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Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
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MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
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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.

I. Overview of Section 41 R&D Credit
II. Four-Part Test to Determine QRAs
III. Documentation and Substantiation of Credit
Claim
Angelique Garcia, Warner Robinson
(650) 567-5670
angelique@warner-robinson.com

Warner Robinson provides deep technical expertise in the area of R&D
tax credits as our primary focus in assisting clients in documenting and
supporting R&D tax benefits. Warner Robinson also serves real estate
clients via green tax incentives around the 45L energy efficient home
tax credit and the 179D energy efficient building tax deduction, as well
as cost segregation studies. The company’s two founders, Bruce
Warner and Cedar Robinson, have over 50 years of combined
experience with the R&D credit as a former IRS attorney and Big 4 R&D
practice leader, respectively.
Angelique Garcia is an experienced tax professional with 10 years of
experience managing and implementing R&D Tax Credit studies. She
holds a B.S. In Chemistry from Rice University, and before entering the
tax industry, she worked as a software developer in the energy sector.

As a Manager for Warner Robinson, Angelique utilizes her expertise and experience to prepare R&D
credits that capture the maximum benefit to clients, as well as performing quality reviews to ensure
that every study meets the highest possible standards for qualification and substantiation. Angelique
has implemented hundreds of R&D studies for virtually every sector of software development, from
healthcare, financial trading platforms and energy management to video game development and cloud
computing. Although she specializes in software technology, Angelique has worked on studies for a wide
variety of industries including chemical purification, manufacturing/fabrication, electrical engineering,
apparel, healthcare, and others.
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R&D Credit - Bird’s Eye View
• I.R.C. §41 – Credit for Increasing Research Activities
• Originally enacted in 1981 – Kemp-Roth Tax Cuts (Economic
Recovery Tax Act of 1981 or “ERTA”)
• Temporarily extended 16 times!
• Finally made permanent by the Protecting Americans from Tax
Hikes Act of 2015 or “PATH” Act.
• R&D credit is incremental.
You are here

R&D Credit
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Anatomy of a Credit
•
•
•
•
•

§41(a) – General Rule (Credit Calculation)
§41(b) – Qualified Research Expenses (“QREs”)
§41(c) – Base Amount (“BA”)
§41(d) – Qualified Research Defined
§41(e) – Credit Allowable With Respect To Certain Payments to
Qualified Organizations For Basic Research
• §41(f) – Special Rules
• §41(g) – Special Rule for Pass-Thru of Credit
• §41(h) – Treatment of Credit for Qualified Small Businesses
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Qualification – 4 Part Test
• §41(d) – Qualified Research Defined
1. Research undertaken to develop a new or improved product, process,
software, formula, technique, or invention related to its function,
performance, reliability, or quality.
2. Research for which there is uncertainty regarding capability,
methodology, or design of the business component.
3. A Process of Experimentation must be used to overcome the
Uncertainties inherent to the project.
A. Evaluation of hypotheses or alternatives

4. The process of experimentation must rely upon one or more of the
physical or biological sciences, engineering, or computer science.
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Qualification – Excluded Activities
1. Research After Commercial Production
2. Adaptation of Existing Business Components (modular/made to
order)
3. Duplication of an Existing Business Component (reverse
engineering)
4. Surveys, Studies, Etc. (efficiency surveys, marketing surveys,
routine data collection, inspection, or quality control, etc.)
5. Internal Use Software (some exclusions may apply)
6. Foreign Research
7. Social Sciences, Arts, Humanities
8. Funded Research (rights and risk)
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§41(b) – Qualified Research Expenses (QREs)
• Wages – W-2 Box 1
• Directly performing research
• Direct support or supervision
• Substantially all – 80% ->100%

• Supplies – GL, trial balance
• Tangible personal property
• Completely used or consumed

• Contractor Costs – 1099, GL, trial balance
• 65% limitation
• Rights and risk
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Documentation and Substantiation
• Back that Credit Up:
1. Project List – which business components are part of qualifying
projects and how many qualifying projects do you have?
2. What types of documentation are maintained for these activities?
3. Who is involved, what do they do?

• Once we have an idea of these three things, we know if we can
conduct an analysis for every project in the given credit year, or if
we have to take a sampling of projects from the credit year(s).
• Suder – judgement samples and employee surveys (estimates) are
ok!
• For large project lists, use
a stat sample
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Pass-Throughs|Tax Reform|§174/§280C/§199A
• Rules for Pass-Through Entities
• Tax Reform Impact
• Specific Code Section Changes
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Pass-Throughs – Pass-Through Entities
• Internal Revenue Code §41(g) allows for R&D tax credits to
be passed through to:
•
•
•
•

Partners in a Partnership;
Shareholders of an S corporation;
Beneficiaries of a Trust; or
Owners of an interest in an unincorporated trade or business.
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Pass-Throughs – 41(g) Limitation
• 41(g) also limits the amount of R&D credit that can be used
an owner/partner/shareholder/etc.
• An individual’s R&D credit “…shall not exceed an amount (separately
computed with respect to such person’s interest in such trade or
business or entity) equal to the amount of tax attributable to
that portion of a person’s taxable income which is allocable or
apportionable to the person’s interest in such trade or
business or entity.”
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Pass-Throughs – 41(g) Limitation Example
• Example:
• Shareholder A owns 50% of ABC, Inc. and XYZ, Inc. There are no other
common owners.
• Both entities are S-Corporations.
• ABC, Inc. generates 10,000 of R&D Tax Credits while XYZ, Inc.
generates none.
• Shareholder A owes 5,000 in tax due to ABC income.
• Shareholder A owes 10,000 in tax due to XYZ income.
• Shareholder A is only able to use 5,000 in R&D Tax Credits.
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Pass-Throughs – Final Note
• Unused credits carry back and carry forward pursuant to §39
• while maintaining the limitations of §41(g)

• Carry back 1 year
• Statute of limitations for carry back year refund are the same as the
year the credit was generated

• Carry forward up to 20 years
• Unused credits revert back to deductions
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Tax Reform Impact – What Changed for R&D?
• §41 Changes:
• No substantive changes.
• One modification to §41(d) in order to account for changes
to § 174.
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Tax Reform Impact – What Changed?
• Nothing lives in a vacuum…
• §174 Changes:
• No more expensing R&D expenditures starting in 2022

• §11 Changes:
• Top tax rate for corporations lowered from 35% to 21%

• §280C Changes:
• Reduced credit amount changed due to corporation tax rate change

• §55 Changes:
• AMT repealed for corporations

• §172 Changes:
• Changes to NOL deductions

• §199 Changes:
• Domestic Production Activities Deduction Repealed
20

Specific Code Section Changes – §174
• Most small to mid-size businesses do not expense or
amortize research and experimental expenditures per §174.
• Taxpayers that do not classify expenditures per §174 still
satisfy the requirements of §41 because their QREs are
expensed per §162:
• §1.41-2(a) – ‘The phrase “in carrying on a trade or business” has
the same meaning for purposes of section 41(b)(1) as it has
for purposes of section 162; thus, expenses paid or incurred in
connection with a trade or business within the meaning of section
174(a) (relating to the deduction for research and experimental
expenses) are not necessarily paid or incurred in carrying on
a trade or business for purposes of section 41.’
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Specific Code Section Changes – §174
• The Act said that taxpayers must charge R&D expenditures
to a capital account after December 31, 2021.
• §41(d) said that in order for activities to qualify, they had to
be of a type with respect to which expenditures may be
treated as expenses under §174.
• Therefore, if that tweak to §41(d) to change the language
referencing the expensing of expenditures per §174 had not
been made, no activities would qualify as of January 1, 2022,
and no one would be able to claim the credit afterward.
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Specific Code Changes – §280C
• The 280C Reduced Credit is a “check the box” election
taxpayers make on the Form 6765 on either Section A or
Section B (Regular Credit or Alternative Simplified Credit,
respectively).
• The Reduced Credit is taken in lieu of the credit “add back”
to income on a timely filed, original return.
• In prior years, the percentage used for Reduced Credit
claims was 35%, or the max C-Corp tax rate.
• Instead of getting the gross calculated credit, a taxpayer would
receive 65% of the credit and not have to go through the add-back
steps.

• Change to §11 led to change in §280C rates.
• 79% instead of 65%
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Specific Code Changes – §280C
• The 35% tax rate used for the Reduced Credit was not always
favorable to pass-through business owners:
Tax Year 2017
Income

S-Corp S/H w/ Add-Back

S-Corp S/H w/ 280C

200,000

200,000

Tax

49,399

49,399

R&D Tax Credit

25,000

16,250

225,000

200,000

Tax after Add-back

57,649

49,399

Tax After Credit

32,649

33,149

Net Tax Savings

16,750

16,250

Income w/ Add-back
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Specific Code Changes – §280C
• However, it was favorable to higher tax bracket individuals, and those
who wanted to avoid state tax repercussions:
Tax Year 2017

S-Corp S/H w/ Add-Back

S-Corp S/H w/ 280C

Income

500,000

500,000

Tax

153,819

153,819

25,000

16,250

Income w/ Add-back

525,000

500,000

Tax after Add-back

163,719

153,819

Tax After Credit

138,719

137,569

Net Tax Savings

15,100

16,250

R&D Tax Credit
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Specific Code Changes – §280C
• With the 21% C-Corp rate and subsequent change to 280C, the
Reduced Credit is now beneficial at lower individual brackets:
Tax Year 2018
Income

S-Corp S/H w/ Add-Back

S-Corp S/H w/ 280C

200,000

200,000

Tax

45,670

45,670

R&D Tax Credit

25,000

19,750

225,000

200,000

Tax after Add-back

54,440

45,670

Tax After Credit

29,440

25,920

Total Tax Savings

16,230

19,750

Income w/ Add-back
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Specific Code Changes – §199
• §199 was repealed by the Act and replaced by §199A
• One thing we saw for a lot of taxpayers was an interplay between the
add-back for the R&D credit and DPD.
• Add-back increased income, often increasing QPAI
• Increase QPAI would increase the §199 deduction amount

• Because the replacement §199A program uses a similar
methodology, there may be corollary of this interplay for taxpayers.
• §199A is, essentially a 20% deduction on Qualified Business Income.
• Limited by Taxable Income.
• Add-back increases Taxable Income. → Limitation amount increases. →
Deduction ceiling increases.
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R&D Credits and Pass-Through
Entities: Tax Credits and the New
Partnership Audit Rules
Joseph Mandarino
March 28, 2019
Smith, Gambrell & Russell, LLP
Promenade II, Suite 3100
1230 Peachtree Street, N.E.
Atlanta, Georgia 30309
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Disclaimer
IRS CIRCULAR 230 DISCLOSURE:
Unless explicitly stated to the contrary, this outline, the presentation to which it
relates and any other documents or attachments are not intended or written to be
used, and cannot be used, for the purpose of (i) avoiding penalties under the
Internal Revenue Code or (ii) promoting, marketing, or recommending to another
party any transaction or matter addressed herein.
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Overview
• Pass-Through and Allocation of R&D Credits
• Tax Equity Partnerships
• New Partnership Audit Rules

• Tax Equity Partnerships Going Forward
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Allocation of R&D Credits
• The allocation of R&D credits by pass-through entities is complex.
• In the case of a trust, the credits are allocated among the
beneficiaries and the estate in accordance with the manner in which
income is allocated to each.
• Estates follow the same general rule.
• For s corporations, the credits are allocated to shareholders on in
proportion to their ownership of stock.
• Moreover, in addition to these rules, IRC section 41(g) limits the use
of the credit to the income that allocated from the activity. Thus,
credits in excess of the income so allocated cannot be used against
other income of the s corporation shareholder, or beneficiary of a
trust or estate.
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Allocation within Affiliated Groups
• In 2018, the IRS finalized regulations governing the allocation of the
R&D credit to members of affiliates and consolidated groups.
• In general, the credit is allocated among such members in proportion
to each member’s share of research expenditures.
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Allocation by Partnerships
• For partnerships, the credit is allocated in accordance with IRC
section 704 and the related regulations.
• Thus, the credit must be allocated among the partners in accordance
with the partners’ interest in the partnership.
• Note that under these rules, special allocations are permitted,
provided the allocation meets the relevant tests for substantial
economic effect, etc.
• In practice, this means that that allocations of credit generally follow
how the expenditures giving rise the credit are allocated and
appropriate adjustments are made to the capital accounts of
partners.
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Allocation by Partnerships
• The IRC section 41(g) limitation applies to partnership as well as
other pass-through entities.
• The regulations under section 41 clarify that if a partnership does not
meet the trade or business requirement, but one of more of the
partners do, then the qualified expenses of the partnership are
treated as made by the partners and can generate credits at the
partner level.
• In this context, section 704 applies to determine how the
partnership’s qualified expenses are allocated to the partners.
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Allocation in General
• Because of the various rules for s corporations, estates, trusts and
affiliated groups, it can be preferable to use the partnership rules to
allocate credits or qualified expenses.
• Moreover, in some instances, it may be possible to use a partnership
to monetize the credits.
• In the next section we provide background on how credits have
generally been monetized.
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Tax Equity Partnerships
• Flip Partnerships
• Boardwalk case
• Best Practices for Flip Partnerships

• TEFRA Audits of Flip Partnerships
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Flip Partnerships
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Allocation of Tax Credits
• The Internal Revenue Code provides several tax credits to
incentivize certain activities.
• Some of the most common “project”-based credits are those for the
rehabilitation of historic buildings, for alternative power facilities and
for the production of energy from certain types of facilities. See, e.g.,
IRC sections 47, 48 and 45.
• For a variety of reasons, these credits often are less valuable to the
developers of the underlying projects than to other parties. For
example, developers may have volatile earnings that do not result in
the efficient utilization of tax credits.
• Moreover, the benefits associated with tax credits occur after the
start of a project. From the developer’s perspective, it is often
necessary to monetize the benefit in advance, when there is the
greatest need for funding.
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Tax Equity Investors
• Accordingly, developers often set up arrangements so that the
credits can be utilized by another party, typically a taxpayer
who can more efficiently absorb the credits.
• Such a party is commonly referred to as a tax investor or a tax
equity investor.

• From the perspective of the developer, the value of such
arrangements is that the tax credits can be monetized at a
reasonable price and the proceeds can be used as an
additional source of funding for the underlying project.
• In many cases these arrangements take the form of a
partnership, although sale-leaseback and inverted lease
structures are also used.
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Flip Partnerships
• The most common type of tax equity partnership is the flip
partnership.
• A flip partnership typically involves two phases. During the first
phase, 99% of all income and loss of the partnership is
allocated to the tax investor and the balance to the developer.

• Cash is often distributed on a different basis. In some
arrangements, cash is distributed 100% to the developer until
its capital is returned and then to the tax investor until its
capital is returned.
• In other variations, a fixed percentage of cash is distributed to
the developer (say 25%) during this period. In yet another
variation, a fixed ratio of cash distributions (say, 50:50) applies
to all phases.
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Flip Partnerships
• Phase two starts when the flip event occurs. The flip event
can be a fixed date, a fixed event (such as the placed-inservice date of a project), a fixed anniversary of such an event,
or an economic milestone, such as the tax investor attaining
an agreed upon yield on its investment.
• During phase two, the tax investor’s share of income and loss
declines significantly. Typically, this share ranges from 5% to
10%. The developer is allocated the balance of the
partnership’s income or loss. If the flip partnership involves a
tax attribute that is subject to recapture, the flip generally will
be drafted so that it occurs on or after the end of the recapture
period (i.e., five years in the case of investment tax credits).
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Flip Partnerships
• During phase two, the percentage of cash distributed to the tax
investor is often reduced, say to 5%, although as noted there
are variations where the ratio of cash distributions is fixed
throughout the partnership.
• Importantly, after the flip the developer or the partnership will
have a right to buy out the tax investor. Generally, the
purchase price is based on the fair market value (“FMV”) of the
tax investor’s post-flip interest. Sometimes this is set by
formula as of the start of the partnership, but sometimes an
outside valuation is used. In some arrangements the tax
investor has a put right on the same economics – i.e., the tax
investor can force the developer or the partnership to
purchase its interest at FMV.
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Flip Partnerships
• A flip partnership resolves several obstacles to the effective
allocation of tax credits to a tax investor. Generally, a federal
income tax credit is allocated among partners based on each
partner’s distributive share or profit sharing percentage. See,
e.g., Treas. Reg. §1.46-3(f)(2)(i).
• Thus, the large allocation percentage to the tax investor in the
first phase of a flip partnership ensures that the tax investor is
allocated the vast majority of the tax credits at issue.

44

Boardwalk Case
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Historic Boardwalk Hall case
• Historic Boardwalk Hall, LLC, 694 F.3d 425 (CA-3. 2012), rev’g
and remanding, 136 TC 1 (2011), involves a partnership
arrangement meant to permit an investor to receive federal
rehabilitation tax credits.
• Here the Third Circuit reversed the Tax Court and found that
the tax credit investor was not a bona fide partner in the
partnership.
• The federal rehab credit is subject to the allocation rules
applicable to the investment tax credit – the credit must be
allocated in accordance with a partner’s interest in the
partnership.
• If a credit investor is not a partner, it cannot be allocated any
federal rehab credits.
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Historic Boardwalk Hall case
• Federal tax credit investors are typically allocated
most of the economics of a partnership.
• The investor’s partnership interest is typically
subject to put and call arrangements that provide
for a near-guaranteed and risk-free return.
• In Boardwalk, the Court determined that the
aggregate effect of these arrangements was to
ensure that the investor had no upside or
downside risk.
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Historic Boardwalk Hall case
Third Circuit subjected the various arrangements to the Culbertson
test:
A partnership exists when, as the Supreme Court said in
Commissioner v. Culbertson, two or more “parties in good faith
and acting with a business purpose intend[] to join together in the
present conduct of the enterprise.” 337 U.S. at 742; see also
Comm’r v. Tower, 327 U.S. 280, 286-87 (1946) (“When the
existence of an alleged partnership arrangement is challenged by
outsiders, the question arises whether the partners really and
truly intended to join together for the purpose of carrying on
business and sharing in the profits or losses or both.”); Southgate
Master Fund, L.L.C. ex rel. Montgomery Capital Advisors v.
United States, 659 F.3d 466, 488 (5th Cir. 2011) (“The sine qua
non of a partnership is an intent to join together for the purpose of
sharing in the profits and losses of a genuine business.”).
48

Historic Boardwalk Hall case
• Applying this test, the Court determined that the
investor was not a bona fide partner because the
investor was not exposed to any risk (either risk of loss
or a chance to participate in the upside if the project
increases in value).

• Because the investor was not a partner, it could not be
allocated any federal rehab tax credits.
• Note that the Court did not apply the disguised sale
rules. That approach – which some courts have
applied in the context of state tax credits – might have
reach a middle ground that taxed the partnership, but
still allowed the investor to obtain the credits.
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Castle Harbor case
• The Castle Harbor cases do not involve state or federal
tax credits, but do address the bona fide partner issue.
• In TIFD III-E Inc. v. United States, 666 F. 3d 836 (CA-2,
2012), the Second Circuit determined that certain foreign
banks who were allocated large amounts of income from
a partnership were not bona fide partners.
• The Court dismissed most of the arrangements
surrounding the purported partners – as with the
Boardwalk Hall case, the Court found the foreign banks
lacked any risk and were not bona fide partners.
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Castle Harbor case
• As with Boardwalk Hall, the Court aggregated all
the arrangements and scrutinized them closely in
its evaluation of whether the banks bore any risk.
• Significantly, not only did the Court find that the
banks were not partners, it also determined that
the parties lacked substantial authority to treat the
banks as partners – thus, the partnership was
liable for the substantial understatement penalty.
• The imposition of the penalty under these facts
makes the stakes very high.
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Best Practices
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Case Law -- Summary
• In the case of state tax credits (e.g., Virginia Historic Tax
Credit Fund 2001 LP, RIA TC Memo 2009-295, rev’d 639 F.3d
129 (4th Cir. 2011), and progeny), courts are likely to find
disguised sales when the tax credit investors lack upside or
downside in their investments.

• But, so far, courts have not ventured further to determine
whether tax credit investors are true partners.
• In the case of federal tax credits, courts are highly skeptical of
arrangements that limit risk and benefit and are likely to find
the beneficiaries are not true partners.
• In Boardwalk Hall the court did not apply a middle ground
approach that might have assisted the federal tax credit
market.
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Ex. 1:Federal R&D Credit
• Newco is formed to undertake a specified research
project. Investor is willing to invest if it receives all
the federal R&D tax credits that Newco generates.
• Investor invests $1 million in Newco. In exchange,
Investor is granted a partnership interest in Newco
entitled to 5% of profit, loss and cash distributions.
A separate provision of the partnership agreement
provides that Investor will be allocated 100% of the
federal R&D tax credits

• In 2019, Investor Newco allocates all of its
$100,000 in credits to Investor.
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Ex. 1:Federal R&D Credit
• This allocation will largely fail. The federal R&D
credit has to be allocated in accordance with section
704 principles. Generally, this means that the credit
is required to be allocated in accordance with the
allocation of partnership profits, or that a special
allocation is made that has substantial economic
effect.
• Absent other facts, Investor’s 5% interest in the
partnership will generally result in an allocation of 5%
of the credits.
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Ex. 2:Federal R&D Credit
• Same facts, except now assume that Investor is
allocated 95% of profit, loss and cash.
• Under these facts, an allocation of 95% of the credits
would likely be respected. However, even if the
allocation conforms to the regulations, Investor can
only receive the credits if it is a bona fide partner.
• If Investor’s interest in the partnership is subject to a
put and call arrangement at a formula price of $1, the
analysis in Castle Harbor and Boardwalk Hall would
apply: Investor is not a bona fide partner if it has no
upside or downside risk.
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Ex. 2:Federal R&D Credit
• Assume now that the put and call arrangement is
set at “fair market value” as determined by a
qualified appraiser.
• Provided that there are no other caps, collars, or
other protective devices, Investor now appears to
have a meaningful risk of loss and/or profit.
• Under the analysis in Castle Harbor and
Boardwalk Hall, Investor should be viewed as a
bona fide partner and would be entitled to the
credits.
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Food for Thought
• In Boardwalk Hall, the key question was whether the tax credit
investor was a bona fide partner. Assuming a tax credit investor
meets this test, is that enough?

• Could the arrangement be undone by claiming it is a disguised sale?
• Not clear, but arguably if an Investor meets the bona fide partner test
then the disguised sale approach should not apply:
• None of the authorities suggest that federal tax credits are
property (no property = no disguised sale).
• The facts that would create risk and true partner status probably
also prevent application of disguised sale rules.
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Modern Design of Flip Partnerships
• As noted, most flip partnerships do not have fixed
price put or call arrangements. Instead, FMV
purchase and sale options are more common.
• Although not explicitly addressed in Boardwalk,
another risk area in older flip partnerships is that the
tax investor’s economics can only be justified on an
after-tax basis.
• That is, if the benefits obtained from the allocation of
credits are ignored, it would be unlikely that a
taxpayer operating at arm’s length would make such
an investment.
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Modern Design of Flip Partnerships
• As a result, flip partnerships typically are now
structured so that they generate a reasonable (albeit
small) rate of return separate and apart from any tax
benefits.
• The desire to document such a result likely coincides
with the rise of the economic substance doctrine over
time.
• The doctrine is now codified at IRC section 7701(o).

60

TEFRA Audits of Flip Partnerships
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Partner Status
• As discussed above, bona fide partner (BFP) status will
often be a major issue for a flip partnership.

• For tax years prior to 2018, these audits will be
conducted under the TEFRA rules or, if the partnership
so qualifies, at the partner level.
• In a TEFRA audit, there is at least an argument that
BFP status is not within the scope of such rules. The
case law is not well developed: compare Rodney J.
Blonien, 118 T.C. 541 (2002), and Victor Grigoraci, 84
T.C.M. 186 (2002).
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Partner Status
• In any scenario, however, if it were determined that a
tax equity investor was not a BFP, the result would be
that the allocation of tax credits (and any other tax
attributes) would be disallowed and the tax investor
would face a substantial tax liability.
• Because this risk falls on the tax investor, the design of
flip partnerships has developed over time so that it is
harder and harder for the IRS to successfully challenge
BFP status.
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New Partnership Audit Rules
• Entity-Level Assessment
• Scope of CPAR
• The “Net-to-Zero” Problem

• Timing Issues
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Entity Level Assessment
• Starting with the 2018 tax year, the TEFRA rules are
replaced.

• The new rules are sometimes referred to as the
“centralized partnership audit regime” or CPAR.
• Like TEFRA, CPAR audits are conducted at the
partnership level. However, once a determination is
made, the assessment is made against the partnership,
not the partners. This change was intended to make
collection easier for the IRS.

• It is a huge change in our understanding of how
partnerships are taxed.
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Scope of CPAR
• CPAR arguably extends to a broader range of items
and adjustments than under TEFRA.

• Note that the scope of CPAR explicitly includes “any
item . . . which is relevant . . . in determining the tax
liability of any person.”
• Thus, it can be argued that BFP status is covered by
CPAR because the determination of that issue will
determine the tax liability of the tax investor, and there
is no language in the statute that limits CPAR to items
that are relevant in determining the tax liability of a
BFP.
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Scope of CPAR
• This very broad definition supports the conclusion that
BFP status is a “partnership-related item” and therefore
determined in a partnership-level proceeding and not in
a partner-level proceeding.
• Finally, the proposed regulations under CPAR
specifically state that “[t]he term partnership-related
item includes . . . [w]hether any person is a partner in
the partnership.” Prop. Treas. Reg. §301.62146(d)(10).
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Net-to-Zero Problem
• When a CPAR audit results in a net decrease total in
deductions or credits, or a net increase in total income,
or a change in character from capital to ordinary, the
rules will generally operate in an orderly fashion.
• The main difference between TEFRA and CPAR audits,
then, is that the adjustment is collected from the
partnership itself, by applying the highest tax rate to
adjustment.
• However, where the adjustment is to reallocate an item
from one person to another without an overall change
in the amount of that item, then CPAR hits a significant
conceptual snag.
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Net-to-Zero Problem
• Thus, if income is reallocated from one person to
another, the result under TEFRA is clear: one person
gets a refund, the other person has to pay more in tax.
• Because the assessment is pushed up to the entity
level under CPAR, and because the two adjustments
net to zero it would appear that no assessment would
obtain.
• The CPAR regulations take a very different approach to
address this problem.
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Net-to-Zero Problem
• In effect, CPAR regulations bifurcate the two
adjustments instead of netting them. The negative
adjustment (that is, the adjustment that is adverse to
the taxpayers) is treated as occurring in isolation and
in the historically correct period (what the regulations
call the “reviewed year”).

• However, the second adjustment is treated as
occurring when the audit is conceded (the “adjustment
year”).
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Net-to-Zero Problem
Example
• In 2019, Newco allocated $100 of income to Jones. In 2020, the
IRS audits Newco under the CPAR rules and asserts that the $100
allocation should have been made to Smith, another partner.
Assume Newco and all the relevant parties concede to this
determination. Assume further that the applicable tax rate for all
periods for CPAR purposes is 40%, and that Newco does not elect
to push out.
• Assessment: Smith is treated as allocated $100 in 2018. This
results in a $40 tax liability that is assessed against Newco, not
Smith or Jones. Interest and penalties are calculated from 2018.
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Net-to-Zero Problem
Example (cont’d)
• Offset: Jones is treated as having a $100 reduction in
taxable income. However, this event is treated as
occurring in 2020. Thus, to make this adjustment at the
entity level, Newco’s total income for 2020 is reduced
by $100. The reduction in income flows through to the
partners as of 2020.
• (The IRS has indicated that it is studying whether this
adjustment can be specially allocated and/or whether it
can be allocated pro rata to the partners in 2020.)
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Timing Problems
• A similar but different issue arises when the timing of
an item of income, deduction or credit is changed.

• This is not a net-to-zero adjustment, but it does result in
a significantly more complicated adjustment than would
be the case under TEFRA because all the “correct”
inclusions are treated as occurring in the adjustment
year, rather than in the historically accurate time.
• For example, if a deduction is moved from 2018 to
2019, the CPAR results would create a significant
change in 2018, but no offset until the adjustment year.
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Tax Equity Partnerships Going
Forward
• CPAR and Flip Partnerships – An Extended
Example
• Back to “Bare Flip” Partnerships?
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CPAR and Flip Partnerships
• In the case of an audit of a flip partnership, it seems
reasonably clear that the IRS will treat BFP status as
within the scope of CPAR.
• In that case, what happens if the IRS successfully
challenges such an arrangement as to BFP status?
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CPAR and Flip Partnerships
Example
• Newco has two partners, Doe and Smith. In 2018, Newco
generates R&D credits and allocates 99% of them (or $100 worth)
to Doe.
• Assume further that Newco is a flip partnership and in 2018 through
2023, Doe is allocated 99% of the income and loss of Newco, and
that starting in 2024, Doe’s share drops to 5% and Smith’s share
rises to 95%. Assume also that Smith can buy out Doe for $1
starting in 2024.
• (Note that this is inconsistent with the current design of flip
partnership and would likely cause problems under the Boardwalk
analysis. These “bad facts” are used specifically to highlight the
BFP issue.)
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CPAR and Flip Partnerships
• The IRS challenges this allocation based on the
principles of Boardwalk. The case drags on for several
years.
• In 2025, Newco concedes and in the same year the
adjustment is finalized.
• Thus, the IRS now assesses a tax liability against
Newco (not Doe) for $100, plus interest and, potentially,
penalties. In addition, Newco would be entitled to
allocate a $100 tax credit to its partners in 2025, the
adjustment year. Assume that this would result in an
allocation to Smith of $95 in credits and an allocation of
$5 in credits to Doe.
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CPAR and Flip Partnerships
• This result is in many ways more beneficial than would
be the case under TEFRA.

• The most important benefit is that the IRS cannot
eliminate the tax credits allocated to Doe under CPAR.
• The only way for the IRS to go directly against Doe, the
tax investor, is to argue that BFP status is not a
partnership-related item. As discussed above, the
2018 amendments to the CPAR rules and the proposed
regulations suggests that that BFP status in this fact
pattern can only be raised in a CPAR proceeding and
cannot be raised in a partner-level audit.
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CPAR and Flip Partnerships
• Another important benefit is that a significant number of
tax credits are allocated to Smith in the flip period of the
partnership.
• Recall that the hallmark of a flip partnership is to delay
any significant allocations to the sponsor, Smith, until
after the flip date.
• This means that Smith is likely to receive a large
allocation of tax credits precisely at a time when Smith
has more income from the research project.

• Thus, the allocation of tax credits may occur at exactly
the time when Smith can finally and efficiently utilize
them.
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Flip Partnerships Going Forward
• Modern designs of flip partnerships layer on several
levels of complexity and expense in order to avoid
challenges to the BFP status of the tax investor and
economic substance challenges.
• If the CPAR rules operate as set out in the current
regulations, then it may become significantly easier to
address these issues.
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Flip Partnerships Going Forward
• For example, if the BFP issue can only be raised in a
CPAR audit, then it may be possible to significantly reduce
the risk of a reallocation of credits to a potential tax
investor.
• Research sponsors may thus be able to obtain better
pricing for flip partnerships.
• Similarly, the rules surrounding buy-outs and yield that are
present in modern flip partnership may be less important if
the credits at issue can never be disallowed to the tax
investor.
• Can we go to bare flips and buy out the tax investor for $1?
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Caveats and Warnings
• First, there are complex rules that address the
partnership-level tax liability if the partnership is unable
to pay.
• In setting up a post-TEFRA flip partnership, developers
will need to assure tax investors that the partnership
will be able to pay any such liabilities.
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Caveats and Warnings
• Second, because penalties will be assessed at the
partnership-level along with tax and interest,
developers (who typically retain the long-term equity)
will want to ameliorate this issue.
• In that regard, tax opinions and related documentation
may be useful in showing reasonable cause.
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Caveats and Warnings
• Third, it will be important to model the re-allocation of credits to the
partners. In our example above, the tax investor was allocated 5%
of the “new” credits.
• Absent an agreement covering this, the tax investor will receive
more benefits without any parallel contribution to the partnership.
• Also, our example assumed that the adjustment year occurred
after the flip event.
• In fact, the adjustment year might occur before the flip event, so
that the tax investor would get a second “free” serving of the tax
credits.
• While very useful to the tax investor, it would be best to address
this in the partnership agreement or other documents.
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Caveats and Warnings
• Fourth, as noted, the IRS is considering how the
“offset” part of a reallocation is itself allocated.
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This presentation is based in part on a recent article:
Joseph C. Mandarino, TEFRA Repeal and Tax
Equity Partnerships, 45 Real Estate Taxation 15
(2018).
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