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September 21, 2017
To Our Clients and Friends:


Will the New Partnership Audit Rules Apply to Your Entity?

The IRS will begin using a new approach to auditing entities taxed as partnerships for tax years starting on or after January 1, 2018.  Fundamentally, the IRS will be able to assess tax at the partnership level, as opposed to pursuing the individuals who were partners of the partnership during the relevant tax years.  This could have a very significant impact on the tax liability of partners or members of an LLC in those cases where the partnership or membership interests are not exactly the same during the tax year under audit and the year in which the audit occurs.


Many people might ignore this development because there is a perception that it applies only to large or complex partnerships.  However, the new rules apply to any entity taxed as a partnership unless the partnership is eligible to opt out of the new audit regime and the partnership affirmatively elects to opt out. 

To be eligible to opt out, the entity must meet two requirements.  First, the entity must have no more than 100 partners.  The number of partners is determined by the number of Schedules K‑1 the entity is required to issue for the tax year.  Under the proposed regulations, if a partnership has an S corporation as a partner, each person to whom the S corporation must issue a K-1 is counted in determining the number of partners in the partnership.  


It is the second condition for electing out that may catch people unaware.  To elect out, a partnership must have only “eligible partners.”  Eligible partners are individuals, C corporations, foreign entities that would be treated as C corporations if they were domestic entities, S corporations, and estates of deceased partners.  Conspicuously absent from the list of eligible partners are partnerships, LLCs, trusts and disregarded entities.  If all of a partnership’s partners are not eligible partners during the entire tax year, the partnership is ineligible to elect out for that year.  


A partnership elects out of the new partnership audit rules for a tax year by making the election on a timely filed return for that year.  In addition to timely filing its Form 1065, the partnership will have to disclose the names, taxpayer identification numbers and federal tax classification of all partners of the partnership, and for each person to whom any S corporation partner has to furnish a K‑1.  A partnership that elects out will also be required to notify each of its partners that the election has been made within 30 days of the date the election is made.

Who Should Care About The New Partnership Audit Rules?

Since it is possible that another partner’s transfer of his or her partnership or LLC membership interest to a person or persons who would be an ineligible partner will preclude the partnership from electing out of the new audit procedures, or would result in the partnership having more than 100 partners for purposes of the rules, these new rules are of interest to anyone who owns an interest in a partnership or any other entity taxed as a partnership. 

How Should Partners Respond to These New Rules?

Partners and LLC members should first consider whether they are owners of any entities that might be subject to the new partnership audit regime.  Partners in entities that are not yet subject to the new process may want to consider agreeing on restricting ownership of the entity to those persons who would qualify as eligible partners.


The alternative is to amend the partnership agreement to deal with the effects of the new audit process.  A full discussion of what amendments should be made to a partnership or operating agreement is beyond the scope of this article, but changes should include identifying a “partnership representative” which is a person, who does not need to be a partner, that will have the power to bind the partnership and its partners and the authority to resolve an audit.  A partnership representative is not the same as a “tax matters partner.”  


The partnership agreement should also address the partnership representative’s ability to “push out” liabilities from the partnership’s current partners to those persons who were partners during the year under audit, as authorized under the rules.


Given the fact that the IRS’s proposed regulations on this topic issued in June 2017 leave many questions unanswered, it may not be feasible to have partnership agreement amendments in place in time to deal with the new audit procedures.  At a minimum, any person acquiring or disposing of an interest in a partnership or LLC should consider the impact of these rules when negotiating the terms of the transfer so that there is a clear understanding between buyer and seller as to who will have responsibility for any additional tax liability resulting from an audit under the new procedure.

(Memorandum by: William C. Williams and Kelly J. Stohr)
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