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Modi fications and Additions to the Unified Partnership Audit
Procedur es

AGENCY: Internal Revenue Service, Treasury.

ACTI ON: Final and tenporary regul ati ons.

SUMVARY: This docunent contains final and tenporary regul ations
relating to the unified partnership audit procedures added to the
I nternal Revenue Code by the Tax Equity and Fi scal Responsibility
Act of 1982 (TEFRA). The unified partnership audit procedures
generally provide adm nistrative rules for the auditing of
partnership itens at the partnership level. These regul ations
nodi fy the existing unified partnership audit procedures to
comply with the Taxpayer Relief Act of 1997 (1997 Act) and the

I nternal Revenue Service Restructuring and Reform Act of 1998
(1998 Act), and add new regul ations to adm nister the new unified
partnership audit provisions added by the 1997 Act. |In general,
the text of these tenporary regul ations also serves as the text

of the proposed regul ations set forth in the notice of proposed
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rul emaki ng on this subject in the Proposed Rul es section of this
I ssue of the Federal Register.

DATES: Effective Date: These regulations are effective January

26, 1999.
FOR FURTHER | NFORMATI ON CONTACT: Robert G Honi gman, (202) 622-
3050 (not a toll-free nunber).
SUPPLEMENTARY | NFORVATI ON:
Backgr ound
Thi s docunent contains tenporary anendnents to the Procedure
and Adm ni stration Regulations (26 CFR Part 301) relating to the
uni fied partnership audit procedures found in sections 6221
t hrough 6233 of the Internal Revenue Code (Code) and fi nal
regul ations pertaining to the applicable dates of
8301.6231(a)(7)-1T(p)(2) and §301.6231(a)(7)-1T(r)(1). Sections
1231 through 1243 of the Taxpayer Relief Act of 1997, Public Law
105-34, 111 Stat. 788, modified some of the existing procedures
and added certain new rules. Section 3507 of the Internal
Revenue Service Restructuring and Reform Act of 1998, Public Law
105-206, 112 Stat. 685, modified section 6231. This document
modifies existing regulations that, because of the 1997 Act or
the 1998 Act, no longer reflect current law.
Expl anati on of Provisions

Penalties Determined At The Partnership Level

Before the 1997 Act, the Internal Revenue Service (Service)
could impose penalties on a partner only through the application

of the deficiency procedures after the completion of a
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partnership | evel proceeding. Forcing the Service to open
deficiency proceedi ngs agai nst the individual partners was
I nconsistent with the efficiency goal of the unified partnership
audit rules. The 1997 Act cured this problem by providing that,
for partnerships under audit for taxable years ending after
August 5, 1997, partnership |evel proceedings include the
determ nation of applicable penalties at the partnership |evel.
Partners now nmay rai se any partner |evel defenses to the
I nposition of penalties only in a subsequent refund action.
Consi stent with these statutory changes, the tenporary
regulations mandate that the partnership’s penalty defenses are
to be resolved during the partnership proceeding. Nevertheless,
any individual defenses that a partner may have to the imposition
of a penalty may be brought by the partner in a refund action
subsequent to the partnership level determination. In order to
minimize the burden on individual partners to defend themselves
by bringing their own refund suits, the temporary regulations
incorporate a large number of defenses at the partnership level.
The majority of a partner's defenses to the imposition of
penalties are not specific to a particular partner, but can be
determined by reference to the activities of the partnership.
The applicability of these defenses may be resolved at the
partnership level during the partnership proceeding. In
addition, the temporary regulations modify the computational
adjustment rules to allow the Service to assess penalties under

those procedures.



Partial Settlenents

The period for assessing tax with respect to partnership
items generally is the longer of the periods provided by section
6229 or section 6501. For partnership itens that convert to
nonpartnership itens, section 6229(f) provides that the period
for assessing tax shall not expire before the date which is one
year after the date that the itens becane nonpartnership itens.
Section 6231(b)(1)(C provides that the partnership itens of a
partner for a partnership taxable year beconme nonpartnership
itenms as of the date the partner enters into a settl enent
agreenment with the Service with respect to such itens. |In sone
audi ts, however, the taxpayer and the Service will enter into a
settl enment agreenent regarding sonme, but not all, of the
taxpayer’s partnership itens. The 1997 Act added a special rule
for these partial settlenent agreenents in section 6229(f)(2),
providing that the period for assessing any tax attributable to
the settled itens is determned as if the partial settlenment had
not been executed. Thus, the limtations period applicable to
the last partnership itemto be resolved for the partnership’'s
t axabl e year under audit is controlling with respect to al
di sputed partnership itens (including settled itens) for such
partnershi p taxabl e year.

The tenporary regul ations state that the one year period for
assessing partnership itens that convert to nonpartnership itens
applicable to settlenent agreenments under section 6231(b)(1)(C

does not apply to partial settlenent agreenments under section
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6229(f)(2). Moreover, the tenporary regulations clarify that the
partner remains subject to the unified audit procedures regarding
t he nonsettled itens.

Tax Matters Partner As A Debtor In Bankruptcy

Section 6229(b)(1)(B) provides that the statute of
limtati ons under section 6229 is extended with respect to all
partners in the partnership by an agreenment entered into between
the tax matters partner (TMP) and the Service. Treas. Reg.
§301.6231(a)(7)-1(I)(2)(iv) (1996) and Temp. Treas. Reg.
8301.6231(c)-7T(a) (1987), however, provide that upon the filing
of a petition naming a partner as a debtor in a bankruptcy
proceeding, the partner/debtor's partnership items convert to
nonpartnership items, and if the partner/debtor was the TMP, that
status terminates. These rules were promulgated to avoid the
complications that the automatic stay provision contained in 11
U.S.C. 362(a)(8) would have on a unified partnership audit. As a
result, if a TMP executed a consent to extend the statute of
limitations during a period when the TMP was a debtor in a
bankruptcy proceeding, the consent would not be binding on the
other partners. Under the regulations, the person signing the
agreement was ineligible to act as the TMP and extend the statute
as to all partners.

To resolve the uncertainty under prior law in the situation
where a TMP executes an agreement extending the statute of
limitations as to all partners while, unknown to the Service, the

TMP is a debtor in a bankruptcy proceeding, the 1997 Act provides
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that the Service may rely on the executed statute extension
agreenent unless it is notified of the TMP s bankruptcy
proceeding. |If the Service is not notified of the TMP s
bankruptcy proceedi ng, statute extensions granted by the TMP are
bi nding on all partners in the partnership.

The tenporary regul ations provide a nmechanismfor the TMP,
or other partners, to provide notice to the Service that the TP
Is a debtor in a bankruptcy proceeding and therefore is
ineligible to serve as TMP and extend the statute under section
6229. This nechanismis derived fromexisting regulations that
provi de gui dance on how to notify the Service of information
concerning a partnership s partners.

Smal | Partnership Exception

The 1997 Act anmended the small partnership exception to the
uni fied partnership audit procedures found in section 6231.
Formerly, in order to qualify for the small partnership
exception, the partnership had to have 10 or fewer partners at
all times during the tax year, each of whom was a natural person
(other than a nonresident alien) or an estate, and for which each
partner’s share of each partnership item was the same as that
partner’s share of every other partnership item. The 1997 Act
amended the small partnership exception by allowing partnerships
to qualify for the exception even if they have a C corporation
for a partner or specially allocate some partnership items. The

temporary regulations modify the existing regulations



-7-

interpreting the small partnership exception to take account of
this change in the | aw
Ef fective Date

These final and tenporary regul ations are applicable January
26, 1999. In accordance with section 7805(e)(2), the tenporary
regul ati ons contai ned herein shall expire January 25, 2002.
Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in EO 12866. Therefore,
a reqgul atory assessnent is not required. It also has been
determ ned that section 533(b) of the Adm nistrative Procedures
Act (5 U.S.C. chapter 5) does not apply to these regul ations.
For the applicability of the Regulatory Flexibility Act (5 U S. C
chapter 6) refer to the Special Analyses section of the preanble
to the cross reference notice of proposed rul emaki ng published in
t he Proposed Rules section in this issue of the Federal Register.
Pursuant to section 7805(f) of the Internal Revenue Code, these
final and tenporary regulations will be submtted to the Chief
Counsel for Advocacy of the Small Business Adm nistration for
comment on their inpact on small business.
Drafting Information

The principal authors of these tenporary regulations are
Robert G Honigman, O fice of the Assistant Chief Counse
(Passt hroughs & Special Industries), and Wlliam A Heard, Ofice

of the Assistant Chief Counsel (Field Service). However, other
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personnel fromthe Service and Treasury Departnent partici pated
in their devel opnent.
Li st of Subjects in 26 CFR Part 301

Enpl oynent taxes, Estate taxes, Excise taxes, Gft taxes,
I ncome taxes, Penalties, Reporting and recordkeeping
requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR part 301 is anended as foll ows:
PART 301- - PROCEDURE AND ADM NI STRATI ON

Paragraph 1. The authority citation for part 301 conti nues
toread in part as foll ows:

Authority: 26 U S.C. 7805 * * *

Par. 2. Amend §8301.6221-1T by:

1. Redesignating paragraph (c) as paragraph (e).

2. Adding new paragraphs (c) and (d).

The additions read as follows:

§301.6221-1T Tax treatment determined at partnership level

(temporary)

* k k k%

(c) Penalties determined at partnership level (partnership

taxable years ending after August 5, 1997) . Any penalty,

addition to tax, or additional amount that relates to an
adjustment to a partnership item, shall be determined at the
partnership level. Partner level defenses to such items can only
be asserted through refund actions following assessment and

payment. Assessment of any penalty, addition to tax, or
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addi tional anmount that relates to an adjustnent to a partnership
item shall be nmade based on partnership | evel determ nations.
Partnership | evel determ nations include all the |egal and
factual determ nations that underlie the determ nation of any
penalty, addition to tax, or additional anmount, other than
partner |evel defenses specified in paragraph (d) of this
section.

(d) Partner level defenses. Partner |evel defenses to any

penalty, addition to tax, or additional anmount that relates to an
adjustnment to a partnership item nmay not be asserted in the
partnership | evel proceeding, but may be asserted through
separate refund actions foll ow ng assessnent and paynent. See
section 6230(c)(4). Partner level defenses are limted to those
that are personal to the partner or are dependant upon the
partner’s separate return, and cannot be determ ned at the
partnership level. Exanples of these determ nations are: whether
any applicable threshold underpaynent of tax has been net with
respect to the partner or whether the partner has net the
criteria of section 6664(b)(penalties applicable only where
return is filed), or section 6664(c)(1)(reasonable cause
exception) subject to partnership |evel determ nations as to the
applicability of section 6664(c)(2).
* ok x k%

Par. 3. Amend 8301.6223(c)-1T by adding a sentence to the

end of paragraph (c) to read as follows
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8301.6223(c)-1T Additional information regarding partners

furnished to the Service (temporary)

* *k *x k%

(c) * * * Furthermore, reference to a prior general
notification to the Service that a partner who would otherwise be
the tax matters partner is a debtor in a bankruptcy proceeding or
has had a receiver appointed for him in a receivership proceeding
Is not sufficient unless a copy of the notification document
referred to is attached to the statement.

S—

Par. 4.  Amend 8301.6224(c)-3T by:

1. Revising the section heading.

2. Revising paragraphs (b), (c)(3)(ii), and (d), Example

a) .
The revisions read as follows:

§301.6224(c)-3T Consistent settlement terms (temporary)

* k k k%

(b) Requirements for consistent settlement terms --

() In_general. Consistent settlement terms are those based on
the same determinations with respect to partnership items.

However, consistent settlement terms also may include partnership
level determinations of any penalty, addition to tax, or

additional amount that relates to partnership items. Settlements

with respect to partnership items shall be self-contained; thus,

a concession by one party with respect to a partnership item may

not be based upon a concession by another party with respect to
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any itemthat is not a partnership itemother than any penalty,
addition to tax, or additional anmount that relates to an
adjustnent to a partnership item Consistent agreenents, whether
conprehensive or partial, nust be identical to the original
settlenent (that is, the settlenment upon which the offered
settlenent terns are based). A consistent agreenent nust mrror
the original settlenent and may not be limted to selected itens
fromthe original settlenent. Once a partner has settled a
partnership item or penalty, addition to tax, or additional
anount that relates to an adjustnent to a partnership item that
partner may not subsequently request settlenent terns consistent
with a settlenent that contains the previously settled item The
requi renment for consistent settlenent terns applies only if--

(i) The itens were partnership itens (and any rel ated
penalty, addition to tax, or additional anount) for the partner
entering into the original settlenent inmediately before the
original settlenent; and

(i1) The itenms are partnership itens (and any rel ated
penalty, addition to tax, or additional anmount) for the partner
requesting the consistent settlenent at the tinme the partner
files the request.

(2) Effect of consistent agreenent. Consistent settlenent

terms are reflected in a consistent agreenent. A consistent
agreenent is not a settlenent agreenent which gives rise to
further consistent settlenment rights because it is required to be

gi ven wi thout volitional agreement of the Secretary. Therefore,
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a consistent agreenment required to be offered to a requesting
taxpayer is not a settlenent agreenment under section 6224(c)(2)
of the Internal Revenue Code, or paragraph (c)(3) of this section
which starts a new period for requesting consistent settlenent
ternms. For all other purposes of the Internal Revenue Code,
however, (e.g., binding effect under section 6224(c)(1), and
conversion to nonpartnership itens under section 6231(b)(1)(C) a
consi stent agreement is treated as a settlenent agreenent.

(c) * * *

(3) * * *

(ii) The 60'" day after the day on which the settlenent
agreenent was entered into.

(d) * * *

Exanple (1). The Service seeks to disallow a $100, 000 | oss
reported by Partnership P. The Service agrees to a settlenent
with X, a partner in P, in which the Service allows 60 percent of
the | oss, accepts the treatnment of all other partnership itens on
the partnership return, and i nposes a penalty for negligence
related to the | oss disallowance. Partner Y, which owms a 10
percent interest in the partnership, requests settlenment terns
whi ch are consistent with the settlenment nmade between X and the
Service. The itens are partnership itens (and a rel ated penalty)
for X imediately before X enters into the settlenent agreenent
and are partnership itens (and a related penalty) for Y at the
time of the request. The Service nust offer Y settlenent terns
allowing a $6,000 | oss, a negligence penalty on the $4, 000
di sal  onance, and otherw se reflecting the treatnent of
partnership itenms on the partnership return.

* * % * *

Par. 5. Add 8301.6229(b)-2T to read as follows:
8301.6229(b)-2T Special rule with respect to debtors in Title 11

cases (temporary)
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(a) In general. Notw thstanding any other law or rule of
law, if an agreenent is entered into under section 6229(b)(1)(B),
and the agreenent is signed by a person who would be the tax
matters partner but for the fact that, at the tinme that the
agreenent is executed, the person is a debtor in a bankruptcy
proceedi ng under Title 11 of the United States Code, such
agreenent shall be binding on all partners in the partnership
unl ess the Service has been notified of the bankruptcy proceedi ng
I n accordance with paragraph (b) of this section.

(b) Procedures for notifying the Service of a partner’s

bankruptcy proceeding. (1) The Service shall be notified of the

bankruptcy proceeding of the tax matters partner in accordance
with the procedures set forth in §8301.6223(c)-1T.

(2) In addition to the information specified in 8301.6223(c)-
1T, notification that a person is (or was) a debtor in a
bankruptcy proceeding shall include the date the bankruptcy
proceeding was filed, the name and address of the court in which
the bankruptcy proceeding exists (or took place), the caption of
the bankruptcy proceeding (including the docket number or other
identification number used by the court), and the status of the
proceeding as of the date of notification.

Par. 6. Add 8301.6229(f)-1T to read as follows:

8301.6229(f)-1T Special rule for partial settlement agreements

(temporary)

(a) In_general . If a partner enters into a settlement
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agreenent with the Service with respect to the treatnent of sone
of the partnership itens in dispute for a partnership taxable
year, but other partnership itens for such year remain in
di spute, the period of Iimtations for assessing any tax
attributable to the settled itens shall be determned as if such
agreenent had not been entered into.

(b) Gher itens remaining in dispute. Pursuant to section

6226(c), a partner is a party to a partnership |evel judicial
proceeding with respect to partnership itens. Wen a partner
settles partnership itens, the settled partnership itens convert
to nonpartnership itens under section 6231(b)(1)(C and will not
be subject to any future or pending partnership | evel proceeding
pursuant to section 6226(d)(1). The renaining unsettled
partnership itens, however, will remain subject to determ nation
under partnership |level adm nistrative and judicial procedures.
Consequently, any remaining unsettled itens will be deened to
remain in dispute. Thus, the period for assessing settled itens
wi |l be governed by the period for assessing the remaining
unsettled itens.

Par. 7. Amend 8301.6231(a)(1)-1T by:

1. Revising the first two sentences of paragraph (a)(1).

2. Removing paragraph (a)(3).

3. Redesignating paragraph (a)(4) as paragraph (a)(3).

The revision reads as follows:

§301.6231(a)(1)-1T Exception for small partnerships (temporary)

(a)***



-15-

(1) “10 or fewer.” The “10 or fewer” limtation described in

section 6231(a)(1)(B)(i) is applied to the nunber of natural
persons (other than nonresident aliens), C corporations, and
estates of deceased partners that were partners at any one tine
during the partnership taxable year. Thus, for exanple, a
partnership that at no tinme during the taxable year had nore than
10 partners may be treated as a small partnership even if,
because of transfers of interests in the partnership, 11 or nore
nat ural persons, C corporations, or estates of deceased partners
owned interests in the partnership for sone portion of the
taxabl e year. * * *
-

Par. 8. Amend 8301.6231(a)(6)-1T by:

1. Revising paragraph (a).

2. Removing paragraph (c).

The revision reads as follows:

§301.6231(a)(6)-1T Computational adjustments (temporary)

(a) In_general . A change in the tax liability of a partner
to properly reflect the treatment of a partnership item under
subchapter C of chapter 63 of the Internal Revenue Code is made
through a computational adjustment. A computational adjustment
includes a change in tax liability that reflects a change in an
affected item where that change is necessary to properly reflect
the treatment of a partnership item, or any penalty, addition to
tax, or additional amount that relates to an adjustment to a

partnership item. However, if a change in a partner's tax
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liability cannot be nade w thout nmaking one or nore partner |evel
determ nations, that portion of the change in tax liability
attributable to the partner |evel determ nations shall be nade
under the provisions of subchapter B of chapter 63 of the
I nternal Revenue Code (relating to deficiency procedures), except
for any penalty, addition to tax, or additional anmount which
relates to an adjustnent to a partnership item

(1) Changes in a partner’s tax liability with respect to
affected itens that do not require partner |evel determ nations
(such as the threshold amount of nedi cal deductions under section
213 that changes as the result of determ nations nmade at the
partnership |level) are conputational adjustnments that are
directly assessed. Wen nmaking conputational adjustnents, the
Servi ce may assune that anounts the partner reported on the
partner’s individual return include all amounts reported to the
partner by the partnership, absent contrary notice to the Service
(for example, a “Notice of Inconsistent Treatment ). Such an
assumption by the Service does not constitute a partner level
determination. Moreover, substituting redetermined partnership
items for the partner’s previously reported partnership items
(including partnership items included in carryover amounts) does
not constitute a partner level determination where the Service
otherwise accepts all nonpartnership items (including, for
example, nonpartnership item components of carryover amounts) as

reported.
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(2) Changes in a partner’s tax liability with respect to
affected itens that require partner |evel determ nations (such as
a partner’s at-risk anount to the extent it depends upon the
source from which the partner obtained the funds that the partner
contributed to the partnership) are conputational adjustnents
subj ect to deficiency procedures. Nevertheless, any penalty,
addition to tax, or additional anmount that relates to an
adjustnment to a partnership itemnmy be directly assessed
foll ow ng a partnership proceedi ng, based on determinations in
t hat proceedi ng, regardl ess of whether partner |evel
determ nations are required.

* ok x k%

Par. 9. Amend 8301.6231(a)(7)-1 by adding a sentence at the

end of paragraphs (p)(2) and (r)(1) to read as follows:

8301.6231(a)(7)-1 Designation or selection of tax matters

partner .

* k k k%

(p)***

(2) * * * For regulations applicable on or after January 26,
1999 (reflecting statutory changes made effective July 22, 1998)
and before January 25, 2002, see 8301.6231(a)(7)-1T(p)(2).

(r) *** (1) * * * For regulations applicable on or after
January 26, 1999 (reflecting statutory changes made effective
July 22, 1998) and before January 25, 2002, see §8301.6231(a)(7)-
1T(r)(2).
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Par. 10. Add 8301.6231(a)(7)-1T to read as follows:

8301.6231(a)(7)-1T Designation or selection of tax matters

partner (temporary)

(a) through (p)(1) [Reserved]. For further guidance, see
§301.6231(a)(7)-1(a) through (p)(1).

(p)(2) When each general partner is deemed to have no

profits interest in the partnership . If it is impracticable under

8301.6231(a)(7)-1(0)(2) to apply the largest-profits-interest
rule of 8301.6231(a)(7)-1(m)(2), the Commissioner will select a
partner (including a general or limited partner) as the tax
matters partner in accordance with the criteria set forth in
8301.6231(a)(7)-1(q). The Commissioner will notify, within 30
days of the selection, the partner selected, the partnership, and
all partners required to receive notice under section 6223(a),
effective as of the date specified in the notice. For
regulations applicable before July 22, 1998, see 8301.6231(a)(7)-
1(P)(2).

(p)(3) through (q) [Reserved]. For further guidance, see
§301.6231(a)(7)-1(p)(3) through (q).

(r) Natification of partnership --(1) In general.

Commissioner selects a tax matters partner under the provisions
of 8301.6231(a)(7)-1(p)(1) or (3)(i), the Commissioner will

notify, within 30 days of the selection, the partner selected,

the partnership, and all partners required to receive notice

under section 6223(a), effective as of

If the
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the date specified in the notice. For regulations applicable
before July 22, 1998, see §301.6231(a)(7)-1(r)(1).
(r)(2) [Reserved]. For further guidance, see

§301.6231(a)(7)-1(r)(2).

/s/ Robert E. Wenzel

Deputy Commissioner of Internal Revenue Service

Approved: December 30, 1998
/s/ Donald C. Lubick

Assistant Secretary of the Treasury



