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The New Partnership Audit
Rules: Proposed Answers
to Tough Questions
By Lisa M. Starczewski, Esq.*

The Bipartisan Budget Act of 2015 (BBA)1 intro-
duced a new centralized audit regime to be applied to
all entities taxed as partnerships. Under the new re-
gime, unless a partnership is able to elect out and af-
firmatively makes that election, the default rule is that
audit, adjustment, assessment, and collection occurs at
the entity level. The new rules significantly change
the partnership audit process and, quite possibly, the
amount of tax liability paid and the persons ultimately
bearing the economic consequence of that liability.

The new rules are effective for audits of returns
filed for tax years beginning on or after January 1,
2018. Under limited circumstances, a partnership may
elect an early opt-in to the new rules.

The rules, as promulgated in the BBA, arguably
contain more questions than answers. On December 6,
2016, Congress introduced the Tax Technical Correc-
tions Act of 2016,2 which addressed a number of the
provisions of the centralized partnership audit regime.
However, Congress has not passed this legislation.
The legislation may be reintroduced this year and at-
tached as a rider to a tax bill, but that remains to be
seen.

In January 2016, the IRS issued proposed regula-
tions that provided guidance with respect to many of

the questions that have arisen since the new audit
rules were enacted. Those proposed regulations were
withdrawn and then reproposed on June 14, 2017,
with minor changes.

This article uses a Q&A format to highlight many
of the questions that exist with respect to the new cen-
tralized audit regime and explain the way in which the
proposed regulations address those questions, if they
do. Although these proposed regulations help navigate
what is absolutely a sea change with respect to part-
nerships audits, there are still many important ques-
tions left unanswered, as discussed throughout this ar-
ticle. There is also no doubt that new questions will
arise as practitioners work through these proposed
regulations against the backdrop of an already com-
plex area of tax law.

The article ends with a discussion of the challenges
that exist for practitioners who are trying to address
these rules as they negotiate and draft partnership
agreements for entities taxed as partnerships.

QUICK SUMMARY OF THE
CENTRALIZED AUDIT PROCESS
UNDER THE PROPOSED
REGULATIONS

• Putting aside the early opt-in, which could apply
to tax years beginning before 2018, on its 2018
partnership return, the partnership either elects
out of the centralized audit regime (if the election
out is available) or designates a partnership repre-
sentative for that taxable year. The partnership
might want to consider designating a partnership
representative even if it makes the election out, in
case that election is defective for any reason. Oth-
erwise, if the IRS determines that the election is
defective, the IRS can designate the partnership
representative.

• If the partnership elects out, it notifies each of its
partners of that election within 30 days of making
it.

If the partnership does not elect out, the centralized
audit process applies as follows:
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• The partnership may request an administrative ad-
justment request (AAR) under the new rules for
any partnership taxable year beginning on or after
January 1, 2018 (within the prescribed period of
limitations).

• If the IRS audits a taxable year (referred to as the
‘‘reviewed year’’), the partnership representative
will receive a notice of administrative proceeding
from the IRS. The default rule under the central-
ized audit regime is that adjustments will be de-
termined, assessed, and collected at the partner-
ship level. The partnership representative is not
statutorily required to notify the partners of re-
ceipt of the IRS notice or any other aspect of the
audit.

• The proposed adjustments to partnership items
will be grouped and subgrouped to calculate the
imputed underpayment. All penalties, additions to
tax, and additional amounts will be determined at
the partnership level. The audit may result in mul-
tiple imputed underpayment(s).

• Once the IRS mails the notice of proposed part-
nership adjustment (NOPPA) to the partnership
representative, the partnership will have a pre-
scribed period of time (generally 270 days, al-
though an extension is available) to request modi-
fications to the imputed underpayment(s) pursuant
to the regulatory rules and procedures. There are
several types of modification available, including
having the reviewed partners file amended re-
turns.

• If the partnership wishes to make an election to
‘‘push out’’ adjustments to its reviewed year part-
ners (‘‘push-out election’’), it must do so within
45 days of the date that the IRS mails the notice
of final partnership adjustment (FPA) (with no
permissible extensions). If the partnership makes
the push-out election, it must furnish statements
to the reviewed year partners no later than 60 days
after the date the partnership adjustments become
finally determined (which is the later of (1) the
expiration of the time to file a petition for read-
justment with the Tax Court (or in some cases, the
U.S. District Court or Claims Court) under §6234
(BBA) or, (2) if a petition is filed under §6234
(BBA), the date when the court’s decision be-
comes final).3

• If the partnership wishes to file a petition under
§6234 (BBA), it must do so within 90 days of the
date that the IRS mails the FPA.

• If the partnership makes a push-out election, the
reviewed year partners who are subject to the
election will be required to pay the additional re-
porting year tax, the partner’s share of any penal-
ties, additions to tax, additional amounts, and any
interest.

• The partnership does not have to make the push-
out election with respect to all reviewed year part-
ners; it may elect to push out only one or more
specific imputed underpayments. If there is a re-
maining ‘‘general imputed underpayment,’’ the
partnership will be responsible to pay that
amount.

• If the partnership does not make a push-out elec-
tion, the partnership is responsible to pay the im-
puted underpayment(s) (plus interest) at the part-
nership level in the adjustment year.

THE SCOPE OF THE NEW AUDIT
RULES

The statute provides that the new audit rules apply
to ‘‘items of income, gain, loss, deduction, or credit
of a partnership. . . and any partner’s distributive
share thereof.’’4 TEFRA defined items subject to
partnership-level audit as ‘‘any item required to be
taken into account for the partnership’s taxable year
under any provision of subtitle A to the extent regula-
tions . . . provide that . . . such item is more appropri-
ately determined at the partnership level than at the
partner level.’’5 The current regulations under TEFRA
contain an extensive list of ‘‘partnership items,’’ the
first of which is ‘‘items of income, gain, loss, deduc-
tion, or credit of a partnership.’’6

The statute left open the question of how the scope
of the new centralized audit regime compares with the
scope of the TEFRA rules.

What is the relationship between the lan-
guage in the BBA and the language in the
current regulations? Is the scope of the new
regime limited to only the first item listed as
a partnership item in the current regula-
tions? What about everything else on that
list (e.g., debt allocations, optional basis
adjustments, etc.)?

The Preamble to the proposed regulations makes it
clear that the scope language in the BBA was not in-

3 Unless otherwise indicated, references in this article to ‘‘§’’ or
‘‘Section’’ are to provisions of the Internal Revenue Code (the
‘‘Code’’), and references to ‘‘Reg. §’’ are to provisions of the
Treasury regulations issued thereunder. References to Code sec-
tions followed by ‘‘(BBA)’’ are to those sections as amended by

the BBA. If ‘‘(BBA)’’ does not appear, then the Code reference is
to a TEFRA provision.

4 §6221(a) (BBA).
5 §6231(a)(3).
6 Reg. §301.6231(a)(3)-1(a)(1)(i).
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tended to limit the scope of a partnership audit under
the centralized audit regime to ‘‘a more limited set of
items to be adjusted at the partnership level than the
items included in the broad definition of partnership
items under the TEFRA regulations.’’7 Thus, even
though the language in the statute mirrors only the
first item in the current regulatory list, the proposed
regulations provide that the phrase items of income,
gain, loss, deduction, or credit means all items and in-
formation required to be shown, or reflected, on a re-
turn of the partnership under §6031 (BBA), the regu-
lations thereunder, and the forms and instructions pre-
scribed by the IRS for the partnership’s taxable year,
and any information in the partnership’s books and re-
cords for the taxable year.8 The regulations go on to
broadly and specifically further define ‘‘items of in-
come, gain, loss, deduction, or credit’’ as well as
‘‘factors that affect the determination of items of in-
come, gain, loss, deduction, or credit’’ and ‘‘partner’s
distributive share.’’9

What role does settled law on partnership vs.
partner items play in the centralized audit
regime? Is the concept of an ‘‘affected item’’
still relevant under this regime?

The General Explanation of Tax Legislation En-
acted in 2015 provided that ‘‘unlike prior law, distinc-
tions between partnership items and affected items are
no longer made’’ in the centralized audit regime.10

The concept of an ‘‘affected item’’ is no longer rel-
evant. Under the new regime, the IRS will not deter-
mine each partner’s share of an adjustment and then
assess and collect separate adjustments from each
partner. All adjustments will be made at the partner-
ship level, and the partnership itself will be liable for
any imputed underpayment. The partnership will use
the modification procedures to correct any overstate-
ments. The new centralized process eliminates the
need for the concept of ‘‘affected items’’ and, accord-
ing to the IRS, eliminates all of the controversy that
existed under TEFRA with respect to the definitions
of partnership items, affected items, computational ad-
justments, and non-partnership items.

Is the IRS able to separately examine the
partnership or its partners outside the cen-

tralized partnership audit regime in order to
determine and assess taxes other than tax
imposed by chapter 1 of Subtitle A of the
Code?

Yes. The proposed regulations answer this question
by specifically providing that the term ‘‘tax’’ for pur-
poses of the centralized audit regime means only the
tax imposed by chapter 1 of Subtitle A.11 Thus, taxes
imposed by other chapters (e.g., the self-employment
tax) or other subtitles (e.g., the employment tax) are
not subject to the centralized audit regime. The IRS is,
therefore, able to separately examine the partnership
or its partners outside the centralized partnership au-
dit regime in order to determine and assess taxes im-
posed under other chapters or subtitles.

The IRS may rely on determinations regarding
items covered by the centralized partnership audit
when making determinations regarding taxes imposed
outside of chapter 1 of Subtitle A. In addition, the IRS
may use all of the procedures available to it under the
centralized audit regime (e.g., obtaining the books and
records of the partnership) to make determinations re-
garding items covered by the centralized partnership
audit regime solely for purposes of taxes not covered
by chapter 1. The Preamble to the proposed regula-
tions uses, as an example, a determination under the
centralized audit regime that a particular partner has
additional unreported ordinary income. The IRS may
examine the partnership or that partner in a separate
proceeding (outside of the centralized audit regime) to
determine additional employment and/or self-
employment taxes owed.12

THE ELECTION OUT OF THE
CENTRALIZED REGIME

Is the election out available if any of the
partners are entities taxed as partnerships?
What about disregarded entities?

Section 6221(b) (BBA) provides that in order to
elect out of the centralized audit regime, (1) a partner-
ship must have 100 or fewer partners during the year
(i.e., it is required to furnish 100 or fewer statements
under §6031(b) during the taxable year for which the
partnership makes the election) and (2) each partner
must be an ‘‘eligible entity,’’ which includes:

• an individual;

• a deceased partner’s estate;

7 Preamble, REG-136118-15, 82 Fed. Reg. 27,334 (June 14,
2017).

8 Prop. Reg. §301.6221(a)-1(b)(1)(i).
9 See Prop. Reg. §301.6221(a)-1(b)(1), §301.6221(a)-1(b)(2).
10 Joint Committee on Taxation, JCS-1-16, General Explana-

tions of Tax Legislation Enacted in 2015 (‘‘JCT Bluebook’’) at 57
(2016).

11 Prop. Reg. §301.6221(a)-1(b)(3).
12 Preamble, REG-136118-15.
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• a C corporation (allowed to be a RIC or REIT);

• a foreign entity that would be required to be a C
corporation if it were domestic; and/or

• an S corporation (if certain informational require-
ments are met) — each S corporation shareholder
counts as one partner.

The fact that an entity is not allowed to elect out of
the centralized audit regime if one of its owners is an
ineligible entity (e.g., is a partnership, a trust, a disre-
garded entity, a partner who uses nominees, an estate
of a person other than a deceased partner) has been
the subject of much practitioner angst and commen-
tary since the new rules were promulgated. Neverthe-
less, Treasury and the IRS chose not to expand the list
of eligible entities in the proposed regulations.13 The
concern in expanding the election out is the increased
burden it places on the IRS when it then has to exam-
ine and assess tax at the partner level. The IRS is will-
ing to consider additional comments on this subject
but wants those comments to address this additional
burden as opposed to focusing on how expansion of
the election out eases taxpayer burden.

With respect to a disregarded entity owned by an
otherwise eligible entity (e.g., a single-member LLC
owned by a C corporation), the JCT Bluebook stated
that ‘‘guidance may provide that the partnership can
make the election if the partnership includes (in the
manner prescribed by the Secretary) a disclosure of
the name and taxpayer identification number of each
of the disregarded entity and the corporation that is its
sole member, and each of them is taken into account
as if each were a statement recipient in determining
whether the 100-or-fewer statements criterion is
met.’’14 However, the proposed regulations do not
take this position. A disregarded entity remains an in-
eligible entity under the proposed regulations regard-
less of whether the ultimate owner is an eligible en-
tity.15

Interestingly, Prop. Reg. §301.6221(b)-1(b)(3) pro-
vides that an S corporation is an eligible partner re-
gardless of whether one or more shareholders of the S
corporation are not eligible partners. Thus, there is
some flexibility, albeit limited, to circumvent the limi-
tations on eligible partners by using an S corporation.
Of course, this flexibility is limited by the restrictions
on eligible S corporation shareholders (e.g., a partner-
ship cannot be an S corporation shareholder). How-
ever, with respect to an entity that is eligible to be an
S corporation shareholder but ineligible for purposes

of the election out (e.g., certain trusts), Prop. Reg.
§301.6221(b)-1(b)(3) does offer a possible solution to
ineligibility.

For purposes of the 100-partner threshold
for the election out, are a husband and wife
treated as a single partner?

Under the TEFRA audit rules, a husband and wife
were treated as a single partner for purposes of deter-
mining whether the partnership had 10 or fewer part-
ners (the TEFRA small partnership exception). How-
ever, §6221(b) (BBA) does not contain similar lan-
guage and, therefore, the general principles in
§6031(b) (BBA) apply. If a husband and wife each
own a partnership interest (which means that the part-
nership is required to furnish a separate K-1 to each
spouse), they are counted separately for purposes of
determining whether the partnership is able to elect
out of the centralized audit regime.16 If, under the
rules of §6031(b) (BBA), the partnership is required
to furnish only one spouse with a K-1 (i.e., because
only that spouse owns a partnership interest), then
only that spouse is counted for purposes of the elec-
tion out.17

Will the IRS treat an organization that is
determined to be, or claims to be, exempt
from tax under §501(a) and is classified as a
corporation under §7701(a)(3) as a C cor-
poration for purposes of the election out of
the centralized audit regime?

Yes. The Preamble to the proposed regulations
states that Treasury and the IRS intend to continue to
treat this type of organization as a C corporation con-
sistent with Rev. Rul. 2003-69. This rule will not ex-
tend, however, to §501(a) organizations that are clas-
sified as other than C corporations (e.g., trusts).18

If a partnership files its tax return after the
due date (including extensions), is the elec-
tion out available?

No. A partnership must elect out on a timely filed
tax return (including extensions). Thus, a late return
precludes election out.19

13 See Prop. Reg. §301.6221(b)-1(b)(3).
14 JCT Bluebook at 60 (2016).
15 Prop. Reg. §301.6221(b)-1(b)(3)(ii).

16 See Prop. Reg. §301.6221(b)-1(b)(2)(iii) Ex. 1.
17 See Prop. Reg. §301.6221(b)-1(b)(2)(iii) Ex. 2.
18 Preamble, REG-136118-15.
19 See Prop. Reg. §301.6221(b)-1(c)(1).
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Is a partnership required to notify each part-
ner if it makes an election out of the central-
ized audit regime?

Yes. A partnership must notify each of its partners
of an election out within 30 days of making the elec-
tion.20 This is one of the only instances under the new
rules in which the partners have a notification right.
Under the centralized audit regime, the partners gen-
erally do not have notification or participation rights.
In the case of an election out, the centralized audit re-
gime does not apply.

If a partner that is itself a partnership (re-
ferred to in the regulations as a
‘‘partnership-partner’’) makes a valid elec-
tion out of the centralized audit regime, does
that election out have any effect on the ap-
plication of that regime to the partnership in
its capacity as a partner in another partner-
ship?

No. The proposed regulations clarify that the cen-
tralized partnership audit rules apply to all partners in
the partnership, including a partnership-partner that
has made a valid election out on its tax return.21 The
regulation provides that ‘‘the provisions of subchapter
C of chapter 63 that apply to partners in a partnership
that has not made an election under this section ap-
ply, to the extent provided in the regulations under
subchapter C of chapter 63, to partners that are them-
selves partnerships that have made an election under
this section in their capacity as partners in the other
partnership.’’ [Emphasis added.] It is unclear why the
italicized phrase is included, because if a partnership
has a partnership-partner, then it is not eligible to
make the election out.

The 100-partner threshold is fairly high.
Practically speaking, does this mean that the
IRS will rarely audit partners in large part-
nerships that elect out?

Not according to the Preamble to the proposed
regulations. The Preamble states that ‘‘the IRS intends
to increase the number of partnership audits for both
partnerships that are subject to the centralized partner-
ship audit regime and partnerships that have elected
out of the partnership audit regime.’’ [Emphasis
added.] If this is true, might some larger partnerships
that are able to elect out determine that it is easier to

stay in than to subject each partner to a separate defi-
ciency proceeding?

In addition, the IRS will be carefully reviewing an
entity’s decision to elect out in order to ensure that the
election out is not being used ‘‘solely to frustrate IRS
compliance efforts.’’ The Preamble fleshes this out a
little, by providing that the IRS will carefully review
whether partners have been accurately identified, pay-
ing particular attention to whether the partners are
nominees or agents for a beneficial owner. In addition,
the IRS will be analyzing the economic substance of
certain types of arrangements to determine whether
the election out is truly appropriate (i.e., if two or
more partnerships have elected out but have, in sub-
stance, created a constructive or de facto partnership,
or if two or more parties claim to be co-owners of a
venture but not partners). Note here that if the IRS re-
casts an arrangement as a partnership, that entity will
be subject to the centralized audit regime because it
will not have filed a partnership return and, therefore,
will not have made a timely election out.

What happens if a partnership makes an
invalid election out? Can the partnership
and/or the IRS rely on the election out?

Yes, the IRS can rely on the election unless and un-
til it determines that it is invalid, and the partnership
can rely on the election unless and until the IRS chal-
lenges it.22

THE CONSISTENCY REQUIREMENT
A partner’s treatment of each item of income, gain,

loss, deduction, or credit attributable to a partnership
must be consistent with the treatment of those items
on the partnership return, including treatment with re-
spect to the amount, timing, and characterization of
those items.

What is considered ‘‘an item on the partner-
ship return’’ for purposes of the consistency
requirement?

According to the proposed regulations, the phrase
‘‘an item on the partnership return’’ includes not only
the treatment of an item on the partnership’s return
filed under §6031(a) (BBA) but also any amendment
or supplement to that return (e.g., an administrative
adjustment request filed under §6227 (BBA)) and the
treatment of an item on any statement, schedule, or
list, and any amendment or supplement thereto, filed

20 §6221(b)(1)(E) (BBA); Prop. Reg. §301.6221(b)-1(c)(3).
21 Prop. Reg. §301.6221(b)-1(d)(1). 22 Prop. Reg. §301.6221(b)-1(e).
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by the partnership with the IRS, including statements
filed pursuant to §6226 (BBA).23

If a partner fails to satisfy the consistency
requirement, is the IRS allowed to assess
and collect any resulting underpayment in
the same manner as if the underpayment was
due to a mathematical or clerical error ap-
pearing on the partner’s return?

Generally, yes.24 There is an exception to this rule,
however, if the partner identifies the inconsistency in
a statement to the IRS attached to the partner’s return
on which the item is treated inconsistently.25

Does the exception for notification of incon-
sistent treatment apply to a partner’s treat-
ment of an item reflected on an administra-
tive adjustment request (AAR) under §6227
(BBA) or a push-out statement under §6226
(BBA) filed by the partnership?

No. Section 6223 (BBA) provides that the partner-
ship and all partners are bound by the actions taken
by the partnership under the centralized audit regime
as well as any final decision in a proceeding with re-
spect to the partnership. Thus, the partners are bound
by the adjustments in an AAR or push-out statement.
If a partner takes a position on a return that is incon-
sistent with an item reflected on an AAR or push-out
statement, the IRS is allowed to assess and collect any
resulting underpayment in the same manner as if the
underpayment was due to a mathematical or clerical
error, regardless of whether the partner identifies the
inconsistency with the return.26

THE PARTNERSHIP
REPRESENTATIVE

What does a ‘‘substantial U.S. presence’’
mean when it comes to choosing a partner-
ship representative? Is the relevant test the
substantial presence test in §7701(b)(3)?

No. Regarding eligibility to be a partnership repre-
sentative, the proposed regulations do not adopt the
substantial presence test in §7701(b)(3). According to

the IRS, the goal of that test, which is to determine
whether an individual alien should be treated as a resi-
dent alien for federal tax purposes, is different from
the goal of the substantial presence test in the audit
context, which is to make sure that the IRS is able to
easily communicate with the partnership representa-
tive. The proposed regulations provide that a person
has substantial presence in the United States for pur-
poses of the audit rules if: (1) the person is available
to meet in person with the IRS in the United States at
a reasonable time and place, as is necessary and ap-
propriate, as determined by the IRS; (2) the person
has a street address that is in the United States and a
telephone number with a United States area code
where the person can be reached during normal busi-
ness hours; and (3) the person has a United States tax-
payer identification number.27

Can a partnership designate an entity as its
partnership representative?

Yes, a partnership can designate an entity as its
partnership representative, but under the proposed
regulations, if a partnership designates an entity as its
partnership representative (referred to as an ‘‘entity
partnership representative’’), it must also identify and
appoint an individual (referred to as the ‘‘designated
individual’’) to act on the entity’s behalf.28 If the part-
nership fails to do so, the IRS can essentially ignore
the partnership representative designation; that is, the
IRS can determine that there is no designation in ef-
fect.

Interestingly, Prop. Reg. §301.6223-1(b)(3)(i) de-
scribes the ‘‘designated individual’’ as ‘‘the sole indi-
vidual through whom the partnership representative
will act’’ but do not provide that this individual must
have any particular relationship to the entity partner-
ship representative. In fact, in one of the examples,
the entity partnership representative is a C corporation
and the designated individual is described as ‘‘unaf-
filiated with [the entity] and . . . not an officer, direc-
tor, or employee of [the entity].’’29

Query why a partnership would designate an entity
as its representative and then appoint an individual
completely unrelated to that entity as the designated
individual. The designated individual has the author-
ity to bind the entity partnership representative and
the partnership. Because a partnership representative
can be any person (i.e., does not need to be a partner),
if the partnership wishes to vest authority to act on its
behalf to an individual wholly unrelated to the entity

23 Prop. Reg. §301.6222-1(a)(4).
24 §6222(b) (BBA).
25 §6222(c) (BBA).
26 Prop. Reg. §301.6222-1(c)(2).

27 Prop. Reg. §301.6223-1(b)(2).
28 Prop. Reg. §301.6223-1(b)(3)(i).
29 Prop. Reg. §301.6223-2(d) Ex. 3.
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partnership representative, why not simply designate
that individual as the partnership representative?

The general need to identify an individual through
whom an entity partnership representative will act
makes sense; the IRS wants to know with whom it
will be communicating. The entity partnership repre-
sentative, who is vested with significant responsibility,
will want to make sure that the designated individual
is someone who has the authority to act on its behalf,
which in most cases will be an executive officer or
manager (or majority owner or key employee). The
example in the regulations is arguably unrealistic and
was likely included to drive home the point that the
actions of the designated individual are binding re-
gardless of the relationship (or lack thereof) between
the entity partnership representative and the desig-
nated individual.

Is an ‘‘entity partnership representative’’
required to have a substantial presence in
the United States?

The answer appears to be ‘‘yes.’’ The Preamble
provides that ‘‘[t]he proposed regulations require that
both an entity partnership representative and the des-
ignated individual have substantial presence in the
United States.’’30 The regulatory language is arguably
less clear. The substantial U.S. presence requirement
is found in Prop. Reg. §301.6223-1(b)(2). Prop. Reg.
§301.6223-1(b)(1) provides that any ‘‘person’’ may be
designated as the partnership representative as long as
that person meets certain requirements, including the
substantial U.S. presence requirement and the entity
partnership representative requirements, ‘‘as appli-
cable.’’ [Emphasis added.] Prop. Reg. §301.6223-
1(b)(3), which contains the rules applicable to an en-
tity partnership representative provides that ‘‘[a] per-
son who is not an individual may be a partnership
representative only if an individual who meets the re-
quirements of (b)(2) and (4) of [Prop. Reg.
§301.6223-1] is appointed by the partnership as the
sole individual through whom the partnership repre-
sentative will act.’’ Thus, clearly, the designated indi-
vidual must have a substantial U.S. presence, but must
the entity itself also meet this requirement?

If the purpose of the substantial U.S. presence test
is to ‘‘ensure ease of communication so the audit pro-
cess can proceed smoothly,’’31 and the designated in-
dividual must have a substantial U.S. presence then is
it necessary that the entity partnership representative
also meet this requirement? Regardless of the answer,
the IRS does seem to be taking the position that both

the entity and the designated individual must have a
substantial U.S. presence.

Is a partnership required to designate a
partnership representative separately for
each taxable year?

Yes. The partnership must designate a partnership
representative on the partnership return for the part-
nership taxable year to which the designation applies
and must include all of the information required by
forms, instructions, and other guidance.32 The fact
that a partnership is required to designate a represen-
tative for each taxable year and is able to designate a
different partnership representative for each year
could create practical issues for the IRS if and when
it audits multiple years. As an example, if an IRS
sends a notice of administrative proceeding for each
of three taxable years, it is conceivable that it would
be sending each notice to a different partnership rep-
resentative and would be interacting throughout the
audit with three different people.

What if a partnership does not designate a
partnership representative for a particular
taxable year? Does the partnership represen-
tative from the prior year continue to fulfill
that role?

No. A partnership representative designation for
one partnership taxable year is not effective for any
other taxable year.33

What if the partnership agreement expressly
states that a particular partner is the ‘‘part-
nership representative’’? If the partnership
fails to make a designation for a given tax
year, will the IRS rely on the partnership
agreement?

No. Regardless of whether or not the partnership
agreement appoints a partnership representative, the
partnership must designate a partnership representa-
tive separately for each taxable year on the partner-
ship return for the partnership taxable year to which
the designation applies. If a partnership does not make
such a designation, the IRS will not rely on the part-
nership agreement. It will determine that a designa-
tion is not in effect.

Although the IRS is not bound or limited in any
way by the designation of a partnership representative

30 Preamble, REG-136118-15.
31 Preamble, REG-136118-15.

32 Prop. Reg. §301.6223-1(c).
33 Prop. Reg. §301.6223-1(c)(1).
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in a partnership agreement, it still makes sense and is
important for the partners to discuss the designation
of a partnership representative (in a general manner)
when negotiating a partnership agreement and come
to an agreement regarding who the partnership intends
to designate as its partnership representative with its
tax return each year. As an alternative, the partnership
could grant the authority to designate the partnership
representative to a particular partner or a majority of
the partners. The partners should also consider includ-
ing provisions in the partnership agreement regarding
processes for making a change in the designation of
the partnership representative.

Once a partnership representative has been
designated for a taxable year, is a partner-
ship able to change that designation at will?

No. Unlike the TEFRA rules which allow a partner-
ship to designate a new tax matters partner at any time
after the filing of the initial partnership return by sim-
ply submitting a new designation to the IRS, the new
audit rules do not allow a partnership to change its
designation of a partnership representative (through
resignation or revocation) until and unless the IRS is-
sues a notice of administrative proceeding to the part-
nership or the partnership files a valid AAR pursuant
to §6227 (although the partnership may not file an
AAR only to change the partnership representative).34

Thus, once a partnership representative is designated
for a given partnership taxable year, that representa-
tive is not allowed to resign that position (and the
partnership is not allowed to revoke the designation)
until and unless the IRS issues a notice of administra-
tive proceeding for that year or the partnership files an
AAR for that year.

An obvious practical issue with this approach is
what happens if a partnership representative no longer
has the capacity to act (in particular, has died or is
otherwise incapacitated) at the time that the IRS is-
sues a notice of administrative proceeding. The fact
that the partnership representative no longer has the
capacity to act renders the representative ineligible
under the proposed regulations, but the representative
remains eligible until the IRS determines otherwise
and the partnership is not allowed to revoke the des-
ignation until the IRS issues a notice. How does a
partnership know that the IRS has initiated an audit if
the notice is sent to a partnership representative has
either died or is incapacitated? Perhaps the partner-
ship should be allowed to revoke a designation of a
partnership representative if that representative no

longer has the capacity to act. Treasury and the IRS
are willing to consider other situations in which a
partnership should be allowed to change its partner-
ship representative and requested comments on this
issue.

Who has the authority to revoke a partner-
ship representative designation (once revoca-
tion is allowed)?

Under the proposed regulations, a revocation must
be signed by a person who was a general partner at
the close of the taxable year for which the partnership
representative designation is in effect as shown on the
partnership return for that taxable year.35 If each gen-
eral partner eligible to sign the revocation is either no
longer a partner or no longer has the capacity to act,
then any reviewed year partner may sign the revoca-
tion. With respect to LLCs taxed as partnerships, the
proposed regulations provide that for purposes of de-
termining who is allowed to sign a revocation, a
member-manager is treated as a general partner and a
member of an LLC who is not a member-manager is
treated as a partner other than a general partner.36 A
‘‘member-manager’’ is defined as an LLC member
who, alone or together with others, is vested with the
continuing exclusive authority to make the manage-
ment decisions necessary to conduct the business for
which the organization was formed. If there are no
elected or designated member-managers of the LLC,
each member is treated as a member-manager.37

Does the IRS have to approve the revocation
of a partnership representative designation?

It depends. If a partnership designates a partnership
representative and later wishes to revoke that designa-
tion (and revocation is allowed because either the IRS
has issued a notice of administrative proceeding or the
partnership is filing an AAR), the partnership may re-
voke the designation and the revocation is effective 30
days after the date that the partnership sends the no-
tice of revocation to the IRS. IRS consent is not nec-
essary. However, if the IRS has appointed the partner-
ship representative, the partnership cannot revoke that
designation without IRS approval.38 This is an espe-
cially harsh result if the partnership has inadvertently
neglected to designate a partnership representative.

34 Prop. Reg. §301.6223-1(d)(2) (resignation), §301.6223-
1(e)(2) (revocation).

35 Prop. Reg. §301.6223-1(e)(3)(i).
36 Prop. Reg. §301.6223-1(e)(3)(ii)(A).
37 Prop. Reg. §301.6223-1(e)(3)(ii)(B)(3).
38 Prop. Reg. §301.6223-1(e)(4).
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What happens if more than one partner at-
tempts to revoke a partnership representative
designation within a short period of time?

It is conceivable that due to conflict or lack of com-
munication (or both) between partners, more than one
partner may try to revoke the partnership representa-
tive designation and appoint someone who they be-
lieve better represents their interests. Prop. Reg.
§301.6223-1(e)(3)(iii) requires that a notification of
revocation sent to the IRS include a statement signed
under penalties of perjury that the partner signing the
revocation is authorized by the partnership to revoke
the designation and has provided a copy of the revo-
cation to the partnership and partnership representa-
tive. The fact that any partner attempting to revoke a
designation is required to sign such a statement
should help prevent multiple revocations from occur-
ring.

However, there is little doubt that circumstances
will arise in which partners are no longer working to-
gether and/or are unclear as to whether a particular
partner has the authority to sign a revocation. In any
event, if this type of confusion exists — if, for what-
ever reason, the IRS receives multiple revocations or
subsequent designations within a 90-day period — the
IRS may determine that a partnership representative
designation is not in effect. If the IRS makes that de-
termination, the proposed regulations authorize the
IRS to designate a new partnership representative
(and, as discussed above, the partnership will not be
able to revoke that designation without IRS ap-
proval).39 To make matters worse, the proposed regu-
lations provide that if the IRS has determined that
there is no partnership representative designation in
effect because there were multiple revocations, al-
though the IRS has to notify the partnership of this
determination, it does not have to afford the partner-
ship an opportunity to designate a partnership repre-
sentative.40 Normally, under the proposed regulations,
a partnership has 30 days within which to designate a
partnership representative when the IRS has deter-
mined that no designation is in effect.41 However, the
30-day period does not apply in this circumstance.
The IRS can make the designation immediately, and it
is effective beginning on the day the IRS mails the no-
tification to the partnership. Moreover, if the IRS des-
ignates a representative that is not a partner, that per-
son is not bound by any terms of the partnership
agreement that are intended to protect the partners.

This is not a situation that any partnership wants to
find itself in. It is extremely important, especially in

the context of conflict between partners, that the lines
of communication remain open regarding who is rep-
resenting the partnership in the audit proceedings be-
cause that person has such unfettered authority to bind
both the partnership and the partners. No one is
served by inadvertently abdicating the right to choose
the partnership representative to the IRS.

Can a partnership or a partner challenge the
actions taken by a designated partnership
representative on the basis that the designa-
tion is invalid?

No. Even if a partnership representative technically
does not meet the statutory requirements (e.g., the
partnership representative does not have a substantial
U.S. presence), the partnership representative’s ac-
tions and decisions are binding and the designation re-
mains effective until and unless:

(1) there is a resignation or revocation pursuant to
the procedural guidance in Prop. Reg. §301.6223-
1(d) or Prop. Reg. §301.6223-1(e); or

(2) the IRS determines that the partnership repre-
sentative is ineligible and, therefore, there is no
designation in effect pursuant to Prop. Reg.
§301.6223-1(f).

It is clear that the focus of the regulations is to
make it as easy as possible for the IRS to identify the
person with whom it should be communicating, com-
municate with that person, and unequivocally rely on
that person’s actions and decisions. The IRS cannot be
adversely affected by a subsequent determination that
a designation is ineffective or a person is ineligible to
serve as the partnership representative.

Is a partnership able to limit the authority of
a partnership representative through provi-
sions in the partnership agreement or any
other agreement? What about state law limi-
tations — Can state law limit the authority
of the partnership representative to make
binding decisions?

The authority of the partnership representative is in
sharp contrast to the authority of the Tax Matters Part-
ner (‘‘TMP’’) under TEFRA. The partnership repre-
sentative (which includes a designated individual in
the case of an entity partnership representative) has
the sole authority to act on behalf of the partnership
and those actions are binding on the partnership, all
of the partners, and any other person whose tax liabil-
ity is determined in whole or in part by taking into ac-

39 Prop. Reg. §301.6223-1(e)(5).
40 Prop. Reg. §301.6223-1(f)(4).
41 Prop. Reg. §301.6223-1(f)(1).
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count (directly or indirectly) adjustments made under
the centralized audit regime.42

The centralized audit regime does not include any
statutory right to notice of, or participation in, a part-
nership audit for any person other than the partnership
and the partnership representative.43 No partner (or
other affected person) is able to contest the results of
an examination or other proceeding involving a part-
nership.

The proposed regulations specifically state that no
state law, partnership agreement, or other document or
agreement is able to limit the authority of the partner-
ship representative as described in §6223 (BBA).44

The regulations contain an example in which a part-
nership representative consents to an extension of the
period for adjustments under §6235(b) (BBA). The
partnership agreement expressly requires the partner-
ship representative to consult with an identified man-
aging group of partners before taking any action with
respect to an IRS administrative proceeding. Never-
theless, the partnership representative’s consent to ex-
tend the time period is valid. The contractual provi-
sion has no effect on the partnership representative’s
ability to bind the partnership. The partners may have
a cause of action for breach of contract, but for pur-
poses of the IRS administrative proceeding, the part-
nership representative’s actions are binding.

Does a partnership representative’s resigna-
tion affect the binding nature of any actions
taken before that resignation?

No.45 The proposed regulations include an example
in which a partnership representative agrees to an ex-
tension of the period of adjustment under §6235(b)
(BBA) and then resigns. The example makes it clear
that the resignation does not affect the extension; it re-
mains valid and binding.46

Are there any parameters with respect to an
IRS designation of a partnership representa-
tive?

Section 6223(a) (BBA) provides that the IRS may
appoint any person as the partnership representative if
a designation is not in effect. The IRS received a sig-
nificant number of comments related to the IRS des-
ignation of a partnership representative. In response to

these comments and in an effort to balance the needs
of the partnership and the government, the proposed
regulations provide that in designating a partnership
representative the IRS will consider whether there is a
suitable partner of the partnership, either from the re-
viewed year or at the time the partnership representa-
tive designation is made and may consider additional
factors listed in the regulations, including:

• The views of the partners having a majority inter-
est in the partnership regarding the designation;

• The general knowledge of the person in tax mat-
ters and the administrative operation of the part-
nership;

• The person’s access to the books and records of
the partnership; and/or

• Whether the person is a U.S. person (within the
meaning of §7701(a)(30)).47

Thus, although the proposed regulations provide
that the IRS may appoint ‘‘any person’’ as the partner-
ship representative, the regulations require the IRS to
consider the reviewed year and/or current partners,
which suggests that if one of those partners is eligible
to act as the partnership representative, the IRS should
and will designate that partner. The Preamble provides
that the IRS may ‘‘designate any person after first
considering partners from the reviewed year or at the
time the designation is made.’’48 The concept of a
‘‘suitable partner’’ is not further fleshed out in the
regulations so, ultimately, it may prove difficult to
challenge an IRS designation of a partnership repre-
sentative.

Does a partnership representative designated
by the IRS have to have the authority under
state law to bind the partnership?

No. State law is essentially irrelevant under the new
centralized audit regime. The authority of the partner-
ship representative is derived from federal tax law,
and that authority is binding regardless of the applica-
tion of state law. This is true whether the IRS desig-
nates the partnership representative or the partnership
makes the designation.49 As discussed above, the au-
thority of the partnership representative to bind the
partnership and the partners is not affected by state
law or any provision in the partnership agreement or
any other document or agreement.

42 Prop. Reg. §301.6223-2(a).
43 Prop. Reg. §301.6223-2(c)(1).
44 Prop. Reg. §301.6223-2(c)(1).
45 Prop. Reg. §301.6223-2(b).
46 Prop. Reg. §301.6223-2(d) Ex. 1.

47 Prop. Reg. §301.6223-1(f)(5).
48 Preamble, REG-136118-15.
49 See Preamble, REG-136118-15.
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CALCULATING THE IMPUTED
UNDERPAYMENT

The proposed regulations introduce ‘‘group-
ing’’ of adjustments with respect to the cal-
culation of the imputed underpayment. How
are adjustments grouped?

The proposed regulations provide for the following
four groups of adjustments:50

1. Reallocation Grouping — adjustments that real-
locate items among the partners.

2. Credit Grouping — adjustments to items that are
claimed or could be claimed as a credit by the
partnership on the partnership’s return.

3. Creditable Expenditure Grouping — adjustments
to creditable expenditures.

4. Residual Grouping — all remaining adjustments.

There is a paragraph reserved in the proposed regu-
lations for further guidance regarding the creditable
expenditure grouping.

The regulations provide for further subgrouping
within each of these groups. If there is a reallocation
of a partnership item, that reallocation is treated as
two adjustments — an increase and a decrease. Those
two adjustments are not netted to zero. Instead, each
of the adjustments is grouped in its own reallocation
subgroup.51

Once the adjustments are grouped, how is
the imputed underpayment calculated?

With respect to the reallocation grouping and the
residual grouping, the following steps apply to calcu-
late the ‘‘netted partnership adjustment:’’52

Step One: The IRS nets all of the adjustments
within each group or subgroup. In netting the ad-
justments, increased gain is treated as increased
income, decreased gain is treated as decreased in-
come, increased loss is treated as decreased in-
come, and decreased loss is treated as increased
income. Each group or subgroup will end up with
either a net positive adjustment or a net non-
positive adjustment (as defined in Prop. Reg.
§301.6225-1(d)(3)(ii)(B) and §301.6225-
1(d)(3)(ii)(C)).

Step Two: Any netted amount that is a net non-
positive adjustment is disregarded for purposes of
computing the imputed underpayment.

Step Three: The net positive adjustments in the re-
sidual grouping and the net positive adjustments
in the reallocation grouping are added together to
arrive at the total netted partnership adjustment.

After these steps are applied, the following steps
apply to compute the imputed underpayment:53

Step One: The total netted partnership adjustment is
multiplied by the highest rate of federal income
tax in effect for the reviewed year under §1 or
§11.

Step Two: The IRS nets the adjustments in the
credit grouping and increases or decreases the
product calculated in Step One by any net adjust-
ment to credits.

Step Three: If the result in Step Two is a net posi-
tive adjustment, the resulting amount is the im-
puted underpayment. If the result is a net non-
positive amount, the result is an adjustment that
does not result in an imputed underpayment.

For purposes of computing the imputed un-
derpayment, how will the IRS treat adjust-
ments that are, or could be, reported by the
partnership as expenditures that may be
treated as a credit by a partner (creditable
expenditures)?

The proposed regulations do not address this issue
but do reserve a paragraph to provide special rules ap-
plicable to certain creditable expenditures. Treasury
Department and the IRS are seeking comments on the
appropriate treatment of these items.

For purposes of computing the imputed un-
derpayment, how should a partnership group
credits, and is there a particular order in
which a partnership should apply credits?

There is no additional guidance in the proposed
regulations regarding how credits should be grouped
and whether or not credits should be applied in any
particular order. Treasury Department and the IRS
have requested comments on these issues.

In computing the imputed underpayment,
will the IRS net adjustments from one tax-

50 Prop. Reg. §301.6225-1(d)(2)(i).
51 Prop. Reg. §301.6225-1(d)(2)(ii).
52 Prop. Reg. §301.6225-1(c)(3), §301.6225-1(d)(3). 53 Prop. Reg. §301.6225-1(c)(1).
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able year against adjustments from a differ-
ent taxable year?

No. Even if these adjustments would otherwise be
part of the same subgrouping (e.g., they are both ad-
justments to ordinary income), the IRS will not net an
adjustment from one taxable year against an adjust-
ment from another.54

Is either the IRS or the partnership allowed
to allocate partnership adjustments for the
same partnership taxable year such that
there are multiple imputed underpayments?

Yes. Under the proposed regulations, there are two
types of imputed underpayments — a general imputed
underpayment and a specific imputed underpay-
ment.55 The general imputed underpayment is calcu-
lated based on all adjustments (other than adjustments
that do not result in an imputed underpayment) that
are not taken into account to determine a specific im-
puted underpayment. There can be only one general
imputed underpayment in an administrative proceed-
ing. A specific imputed underpayment is an imputed
underpayment with respect to adjustments to an item
or items that were allocated to one partner or a group
of partners that had the same or similar characteristics
or that participated in the same or similar transaction.

The proposed regulations allow the IRS (or the
partnership through the modification process) to cre-
ate multiple ‘‘specific imputed underpayments’’ with
respect to the same taxable year.56

MODIFICATION OF THE IMPUTED
UNDERPAYMENT

Once the IRS issues a NOPPA, does the partnership
have any procedural options to request changes to the
imputed underpayment other than the modification
procedures?

No. The Preamble makes it clear that before the is-
suance of the NOPPA, there is an expectation that the
IRS and the partnership representative will work to-
gether to resolve issues and the partnership will be re-
sponding to IDRs, etc. However, once the NOPPA is
issued, the modification procedures are the only ‘‘for-
mal route’’ to request changes to the imputed under-
payment.57

Is a partnership allowed to request an exten-
sion of the time within which to request
modification?

Yes. Generally, the partnership representative must
submit all necessary documentation with respect to a
request for modification to the IRS on or before 270
days after the date the NOPPA is mailed. The partner-
ship may request an extension of this 270-day period,
subject to IRS approval.58 The partnership representa-
tive and IRS may also agree, in writing, to waive the
270-day period.59 A partnership may consider this if it
does not agree with the NOPPA and wants to receive
the FPA earlier and litigate the adjustments or does
agree with the NOPPA and wants to make the push-
out election.

Section 6225(c) (BBA) provides for three
types of modifications but also provides that
regulations may provide for additional
means of modification. Did the proposed
regulations add additional modification pro-
cedures?

Yes. Section 6225(c) (BBA) provides for the fol-
lowing four types of modifications:

• Partner amended returns.60

• Tax-exempt partners.61

• Adjustment to the rate of tax.62

• Modification based on certain passive losses of
publicly traded partnerships (allocable to a speci-
fied partner).63

The proposed regulations add three additional types
of modifications:64

• Modification of the number and composition of
imputed underpayments (the partnership may re-
quest that the IRS group adjustments a certain
way and create specific imputed underpayments).

• Modification based on deficiency distributions
distributed by a partner that is a qualified invest-
ment entity.

• Modification based on partner closing agree-
ments.

54 Prop. Reg. §301-6225-1(c)(4).
55 Prop. Reg. §301.6225-1(e)(2)(i).
56 Prop. Reg. §301.6225-1(e)(2)(iii), §301.6225-2(d)(6).
57 Preamble, REG-136118-15.

58 Prop. Reg. §301.6225-2(c)(3)(ii).
59 Prop. Reg. §301.6225-2(c)(3)(iii).
60 §6225(c)(2) (BBA).
61 §6225(c)(3) (BBA).
62 §6225(c)(4) (BBA).
63 §6225(c)(5) (BBA).
64 Prop. Reg. §301.6225-2(d).
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In addition, the proposed regulations provide that a
partnership may request a type of modification that is
not specifically described, in which case the IRS will
determine whether the modification is accurate and
appropriate.65 The IRS may also issue guidance al-
lowing additional types of modification.

Is modification available with respect to ad-
justments that do not result in an imputed
underpayment?

According to the proposed regulations, the answer
to this question depends on whether the partnership
also has an imputed underpayment that is eligible to
be modified under Prop. Reg. §301.6225-2 (i.e., the
partnership has an imputed underpayment that is set
forth in the NOPPA). If it does, then the partnership
may request modification with respect to an adjust-
ment that does not result in an imputed underpay-
ment.66 However, if the NOPPA does not set forth an
imputed underpayment, the partnership is not allowed
to request a modification with respect to adjustments
that do not result in an imputed underpayment. This is
problematic as the IRS could be making incorrect ad-
justments and the partnership does not appear to have
the ability to modify merely because those adjust-
ments do not result in an imputed underpayment.

If the IRS approves modification of a part-
nership’s imputed underpayment based on an
adjustment in a partner’s amended return, is
the IRS still allowed to examine that
amended return in a separate proceeding
with respect to that partner?

If the IRS makes a determination with respect to a
modification request under §6225 (BBA), §7605(b)
does not preclude the IRS from initiating an adminis-
trative proceeding with respect to that partner.67 Even
in the case of a push-out election (where an approved
modification may affect the amount of an adjustment
that a partner takes into account), nothing in the regu-
lations prohibits the IRS from re-examining the part-
ner’s return.

Is the amended return modification process
available to pass-through partners?

Yes. The proposed regulations provide that for pur-
poses of the amended return modification process, a
pass-through partner (or indirect partner that is a pass-
through partner) is allowed to file an amended return
and pay an amount calculated in the same manner as
the ‘‘safe harbor amount’’ applicable with a push-out
election (discussed below).68 For purposes of this
rule, the term ‘‘pass-through partner’’ includes a (1)
partnership, (2) S corporation, (3) trust (other than a
trust wholly owned by one person that reports the
owner’s information to payors under Reg. §1.671-
4(b)(2)(i)(A)), or (4) decedent’s estate that holds an
interest in a partnership. The term ‘‘pass-through part-
ner does not include a disregarded entity.69

If a pass-through partner files an amended return,
the applicable tax rate is determined by substituting
the total net income of the pass-through partner for
the taxable year (as adjusted) for taxable income in
§1(c) (determined without regard to §1(h)).70 If a
pass-through partner files an amended return, the part-
nership may not also request modification with re-
spect to any amended return filed by direct or indirect
partners of that pass-through partner (or indirect pass-
through partner).71

With respect to modification of the imputed
underpayment, what happens if the §6501
period of limitations on assessment has ex-
pired? Can a reviewed year partner still file
an amended return?

The proposed regulations provide that the IRS will
generally not accept modification with respect to any
amended return if the period of limitations on assess-
ment under §6501 with respect to the partner’s taxable
year for which the amended return is being filed has
expired.72 However, §6225(c)(2)(A)(i) (BBA) pro-
vides that partners may file amended returns, notwith-
standing §6511. Thus, if a partner is filing an amended
return claiming a refund (for example, if there has
been a reallocation of a distributive share), the return
may be filed after the expiration of the period of limi-
tations. However, this exception is available only if all
partnership adjustments allocated to the partner (or in-
direct partner) filing the amended return are taken into
account on the amended return, the only items re-
ported on the amended return are items attributable to
the partnership adjustments, and the partner files all

65 Prop. Reg. §301.6225-2(d)(9).
66 Prop. Reg. §301.6225-2(a).
67 Prop. Reg. §301.6225-2(c)(1).

68 Prop. Reg. §301.6225-2(d)(2)(vii)(A).
69 Prop. Reg. §301.6241-1(a).
70 Prop. Reg. §301.6225-2(d)(2)(vii)(B).
71 Prop. Reg. §301.6225-2(d)(2)(vii)(C).
72 Prop. Reg. §301.6225-2(d)(2)(v)(A).
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amended returns required under the proposed regula-
tions.73

A partnership that receives a notice of administra-
tive proceeding may want to discuss with reviewed
year partners the possibility of agreeing to extend the
period of limitations for the reviewed year before its
expiration under §6501 to keep open the possibility of
using the amended return modification process upon
receipt of the NOPPA. In addition, as discussed be-
low, the proposed regulations provide an alternative to
the amended return process in the form of a closing
agreement, which a reviewed year partner is able to
take advantage of if the period of limitations on filing
an amended return has expired.

It is important to note that, under the proposed
regulations, if a partner files an amended return claim-
ing a refund as part of the modification process after
the expiration of the §6511 period, that partner may
claim a refund only for adjustments that are a direct
result of the partnership-level audit. In addition, the
proposed regulations provide that once a partner has
filed an amended return under the modification proce-
dures, it is not allowed to file a subsequent amended
return for that taxable year without IRS approval.74

Are all reviewed year partners required to
file amended returns in order for the part-
nership to request amended return modifica-
tion?

Generally, no. However, if there has been a reallo-
cation adjustment, the IRS will approve a modifica-
tion only if all partners affected by the adjustment file
amended returns or the IRS determines that this re-
quirement is satisfied because the affected partners
took into account their allocable share of the adjust-
ment through other types of approved modifications.75

Is the amended return process available if
the partnership intends to make a push-out
election?

Yes. There was some question about this among
practitioners based on the language in the statute, but
the provisions in the proposed regulations related to

the push-out election specifically address the possibil-
ity of a reviewed year partner having amended its re-
turn pursuant to the modification procedures.76

Clearly the IRS expects that there will be circum-
stances in which a reviewed year partner will amend
a return pursuant to the modification procedures and
the partnership will later push out adjustments to that
partner.

Do the proposed regulations require the
partnership to receive copies of amended
returns from individual partners in order to
request a reduction of an imputed underpay-
ment?

No.77 Instead, the regulations require that the part-
nership representative provide the IRS with an affida-
vit from the partner (or indirect partner) signed under
penalties of perjury that the amended return was filed
(and the date of filing) and that the full amount of tax,
penalties, additions to tax, additional amounts, and in-
terest was paid (and the date of payment).

Is a partner who is filing an amended return
as part of the modification process required
to pay the tax owed with the return, or are
the other IRS administrative collection pro-
cesses available to that partner?

Section 6225(c)(2)(A)(iii) (BBA) specifically states
that ‘‘payment of any tax due’’ must be ‘‘included
with such return.’’ Even though the statutory language
does not seem to allow any flexibility, the IRS is seek-
ing comments with respect to whether and how it
could allow more flexibility to reviewed year partners
to pay tax due with an amended return. The IRS needs
to balance the desire to allow flexibility with the need
to ensure that the reviewed year partners are commit-
ted to taking into account the adjustments.

With respect to modification of the imputed
underpayment, is there an alternative way
for the reviewed year partners to pay tax
related to adjustments without filing
amended returns?

Yes. The proposed regulations allow the IRS to ap-
prove a modification based on the contents of a clos-
ing agreement between the IRS and a reviewed year

73 Prop. Reg. §301.6225-2(d)(2)(v)(B).
74 Prop. Reg. §301.6225-2(d)(2)(vii)(B) of the second Prop.

Reg. §301.6225-2(d)(2)(vii). Editor’s Note: In an apparent typo-
graphical error, the proposed regulations under REG-136118-15
contain two different consecutive provisions, both designated as
Prop. Reg. §301.6225-2(d)(2)(vii). The Prop. Reg. §301.6225-
2(d)(2)(vii)(B) referenced in this footnote should be redesignated
as Prop. Reg. §301.6225-2(d)(2)(viii)(B).

75 Prop. Reg. §301.6225-2(d)(2)(vi).

76 See Prop. Reg. §301.6226-1(b)(1) (‘‘A modification ap-
proved by the IRS under §301.6225-2 is taken into account by the
reviewed year partners in accordance with §301.6226-2(f)(2).’’)

77 Prop. Reg. §301.6225-2(d)(2)(iii).
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partner.78 However, it is important to note that modi-
fication occurs after the NOPPA but before the im-
puted underpayment is final. If a reviewed year part-
ner enters into a closing agreement and the partner-
ship challenges the partnership adjustments in the IRS
Office of Appeals or in court, the existence of that
agreement may limit the partnership’s ability to chal-
lenge adjustments taken into account in that agree-
ment.

With respect to modification based on appli-
cable tax rates, is a partnership allowed to
request a modification based on the status or
tax attributes of the current partners?

No. Modification based on rate reduction is avail-
able only with respect to adjustments that are attribut-
able to a reviewed year partner (or indirect partner)
that is a C corporation and adjustments with respect
to capital gains or qualified dividends that are attrib-
utable to a reviewed year partner (or indirect partner)
who is an individual.79 The partnership is not allowed
to request modification based on the status or tax at-
tributes of current year partners. One of the reasons
for this is that although the adjustment year partners
may ultimately bear the economic burden of the im-
puted underpayment, the partners at the time of the
modification request may not also be adjustment year
partners. Modification is requested after the NOPPA is
issued, which will not always be the ‘‘adjustment
year.’’

With respect to the new modification proce-
dure in the proposed regulations related to
qualified investment entities and distributed
deficiency dividends, what happens if an en-
tity makes a distribution, modification is
sought based on that distribution, but the
underpayment is later changed by the IRS
Offıce of Appeals or in court?

The proposed regulations allow a partnership a spe-
cial modification related to partners who are qualified
investments entities that distribute deficiency divi-
dends in compliance with §860 (and the accompany-
ing regulations).80 However, the distribution and
modification occurs after the NOPPA is issued, but be-
fore the imputed underpayment is final. What happens
if the amount of the final underpayment is different?
Treasury and the IRS have requested comments on

this issue and whether, because of the lack of finality,
this type of modification is adequate as currently pro-
vided.

If the IRS does not approve a modification,
does the partnership have any recourse be-
fore the issuance of the FPA?

No. There is nothing in the statute or the proposed
regulations that allows a partnership to appeal an IRS
decision with respect to modification before the issu-
ance of the FPA. The rules provide only that the IRS
must approve all modifications. They do not require
the IRS to provide the partnership with anything simi-
lar to a 30-day letter. They also do not provide any
specific time frame within which the IRS must re-
spond to a modification request. However, the FPA
has to be issued within 330 days after the NOPPA,
subject to an extension of the 270-day period. So, the
IRS would have to make some decision during that
60-day period.

ADJUSTMENTS THAT DO NOT
RESULT IN AN IMPUTED
UNDERPAYMENT

With respect to an adjustment that does not
result in an imputed underpayment, is it ever
appropriate for a partnership to treat that
adjustment as a reduction or increase in
separately stated amounts in the adjustment
year?

Section 6225(a)(2) (BBA) provides that any adjust-
ment that does not result in an imputed underpayment
is taken into account by the partnership in the adjust-
ment year. The ‘‘adjustment year’’ is defined as the
partnership taxable year in which:81

• In the case of an adjustment pursuant to the deci-
sion of a court in a proceeding brought under
§6234 (BBA), such decision becomes final;

• In the case of an AAR under §6227 (BBA), such
AAR is made; or

• In any other case, an FPA is mailed under §6231
(BBA) or, if the partnership waives the restric-
tions under §6232(b) (BBA) (related to limita-
tions on assessment), the date the waiver is ex-
ecuted by the IRS.

78 Prop. Reg. §301.6225-2(d)(8).
79 Prop. Reg. §301.6225-2(d)(4).
80 Prop. Reg. §301.6225-2(d)(7). 81 Prop. Reg. §301.6241-1(a)(2).
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Section 6225(a)(2)(A) (BBA) provides that the
partnership treats the adjustment as a (1) reduction in
non-separately stated income or an (2) increase in
non-separately stated loss and any adjustment to a
credit is accounted for as a separately stated item.
However, the JCT Bluebook suggested that it may
also be appropriate to treat certain adjustments as re-
ductions or increases in separately stated amounts.82

The proposed regulations provide that a partnership
adjustment to an item that the partnership is required
to separately state (under §702) is taken into account
by the partnership as a reduction in or increase to that
separately stated item.83

Are there specific rules with respect to part-
nership allocation of an adjustment that does
not result in an imputed underpayment?

The statute is silent as to allocation. The proposed
regulations are also generally silent on this issue but
they do include guidance with respect to the alloca-
tion of an adjustment that relates to a distributive
share reallocation that is disregarded. As discussed
above, in computing an imputed underpayment, real-
location adjustments are grouped separately. The real-
location is treated as two adjustments — an increase
and a decrease — and the two adjustments are not
netted. Instead, each of the adjustments is grouped in
its own reallocation subgroup. The decrease is an ad-
justment that does not result in an imputed underpay-
ment. Under the proposed regulations, that adjustment
is allocated to those adjustment year partners who are
the reviewed year partners with respect to whom the
amount was reallocated. If any reviewed year partner
with respect to whom an amount was reallocated is
not also an adjustment year partner, the portion of the
adjustment that would otherwise be allocated to that
reviewed year partner is allocated instead to the ad-
justment year partner or partners who are the succes-
sor or successors to the reviewed year partner. If the
partnership cannot identify an adjustment year partner
that is a successor to the reviewed year partner or if a
successor does not exist, the portion of the adjustment
that would otherwise be allocated to that reviewed
year partner is allocated among the adjustment year
partners according to the adjustment year partners’
distributive shares.84

Are there circumstances in which a reviewed
year partner (as opposed to the partnership)

will take into account adjustments that do
not result in an imputed underpayment?

Yes. As discussed above, under certain circum-
stances, the proposed regulations allow a reviewed
year partner (or an indirect partner that holds its inter-
est in the partnership through its interest in the re-
viewed year partner) to take into account an adjust-
ment that would otherwise not result in an imputed
underpayment as part of the modification process.
This rule applies if and only if the partnership also has
an imputed underpayment that is eligible to be modi-
fied. In addition, in the context of a push-out election,
the reviewed year partners will take into account a
partnership adjustment that does not result in an im-
puted underpayment if (1) the adjustment relates to a
distributive share reallocation that is disregarded or
(2) after grouping and netting the adjustments, the re-
sult of netting any grouping or subgrouping is a net
non-positive adjustment.85

PUSH-OUT ELECTION
As an alternative to payment of an imputed under-

payment by the partnership, under §6226 (BBA), the
partnership may elect to have the reviewed year part-
ners take into account their share of the partnership
adjustments that relate to that imputed underpayment.
If a partnership makes this election (referred to as a
‘‘push-out election’’), the reviewed year partners who
receive a statement from the partnership are liable for
any tax, penalties, additions to tax, additional
amounts, and interest.86

Is a partnership required to notify the re-
viewed year partners that it has filed a push-
out election?

No. The proposed regulations do not require the
partnership to notify the reviewed year partners that it
has made a push-out election, which is consistent with
the general approach of this new centralized audit re-
gime, which does not afford anyone other than the
partnership representative notification or participation
rights. There is a requirement that the partnership
send a statement to the reviewed year partners (see
question below) but that could occur quite a while af-
ter the partnership has filed the election. If the part-
ners want to require the partnership representative to
send notice of a push-out election, they need to ad-
dress this type of communication in the partnership
agreement.

82 JCT Bluebook at 63 (2016).
83 Prop. Reg. §301.6225-3(b)(2).
84 Prop. Reg. §301.6225-3(b)(4).

85 See Prop. Reg. §301.6225-3(b)(5), §301.6225-3(b)(6).
86 Prop. Reg. §301.6226-1.
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If a partnership makes the push-out election,
how long does the partnership have to fur-
nish statements to the reviewed year part-
ners?

The partnership is required to make the push-out
election within 45 days of the date the FPA was
mailed by the IRS (with no permissible extensions).
The proposed regulations provide that the partnership
must furnish statements to the reviewed year partners
no later than 60 days after the date the partnership ad-
justments become finally determined (which is the
later of (1) the expiration of the time to file a petition
under §6234 (BBA), or (2) if a petition is filed under
§6234 (BBA), the date when the court’s decision be-
comes final).87 The petition period under §6234
(BBA) is 90 days from the date that the IRS mails the
FPA.

Assume, for example, that a partnership makes a
push-out election 30 days after the FPA is mailed. If
the partnership does not file a §6234 (BBA) petition,
the partnership will have only 120 days from the date
of the push-out election to send the statements to the
reviewed year partners (60 days remaining on the pe-
tition period plus 60 days in Prop. Reg. §301-6226-
2(b)). The statements require a number of computa-
tions that, depending on the number of reviewed year
partners and the complexity of their tax situations,
could be very time-consuming to determine.

If a partnership sends a push-out statement
to a reviewed year partner’s last known ad-
dress, has the partnership satisfied this re-
quirement?

Not necessarily. The proposed regulations provide
that if a statement is returned to the partnership as un-
deliverable, the partnership is required to undertake
reasonable diligence to identify a correct address for
the reviewed year partner.88 The regulations include
an example in which a statement is returned to the
partnership as undeliverable and reasonable diligence
would have revealed the correct address. In that ex-
ample, the partnership is treated as having failed to
furnish the statement.89

The proposed regulations add a new concept
to the push-out election — payment by the
reviewed year partners of a ‘‘safe harbor’’
amount. What is the ‘‘safe harbor amount’’?

Under the proposed regulations, the push-out state-
ment that the partnership is required to provide to the
reviewed year partner(s) and the IRS must include a
‘‘safe harbor amount’’ and an ‘‘interest safe harbor
amount’’ (in addition to including the reviewed year
partner’s share of partnership adjustments, the re-
viewed year partner’s share of any amounts attribut-
able to adjustments to the partnership’s tax attributes,
the reviewed year partner’s share of any penalties, ad-
ditions to tax, or additional amounts, and several other
items). The concept of a safe harbor amount was
added to the proposed regulations in an effort to sim-
plify the push-out process by affording the reviewed
year partner(s) an opportunity to avoid having to cal-
culate correction amounts for the affected year and
each intervening year.

The partnership is required to calculate a ‘‘safe har-
bor amount’’ for each reviewed year partner and an
‘‘interest safe harbor amount’’ for each reviewed year
partner that is an individual.90 The partnership calcu-
lates the safe harbor amount the same way that it cal-
culates the imputed underpayment except that it sub-
stitutes each reviewed year partner’s share of the part-
nership adjustments as reported on the push-out
statement for the partnership adjustments taken into
account for purposes of determining the imputed un-
derpayment.91 Modifications to the imputed under-
payment are disregarded for purposes of computing
the safe harbor amount, with the exception of ap-
proved modifications based on an amended return or
closing agreement relevant to the reviewed year part-
ner.92

For a partner that is an individual calendar-year tax-
payer, the partnership must also calculate an ‘‘interest
safe harbor amount’’ at the rate set forth in Prop. Reg.
§301.6226-3(d)(4) (which is the federal short-term
rate plus five percentage points) from the due date
(without extension) of the individual reviewed year
partner’s return for the first affected year until the due
date (without extension) of the individual reviewed
year partner’s return for the reporting year.93

Under what circumstances can a reviewed
year partner choose to pay the safe harbor
amount instead of the ‘‘aggregate of the ad-
justment amounts’’?

If a partnership makes a push-out election, the re-
viewed year partner(s) is required to pay the ‘‘addi-

87 Prop. Reg. §301-6226-2(b).
88 Prop. Reg. §301-6226-2(b)(2).
89 Prop. Reg. §301-6226-2(b)(3) Ex. 2.

90 Prop. Reg. §301.6226-2(g)(1).
91 Prop. Reg. §301.6226-2(g)(2)(i).
92 Prop. Reg. §301.6226-2(g)(2)(ii).
93 Prop. Reg. §301.6226-2(g)(2)(iii).
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tional reporting year tax’’ for the taxable year that in-
cludes the date the push-out statement was furnished
by the partnership. The ‘‘additional reporting year
tax’’ is either:

1. the aggregate of the adjustment amounts (see dis-
cussion below); or

2. the safe harbor amount, if elected by the re-
viewed year partner.

The reviewed year partner must also pay (in the re-
porting year) the partner’s share of any penalties, ad-
ditions to tax, and additional amounts as reflected in
the push-out statement.94

The ‘‘aggregate of the adjustment amounts’’ is
equal to the sum of the ‘‘correction amount’’ for the
first affected year (the taxable year of the partner that
includes the end of the reviewed year) plus the cor-
rection amounts for each intervening year, none of
which can be less than zero.95 The proposed regula-
tions provide detailed guidance on how each of these
amounts is computed. As an alternative to making all
of these computations and essentially trying to deter-
mine what the increase in tax would have been for
each of the affected years if the proper amounts had
been reported on the K-1 for the first affected year, the
reviewed year partner can elect to pay the safe harbor
amount provided on the push-out statement. The re-
viewed year partner must make this election on its re-
turn for the reporting year and must pay the safe har-
bor amount on a timely filed return (determined with-
out regard to extensions). If the reviewed year partner
does not meet these requirements, the additional re-
porting year tax for the reviewed year will be equal to
the aggregate of the adjustment amounts.96

With respect to interest, a reviewed year partner
will pay interest either on the correction amounts (as
determined under Prop. Reg. §301.6226-3(d)(1)) or
on the safe harbor amount. If the reviewed year part-
ner has elected to pay the safe harbor amount, the
partner will either calculate interest under Prop. Reg.
§301.6226-3(d)(2)(i) or, if the reviewed year partner
is a calendar-year individual taxpayer, can elect to pay
the interest safe harbor amount.97 Interest on the safe
harbor amount is calculated from the due date (with-
out extension) of the reviewed year partner’s return
for the first affected year until the amount is paid
whereas the interest safe harbor amount is calculated
from the due date (without extension) of the indi-
vidual reviewed year partner’s return for the first af-

fected year until the due date (without extension) of
the individual reviewed year partner’s return for the
reporting year. The interest safe harbor amount is cal-
culated based on the assumption that the individual
reviewed year partner is filing a timely return for the
reporting year and is paying the safe harbor amount
and the interest with that return. If this requirement is
not met, the election is invalid and the reviewed year
partner will not be paying the interest safe harbor
amount.

The reviewed year partner is also liable for interest
on any penalties, additions to tax, or additional
amounts calculated from the due date (without exten-
sion) of the reviewed year partner’s return for the first
affected year until the amount is paid.98

If a partnership makes the push-out election,
§6226 (BBA) requires the reviewed year
partners to calculate adjustment amounts by
determining the amount by which the part-
ner’s chapter 1 tax would increase in the
affected year and all intervening years. What
about decreases in tax that may have re-
sulted from the adjustments? Are the re-
viewed year partners able to offset the in-
creases by those decreases?

No. Because the statutory language specifically re-
fers to the amounts by which tax would increase, the
regulations take the position that a correction amount
for the affected year and any intervening year cannot
be less than zero. The reviewed year partner is not al-
lowed to take into account any decreases in chapter 1
tax that would result for the first affected year or for
any intervening year in calculating the additional re-
porting year tax.

If the IRS (or the partnership) has created
multiple imputed underpayments, is the part-
nership able to push out less than all of
these underpayments?

Yes. The proposed regulations allow the partnership
to elect to push out one or more specific imputed un-
derpayments to one or more partners who would be
responsible for payment of the tax liability and the
partnership could pay the remaining general imputed
underpayment at the partnership level.

Can a partner to whom liability has been
‘‘pushed’’ under §6226 (BBA) raise a penalty
defense (e.g., a reasonable cause defense)?94 Prop. Reg. §301.6226-3(a).

95 Prop. Reg. §301.6226-3(b).
96 Prop. Reg. §301.6226-3(c).
97 Prop. Reg. §301.6226-3(d)(2)(ii). 98 Prop. Reg. §301.6226-3(d)(3).
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No. The proposed regulations provide that any de-
fense to any penalty, addition to tax, or additional
amount must be raised by the partnership in a
partnership-level proceeding. This rule applies regard-
less of whether the defense relates to facts and cir-
cumstances relating to a person other than the partner-
ship (i.e., a particular partner).99 Thus, if a partnership
does not raise a defense and the adjustments become
final, there is no longer any defense available to any
person.

How binding is the push-out statement on
the reviewed year partner?

The proposed regulations provide that unless deter-
mined otherwise by the IRS, the partner’s share of the
adjustments, the safe harbor amount and interest safe
harbor amount (discussed above), and any penalties,
additions to tax, and additional amounts as set forth in
the statement are binding on the partner. The partner
may not treat items reflected on the statement on the
partner’s return inconsistently with how those items
are treated on the statement.100

Can a pass-through partner ‘‘push out’’ li-
ability for an imputed underpayment? In
other words, can tiered entities ‘‘push out’’
the liability to the ultimate owners?

The statute is silent on this issue but the JCT Blue-
book stated that the push-out goes up only one tier
and stops.101 The Tax Technical Corrections Act
would have allowed a partnership or S corporation
that receives a push-out statement to either pay the li-
ability or make a push-out election, but Congress has
not passed this legislation. Treasury and the IRS have
wrestled with this issue but are clearly having diffi-
culty justifying allowing a push-out through several
tiers due to administrative complexity. The Preamble
states that the Technical Corrections Act’s approach to
this issue ‘‘raises significant administrative concerns’’
and would subject the IRS to the ‘‘labor intensive pro-
cess of tracking, validating, and reconciling adjust-
ments and payments through countless tiers.’’102

Treasury intended the changes to the audit rules to
shift the administrative audit burden to the partner-
ship, and it is arguably difficult to see how this intent
is served by allowing each tier to push out. The pro-
posed regulations reserve on this issue.

What effect, if any, does a push-out election
have on the adjustment year partners’ out-
side bases and capital accounts and/or the
partnership’s basis and book value in prop-
erty?

This question remains unanswered and is arguably
one of the most important and complex to sort out.
Regardless of the fact that it is the reviewed year part-
ners who pay additional tax when the partnership has
made a push-out election, it is still necessary in many
instances to adjust the adjustment year partners’ out-
side bases and capital accounts as well as the partner-
ship’s basis and book value in property in order to en-
sure that, going forward, these numbers are essentially
what they would have been had there been no need
for partnership adjustments. The proposed regulations
reserve a section for guidance on adjustments to part-
ners’ outside bases and capital accounts as well as
partnership basis and book value in property, and
Treasury and the IRS have requested comments on the
technical issues that arise when trying to provide
guidance on these adjustments.

PARTNERSHIP PAYMENT OF
IMPUTED UNDERPAYMENT

If a partnership pays an imputed underpay-
ment, how is that payment treated for tax
purposes? What is the effect of the partner-
ship’s payment on the partners’ bases and
capital accounts and the partnership’s inside
basis and book value of partnership prop-
erty?

Pursuant to §6241(4) (BBA), the partnership’s pay-
ment of an imputed underpayment is treated as a non-
deductible expense. There is currently no additional
guidance, however, in the statute or proposed regula-
tions on how the adjustments affect the partnership or
any partners. There is a section reserved in the pro-
posed regulations to provide guidance on the effect of
partnership adjustments on basis and capital accounts.
According to the Preamble to the proposed regula-
tions, Treasury and the IRS intend to adopt the posi-
tion that:

(1) a partnership that pays an imputed underpay-
ment attributable to an adjustment to an item of
income, gain, loss, or deduction, allocate that item
in the adjustment year to the adjustment year part-
ners treating such items as items of income, gain,
loss, or deduction as nontaxable or deductible un-
der §705(a)(1)(B) or §705(a)(2)(B);

99 Prop. Reg. §301.6221(a)-1(c).
100 Prop. Reg. §301.6221(a)-1(d).
101 JCT Bluebook at 70 (2016).
102 Preamble, REG-136118-15.
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(2) adjustments to partners’ basis and capital ac-
counts are necessary;

(3) adjustments to the inside basis and book value
of any partnership property are necessary if the
partnership adjustment is a change to an item of
gain, loss, amortization or depreciation; and

(4) adjustment items taken into account on an
amended return in connection with a modification
to an imputed underpayment should not be allo-
cated in the adjustment year.103

Is the partnership required to allocate the
adjustments and imputed underpayment pur-
suant to the provisions in the partnership
agreement? Are the allocations subject to the
‘‘substantial economic effect’’ test?

With respect to the allocation, Treasury and the IRS
are uncertain as to whether allocations should be
made in accordance with the partnership agreement
and subject to the existing §704 ‘‘substantial eco-
nomic effect’’ requirements. Instead, they believe it
may be appropriate to allocate partnership adjust-
ments that result in an imputed underpayment only to
adjustment year partners to which the partnership has
allocated a portion of the §705(a)(2)(B) expense re-
lated to the partnership’s payment of the imputed un-
derpayment. They have requested comments on this
approach. They have also requested comments on
how to handle partnership adjustments that arise from
a reviewed year allocation that is reallocated from one
partner to another, as well as how to handle situations
in which there are successor partners or reviewed year
partners that have received liquidating distributions
and are no longer partners.

ADMINISTRATIVE ADJUSTMENT
REQUEST (AAR)

If a partnership files an AAR, are all of the
modification procedures available to the
partnership and does the IRS have to ap-
prove modification?

No, not all of the modification procedures in the
statute and regulations are available to the partnership
and no, the IRS does not need to approve modifica-
tion. Only the following types of modification are
available in the context of an AAR:

• Modification related to tax-exempt partners.

• Modification of Applicable Tax Rate.

• Modification regarding specified passive activity
losses of publicly traded partnerships.

• Modification regarding certain qualified invest-
ment entities.104

The partnership is not required to seek IRS ap-
proval before modifying the imputed underpayment
as reported on the AAR.105

If a partnership files an AAR that results in
an imputed underpayment and elects to have
the reviewed year partners take the adjust-
ments into account, what rules apply to this
type of push-out? Is the push-out handled the
same way as a push-out when the IRS has
initiated an audit?

Section 6227(b)(2) (BBA) provides that adjust-
ments pursuant to an AAR that result in an imputed
underpayment may be taken into account by the part-
nership and partners ‘‘under rules similar to the rules
in section 6226.’’ Thus, a partnership may choose to
pay the imputed underpayment or may push that li-
ability out to the reviewed year partners. The pro-
posed regulations provide detailed guidance on how
the rules in §6226 (BBA) apply in the context of an
AAR, and there are several significant differences:

• Modification is disregarded.

• The reviewed year partners are allowed to take
into account both increases and decreases; in
other words, the rule that the correction amount
for the first affected year and any intervening year
cannot be less than zero does not apply.

• The reviewed year partner may not elect to pay a
safe harbor amount or interest safe harbor amount
(although the IRS has requested comments as to
whether these provisions should apply).

• The reviewed year partner does not pay the in-
creased interest rate that generally applies when
there is a §6226 (BBA) push-out election; thus in-
terest is calculated at the federal short-term rate
plus three — not five — percentage points.106

If an AAR does not result in an imputed un-
derpayment, is the partnership able to take
the adjustment into account, or are the re-

103 Preamble, REG-136118-15.

104 Prop. Reg. §301.6227-2(a)(2).
105 Prop. Reg. §301.6227-2(a)(2)(i).
106 Prop. Reg. §301.6227-3(b)(1).
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viewed year partners required to take the
adjustments into account?

If the adjustments in an AAR do not result in an
imputed underpayment, the reviewed year partners are
required to take them into account pursuant to the
rules in Prop. Reg. §301.6227-3.

What is the effect on outside bases and capi-
tal accounts and a partnership’s basis and
book value in property when reviewed year
partners take AAR adjustments into account?

Treasury and the IRS are aware that guidance is
needed with respect to this question but have not pro-
vided any as of yet. They have reserved a section in
the proposed regulations for future guidance and have
requested comments on these issues.

PARTNERSHIPS THAT ‘CEASE TO
EXIST’

Section 6241(7) (BBA) provides that if a partner-
ship ‘‘ceases to exist’’ before a partnership adjustment
‘‘takes effect,’’ the adjustment is taken into account by
the ‘‘former partners.’’ None of these phrases is statu-
torily defined. How do the proposed regulations de-
fine these concepts?

When does a partnership ‘‘cease to exist?’’

The proposed regulations provide that a partnership
‘‘ceases to exist’’ for purposes of §6241(7) (BBA) if
the partnership (1) terminates under §708(b)(1)(A)
(but not under §708(b)(1)(B) (technical termination));
or (2) does not have the ability to pay, in full, any
amount that the partnership owes under subchapter C
of chapter 63.107 The IRS makes the determination
with respect to whether a partnership has the ability
to pay, taking into account the information that the
IRS has at any particular point in time with respect to
collectability and without any requirement to develop
additional facts.

Quite significantly, according to the proposed regu-
lations, only the IRS can determine that a partnership
has ceased to exist. In addition, even if a partnership
technically meets the Prop. Reg. §301.6241-3(b)(2)
definition of a partnership that has ceased to exist, the
IRS is not required to determine that the partnership
has ceased to exist for purposes of the audit rules.108

Thus, the IRS has sole authority and significant dis-

cretion to decide when a partnership has ceased to ex-
ist. Once it makes that determination, the partnership
is no longer liable for any remaining amounts owed
resulting from a partnership adjustment.

When does a partnership adjustment ‘‘take
effect?’’

The proposed regulations provide that a partnership
adjustment takes effect when the partnership has fully
paid all amounts due under subchapter C of chapter
63 resulting from the partnership adjustment.109

Who are the ‘‘former partners’’? Reviewed
year partners? Partners immediately before
the partnership ceased to exist?

If the IRS determines that a partnership ceases to
exist, the ‘‘former partners’’ take into account the
partnership adjustments. The proposed regulations
provide that the ‘‘former partners’’ are the adjustment
year partners of a partnership that has ceased to exist
(not the reviewed year partners).110 If an adjustment
year partner is a partnership-partner and the IRS has
determined that such partnership has ceased to exist,
the former partners are the partners of the partnership-
partner for the partnership-partner’s taxable year that
includes the end of the adjustment year of the partner-
ship that has ceased to exist.111 If there are no adjust-
ment year partners of a partnership (which could oc-
cur if the partnership ceased to exist before the adjust-
ment year), the former partners are the partners of the
partnership (or partnership-partner) during the last
taxable year for which a partnership return was filed
under §6031(b) (BBA).112

Interestingly, many practitioners believed that the
IRS would define ‘‘former partners’’ in this context as
the reviewed year partners so that the result was simi-
lar to what would have occurred if the partnership had
made a push-out election. However, that is not the de-
cision that was made. The ‘‘former partners’’ do, how-
ever, take the adjustments into account as if the part-
nership had made a push-out election.113 Thus, the
former partners (generally, the adjustment year part-
ners) apply the guidance in Prop. Reg. §301.6226-3 in
taking into account their share of a partnership adjust-
ment (which includes the option of paying a safe har-
bor amount). It is not entirely clear why the proposed

107 Prop. Reg. §301.6241-3(b)(2).
108 Prop. Reg. §301.6241-3(b)(1).

109 Prop. Reg. §301.6241-3(c).
110 Prop. Reg. §301.6241-3(d)(1)(i).
111 Prop. Reg. §301.6241-3(d)(1)(ii).
112 Prop. Reg. §301.6241-3(d)(2).
113 Prop. Reg. §301.6241-3(e).
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regulations treat a partnership that ceases to exist as
having made a push-out election but then define the
‘‘former partners’’ as adjustment year partners.

DRAFTING CONSIDERATIONS
Drafting for the new partnership audit rules is any-

thing but straightforward. This section of the article
discusses some of the challenges facing practitioners
and lists several questions that arise when determin-
ing what aspects of the rules should be addressed in a
partnership agreement. Several different approaches
are already developing, ranging from minimal cover-
age in the agreement to highly detailed, prescriptive
coverage.

One of the key points to keep in mind when deter-
mining how to handle the new centralized audit re-
gime in a partnership agreement is that the language
that a practitioner suggests will and should depend on
who the practitioner is representing. As an example,
the goals and concerns of a member-manager with a
small minority interest in a joint venture (e.g., a de-
veloper in a real estate venture) often is very different
from those of the passive majority equity investor.

The Partnership Representative:

• Should the partnership agreement appoint the
partnership representative or should it provide
that the Company will appoint the representative
(by majority vote)?

• Under what circumstances can the partnership
representative be removed or replaced?

• What are the responsibilities of the partnership
representative to the partners? Should the agree-
ment impose affırmative requirements to notify
partners of developments with respect to any tax
proceeding? What types of developments? Mate-
rial developments?

• Should the agreement limit the partnership repre-
sentative’s authority to act (extending statute of
limitations, entering into a settlement agreement,
making a push-out election, initiating judicial re-
view, etc.) without some level of owner approval?

• Should the agreement specifically require other
owners to cooperate with the partnership repre-
sentative (e.g., furnish information when re-
quested)?

• Should the agreement specifically provide that the
partnership representative will be reimbursed for
expenses and is authorized to expend Company
funds?

• What type of indemnification provisions should be
included?

The centralized audit regime affords no participa-
tion rights to partners and imposes no obligation on
the partnership representative to give notice to the
other partners of significant developments, or even
notice that the partnership is being audited. According
to the Preamble to the proposed regulations,
‘‘[w]hether and how the partnership representative
communicates with the partners in the partnership is
best left to the partnership to determine.’’114 It is,
therefore, extremely important that the partnership
agreement address (1) the responsibility of the part-
nership representative to provide information to the
partners, (2) the type of information that the partner-
ship representative is required to communicate, and
(3) the manner in which the partners want that infor-
mation conveyed. For example, the partners should
consider adding language to the partnership agree-
ment requiring the partnership representative to notify
them, in writing, within a prescribed period of time
upon receipt of a notice of administrative proceeding
from the IRS as well as if and when the partnership
representative takes certain actions (e.g., extends the
statute of limitations, makes a push-out election, en-
ters into a settlement agreement, files a petition under
§6234, etc.).

It is important to explain to clients that, regardless
of the protections drafted into the partnership agree-
ment regarding the level of approval that the partner-
ship representative must garner in order to act on the
partnership’s behalf during a partnership audit, the
IRS considers the authority of the partnership repre-
sentative to be absolute. That is, there is nothing that
can be written into a partnership agreement that can
limit the authority of the partnership representative
vis-à-vis the IRS. Thus, the only remedy that the other
partners have is a cause of action against the partner-
ship representative for breach of contract and/or
breach of fiduciary duty.

Some clients are pushing back on the idea of serv-
ing as the partnership representative where they were
more than willing to serve as the Tax Matters Partner
under TEFRA. This is because of the significantly in-
creased burden and responsibility placed on the part-
nership representative and the potential liability for
missteps or mistakes. Attorneys representing these cli-
ents should consider inclusion of indemnification pro-
visions. They should also consider a provision pro-
tecting the partnership representative from liability
except in cases of intentional misconduct or gross
negligence.

Query how partners will force or even expect a
partnership representative in a partnership that has
since been terminated to fulfill its obligations with all

114 Preamble, REG-136118-15.
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of the partners’ best interests in mind. There may be
no indemnification available to the partnership repre-
sentative at that time.

Election Out:

• Is the partnership eligible to opt out?

• Should it opt out? Should the agreement require
the ‘‘opt out’’ election, or should it be within the
discretion of the partnership representative (with
or without some level of owner approval?)

• What informational requirements should be added
to the agreement to be certain that the partnership
has the necessary information to make this elec-
tion?

• Should agreement limit the number and/or type of
partners to ensure continued availability of the
election? Transfer restrictions to ensure eligibil-
ity?

Modification:

• Should the agreement require the partnership rep-
resentative to cause any and all actions to be
taken that would modify the imputed underpay-
ment (e.g., require partners to file amended re-
turns for years to which an imputed underpay-
ment relates within required time frame and pro-
vide required statement to partnership; require
modification of applicable highest rates; require a
determination of any portion attributable to tax-
exempt partner, etc.)?

• Or . . . should the agreement simply give the part-
nership representative broad discretion to make
these decisions (with or without approval rights)?

The parties may want to include language that re-
quires the partners to file amended returns if requested
by the partnership representative. If the parties decide
to address the amended return modification process in
the partnership agreement, the parties should consider
also requiring the partners to provide the partnership
representative with the affidavit that the partnership
representative is required to send to the IRS in order
to receive IRS approval of the modification. In addi-
tion, the parties should discuss the possibility of re-
quiring the partners to agree to an extension of the pe-
riod of limitations for filing an amended return (if that
period has not already expired) once the partnership
receives a notice of administrative proceeding.

Push-Out Election:

• Should the agreement require the partnership rep-
resentative to make the election to push out liabil-
ity to the reviewed year partners?

• If not required, who makes the push-out decision?
The partnership representative (with or without
owner approval)?

• What is the process for that approval?

The push-out election decision is tricky. It seems
like an obvious, easy solution to avoid the
partnership-level liability and place the tax burden on
the appropriate partners. However, it may not always
be in the partners’ best interests. Consider, for ex-
ample, the increased interest burden imposed with the
push-out election. In the case of an imputed underpay-
ment for which the election is made, interest is deter-
mined at the partner level and the rate increases by
two percentage points. Under certain circumstances, a
partner may be at a disadvantage if the partnership
representative elects the push-out in contrast to pay-
ing the tax at the partnership level under §6225.

So, should the partnership agreement require the
push-out election? Because the benefit of the push-out
decision will often be fact-specific, it may not be wise
to contractually impose this requirement on the part-
nership representative. A determination will need to
be made as to what the process should be to decide
whether to make the push-out election.

AAR:

• Should the agreement permit/require partnership
representative to file an AAR? Under what cir-
cumstances? With or without some level of owner
approval?

Partnership Payment of Imputed Underpay-
ment:

• What provisions should be added regarding allo-
cation of partnership adjustments and nondeduct-
ible expense?

• Should there be an indemnification/
reimbursement provision if the adjustment year
partners bear the economic burden of an imputed
underpayment?

If the partnership does not make an election to push
out the liability for the underpayment to the reviewed
year partners, the partners in the adjustment year are
essentially paying the liability, which raises indemni-
fication issues that should be addressed in the partner-
ship agreement.

OTHER TYPES OF TRANSACTIONS
THAT WILL TRIGGER DRAFTING
ISSUES

As an example, once the new rules are effective, in
the context of a sale or exchange of an interest in an
entity taxed as a partnership, a practitioner should ne-
gotiate and include terms to protect the transferee
from liability for imputed underpayments determined
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under the centralized audit regime for past taxable
years. Even if, within a 12-month period, there is a
sale or exchange of 50% or more of the total interest
in partnership capital and profits, the partnership does
not ‘‘cease to exist’’ for purposes of the centralized
audit regime. This is true even though §708(b)(1)(B)
would treat this as a technical termination of the part-
nership.

As another example, in the context of an M&A
transaction involving an entity taxed as a partnership,
there will be an increased need for due diligence to
analyze past taxable years. If a new entity is/could be
considered a continuation of a partnership, there will
need to be indemnification/reimbursement provisions
to protect new owners from past liabilities. The ap-
proaches utilized by purchasers of the stock of corpo-
rations in M&A transactions should be considered in
these circumstances.

For a sale or exchange of a partnership interest or
an M&A transaction that occurs before the effective
date of the new rules, the parties should include a pro-
vision in the relevant agreement precluding an early
opt-in.

CONCLUSION

There is little question that this level of change in
the audit process will be highly impactful and will ne-
cessitate a significant level of thought, understanding,
and planning on the part of entities taxed as partner-
ships and their advisors. The uncertainty in applica-
tion and interpretation, coupled with the complexity
of partnership tax law, creates a significant challenge
for practitioners in educating clients, drafting agree-
ments, and advising clients who are audited under this
new regime. The proposed regulations go a long way
in providing guidance on how the IRS intends to ap-
ply the new rules, but the open questions are signifi-
cant. Even with detailed guidance, the first time that
an entity is faced with an audit under this new regime,
there will likely be much uncertainty with respect to
the process, which is not only new but very complex.
There are new concepts, new terms, new decisions,
and new timeframes — much to be interpreted,
learned, and applied.
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