
WHO TO CONTACT DURING THE LIVE PROGRAM

For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program:
-On the web, use the Chat function to send a message

If you get disconnected during the program, you can simply log in using your original instructions and PIN.

IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

• Participate in the program on your own computer connection (no sharing) – if you need to register 
additional people, please call customer service at 1-800-926-7926 ext. 1 (or 404-881-1141 ext. 1).  
Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.

• Respond to five prompts during the program plus a single verification code.  

• To earn full credit, you must remain connected for the entire program.

Reporting Partnership K-1s on Form 1040: Tax Basis 
Capital, Built-In Gains, and Step-Ups
THURSDAY, FEBRUARY 17, 2022, 1:00-2:50 pm Eastern

FOR LIVE PROGRAM ONLY



Tips for Optimal Quality FOR LIVE PROGRAM ONLY

Sound Quality
When listening via your computer speakers, please note that the quality 
of your sound will vary depending on the speed and quality of your internet 
connection.

If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.

mailto:sound@straffordpub.com


Recording our programs is not permitted. However, today's participants can 
order a recorded version of this event at a special attendee price. Please call 
Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 
at www.straffordpub.com.

http://www.straffordpub.com/
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.













2021 Schedule K-1 
(Form 1065)



What’s New

• Schedule K-3 (Form 1065). New Schedule K-3 replaces prior boxes 16 and 20 for certain 
international items on Schedule K-1. The new schedule is designed to provide greater clarity for 
partners on how to compute their U.S. income tax liability with respect to items of international tax 
relevance, including claiming deductions and credits.

• Box 21. Foreign taxes paid and accrued. Box 21 replaces information previously provided in box 16 
for foreign taxes paid or accrued with respect to basis adjustments and income reconciliation.

• Section 743(b) adjustment. New code U under line 20 is used to report the total remaining section 
743(b) adjustment for applicable partners. This was reported in previous years on line 20, code AH.

• Section 1061 reporting. Section 1061 recharacterizes certain long-term capital gains of a partner 
that holds one or more applicable partnership interests as short-term capital gains. An applicable 
partnership interest is an interest in a partnership that is transferred to or held by a taxpayer, directly 
or indirectly, in connection with the performance of substantial services by the taxpayer or any other 
related person, in an applicable trade or business. See Section 1061 Reporting Guidance FAQs for 
owner-taxpayer filing and reporting requirements.

Instructions - 2021 Schedule K-1 (Form 1065) 



Reminders

• Changed format of Schedule K-1. Schedule K-1 no longer has a page 2 with the list of codes. The list of 
codes and descriptions are provided under List of Codes and References Used in Schedule K-1 (Form 
1065) at the end of the instructions.

• Decedent’s Schedule K-1. An executor is responsible to notify the partnership of the name and tax 
identification number of the decedent’s estate when the partnership interest is part of a decedent’s 
estate.

• Code N, box 20. Loss class under section 704(d). Regulations section 1.163(j)-6(h) created a new 
section 704(d) loss class for business interest expense effective for tax years beginning after November 
12, 2020, for purposes of loss limitation. As a result, all partnerships must report to partners, business 
interest expense separately for purposes of section 704(d).

• Code AG, box 20. Gross receipts for section 448(c). For tax years ending after December 30, 2020, 
partners in a partnership must include a share of partnership gross receipts in proportion to their share 
of gross income under section 703 unless the partnership and the partner are treated as a single 
employer under section 448(c). Per Regulations section 1.163(j)-2(d)(iii) and IRS.gov/newsroom/faqs-
regarding-the-aggregation-rules-under-section-448c2-that-apply-to-the-section-163j-small-business-
exemption.

• Note: IRS use FAQs as regulatory and administrative authority is currently being challenged in 
the courts

Instructions - 2021 Schedule K-1 (Form 1065) 



New Schedules K-2 and K-3 

The IRS has released final versions of two new forms that should be added to the tax returns of 
pass-through entities to report certain international income, deductions, credits, and other 
miscellaneous items. 

For tax years beginning in 2021, a partnership must file: 
• Schedule K-2 (partners’ total international distributive share items) and 
• Schedule K-3 (partner’s share of international income, deductions, credits, etc.), 

The Forms (and relevant sections) are only required if the partnership has relevant international tax 
items.   Note:  S corporations with international tax relevance, as well as certain Form 8865 
filers, will have similar Schedules K-2 and K-3 filing obligations for tax years beginning in 
2021.

The new schedules are intended to provide more transparency and clarity for the owners of pass-
through vehicles regarding how to calculate their US income tax liability from relevant international 
items. 

The IRS designed the schedules to replace current reporting which historically were reported on Line 
16 and footnotes to K-1s.  The intent was to provide owners with information in a standard format 
with an additional level of detail.



Under Notice 2021-39, certain transition penalty relief for tax year 2021 may be granted if the filer makes a good faith 
effort to comply with the new IRS reporting requirements. 

• The relief is available if the filer establishes to the IRS’s satisfaction that it made a good-faith effort to comply with the 
new reporting requirements. 

• In the notice, the IRS restated its position that information required to be provided on Schedules K-2 and K-3 already 
must be reported on whitepaper statements. 

• It should be noted that reporting failures related to Schedules K-2 and K-3 could trigger various penalties pursuant to 
Sections 6698, 6721, and 6722. 

• The IRS has acknowledged that some partnerships may face compliance challenges with Schedules K-2 and K-3 for 
tax year 2021. When determining a filer’s good-faith effort, the IRS will consider the extent to which the taxpayer 
changed its systems, processes, and procedures for collecting and processing information relevant to Schedules K-2 
and K-3. 

• The IRS also will look at the steps a filer takes to modify its partnership agreements or other governing documents to 
facilitate the information sharing with partners that is relevant to determining whether and how to file the New 
Schedules. 

Key takeaway for Taxpayers and Practitioners:  

Moving forward, applicable filers should start assessing the impact for the next filing season. Taxpayers/Practitioners 
should evaluate analyze current processes and identify reporting gaps between prior-year requirements and the 
requirements under new Schedules K-2 and K-3. In order to seek reliance on the transitional relief provided in Notice 
2021-39, taxpayers should review the good faith effort requirements and document the efforts taken to update their 
information-gathering, reporting systems, processes, …etc.

Notice 2021-30: Transitional Relief 



Hot Off The Press! IR 2022-38
IRS provides details for additional relief for schedules K-2 and K-3 for 2021

• On February 16, 2022, the IRS provided further details on additional 
transition relief for certain domestic partnerships and S corporations 
preparing the new schedules K-2 and K-3 to further ease the change to 
these new schedules. Those eligible for the relief will not have to file the 
new schedules for tax year 2021.

• The new schedules K-2 and K-3 improve reporting by standardizing 
international tax information to partners and flow-through investors, making 
it easier for them to report these items on their tax returns. In addition, the 
changes ease flow-through return preparation compliance by clarifying 
obligations and standardizing the format for reporting. 

• Notice 2021-39 provides penalty relief for good-faith efforts to adopt the 
new schedules. The February 16th transition relief, appearing in new 
frequently asked questions (FAQs) on Schedules K-2 and K-3, allows an 
additional exception for tax year 2021 filing requirements by certain 
domestic partnerships and S corporations.



Hot Off The Press!
IRS provides details for additional relief for schedules K-2 and K-3 for 2021

• The IRS is providing an additional exception for tax year 2021 to filing the 
Schedules K-2 and K-3 for certain domestic partnerships and S 
corporations. To qualify for this exception, the following must be met:

• In tax year 2021, the direct partners in the domestic partnership are not 
foreign partnerships, foreign corporations, foreign individuals, foreign 
estates or foreign trusts. 

• In tax year 2021, the domestic partnership or S corporation has no 
foreign activity, including foreign taxes paid or accrued or ownership of 
assets that generate, have generated or may reasonably expected to 
generate foreign source income (see section 1.861-9(g)(3)).



Hot Off The Press!
IRS provides details for additional relief for schedules K-2 and K-3 for 2021

• In tax year 2020, the domestic partnership or S corporation did not 
provide to its partners or shareholders nor did the partners or 
shareholders request the information regarding (on the form or 
attachments thereto):

• Line 16, Form 1065, Schedules K and K-1 (line 14 for Form 
1120-S), and

• Line 20c, Form 1065, Schedules K and K-1 (Controlled 
Foreign Corporations, Passive Foreign Investment 
Companies, 1120-F, section 250, section 864(c)(8), section 
721(c) partnerships, and section 7874) (line 17d for Form 
1120-S).

• The domestic partnership or S corporation has no knowledge that the 
partners or shareholders are requesting such information for tax year 2021.

• If a partnership or S corporation qualifies for this exception, the domestic 
partnership or S corporation does not need to file Schedules K-2 and K-3 
with the IRS or with its partners or shareholders.  



Hot Off The Press!
IRS provides details for additional relief for schedules K-2 and K-3 for 2021

• However, if the partnership or S corporation is subsequently notified by a 
partner or shareholder that all or part of the information contained on 
Schedule K-3 is needed to complete their tax return, then the partnership or 
S corporation must provide the information to the partner or shareholder.

• If a partner or shareholder notifies the partnership or S corporation before 
the partnership or S corporation files its return, the conditions for the 
exception are not met and the partnership or S corporation must provide the 
Schedule K-3 to the partner or shareholder and file the Schedules K-2 and 
K-3 with the IRS.

• Note:  The Above Summary comes directly from the IRS’ press release 
with respect to IR 2022-38

















Importance of 2020 Tax Basis Reporting – 2021 C/F and 1040 Impact  

Key Takeaways for Partner

• Partnerships required to complete Item L in 2020 will be required to report tax basis capital accounts.

• Form 1O65 Instructions include four methods for partnerships to create amounts if they have not historically reported 
or otherwise maintained tax capital (transactional method, modified outside basis  method, modified previously taxed c 
capital method, and section 704b (b) method).

• The beginning capital account on the 2020 K-1 could be very different from the ending capital account balance on the 
2019 K- if the partnership was not already reporting tax capital.

• Whatever the partnership decides to report, tax basis capital is often not he same as a Partners tax basis.  Partners are 
still responsible for maintaining the tax basis of their partnership interest and should not rely on Item L for their tax
consequences.

• Importance to  Partner  and  Form  1040  — It  is  very  important that the  partner’s tax preparer separated maintain a 
tax basis roll forward separately  in order t apply Sec 704(d) for potential loss limitations and sec 731(a) for potential 
gain on distributions in excess of basis (in addition for when the partner disposes of the interest) 







• Schedule K-1, Item N:   Generally, for item N, the partnership should report the partner’s share of net unrecognized 
section 704(c) gains or losses, both at the beginning and at the end of the partnership’s tax year. Solely for purposes 
of completing item N, the section 704(c) gain or loss is the partner’s share of the net (net means aggregate or sum) 
of all unrecognized section 704(c) gain or loss in partnership property, including section 704(c) gain or loss arising 
from revaluations of partnership property. See Notice 2019-66 for more information.

• Schedule K-1, Box 20 code AA: For partnerships other than publicly traded partnerships, if the partner’s taxable 
income or loss on any line item on Schedule K-1 (Form 1065) includes an allocation of any income or deduction 
item determined by applying section 704(c), include the sum of such income and deduction items here.

— The Form 1065 instructions also include examples to illustrate the amounts that the partnership should report on Box 
20, code AA.

Schedule K-1 Section 704(c) Information Reporting





Key Takeaways for Partners 

• Item N and Box 20AA are informational items to help make sure partnerships are applying the rules of 
section 704(c) correctly. Any tax items required to be reflected on the Form 1040 of the partner will 
already be included in the other lines on the K-1.

• Partnerships have always been required to apply section 704(c) and report tax items on K-1s 
accordingly, but these rules are complicated, and it is not uncommon for partnership tax preparers to 
misapply or even completely ignore section 704(c). This is likely why  these  additional  informational  
disclosures were added in 2019.

• Box 20AA description from partner’s K-1: Per  instructions

• Importance to Partner and Form 1040 — These section 704(c) informational disclosures don’t go on 
Form 1040. Although the Form 1040 preparer does not necessarily need to master section 704(c), it is 
helpful to be aware of the general principles and consider asking the partnership if something seems 
out of place or clearly incorrect.



















Key Takeaways for Partner

• The partnership will check Box 21 if it has more than one activity for at-risk
purposes.

• Generally, amounts included as Recourse or Qualified Nonrecourse Financing 
Liabilities in Item K may be included in a partner’s at-risk basis for an activity (with 
some exceptions).

• Nonrecourse liabilities may not be included in at-risk basis.

• Statement detail provided by the partnership will break out liabilities (by category) 
by activity, and also break out income, expenses, and deductions by activity. These 
breakouts will drive the Form 6198s on Form 1040.

• Importance to Partner and Form 1040 — If a partnership has more than one 
activity for at-risk purposes, the preparer generally needs to know the breakout of 
income, expenses, deductions, and liabilities (including type of liabilities) by 
activity in order to complete Form 6198 computations separately for each activity
(except in the limited cases where aggregation may be allowed). The partnership is 
required to provide you this breakout, and you should ask for it if the K-1 does not 
include it.



• If the partner’s ending Item Kamount is greater than the partner’s beginning Item K amount, this is treated as a
deemed contribution of money by the partner under section 752(a) in tracking the partner’s basis.

• Alternatively, if the partner’s ending Item K amount is less than the partner’s beginning Item K amount, this is
treated as a deemed distribution of money to the partner under section 752(b).

• Importance to Partner and Form 1040 —Deemed contributions and distributions under section 752(b) affect the
partner’s outside basis, which in turn affects many other things. As the example a few slides earlier illustrates, a 
section 752(b) deemed distribution can result in gain for a partner who has a negative tax capital account, so
watch out for that. In addition, if ending Item K is blank, consider confirming whether the partner’s share of 
liabilities actually decreased or the preparer just skipped filling out Item K.

• Item K is important and gain as a result of a section 752(b) deemed distribution in excess of basis is (i) not at all
obvious if you don’t know the mechanics of section 752(a)/(b) and (ii) something the Form 1040 preparer is 
responsible for identifying and computing. It won’t show up in any K-1 box, you have to follow Item K and the 
partner basis worksheet.

Key Partner Takeaway 







2021 Schedule K-1 
(Form 1065)

Lines 1- 11









Partner’s Instructions for Schedule K-1 provide guidance on appropriate reporting
on Form 1040 and additional schedules that may be necessary.

Generally straightforward, but be aware of special rules related to Line 13K reported 
on the 2019 K-1 (see 163(j) CARES Act discussion later)

Keep in mind that foreign taxes paid or accrued on Line 16P and 16Q reduce the
partner’s basis in their interest. Similarly, tax- exempt income and nondeductible 
expenditures on Line 18 factor into the partner’s basis rollforward as increases or 
decreases respectively, even though they are not taxable income items on Form
1040.

Subchapter K contains numerous distribution anti-deferral provisions and 
distributions are beyond the scope of this course, but keep in mind that distributions
of marketable securities or other property on Line 19 often require special analysis
and consultation with a partnership tax expert.

Self-employment earnings and alternative minimum tax are beyond the scope of our 
discussion today.

Key Takeaways for Partner – All Other Lines

















Key Partner Takeaway – Sale of Partnership Interest 

• Ifyourpartner sells their partnership interest, youare responsible for computing their total gain or loss on sale
of the interest, the K- 1 will not report that to you.

• However, to the extent a portion of the gain you computed should berecharacterized toordinary income,
collectibles gainor loss, or unrecaptured section 1250 gain, the partnership is required to disclose these
amounts to you in Boxes 20AB-AD as applicable.

• Importance to Partner and Form 1040 — Line 20AB-AD  will allow you to appropriately characterize the 
gain on sale of partnership interest on Form 1040 between ordinary, collectibles, 1250, and capital when 
the relevant IooI‹-through rules apply. You should see the box in Item J checked if the partner sold their 
interest during the year. A statement also may be required on Form 1040 as provided under Treas. Reg. §
1.751-1(a)(3).

• Other complicated sale of partnership interest issues are beyond the scope of our course, but be aware 
there are other things to think about too (e.g., partner’s requirement to notify the partnership, withholding 
certifications, etc.)

















• A single course cannot cover every possible box code and item that could show up on Schedule K-1.
Don’t feel like you have to memorize anything, just try to understand the big picture concepts like 
passthrough of partnership activities/items to the partner, partner tax basis, etc.

• This year more than ever, it will be critical to print out a copy of the Partner’s Instructions to Schedule
K-1. Don’t hesitate to refer to it, take it one line item at a time and don’t rush through Form 1040
preparation. It may also make sense to look at the Form 1065 Instructions to know how the
partnership is supposed to fill each line out at its level.

• Read the footnotes attached to the K-1and ask questions if you need to. Sometimes they are many
pages, but they also contain helpful and necessary information on what to do on Form 1040. A
common challenge is figuring out what information is impactful to your Form 1040 vs. what is not 
[e.g., you won’t care about a footnote that is only relevant to a C corporation partner)

• The IRS expects the partner to report items on Form 1040 consistently with how they are reported on 
Schedule K-1. If you are not reporting consistently with the K-1, you generally need to include Form 
8082 with Form 1040 to inform the IRS of the inconsistent treatment.

• In some cases, a partnership may be able to provide you a superseded or corrected K-1, so it doesn’t
hurt to ask. However, partnerships that are subject to the new centralized audit regime under the
Bipartisan Budget Act of 2015 may be unable to issue corrected K-1s under those rules (depending
on when you ask).

• Although tax basis in the partnership interest is not directly reported on Form 1040 (at least not yet),
you should track and rollforward the partner’s basis in their partnership interest. Without it, it is
impossible for you to know whether you are correctly reporting the consequences of owning the 
partnership interest on Form 1040. Tax basis is not necessarily the same as what the partnership is
reflecting in Item L, particularly if the partner’s K-1 has Item K liabilities or the partner purchased 
the interest in the partnership.

Closing Thoughts for all Practitioners 


	Slide Number 1
	Tips for Optimal Quality
	Slide Number 3
	Reporting Partnership K-1s on Form 1040: Tax Basis Capital, Built-In Gains, and Step-Ups
	Notice
	Slide Number 6
	Slide Number 7
	Slide Number 8
	Slide Number 9
	Slide Number 10
	Slide Number 11
	Slide Number 12
	Slide Number 13
	Slide Number 14
	Slide Number 15
	Slide Number 16
	Slide Number 17
	Slide Number 18
	Slide Number 19
	Slide Number 20
	Slide Number 21
	Slide Number 22
	Slide Number 23
	Slide Number 24
	Slide Number 25
	Slide Number 26
	Slide Number 27
	Slide Number 28
	Slide Number 29
	Slide Number 30
	Slide Number 31
	Slide Number 32
	Slide Number 33
	Slide Number 34
	Slide Number 35
	Slide Number 36
	Slide Number 37
	Slide Number 38
	Slide Number 39
	Slide Number 40
	Slide Number 41
	Slide Number 42
	Slide Number 43
	Slide Number 44
	Slide Number 45
	Slide Number 46
	Slide Number 47
	Slide Number 48
	Slide Number 49
	Slide Number 50
	Slide Number 51
	Slide Number 52
	Slide Number 53
	Slide Number 54
	Slide Number 55
	Slide Number 56
	Slide Number 57
	Slide Number 58
	Slide Number 59
	Slide Number 60
	Slide Number 61
	Slide Number 62
	Slide Number 63
	Slide Number 64
	Slide Number 65

