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The Bipartisan Budget 
Act of 2015 
Changed the IRS partnership audit rules effective as of 
January 1, 2018



DETAILS IN THE ACT

REPEALS TEFRA RULES

STREAMLINES AUDIT PROCEDURES FOR IRS

IRS CAN ASSESS TAX AT PARTNERSHIP LEVEL

MEANT FOR OVER 100 PARTNERS

SHOULD CONSIDER MAKING CHANGES TO 
PARTNERSHIP OR OPERATING AGREEMENT



• Required adjustments are taken into 
account at the partnership level—not by 
the individual partners.

• Adjustments are reflected in the year the 
audit is completed (or subsequent court 
proceeding is concluded), not the year 
under review.

• The IRS will collect the assessed amount, 
plus penalties and interest, from the 
partnership—not the individual partners.





Electing Out of the New Partnership 
Audit Rules

PARTNERSHIP AGREEMENTS: DO YOU HAVE 
THEM FOR ALL OF YOUR PARTNERSHIP CLIENTS?



THEY ARE NOT THE SAME!!!



SCHEDULE K-1 FORM 1065 SECTON L



BEGINNING PARTNER CAPITAL ACCOUNTS
• must also be determined using the tax 

basis method if:

• (1) partner capital accounts for the 
previous year were reported using 
the tax basis method, or 

• (2) the partnership maintained 
capital accounts in its books and 
records using the tax basis method. 

• if neither of the two statements are true, 
then beginning partner capital accounts for 
2020 may be computed using one of four 
methods: 

• (1) tax basis method, 
• (2) modified outside basis method, 
• (3) modified previously taxed capital 

method, or 
• (4) Section 704(b) method. The same 

method must be used for all partners.



Tax basis method (transactional approach)

• Increased by (i) the amount 
of money and tax basis of 
property contributed by the 
partner to the partnership 
(less any liabilities assumed 
by the partnership) and (ii) 
allocations of income or gain 
to the partner (including tax-
exempt income).

• Decreased by (i) the amount 
of money and tax basis of 
property distributed by the 
partnership to the partner 
and (ii) allocations of loss or 
deductions (including 
nondeductible expenses) 
made to the partner.



LET’S 
RECAP



Determining Liability 
Allocations

• OUTSIDE BASIS
• INCLUDES SHARE OF 

PARTNERSHIP LIABILITIES
• REGARDLESS IF 

RECOURSE, 
NONRECOURSE, 
QUALIFIED 
NONRECOURSE



RECOURSE DEBT

• BEARS THE ECONOMIC RISK OF LOSS IF THE PARTNER OR RELATED PERSON 

• (1) HAS A PAYMENT OBLIGATION, TREAS. REG 1.752-2(B) (EXCEPT FOR 1.752-
2(D)(2)); 

• (2) IS A LENDER TO THE PARTNERSHIP, 1.752-2(C) (EXCEPT FOR 1.752-2(D)(1)); 

• (3) GUARANTEES PAYMENT OF INTEREST, 1.752- 2(E); OR 

• (4) PLEDGES PROPERTY AS SECURITY FOR A PARTNERSHIP LIABILITY, 1.752-2(H).



NON-RECOURSE DEBT

THE SUM OF:
1. The partner’s share of partnership IRC 704(b) minimum gain (the amount by which 

nonrecourse debt exceeds the book basis of property securing the debt)
2. The partner’s share of IRC 704(c) minimum gain. IRC 704(c) minimum gain is amount by 

which the nonrecourse debt exceeds the tax basis of property securing the debt. This gain 
is generally allocated to the partner who contributed encumbered property.

3. The partner’s share of excess nonrecourse liabilities (the amount of debt not allocated by 
steps one and two above).



SECTION 704C
• 704C PROPERTY AND GAIN OR LOSS

• 704 (B) AND (C) INTERFACE:
 The purpose of Section 704(b) is to govern the economics - looks to fair market value 

upon contribution.
 The purpose of Section 704(c) is to prevent taxable gain or loss inherent in property at 

time of contribution from being shifted to another partner- looks to the difference 
between adjusted tax basis and fair market value upon contribution.

 Section 704(c) tax allocations are determined after Section 704(b) book allocations are 
determined.



§704(b) minimum 
gain

§704(c) minimum 
gain

§704(c) built-in gain

What is it? The minimum gains 
the partnership 
would recognize to 
satisfy nonrecourse 
debt.

The minimum gains 
the partnership 
would recognize to 
satisfy nonrecourse 
debt.

The gain the partnership 
would recognize if it sold 
the asset at FMV at 
contribution.

How does the 
partnership 
allocate it?

In accordance with

PIP or under the

§704(b) safe 
harbors.

To the contributing 
partner.

To the contributing partner.

How is it created? Typically, through 
depreciation.

Upon contribution. Upon contribution.

Which tier is it? Tier 1. Tier 2. N/A.



THELMA AND LOUISE

• Thelma and Louise decide 
to form Thunderbird LLC.  
Thelma will contribute 
undeveloped land with a tax 
basis of $4,000 and a FMV of 
$10,000.  Louise will contribute 
$10,000 cash.  Thelma and 
Louise will share all income 
and loss 50/50.



When the LLC is formed, there is a disconnect between Thelma’s “tax 
basis” in her LLC interest and her “capital account” as shown below:

Thelma Louise

Tax Basis Capital 
Account

Tax Basis Capital 
Account

$4,000 $10,000 $10,000 $10,000



Thunderbird LLC sells the land for $10,000.  Thunderbird LLC will recognize tax gain of $6,000 
($10,000 FMV - $4,000 tax basis) and book gain of $0 ($10,000 FMV - $10,000 book basis).  If Section 
704(c) did not exist, Thelma and Louise would split both the tax and book gain evenly:

Thelma Louise

Tax Basis Capital 
Account

Tax Basis Capital 
Account

$4,000 $10,000 $10,000 $10,000

Gain on sale 
of land

$3,000 $0 $3,000 $0

Totals $7,000 $10,000 $13,000 $10,000



NOW LET’S CORRECTLY APPLY 704 C

Thelma Louise
Tax Basis Capital 

Account
Tax Basis Capital 

Account
$4,000 $10,000 $10,000 $10,000

Gain on sale 
of land

$6,000 $0 $0 $0

Totals $10,000 $10,000 $10,000 $10,000



Change this up a little and sell the land for $12,000 (a gain). 

Thelma Louise
Tax Basis Capital 

Account
Tax Basis Capital 

Account
$4,000 $10,000 $10,000 $10,000

Gain on sale 
of land

$7,000 $1,000 $1,000 $1,000

Totals $11,000 $11,000 $11,000 $11,000



But what if the land is sold for $9,000 (a loss)? 

Thelma Louise

Tax Basis Capital 
Account

Tax Basis Capital 
Account

$4,000 $10,000 $10,000 $10,000

Gain on sale of 
land

$5,000 ($500) $0 ($500)

Totals $9,000 $9,500 $10,000 $9,500



754 ELECTION

• An IRC Section 754 election allows 
a partnership to adjust the basis of the 
property within a partnership under IRC 
Sections 734(b) and 743(b) when one of 
two triggering events occur: 1) a 
distribution of partnership property or 2) 
certain transfers of a partnership interest.



Section 734 – Distribution of partnership assets to a partner.

1. increasing the adjusted basis of 
partnership property by
• the amount of gain recognized by 

the distributee partner, and
• the excess of the adjusted basis of 

the distributed property to the 
partnership immediately before the 
distribution over the basis of the 
distributed property to the 
distributee (IRC § 734(b)(1)),

1. decreasing (only in the case of a 
liquidating distribution) the adjusted 
basis of partnership property by
• the amount of loss recognized by 

the distributee partner, and
• the excess of the basis of the 

distributed property to the 
distributee over the adjusted basis 
of the distributed property to the 
partnership immediately before the 
distribution (IRC § 734(b)(2)).



MIX BETWEEN TWO CONCEPTS

ENTITY METHOD

• Treating the partnership 
as an entity separate and 
distinct from its owners.

AGGREGATE METHOD

• Treating the partnership as 
an aggregation of its owners, 
each of whom owns a share 
of the various partnership 
assets.



TWO DIFFERING APPROACHES
INSIDE BASIS

• This is a product of the 
aggregate method. Each 
partner has proportionate 
share of the tax basis of the 
assets in the partnership.

OUTSIDE BASIS
• This is a product of the entity 

method. Each partner has a tax 
basis in his investment in the 
partnership that is separate and 
distinct from the assets of the 
partnership. This is dictated by 
the items that affect each 
partner’s basis.



BRIDGES 
THE GAP



A COUPLE QUESTIONS FOR YOU

1. Do you have a current partnership agreement for 
every one of your partnership clients?

2. Do you know there is a good possibility you need 
conflict of interest forms for you, the partnership, 
and the partners?

3. Can you prepare a partnership agreement for 
those clients that do not have one? (Cause you 
are going to be sure you do now!)
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