply for audits of tax years beginning in 2018, affect all
partnerships regardless of size, and require a close examination of partnership agreements.
General Rule - The Partnership Pays Tax
On audit, any adjustment to the tax items of a partnership, including any penalties and interest, "shall be assessed and collected . . .
at the partnership level."2 The partnership must pay any "imputed underpayment," which is generally determined by multiplying the
net increase in income or gain (or decrease in loss or deduction) by the highest tax rate in section 1 or 113. This "imputed" amount
serves as a proxy for the amount of additional tax that would be paid by all of the partners of the partnership. However, because this
imputed amount would not take into account the differing tax positions of the partners, the U.S. Department of the Treasury
(Treasury) is instructed to enact regulations to reduce the imputed amount if the partners file amended returns paying some of the
additional tax, are exempt from federal income tax or are subject to a lower rate of tax on such income.4
The imputed underpayment, penalties and interest must be paid in the year the audit or any judicial review is completed. 5 Thus, the
adjustment year partners will bear the economic burden of the adjustment, even if they were not partners in the reviewed year.
Each partnership is required to designate a "Partner Representative," which is any partner or other person with a substantial U.S.
presence to act on behalf of the partnership on audit and with respect to any elections.6 No longer will a partnership have a "Tax
Matters Partner," although the new Partner Representative will serve essentially the same function. In addition, each partner must
treat all partnership items consistently with the partnership (unless the partner files a notice of inconsistent treatment), and
generally will be bound by actions taken by the Partnership Representative on behalf of the partnership.7
Elections for Certain "Small" Partnerships
A partnership with no more than 100 partners may elect out of the new rules and have partnership items audited at the partner
level only if each of its partners is an individual, an S corporation, a C corporation (or the foreign equivalent thereof) or the estate of
a deceased partner.8 The opt-out election is made annually on the partnership's timely filed Form 1065. 9
Election to Avoid Partnership Level Tax and Shift Tax Burden to the Audit Year Partners
A partnership subject to the general rule may elect, within 45 days of a notice of final partnership adjustment, to have its reviewed
year partners pay their distributive share of the adjustment, plus interest.10 The tax impact in the adjustment year is then increased,
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but not decreased, by any adjustments attributable to years between the reviewed year and the adjustment year.11 In addition,

interest on the underpayment is accrued at a rate 200 basis points above the normal rate.12 This is apparently the "toll charge" for
electing out of the entity level tax regime.
Key Issues
1. Existing partnership agreements must be reviewed and new partnership agreements must be drafted to address aspects of
the new rules, including to: (a) designate a partnership representative, if necessary; (b) specify any elections with respect to
partnership audits that the partnership representative will make; (c) provide for the potential payment of entity-level tax and
(possibly) (d) limit the types and numbers of partners.
2. Those who plan to acquire a partnership interest will need to consider their potential share of the partnership's liability with
respect to any of the partnership's previously filed tax returns if the partnership is not able to elect out of the new regime.
3. The statute provides only an outline of the new rules, with significant open questions and a vast grant of regulatory authority
to the IRS to make the new regime work. This occurs at a time when IRS resources are severely limited. Treasury and the IRS
are already seeking input.
4. Payments made by the partnership under these provisions, including any interest owed on the imputed underpayment

amount, are explicitly non-deductible.13 While as a general rule individuals are unable to deduct interest on federal income
tax deficiencies, corporations generally can. Thus, this rule will affect corporate partners from deducting their distributive
share of interest on the underpayment amount.14

This new legislation imposes an entity level tax on partnerships -- an entity which itself is not subject to tax. The legislation was
passed without hearings and the collateral consequences of subjecting partnerships to tax are still being considered.
We will continue to keep you informed.
1. P.L. 114-74 (2015).
2. Section 6621. All section references are to the Internal Revenue Code of 1986 unless otherwise noted, as amended by the Act
and other legislation.
3. Section 6625.
4. Section 6625(c).
5. Section 6221(a); section 6225(a).
6. Section 6223(a).
7. Section 6222; section 6223.
8. Section 6221(b).
9. Section 6221(b)(1)(D).
10. Section 6226.
11. Section 6226(b)(3).
12. Section 6626(c)(2).
13. Section 6241(4).
14. See Section 163(h).

For additional information, please contact any of the following lawyers:
George A. Hani, ghani@milchev.com, 202-626-5953

© Miller & Chevalier Chartered • millerchevalier.com • Page 2 of 3

Linda E. Carlisle, former Member
Andrew L. Howlett, ahowlett@milchev.com, 202-626-5821

The information contained in this communication is not intended as legal advice or as an opinion on specific facts. This information is not intended to create, and receipt of it
does not constitute, a lawyer-client relationship. For more information, please contact one of the senders or your existing Miller & Chevalier lawyer contact. The invitation to
contact the firm and its lawyers is not to be construed as a solicitation for legal work. Any new lawyer-client relationship will be confirmed in writing.
This, and related communications, are protected by copyright laws and treaties. You may make a single copy for personal use. You may make copies for others, but not for
commercial purposes. If you give a copy to anyone else, it must be in its original, unmodified form, and must include all attributions of authorship, copyright notices, and
republication notices. Except as described above, it is unlawful to copy, republish, redistribute, and/or alter this presentation without prior written consent of the copyright
holder.
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