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TAX PRACTICE

A Comprehensive Explanation of New Partnership Tax Audit Rules

by Keith C. Durkin

Rules under the IRS’s new centralized 
partnership audit regime went into effect January 
1 for all partnerships and entities taxed as 
partnerships, such as limited liability companies. 
The new partnership tax audit rules have 
widespread applicability, and in most situations 
they will require either an amendment to, or a 
complete restatement of, existing partnership 
agreements or LLC operating agreements.

I. Background

The Bipartisan Budget Act of 2015 (BBA, P.L. 
114-74) created the centralized partnership audit 
regime by adding sections 6221 through 6241 to 
the code.1 Before enactment of the BBA, most 
partnership tax audits were governed by the rules 
in the 1982 Tax Equity and Fiscal Responsibility 
Act.

TEFRA generally applied to partnerships with 
more than 10 partners or with at least one 

passthrough partner. Under TEFRA, the IRS made 
adjustments for partnership items at the 
partnership level. The adjustments were passed 
along to the partners, and any deficiency was 
collected from them. For small partnerships (those 
with 10 or fewer direct partners), which were 
excepted from the TEFRA rules, the IRS adjusted 
all partnership items on each individual partner’s 
return through deficiency proceedings.

The IRS found this to be a burdensome and 
labor-intensive process. Because many 
partnerships are tiered, determining the ultimate 
partner was often time-consuming and difficult. 
Moreover, the statute of limitations for assessing 
the tax at the partner level continued to run while 
the IRS was reviewing the partnership.

II. Overview of the Centralized Audit Regime

A. Imputed Payments and Push-Outs

Under the new regime, partnership 
adjustments occur at the partnership level, and 
any resulting imputed underpayment is to be paid 
by the partnership. An imputed underpayment is 
any underpayment of tax that results from a 
partnership adjustment to the partnership or a 
reallocation of a partner’s share of income, gain, 
loss, deduction, or credit from one partner to 
another. The imputed underpayment is computed 
by multiplying the underpayment by the highest 
individual or corporate rate available, regardless 
of the partners’ individual rates. The partnership 
must pay the imputed underpayment in the 
adjustment year (the year in which the 
partnership audit adjustment becomes final) as if 
it were a tax imposed for that year, and that 
payment is not deductible by the partnership.

As Example 1 illustrates, a partnership’s 
payment of the imputed underpayment creates 
inequity if the reviewed-year partners are 
different from the adjustment-year partners, since 
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1
The centralized audit regime is statutorily created in sections 6221, 
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the individuals bearing the additional tax may 
have had no involvement with the partnership 
during the reviewed year.

Example 1: XYZ LLC is subject to the 
centralized partnership audit regime. In 2018 XYZ 
was owned equally by A, B, and C. The 2018 
partnership return reported $9 million of ordinary 
income, which was allocated equally to A, B, and 
C. In 2019 XYZ was sold to D, E, and F, who are 
now equal owners in the LLC. In 2020 XYZ is 
audited, and the IRS determines that the LLC 
should have reported $12 million of ordinary 
income on its 2018 return. As a result, the IRS 
assesses an imputed underpayment in 2020 — the 
adjustment year. This means that D, E, and F, as 
the adjustment-year partners, bear the burden of 
the imputed underpayment, which arises from 
the earlier conduct of A, B, and C.

The disparity between reviewed-year partners 
and adjustment-year partners can be alleviated if 
the partnership representative (discussed later) 
makes a push-out election for the adjustment year. 
That election transfers the partnership 
adjustments to the reviewed-year partners, 
making them responsible for the additional tax 
liability. The reviewed-year partners must then 
recompute their tax liability for the reviewed year 
based on the partnership adjustments. That 
recomputation may make it necessary for the 
reviewed-year partners to amend their tax returns 
for later years.

Example 2: Assume the same facts as in 
Example 1, except that D, as the partnership 
representative, makes a push-out election in the 
adjustment year. The responsibility of the 
additional tax is shifted from the partnership in 
the adjustment year to the reviewed-year 
partners: A, B, and C.

All operating agreements and partnership 
agreements subject to the centralized audit 
regime should probably be amended to require 
the partnership representative to use the push-out 
election when adjustment-year partners and 
reviewed-year partners are different. Doing so 
will prevent the adjustment-year partners from 
bearing the economic burden of a tax liability they 
did not generate.

B. Opting Out

Partnerships with fewer than 100 eligible 
partners (defined below) can make an annual 
election on Form 1065 to opt out of the centralized 
audit regime. Regardless of the partnership’s size, 
a Form 1065 must be timely filed (including 
extensions) for the election to be effective.

A proper opt-out election must: (1) identify 
each partner during the tax year to which the 
election applies; (2) provide each partner’s 
taxpayer identification number; (3) identify each 
partner’s federal tax classification; and (4) contain 
a statement that each partner is an eligible partner. 
If any eligible partner is an S corporation, the 
return must identify each of its shareholders, their 
TINs, and their federal tax classifications.

Once the opt-out election is made, it can be 
revoked only with IRS consent. If the election is 
made, any adjustment to partnership income, 
gain, loss, deduction, or credit will be determined 
at the partner level. Accordingly, each partner will 
handle his own audit and be responsible for any 
professional fees arising out of or concerning the 
audit.

Eligible partners are individuals, C 
corporations, eligible foreign entities (foreign 
corporations), S corporations, and estates of 
deceased partners. An estate qualifies as one 
eligible partner regardless of how many 
beneficiaries it has. Different rules apply to S 
corporations: Each shareholder of an S 
corporation is counted in determining whether 
the partnership can elect out of the centralized 
audit regime; however, the type of shareholder is 
disregarded.

Example 3: ABC Partnership has four 
partners: The estate of A owns 25 percent, and 
three individuals (B, C, and D) each own 25 
percent. Assume that the estate has more than 100 
beneficiaries. ABC has only four eligible partners 
for purposes of determining whether it can elect 
out of the centralized audit regime, since the 
underlying beneficiaries of A’s estate are 
disregarded.

Example 4: ABC Partnership is owned 50 
percent by XYZ Inc., an S corporation with 52 
shareholders. The remaining 50 percent is owned 
by 50 separate individuals with 1 percent 
interests. ABC has 102 eligible partners because 
each shareholder in the S corporation is counted 
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in determining the number of eligible partners. 
Accordingly, ABC cannot opt out of the 
centralized audit regime.

Any partnership with an ineligible partner 
cannot elect out of the regime, regardless of the 
partnership’s size. Ineligible partners are any 
trusts (including grantor trusts), partnerships, 
disregarded entities, estates that are not estates of 
a deceased partner, ineligible foreign entities, and 
persons that hold a partnership interest on behalf 
of another individual.

Example 5: ABC Partnership has four 
partners: Individual A owns 25 percent through 
his revocable trust, and individuals B, C, and D 
each own 25 percent. ABC cannot elect out of the 
centralized audit regime because A owns his 
interest through a trust, which is an ineligible 
partner.

Example 6: Same facts as in Example 5, except 
that A owns his 25 percent interest through XYZ 
LLC, a disregarded entity of which A is the sole 
owner. ABC Partnership cannot elect out of the 
centralized audit regime because A owns his 
interest through an ineligible partner.

Example 7: ABC LP is a limited partnership 
with four partners: XYZ LLC owns a 1 percent 
general partnership interest; A and B, a married 
couple, own a 66 percent limited partnership 
interest and together own XYZ; and individual C 
owns a 33 percent limited partnership interest. If 
A and B do not reside in a community property 
state, XYZ is considered a partnership and is 
therefore an ineligible partner. The result is the 
same even if they did reside in a community 
property state, because XYZ would be considered 
a disregarded entity. So regardless of the 
community property designation, ABC LP cannot 
elect out of the centralized audit regime.

Example 8: ABC LLC is a partnership owned 
as follows: XYZ Inc., an S corporation with 10 
members (including a disregarded entity and an 
electing small business trust), owns 25 percent; 
and individuals B, C, and D each own 25 percent. 
ABC can elect out of the centralized audit regime 
because it has fewer than 100 eligible partners. 
The type of S corporation shareholder cannot 
disqualify a partnership from opting out; what is 
important is the number of S corporation 
shareholders.

C. The Partnership Representative

The new rules replace TEFRA’s tax matters 
partner framework with the concept of a 
partnership representative. The partnership 
representative has the sole and unilateral 
authority to bind the partnership, the partners, 
and any other persons whose tax liability is 
directly or indirectly affected by any partnership 
adjustments (such as former partners). That 
authority is created by section 6223 and applies 
regardless of any language in an operating 
agreement, partnership agreement, or state law. 
Specifically, the partnership representative has 
the power to extend the statute of limitations, 
agree to partnership adjustments, enter into 
settlement agreements, and make push-out 
elections.

Unlike under TEFRA, which required a 
partner to serve as the tax matters partner, any 
person may serve as the partnership 
representative, so long as that individual has a 
substantial presence in the United States.2 An 
entity may also serve as the partnership 
representative if the individual with authority for 
that entity has the legal capacity to act on its 
behalf and has a substantial U.S. presence.

The partnership representative is designated 
annually on the partnership tax return, and the 
designation is valid for the tax year selected. 
Accordingly, designating a tax representative in 
2018 will have no effect on 2019. If no partnership 
representative is designated, the IRS will notify 
the partnership that no designation is in existence. 
The partnership then has 30 days from the date 
the notification is mailed to select a 
representative. If a designation is not properly 
made, the IRS will unilaterally select a 
partnership representative and notify the 
partnership of its selection by mail.3

2
An individual has a substantial presence in the United States if she 

is available to meet with the IRS in the United States at reasonable times 
and places, maintains a U.S. street address and telephone number where 
she can be reached during normal business hours, and has a TIN. Prop. 
reg. section 301.6223-1(b)(2).

3
The IRS may consider the following criteria in selecting a 

representative: (1) the views of the partners having a majority interest in 
the partnership; (2) the person’s general knowledge in tax matters and 
partnership operations; (3) the person’s access to the partnership’s books 
and records; and (4) whether the person has a substantial presence in the 
United States. Prop. reg. section 301.6223-1(f)(5)(ii).
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A partnership representative may resign at 
any time by providing written notice to the IRS 
and the partnership. The resignation is effective 
30 days after the date the IRS receives the 
resignation. The resignation may include the 
designation of a successor partnership 
representative. If the resigning partnership 
representative designates a successor, the IRS will 
notify the partnership, the resigning partnership 
representative, and the successor partnership 
representative when the agency receives the 
resignation. If no successor partnership 
representative is designated, the IRS will 
designate a partnership representative. The 
proposed regulations contemplate the IRS issuing 
a form for resignations and designations of 
partnership representatives.4

A partnership can revoke the designation of a 
partnership representative for a tax year by 
delivering written notice of the revocation to the 
IRS and the partnership representative.5 The 
revocation and designation are effective 30 days 
from the date the IRS receives the notification. If 
the partnership fails to designate a new 
partnership representative, the revocation is 
invalid, and the existing partnership 
representative retains all authority. The IRS will 
notify the partnership and revoked partnership 
representative when it receives the notification. A 
revocation can occur only after the IRS mails a 
notice of administrative proceeding — that is, 
after the partnership has been selected for audit.

For true partnerships, a general partner must 
sign the partnership representative revocation, or 
if there is no general partner, a limited partner 
may sign it. For LLCs, a member-manager is 
equated to a general partner and can sign the 
revocation. For member-managed LLCs, each 
member is deemed to be a member-manager and 
can sign the revocation.

III. Centralized Audit Procedures

A partnership audit under the new rules 
begins when the IRS mails a notice of 
administrative proceeding to the partnership and 

the partnership representative. The partnership 
representative and the IRS then mutually set 
schedules for information document requests and 
partnership responses.

At the conclusion of the audit, the IRS issues a 
notice of proposed partnership adjustment 
(NOPPA) to the partnership and the partnership 
representative. The NOPPA lists the adjustments 
to be made on the partnership tax return and 
identifies any imputed underpayment. The IRS 
must issue a NOPPA within three years after the 
partnership tax return is filed; however, that 
limitations period may be extended.

The partnership representative generally has 
270 days after delivery of the NOPPA to request 
that the imputed payment be modified. Only the 
partnership representative can make that request. 
The proposed regulations under section 6225 
identify seven kinds of modifications that can be 
requested:

1. Amended returns. A partnership can 
request modification of an imputed 
underpayment if a reviewed-year partner 
filed one or more amended returns that 
take into account all the partnership 
adjustments properly allocable to that 
direct or indirect partner. The partnership 
representative provides the IRS with an 
affidavit, signed by the partner under 
penalty of perjury, that the amended 
returns were filed and that the full amount 
of tax, penalties, additions to tax, and 
interest was paid.

2. Tax-exempt partners. A partnership can 
request a modification if it can prove that 
one or more of the partnership 
adjustments would be allocable to a tax-
exempt partner and thus result in no 
additional tax being owed.

3. Tax rate variance. A partnership can request 
a modification from adjustments that have 
a lower level of tax, for instance if the 
adjustments relate to capital gain items or 
qualified dividend items.

4. Passive losses of publicly traded partnerships. 
A modification is permissible if a publicly 
traded partnership demonstrates that a 
portion of the imputed underpayment is 
attributable to a net decrease in specified 
passive activity losses.

4
REG-136118-15.

5
Prop. reg. section 6223-1(e)(3)(iii) lists the items that must be 

included in a revocation.
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5. Number and composition of imputed 
underpayments. A partnership can request 
that the IRS modify the number and 
composition of imputed underpayments 
within one or more groupings or 
subgroupings of partnership items, under 
the regime’s netting rules.

6. Qualified investment entities. A modification 
may be permissible for some qualifying 
regulated investment companies and real 
estate investment trusts.

7. Closing agreements. A modification may be 
permissible based on a closing agreement 
signed between the IRS and a partner if the 
agreement takes into account the full 
partnership adjustment.

After expiration of the 270-day period to file a 
modification request, the IRS then issues a notice 
of final partnership adjustment (FPA) to the 
partnership and the partnership representative. 
The FPA contains the final adjustments to the 
partnership and the final imputed underpayment.

The partnership representative then has 45 
days to elect the push-out to shift the tax burden 
from the partnership to the reviewed-year 
partners. The 45-day period cannot be extended. 
The election is filed with the IRS and signed by the 
partnership representative.6

The partnership representative must also 
provide written notice to each reviewed-year 
partner affected by the push-out election. Under 
section 6234, those written statements must be 
provided within 60 days after judicial review of 
the partnership adjustments in the Tax Court, 
district court, or the Court of Federal Claims. If 
judicial review is not requested, the FPA becomes 
final 90 days after it is mailed. In those cases, the 
partnership representative must furnish the 
statements to the partners within 60 days after the 
FPA becomes final (150 days after it is mailed).7

In that same 60-day time frame, the 
partnership representative must also 
electronically file with the IRS the statements the 
partnership furnishes to each reviewed-year 
partner, a transmittal letter that summarizes the 

statement, and any other required information 
prescribed by the IRS in forms, instructions, or 
guidance. Any error discovered in the 60-day 
period can be corrected, but any error discovered 
by the partnership representative after the 60-day 
period can be corrected only with the consent of 
the IRS. The IRS can require a partnership 
representative to correct an error discovered by 
the agency. Also, the IRS can treat any failure to 
correct an error as an improperly filed push-out 
election and disregard the push-out election.

IV. Mechanics of a Partnership Audit

The centralized audit regime contains a 
provision similar to TEFRA that requires a 
partner’s return to be consistent with the 
partnership return. This means the partner’s 
treatment of income, gain, loss, deduction, or 
credit must be consistent with the partnership’s 
own treatment of those items. The consistency 
requirement extends to amount, character, and 
timing of the items. If a partner’s return is 
inconsistent with the partnership return, the IRS 
deems this a mathematical or clerical error 
allowing summary assessment procedures under 
section 6213(b).

The partner’s income tax return must be 
consistent with the partnership’s tax return 
regardless of the information on the Schedule K-1 
issued to the partner, unless the partner notifies 
the IRS of the incorrect information. The 
consistency requirement and summary 
assessment procedures do not apply if the partner 
files a Form 8082, “Notice of Inconsistent 
Treatment or Administrative Adjustment Request 
(AAR).” In that situation, the normal assessment 
and deficiency procedures may apply once the 
Form 8082 is filed.

Most of the centralized audit regime deals 
with imputed underpayments determined at the 
partnership level. As noted earlier, the imputed 
underpayment is multiplied by the highest 
available individual or corporate tax rate 
available, regardless of the partners’ individual 
rates.

Example 9: ABC LLC is a partnership owned 
equally by individuals A, B, and C, who are each 
in the 32 percent tax bracket. ABC is assessed an 
imputed underpayment arising from unreported 
income of $100,000 in 2018. The imputed 

6
Prop. reg. section 301.6226-1(c)(4)(ii) lists the information that must 

be included in the push-out election.
7
For a detailed list of what must be included in the statements, see 

prop. reg. section 301.6226-3(e)(3)(iii).
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underpayment will be determined by multiplying 
the additional unreported income by the highest 
individual tax bracket, which is 37 percent in 
2018. Accordingly, the imputed underpayment 
owed by ABC is $37,000.

Imputed underpayments are determined by 
dividing partnership items into various 
groupings and subgroupings, which are then 
netted against one another. A partnership item is 
(1) any item of income, gain, loss, deduction, or 
credit of a partnership; or (2) any partner’s 
distributive share of those items.

The proposed regulations delineate four 
categories into which partnership items are 
grouped:

• reallocation grouping — an adjustment that 
reallocates the distributive share of an item 
from one or more partners to one or more 
other partners;

• credit grouping — an adjustment to items 
claimed as credits to the partnership;

• creditable expenditure grouping — 
adjustments to items claimed as creditable 
foreign tax expenditures to the partnership; 
and

• residual groupings — for any items that do 
not fit into the previous categories.

The residual category is then subdivided into 
subgroupings based on character and holding 
periods, such as ordinary income items, 
depreciation, capital losses, and capital gains. The 
reallocation grouping is divided into separate 
subgroupings, as well. So, for instance, a decrease 
in allocation deductions to one partner is in a 
different subgrouping from an increase in 
allocation deductions to another partner. The 
residual grouping is likely to be the largest audit 
category.

Adjustments within the groupings and 
subgroupings are netted against one another to 
determine if there is any underpayment of tax. 
Items in different groupings and subgroupings 
cannot be netted against one another. Netting 
within the groupings and subgroupings will 
produce either (1) a net non-positive adjustment, 
which is a taxpayer-favorable result that 
generates an increase in loss or a decrease in 
income in the adjustment year; or (2) a net positive 
adjustment, which results in a tax underpayment 

amount multiplied by the highest individual or 
corporate rate available.

Example 10: XYZ LLC is a partnership subject 
to the centralized audit regime. The following 
adjustments are made during an audit:

The ordinary income and depreciation 
deduction are in the same subgrouping because 
they are both ordinary in character and neither 
one is subject to differing restrictions or 
limitations. The decrease in the depreciation 
deduction is treated as an increase in income. The 
long-term capital gain and loss are similarly 
netted against one another. In this example, the 
underpayment of tax is computed as follows: (1) 
$230 + $125 = $355; (2) $355 x 37 percent = $131; (3) 
$131 + $2 credit = $133. The tax underpayment is 
equal to $133.

Example 11: XYZ LLC is a partnership subject 
to the centralized partnership regime, and the 
highest individual income tax bracket is 37 
percent. The following adjustments are made 
during an audit:

Table 1

Item
Original 
Return Adjustments

Amount of 
Adjustment

Ordinary income $300 $500 $200

Depreciation 
deduction

($100) ($70) $30

Subtotal ordinary income subgroup in 
residual grouping

$230

Long-term capital 
gain

$125 $200 $75

Long-term capital 
loss

($75) ($25) $50

Subtotal long-term capital subgroup in 
residual grouping

$125

Total net positive adjustments $355

Tax credit $5 $3 $2

Subtotal tax credit group $2

Table 2

Item
Original 
Return Adjustment

Amount of 
Adjustment

Ordinary income $400 $200 ($200)

Depreciation 
deduction

($150) ($100) $50
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In this example, there is both a net positive 
adjustment (because there is an underpayment 
resulting from positive adjustments to the capital 
items) and a net non-positive adjustment (because 
there is a taxpayer-favorable decrease in the 
amount of ordinary income reported by XYZ 
LLC). These items are not netted together. Instead, 
in this example, the underpayment of tax is 
computed by multiplying $175 x 37 percent, 
resulting in a $65 tax increase. The decrease in 
ordinary income, which is a taxpayer-favorable 
adjustment, is taken into account by the 
partnership in the adjustment year as a reduction 
in non-separately-stated income or as an increase 
in non-separately-stated loss for the adjustment 
period, depending on the nature of the 
adjustment.

Accordingly, a net non-positive adjustment is 
accounted for in the adjustment year as an 
adjustment to partnership income or loss. A net 
non-positive adjustment benefits adjustment-year 
partners at the expense of the reviewed-year 
partners, since the reviewed-year partners cannot 
file amended returns to take advantage of the 
adjustment.

The partnership can make an election to push 
out the partnership adjustments to the reviewed-
year partners. (Note that this election does not 
shift the imputed underpayment from the 
partnership to the reviewed-year partners.) If the 
election is made, the reviewed-year partners must 
recompute their tax liability for the reviewed year. 
The recomputation of a reviewed-year partner’s 
taxable income for the audit year may require 
recomputation of successive tax years as well if, 
for instance, a net operating loss is redetermined 

in an audit year that was carried forward and 
used in a successive year.

The amount owed by the reviewed-year 
partner is not paid through the filing of an 
amended return by the partner but is instead paid 
in the reporting year as part of the partnership’s 
return. Put another way, the partner’s recomputed 
taxable income is paid with the partnership’s 
return for the tax year in which the push-out 
election notice is provided to the partner. The 
amount pushed out to the partner is subject to 
interest equal to the applicable federal rate for 
short-term loans plus 5 percent. Interest accrues 
as of the year the partner’s tax is recomputed until 
the payment date.

To calculate the partner’s recomputed taxable 
income, four items must be determined:

1.   the amount of tax owed by the partner in 
the audited year if the adjusted items had 
been correctly reported by the partner in 
that year;

2.    the amount of tax paid by the partner in 
the audit year;

3.    any amounts previously assessed and paid 
by the partner for that tax year; and

4.    any rebates paid to the partner — that is, 
an abatement credit, refund, or repayment 
under prop. reg. section 1.6664-2(e).

The partner’s recomputed taxable income is 
A - (B + C - D). Algebraic order dictates that the 
calculations in the parentheses be calculated first, 
from left to right, followed by subtracting the 
parenthetical sum from A.

Example 12: XYZ LLC is taxed as a 
partnership and is subject to the centralized audit 
regime. On its 2020 partnership return, filed April 
15, 2021, XYZ reports $1,000 in ordinary income 
and $400 of charitable contributions. A, an 
individual owning 25 percent of the partnership, 
is allocated $250 in income and $100 of the 
charitable contributions. A is in the 35 percent tax 
bracket in 2020 and reports income from the 
partnership equal to $53. XYZ is audited in 2023. 
The IRS disallows the charitable deduction in its 
entirety, and XYZ timely makes a push-out 
election in 2023. A is not entitled to any rebates, 
nor did he pay any intervening 2020 assessments. 
A must recalculate his tax liability for 2020 
without the charitable contribution. A’s 2020 

Subtotal ordinary income subgroup in residual 
grouping

($150)

Long-term capital 
gain

$200 $300 $100

Long-term capital 
loss

($100) ($25) $75

Subtotal long-term capital subgroup in residual 
grouping

$175

Table 2 (Continued)

Item
Original 
Return Adjustment

Amount of 
Adjustment
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recomputed tax liability equals $88. The tax paid 
by A for 2020 is subtracted from that amount to 
compute his additional tax. A’s additional tax is 
$35, which he must pay on his 2023 income tax 
return. The additional $35 will be subject to 
interest at the applicable short-term federal rate 
plus 5 percent, which accrues as of April 15, 2021, 
and continues until A files his 2023 income tax 
return and pays the additional tax.

Example 13: XYZ LLC is taxed as a 
partnership, files its 2020 partnership return on 
April 15, 2021, and is subject to the centralized 
audit regime. On the 2020 partnership return, 
XYZ reports $500 million as an ordinary loss and 
reports no long-term capital gain. A, an 
individual owning 25 percent of the partnership, 
is allocated a loss of $125 million. XYZ is audited 
in 2023, and the IRS recharacterizes $300 million 
of the $500 million loss as long-term capital loss. 
XYZ timely makes a push-out election in 2023. A 
should have received $50 million of ordinary loss 
and $75 million in long-term capital loss. A is not 
entitled to any rebates, nor did he pay any 
intervening 2020 assessments. A must recalculate 
his tax liability for 2020 by reducing ordinary loss 
by $75 million and increasing his long-term 
capital loss by $75 million. A must then subtract 
his recalculated tax liability from the amount of 
tax he actually paid for 2020. The additional 
amount in this calculation will be subject to 
interest at the applicable federal short-term rate 
plus 5 percent, which accrues as of April 15, 2021, 
and continues until A files his 2023 income tax 
return and pays the additional tax.

Assuming A had an NOL and no income in 
2020, he must determine if there will be any tax 
owed in the years after 2020 as a result of the $75 
million decrease of ordinary income and the $75 
million increase of long-term capital gain. The 
same formula is used: The amount of tax paid in 
the successive years is subtracted from the 
recomputed tax liability. Any additional amounts 
of tax owed by A will be subject to interest at the 
applicable federal short-term rate plus 5 percent, 
which accrues as of the filing date of the 
applicable intervening tax year and continues 
until A files his 2023 tax return and pays the 
additional tax.

V. Basis and Capital Account Adjustments

Because the centralized audit regime makes 
partnerships liable for the payment of imputed 
underpayments in the adjustment year, there are 
concomitant effects on the adjustment-year 
partners’ book capital accounts and outside basis 
and on the partnership’s inside basis and book 
capital accounts.

The normal rule in partnership tax is that 
outside basis is increased by an allocation of 
income to eliminate double-taxation. However, 
imputed underpayments in the centralized audit 
regime are not treated like allocations of taxable 
income. Rather, the partnership is responsible for 
payment of the imputed underpayment, and 
there is no adjustment to outside basis. The 
imputed underpayment is treated as a 
nondeductible partnership expenditure that is not 
chargeable to a capital account as provided in 
section 705(a)(2)(B). And the failure to adjust the 
outside basis of a partnership interest can result in 
double taxation for the partner: The partner 
indirectly pays her share of the imputed 
underpayment and then pays tax again on the sale 
of her partnership interest without a basis 
adjustment.

To correct that injustice, the proposed 
regulations provide for adjustments to specified 
tax attributes of the partnership and adjustment-
year partners. Specified tax attribute are (1) the tax 
basis and book value of a partnership’s property; 
(2) amounts determined under section 704(c); (3) 
adjustment-year partners’ bases in their 
partnership interests; and (4) adjustment-year 
partners’ book capital accounts. At the 
partnership level, adjustments to book value and 
the basis of property are taken into account for 
any partnership adjustment. No adjustment is 
made, however, if property is no longer owned in 
the adjustment year, even if it was owned in the 
reviewed year.8

Example 14: In 2018 XYZ Partnership is 
owned by A, B, and C, and it is subject to the 
centralized audit regime. At the formation of 
XYZ, A contributed Blackacre, which is raw land 
with a basis of $400 and a fair market value of 

8
The IRS is requesting comments to determine whether it is 

appropriate to adjust the basis of other partnership property.
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$1,000. B and C each contributed $1,000 in cash. At 
formation, XYZ has the following basis and book 
capital accounts:

In 2019 XYZ Partnership purchases Asset A 
worth $120, which XYZ expenses on its 
partnership return. At the end of 2019 XYZ has the 
following basis and book capital accounts:

There is an audit in 2020, and the IRS makes a 
partnership adjustment disallowing the 
expensing of Asset A. The disallowance of the 
$120 deduction results in an increase of taxable 
income equal to $120 times the highest marginal 
income tax rate, which in 2020 is 40 percent. 
Accordingly, the imputed underpayment is $48. 
At the end of 2020 XYZ has the following basis 
and book capital accounts:

At the partner level, partnership adjustments 
determined in the reviewed year are converted 
into notional items in the adjustment year. The 
notional items are fictional, created only to affect 
partner-level specified tax attributes as follows:

1.   if a partnership adjustment results in 
an increase to income or gain, an 
equivalent notional item of income or 
gain is created;

2.    if a partnership adjustment results in a 
decrease in income or gain, an 
equivalent notional item of expense or 
loss is created;

3.    if a partnership adjustment results in 
an increase in an expense or loss, an 
equivalent notional item of expense or 
loss is created; and

4.    if a partnership adjustment results in a 
net increase or decrease in partnership 
credits, it may trigger an adjustment to 
one or more of the notional items in 1 
through 3, which is then handled as 
provided in the applicable subsection.9

The notional items are allocated to the 
partners under section 704(b), which allows a 
partner’s distributive share of income, gain, loss, 
deduction, or credit to be determined under the 
partnership agreement if those allocations have 
substantial economic effect. Section 704(b) also 
provides that if the allocations do not have 
substantial economic effect, they are determined 
in accordance with the partner’s interest in the 
partnership.

As noted earlier, the partnership adjustment is 
determined for the reviewed year but accounted 
for in the adjustment year. The proposed 
regulations concede that the allocation of notional 
items cannot have substantial economic effect 
because it relates to two different years.10 As a 
workaround, the regulations provide that the 
allocation of notional items will be deemed to be 
in accordance with the partners’ interest in the 
partnership if the partnership adjustment is 
allocated in the adjustment year the same way 

Table 3

Partnership 
Asset

Partnership 
Basis/Inside 

Basis
Book Capital 

Accounts

Cash $2,000 $2,000

Blackacre $400 $1,000

Total $2,400 $3,000

Table 4

Partnership 
Asset

Partnership 
Basis/Inside 

Basis
Book Capital 

Accounts

Cash $1,880 $1,880

Blackacre $400 $1,000

Asset A $0 $0

Total $2,280 $2,880

Table 5

Partnership 
Asset

Partnership 
Basis/Inside 

Basis
Book Capital 

Accounts

Cash $1,832
a

$1,832

Blackacre $400 $1,000

Asset A $120 $120

Total $2,352 $2,952

a
Cash has been reduced by $48 for payment of the imputed 

underpayment. 9
See prop. reg. section 301.6225-4(b)(3).

10
REG-118067-17.
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that the corresponding actual item would have 
been allocated in the reviewed year under the 
section 704 regulations. In other words, the 
fictional notional item is allocated in the 
adjustment year in accordance with the 
partnership agreement or the partners’ interest in 
the partnership.

Example 15: Assume the same facts as in 
Example 14. At the formation of XYZ Partnership, 
A, B, and C have the following outside basis and 
book capital accounts:

In 2019, after the purchase and expensing of 
Asset A, the partners have the following outside 
basis and book capital accounts:

In 2020, after the audit and the payment of the 
tax, A, B, and C have the following outside basis 
and book capital accounts:

The outside basis and book capital accounts 
are derived by subtracting one-third of the tax 

payment of $48 from each partner’s outside basis 
and book capital account and then increasing each 
of those by $40 — their one-third share of Asset A, 
which is now on the books of the partnership at 
full value. Accordingly, the following is a 
comprehensive summary of XYZ’s book capital 
accounts and inside-outside basis as of the end of 
2020:

The allocation of a notional item may not 
present a problem if the reviewed-year partners 
and the adjustment-year partners are the same. 
However, complications abound if they are 
different, because the reviewed-year partners 
bear the economic burden of the partnership 
adjustment that is causing the imputed 
underpayment. Accordingly, the proposed 
regulations would allow the reviewed-year 
partner’s successor to allocate the notional item 
and change his corresponding specific tax 
attributes.

A reviewed-year partner’s successor is 
generally either (1) the transferee that succeeds to 
the transferor partner’s capital account, or (2) the 
remaining partners whose partnership interest 
increased because of the liquidation of the 
reviewed-year partner’s partnership interest. If no 
adjustment-year partner successor can be 
identified, or if none exists, the allocation to that 
reviewed-year partner is made among all the 
adjustment-year partners in accordance with their 
applicable distributive shares.

VI. Drafting for the Centralized Audit Regime

Practitioners must carefully draft provisions 
in the operating agreement and the partnership 
agreement to account for partnerships subject to 
the centralized audit regime. Great care must be 
taken when designating the partnership 
representative. Fiduciary duties must also be 
imposed on the partnership representative to 
keep the partners fully informed of the audit and 
its progress.

Specifically, the partnership representative 
should be required to periodically inform the 
partners in writing of the audit and its progress, 
and the partnership agreement should 
incorporate provisions that require the 
partnership representative to obtain majority or 
supermajority consent when agreeing to 
partnership adjustments. Imposing fiduciary 

Table 6

Partner Outside Basis
Book Capital 

Account

A $400 $1,000

B $1,000 $1,000

C $1,000 $1,000

Total $2,400 $3,000

Table 7

Partner Outside Basis
Book Capital 

Account

A $360 $960

B $960 $960

C $960 $960

Total $2,280 $2,880

Table 8

Partner Outside Basis
Book Capital 

Account

A $384 $984

B $984 $984

C $984 $984

Total $2,352 $2,952
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duties on the partnership representative in the 
partnership agreement will give the partnership 
representative an incentive to make the most 
optimal decisions and reduce the likelihood of 
favoring some partners over others. Indemnity 
provisions should be incorporated requiring the 
partnership representative to fulfill his duties 
under the partnership agreement to consult with 
the partners regarding an audit.

Further, partnership agreements should 
require that the partnership representative push 
out any partnership adjustments if the reviewed-
year partners are different from the adjustment-
year partners. Moreover, practitioners may want 
to consider including in partnership agreements 
contribution provisions for the payment of 
imputed underpayments or provisions that 
require the filing of amended returns to account 
for partnership adjustments. Also, the 
partnership representative may require 
compensation for his services.

Another provision in the partnership 
agreement should require the partners to give the 
partnership representative all information 
necessary for elections under the centralized audit 
regime, such as the push-out election. For 
instance, S corporation partners should be 
required to disclose all their shareholders, their 
tax identification, and other information. And a 
modification request may require that the 
partnership representative obtain later-filed 
income tax returns for the partners.

The centralized audit regime will affect 
drafting in the mergers and acquisitions area. 
Acquiring partnerships will need to strengthen 
tax representations and warranties and will need 
all pertinent information for all partners for any 
years that may be audited so the push-out election 
can be made. Acquiring partnerships will also 

need to determine whether to hold back any 
purchase price payments until the statute of 
limitations for any audit years expires. Acquiring 
partners may also want the partnership 
representative for a particular year to resign and 
have their own partnership representative 
designed to handle any audits. Acquired 
partnerships may be unwilling to abdicate the 
partnership representative to the acquiring 
partnership for fear that the new partnership 
representative may not properly defend an audit. 
Regardless, acquiring partnerships will want to 
be fully informed of any partnership tax audit that 
may occur. The new regime will also likely affect 
lenders. Lenders will want to be fully informed of 
any audit and may require the push-out election 
to occur — regardless if there is a difference 
between the reviewed-year partners and 
adjustment-year partners — to protect collateral 
or cash flow necessary to pay the loan.

VII. Conclusion

The centralized audit regime will apply 
broadly, including to nearly all family limited 
partnerships. Operating agreements and 
partnership agreements need to be amended to (1) 
account for the new regime; (2) incorporate 
procedures for selection of the partnership 
representative; (3) incorporate standard actions 
for the partnership representative, such as 
making the push-out election if there is any 
difference between the reviewed-year partners 
and the adjustment-year partners; and (4) 
possibly incorporate indemnity provisions, 
contribution provisions, and standards of conduct 
for the partnership representative. 

Table 9

Partnership 
Asset

Partnership 
Basis/Inside 

Basis
Book Capital 

Accounts Partner Outside Basis
Book Capital 

Account

Cash $1,832 $1,832 A $384 $984

Blackacre $400 $1,000 B $984 $984

Asset A $120 $120 C $984 $984

Total $2,352 $2,952 N/A $2,352 $2,952
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