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Agenda

• New partnership audit regime under the BBA

• Key provisions for partnerships and LLCs under the TCJA

― 3-year holding period requirement for carried interest

― Sale of partnership interest by foreign person

― Limitation on business interest deduction

― Qualified business income deduction

― Self-created IP and the sale of a partnership interest v. partnership 

assets

― Qualified opportunity funds

• Drafting considerations for partnership and LLC operating agreements
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The New Partnership Audit Regime

• Bipartisan Budget Act of 2015 (BBA) changed IRS’s audit procedures for 

partnerships

• TEFRA was repealed, so no partnerships will be audited under those rules 

going forward

• Partnerships that elect out of BBA use pre-TEFRA audit rules

• BBA audit rules apply to years beginning 1/1/18
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The New Partnership Audit Regime

• BBA fundamentally changes how tax is determined, assessed and collected in 

a partnership audit

• In general, the IRS will make adjustments, determine tax and assess and 

collect tax, penalties and interest at the partnership (entity) level

• A new partner may bear the burden of an assessment related to years before 

that partner joined the partnership

• New Code sections 6221 through 6235
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The New Partnership Audit Regime

• BBA partnerships must have a partnership representative (PR)

• PR cannot be changed at any time, for any reason, unless and until IRS issues 

notice of selection for examination or partnership requests amended return 

(AAR).  

• If a partner is chosen as PR and then leaves partnership, PR cannot be 

replaced until audit

• PR will be sole point of contact with IRS during audit and binds partnership

• Unlike TEFRA, partners under BBA do not have notice or participation rights 

from the IRS
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The New Partnership Audit Regime

• PR has sole and absolute authority to bind the partnership: 

― Extend statute of limitations on assessment

― Respond to IDRs

― Attend meetings with IRS

― Agree to proposed adjustments

• Partners have no notice or rights to participate in the audit, contest the final 

partnership adjustment (FPA) or participate in litigation concerning the FPA
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The New Partnership Audit Regime

• At end of audit, IRS issues Notice of Final Partnership Adjustment 

• Equivalent to notice of deficiency

― Includes one or more “imputed underpayments” (IUs)

― Begins 45-day period in which the PR can make a push-out election 

pursuant to § 6226

― Begins 90-day period in which the partnership can file a petition in Tax 

Court
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The New Partnership Audit Regime

• Partnership must pay the IU unless it elects to “push out” the adjustments to 

the reviewed year partners. § 6226

• Push out election must be made not more than 45 days after the FPA is issued; 

no extensions

• Provide all info required by IRS

• Partnership must issue push-out statements (new K-1s) to all reviewed year 

partners within 60 days after partnership adjustments are final

• Partners self-assess additional tax and report and pay for year new K-1 is 

received
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IRC 1061 - 3-Year Holding Period Requirement 
for Carried Interest
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IRC 1061 - Overview of Taxation of Carried 
Interest

• A carried interest is a “profits interest,” thus an individual admitted to the 

GP is not taxed on his or her receipt of the carried interest.

• The character of the fund’s income (e.g., capital gain or ordinary income) 

flows through the fund and the GP to the individual carry holder.

• Under the new rule, a portion of the carry holder’s share of the fund’s long-

term capital gain will be recharacterized as short-term capital gain (and 

subject to ordinary income tax rates) to the extent the gain is attributable to 

the sale of an investment held for less than 3 years.

• The new rule does not apply to profits attributable to the carry holder’s 

capital interest.

• The new rule does not apply to carried interest held by a C corporation.
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IRC 1061 – Does it matter?

• Hedge funds usually generate short-term capital gains anyway.

• PE funds usually hold investments for more than 3 years.

• But not that uncommon for a PE fund to sell an investment in less than 3 

years.

• And add-ons can result in a new holding period.

15



IRC 1061 – What can GPs do?

• Seek to structure add-ons to avoid 1061, such as through pro-rata 

contributions to capital. 

• GP can seek to specially allocate short-term capital gains to LPs and then 

receive make-whole allocations of subsequent long-term capital gains.

― Institutional investors generally should be indifferent to such special 

allocations, but US tax-exempt LPs won’t want special allocations of 

UBTI, and non-US LPs won’t want special allocations of ECI.

― For such special allocations to be respected for tax purposes, the GP 

must bear the risk that it won’t be made whole if there are insufficient 

future gains.
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Sale of Partnership Interest by Foreign Person

• Prior to TCJA:

― Rev. Rul. 91-32 – IRS position is that a foreign partner that transfers its 

interest in a partnership engaged in a US trade or business has ECI to the 

extent its gain or loss is attributable to ECI property of the partnership.

― Grecian Magnesite Mining, Industrial & Shipping Co. SA v. Commissioner, 

149 T.C. 63 (2017), aff’d, No. 17-1268 (D.C. Cir. June 11, 2019), held that 

Rev. Rul. 91-32 was wrong and that under IRC 741/751 there was no tax 

due by non-US person (absent FIRPTA application).

― But even if Rev. Rul. 91-32 was correct, there was no withholding 

obligation on the part of the buyer or the partnership.
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Sale of Partnership Interest by Foreign Person

• 864(c)(8)

― Capital gains attributable to the sale of a partnership interest are 

treated as ECI to the extent the sale of the partnership’s assets would 

have generated ECI allocable to the partner.

• 1446(f)

― The purchaser of the partnership interest must withhold 10% of the 

amount realized unless the seller (or partnership) can self-certify that no 

withholding is required.

― This is a “cliff” rule: If the seller realizes $1 of ECI on the disposition, 

then 10% of the entire amount realized must be withheld.

― If the purchaser fails to withhold, then the partnership is required to 

deduct and withhold on any distributions to the purchaser (but this rule 

is suspended pending final regulations).
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Exceptions to 1446(f) Withholding under 
Proposed Regulations

• The transferor provides a W-9 or certifies that it is not a foreign person.

• The transferor certifies that it will not realize any gain (or any ordinary income 

under IRC 751). 

• The transferor certifies that the transfer (or a portion of the transfer) will satisfy a 

nonrecognition provision.

• The transferor certifies that it is not subject to tax on any gain from the transfer 

pursuant to an income tax treaty in effect between the US and a foreign country.

• The partnership certifies that, if the partnership were to sell all its assets at FMV, 

the net ECI resulting from the deemed sale would represent less than 10% of the 

total net gain (Notice 2018-29 provided a similar rule, but at a threshold of 25%).

• The transferor certifies that (1) it was at all times a partner in the partnership for 

the immediately prior taxable year and the two taxable years that precede it, and 

(2) the transferor’s allocable share of ECI for each of those taxable years was less 

than 10% of the transferor’s total distributive share of the partnership’s net income 

for that year (Notice 2018-29 provided a similar rule, but at a threshold of 25%).
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IRC 163(j) Limitation on Business Interest 
Deduction

• Old Rule: Business interest expense generally was fully deductible, subject to 

limitations, e.g., for related parties.

• New Rule: The deduction for business interest expenses in a taxable year is 

limited to 30% of the taxpayer’s “adjusted taxable income” (ATI) for such year 

(plus the amount of business interest income, if any).

• The amount of business interest expense disallowed as a deduction in the 

current year under 163(j) is carried forward to the next taxable year.

• Currently, in calculating ATI, a taxpayer is allowed to add-back depreciation, 

amortization and depletion.

• These favorable adjustments will not be allowed as an addback beginning in 

2022, lowering the potential 30% ATI, and thus increasing the 163(j) 

limitation.

• There are exceptions for small businesses and certain electing real property 

businesses, farming businesses, and regulated utility businesses.
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IRC 163(j) Application to Partnerships
Example 1

• Facts:

― X and Y are equal partners in partnership PRS.

― In Year 1, PRS has $100 of ATI and $40 of business interest expense.

― X has $100 of ATI and $20 of business interest expense from its sole 

proprietorship.

― Y has $0 of ATI and $20 of business interest expense from its sole 

proprietorship.

• Partnership-level determination:

― PRS’s 163(j) limitation is 30% of its ATI, or $30.

― Thus, PRS has $30 of deductible business interest expense and $10 of 

excess business interest expense.

― Such $30 of deductible business interest expense is includable in PRS’s 

non-separately stated income or loss.
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IRC 163(j) Application to Partnerships
Example 1, Continued

• Partner-level allocations:

― X and Y are each allocated $15 of deductible business interest expense 

and $5 of excess business interest expense. 

― At the end of Year 1, X and Y each have $5 of excess business interest 

expense from PRS, which is not treated as paid or accrued by the partner 

until such partner is allocated excess taxable income or excess business 

interest income from PRS in a succeeding taxable year

― X and Y each increase their outside basis in PRS by $30 ($50 - $20).
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IRC 163(j) Application to Partnerships
Example 1, Continued

• Partner-level computations:

― X and Y, in computing their respective limits under 163(j), do not 

increase any of their 163(j) items by any of PRS’s 163(j) items.

― X, in computing its limit under 163(j), has $100 of ATI and $20 of business 

interest expense from its sole proprietorship. 

― X’s 163(j) limit is 30% of its ATI, or $30. Thus, X’s $20 of business interest 

expense is deductible business interest expense. 

― Y, in computing its limit under 163(j), has $0 of ATI and $20 of business 

interest expense from its sole proprietorship.

― Y’s 163(j) limit is $0. Thus, Y’s $20 of business interest expense is not 

allowed as a deduction and is treated as business interest expense paid 

or accrued by Y in Year 2.
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IRC 163(j) Application to Partnerships
Example 2

• Facts:

― X and Y are equal partners in partnership PRS.

― In Year 1, PRS has $100 of ATI and $40 of business interest expense.

― X has $100 of ATI and $20 of business interest expense from its sole 

proprietorship.

― Y has $0 of ATI and $20 of business interest expense from its sole 

proprietorship.

― In Year 2, PRS has $200 of ATI, $0 of business interest income, and $30 of 

business interest expense.
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IRC 163(j) Application to Partnerships
Example 2, Continued

• Partnership-level determination:

― In Year 2, PRS’s section 163(j) limit is 30 percent of its ATI plus its 

business interest income, or $60.

― Thus, PRS has $100 of excess taxable income, $30 of deductible business 

interest expense, and $0 of excess business interest expense.

― Such $30 of deductible business interest expense is includable in PRS's 

non-separately stated income or loss.
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IRC 163(j) Application to Partnerships
Example 2, Continued

• Partner-level allocations:

― X and Y are each allocated $50 of excess taxable income, $15 of 

deductible business interest expense, and $0 of excess business interest 

expense.

― As a result, X and Y each increase their ATI by $50.

― Because excess business interest expense from a partnership is treated 

as paid or accrued by a partner to the extent excess taxable income and 

excess business interest income are allocated from such partnership to a 

partner, X and Y each treat $5 of excess business interest expense (the 

carryforward from Year 1) as paid or accrued in Year 2.

― X and Y each increase their outside basis in PRS by $85 ($100 - $15).
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IRC 163(j) Application to Partnerships
Example 2, Continued

• Partner-level computations:

― X, in computing its limit under 163(j), has $150 of ATI ($100 from its sole 

proprietorship, plus $50 excess taxable income) and $25 of business 

interest expense ($20 from its sole proprietorship, plus $5 excess 

business interest expense treated as paid or accrued in Year 2).

― X’s 163(j) limit is $45 ($150 x 30 percent). Thus, X’s $25 of business 

interest expense is deductible business interest expense.

― At the end of Year 2, X has $0 of excess business interest expense from 

PRS ($5 from Year 1, less $5 treated as paid or accrued in Year 2).
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IRC 163(j) Application to Partnerships
Example 2, Continued

• Partner-level computations:

― Y, in computing its limit under 163(j), has $50 of ATI ($0 from its sole 

proprietorship, plus $50 excess taxable income) and $45 of business 

interest expense ($20 from its sole proprietorship, plus $20 disallowed 

business interest expense from Year 1, plus $5 excess business interest 

expense treated as paid or accrued in Year 2).

― Y’s 163(j) limit is $15 ($50 x 30 percent). Thus, $15 of Y’s business 

interest expense is deductible business interest expense.

― The $30 of Y’s business interest expense not allowed as a deduction ($45 

business interest expense, less $15 163(j) limit) is treated as business 

interest expense paid or accrued by Y in Year 3.

― At the end of Year 2, Y has $0 of excess business interest expense from 

PRS ($5 from Year 1, less $5 treated as paid or accrued in Year 2).
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Self Created IP and Partnerships
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Self-Created IP Exclusion from Capital Gain 
Treatment

A. Pre-TCJA IRC Section 1221(a), which defines "capital assets" to mean property held by the

taxpayer unless specifically listed as an exception elsewhere. Prior law never expressly

discussed self-created IP and thus it was a capital asset.

B. TCJA provides only that Code Section 1221(a)(3) is amended to add the following

language, "a patent, invention, model or design (whether or not patented), a secret

formula or process," in front of the current list of items of property which are not capital

in nature.

C. Congress retained the narrow exception provided by Section 1235 which allows some

inventors and investors the opportunity to obtain capital gain treatment when transferring

"all substantial rights" to a patent. Unfortunately, Section 1235 does not apply to self-

created non-patent property; e.g., inventions, models or designs (unpatented), or secret

formulas or processes - it only applies to patents.
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Self-Created IP Exclusion from Capital Gain 
Treatment

A. Partnership interest v. asset sale: no apparent look

through

B. Capital gain treatment still exists for Goodwill, workforce-

in-place, trademarks, customer-based intangibles, even

supplier intangibles.

C. Individuals may still benefit from Section 1235(a) self-

created patent exclusion if sold in individual capacity.
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Drafting Tips: Qualified Opportunity Funds

I. Partner rights to determine whether the partnership “rolls” the capital gain into a 

QOF or if the gain is allocated to the partners to make this decision.

II. Partner rights for timing of gain which will determine year in which QOF gain is 

reported.

III. Information presented on K-1 to help partners determine amount of eligible gain 

(i.e. presentation of both losses and gains instead of just net gain/loss).
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Drafting Tips: 199A

I. Guaranteed payments to a partner are not eligible for 199A benefits.

II. Consider drafting a special allocation layer to provide for profits equal to the 

guaranteed payment amount.

III. Issues to consider:

A. What if the partnership does not have sufficient income/cash for the special 

allocation layer?

1. Shortfalls could be deferred until later years (or liquidation); or

2. Partner could be over distributed (but will receive less on liquidation)

B. Can these amendments be made retroactively?

1. See Section 761(a) for timing of amendments to the partnership agreement 

that impact allocations of income.

IV. Partnerships with multiple trades or businesses must have separate and distinct 

book requirements as well as documentation of transactions between trades or 

businesses.
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Drafting Tips: Self-Created IP

I. In M&A transactions, consider sale of partnership 

interest instead of asset sale. Could IP be placed in 

subsidiary partnership and then sold?  Consider 

creating IP in subsidiary from start of operations.

II. Structuring of creation of IP can result in capital 

gain treatment. Consider contribution obligation of 

a partner or specific language in agreement about 

how patent is created/owned.
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Qualified Opportunity Funds and 
Partnerships
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QOF/QOZ Tax Incentives

If you have capital gain (not ordinary income and not cash laying around) recognized on 

or after January 1, 2018, you can receive:

1) Capital Gain Deferral

2) Capital Gain Reduction

3) Capital Gain Exclusion
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Capital Gain Deferral

I. Temporary deferral of tax on 100% of capital gain (the “original 

gain”) reinvested into QOFs.

II. Reinvestment must be within 180 days of the sale resulting in 

the original gain.

III. The period of deferral of the original gain ends upon the earlier 

of 

a) the date of sale or exchange of the reinvestment in the 

QOF, or 

b) December 31, 2026.
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Capital Gain Reduction

I. Provides investors a step-up in basis in their original investment based on the 

length of time the investment is owned by the QOF.

YEARS QOF INVESTMENT 
MAINTAINED

PERCENT OF ORIGINAL GAIN 
ELIMINATED VIA STEP-UP

5 10%

7 15%1

1 Basis is increased an additional 5% for a total basis step-up 

of 15%
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Capital Gain Exclusion

I. The taxpayer’s basis in the QOF is initially deemed zero.

II. The basis in the QOF increases as the holding period of the investment reaches 

certain milestones. These increases mirror the basis step-ups for the Capital Gain 

Reduction.

A.QOF investment held for 5 years: basis will be increased by 

10% of the original gain amount.

B.QOF investment held for 7 years: basis will be increased by an 

additional 5% (15% total) of the original gain amount.

C.QOF investment held for 10 years: basis will be increased to 

100% of the original gain amount.

39



QOFs and Partnerships

I. Non-QOF partnerships still need to be aware of QOF rules to assist their partners in 

potentially utilizing QOF benefits.

II. Existing entities should evaluate if they are able to qualify as a QOF.  There may be 

an ability to attract new investors/capital based on QOF benefits.

III. Existing entities should strongly consider creating a brother-sister entity for a new 

QOF investment.  Requirement that 90% of property is qualified opportunity fund 

property makes it difficult for existing businesses to qualify.
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Qualified Opportunity Zone Fund

Qualified Opportunity Zone 
Partnership Interest

Qualified Opportunity Zone 
Business Property

Qualified Opportunity Zone 
Stock

$ $

$
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QOF Opportunities for Non-QOF Partnerships:
Gain Allocated from Partnerships

I. A partnership OR its partners (but not both) can choose to invest capital gain into a 

a QOF.

II. Partners can choose to rollover gain starting from the later of the date the 

partnership recognizes gain or December 31.  

III. Partnerships need to break out gain and loss. A partner with no net gain allocation 

(from gain and loss netting) can still rollover the gain allocation from the 

partnership.

IV. If gain from a partnership, deferral from December of Year 1 to January of Year 2 

would allow partner to roll gain as late as June of Year 3.

42



Section 199A and 
Partnerships
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The 199A Passthrough Deduction

I. What’s at stake?

II. Up to a 20% deduction on qualified business income (doesn’t 

include wages or guaranteed payments).

III. For a taxpayer paying at the 37% rate, the deduction can 

lower their taxes up to 7.4% down to an effective rate of 

29.6%
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The Passthrough Deduction

• financial services*

• Any trade or 

business where the 

principal asset is the 

reputation or skill of 

one or more 

employees
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Specified Service Businesses Other Businesses

Disallowed Completely

Phase Out Between Limit and 

$415k AGI MFJ/$207.5k Single

Allowed in Full Allowed in Full

Subject to W-2/Deployed 

Capital Limitation

ADJUSTED GROSS INCOME (“AGI”) LIMIT: $315k MFJ, $157.5k Single

Above 

AGI 

Limit

Below 

AGI 

Limit
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W-2/Capital Limitation

I. W-2 wages paid and capital limitation equals 

the greater of

A. 50% of W-2 wages paid by the QTB.

B. 25% of W-2 wages paid by the QTB plus 2.5% 

of the unadjusted basis of qualified property.
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199A Planning

I. Guaranteed payments are NOT QBI. Evaluate 

partnership agreements and commission 

agreements to determine if guaranteed 

payments exist.

II. Planning with S corporations.

III.Potential ability to use multiple entities.

IV.Partnerships can have multiple trade or 

businesses, but must show that activities are 

truly separate and distinct.
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Drafting Considerations

• New partnership audit rules

― Designation of partnership representative

― Who decides what partnership representative can do?

― Can partners compel a push-out election?

― Do partners have a veto right on certain decisions?

• IRC 1061 3-year holding period requirement for carried interest

― Allow GP to waive short-term capital gain

• IRC 163(j)

― Guaranteed payments

• IRC 864(c)(8) and 1446(f)

― Prohibit transfers without proper self-certification or proof of 

withholding
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Guinevere M. Moore

Guinevere Moore is a partner with the law 

firm of Johnson Moore LLC in Chicago and 

she is the Executive Director of US 

Partnership Representative, Inc.  She has 

over a decade of experience representing 

taxpayers in high stakes disputes with the 

IRS.  She represents taxpayers before the 

IRS and in litigation before the United States 

Tax Court, United States District Courts, 

Courts of Appeals, and the United States 

Supreme Court.  She particularly enjoys her 

client counseling role and advising clients on 

how to navigate a dispute with the IRS.  

Telephone: 312-549-9993

Email: moore@uspartreps.com; 

Guinevere.moore@jmtaxlitigation.com

Website: 

www.uspartnershiprepresentative.com; 

www.jmtaxlitigation.com
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