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 Handling Audits: Science and Art
* Types of Entities

e Statutes of Limitations

e Audit Process and Audit Issues

* Judicial Review

e Tips and Traps
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TEFRA Overview

« As with any effort to simplify the Code, the TEFRA
provisions created a complex process with new
problems and traps for the unwary. The Tax Court calls
these rules “distressingly complex and confusing.”
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Purpose of TEFRA

* Pre-TEFRA

= Audits were only conducted at the partner level, if the IRS wanted to
audit a partnership item, the IRS had to audit each partner individually.

= Created duplication of effort and administrative difficulties.

= Also led to inconsistencies in how partners were treated

« TEFRA was designed to address these problems by allowing an
audit of partnership items to be conducted at the partnership level.

The TEFRA provisions are incorporated in Sections 6221-6234 of
the Code.
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TEFRA Defined Terms

e Partnership

* Partner

e Partnership ltems

e Nonpartnership Items

« Affected Item

e Computational Adjustment

» Notice Partners



TEFRA Defined Terms
Partnership

 The TEFRA rules apply to audits of all partnerships, unless

= The partnership has 10 or fewer partners; and

= All the partners are individuals, C corporations, or an estate of a
deceased partner.

= TRAP: A disregarded entity is counted as a partner and causes the

partnership to be a TEFRA partnership. Rev. Rul. 2004-88, 2004-2 C.B.
165.

.R.C. § 6231(a)(1)

« A small partnership (10 or fewer partners) can elect to be subject to
TEFRA procedures by filing Form 8893.
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TEFRA Defined Terms
Parther

« A*partner” is any actual partner in the partnership and
“any other person whose income tax liability under
subtitle A is determined in whole or in part by taking into
account directly or indirectly partnership items of the
partnership.” I.R.C. § 6231(a)(2)

= Historic Boardwalk Hall LLC v. Comm’r, 694 F.3d 425 (3d
Cir. 2012) — historic rehabilitation tax credits; bona partner
In enterprise?

= Castle Harbour'cases (D. Conn. and 2d Cir.)



TEFRA Defined Terms
Parther

e The definition of partner includes:

= Pass-thru partners:

- “A partnership, estate, trust, S corporation, nominee, or other similar person
through whom other persons hold an interest in the partnership with respect to
which proceeding under this subchapter are conducted.” I.R.C. § 6231 (a)(9).

- Adisregarded entity is also a pass-thru partner. Rev. Rul. 2004-88, 2004-2
C.B. 165.

= Indirect partners:
« “a person holding an interest in a partnership through one or more pass-thru
partners.” I.R.C. 8 6231 (a)(9).
* Thus, indirect partners include S corporation shareholders, partners, LLC
members, trust beneficiaries, and subtrusts.



TEFRA Defined Terms
Partnership Items

e “Partnership items” are those item that are “required to be taken into
account for the partnership’s taxable year under any provision of
subtitle A to the extent regulations prescribed by the secretary
provide that, for purposed of this subtitle, such item is more
appropriatelty determined at the partnership level than at the partner
level.” .R.C. § 6231(a)(3).

A TEFRA partnership audit can address only partnership items.
Nonpartnership items are determined at the individual partner level.
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TEFRA Defined Terms
Partnership Items

» Partnership items include all such items reported on IRS
Form 1065 and Schedule K-1, such as:

= A partner’s distributive share of the partnership’s income,
gain, loss, deduction, or credit;

= Partnership liabilities; and
= Guaranteed payments.

Treas. Reg. § 301.6231(a)(3)-1(a)
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TEFRA Defined Terms
Partnership Items

e Partnership items also include:

= The partnership’s statue of limitations. Slovacek v. United States, 36
Fed. Cl. 250 (1996); Weiner v. United States, 389 F.3d 152 (5" Cir.
2004); Kaplan v. United States, 133 F.3d 469 (7™ Cir. 1998); Blak
Investments v. Comm’r, 133 T.C. 431 (2009) (period of assessment
of tax attributable to partnership items remain open under section
6501(c)(10) with respect to listed transaction if the taxpayer has not
made the requisite disclosure of participation).

= The determination of who is a partner of the partnership. Blonien v.
Comm’r, 118 T.C. No. 34 (2002); Katz v. Comm’r 335 F.2d 1121 (10"
Cir. 2003)

= Are the facts relevant to the analysis determinable at the partnership level
or the partner level.

= TP says partner level because TP does not want to give the IRS that line
of attack
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TEFRA Defined Terms
Nonpartnership ltems

« A*nonpartnership item” is an item that is not a partnership item.
|.R.C. § 6231(a)(4).

« Nonpartnership items are addressed at the partner level, often after
the partnership-level proceeding ends.

« Example: A purchases a partnership interest in Partnership X for
$5,000. The Amount A paid for the partnership interest is a
nonpartnership item and would not be audited at the partnership
level.
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TEFRA Defined Terms
Affected Items

* An “affected item” is any item to the extent such item is affected by a
partnership item. I.R.C. 8§ 6231(a)(5); Treas. Reg. § 301.6231(a)(5)-1(a).

« Affected items include items on a partner’s return that are computed in part
based on partnership items.

« Examples:

= Partner’s outside basis — the amount of a partner’s outside basis is affected by a

partner’s distributive share of partnership items. Treas. Reg. 8§ 301.6231(a)(5)-
1(b).

= Miscellaneous itemized deductions — the amount allowed is based on adjusted
gross income, which is affected by a partner’s distributive share of partnership
items. Treas. Reg. § 301.6231(a)(5)-1(a).
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TEFRA Defined Terms
Computational Adjustment

* A*“computational adjustment” is the change in tax liability
that properly reflects the correct treatment of a
partnership item. |.R.C. § 6231(a)(6).

e Computational adjustments are the bridge between the
partnership-level proceeding and the partner’s tax
liability. They are tax assessments or abatements.
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TEFRA Defined Terms
Computational Adjustment

* There are two categories of computational adjustments:

= Affected items that do not require partner level determinations. The
adjustments are mechanical. When no partner level determinations are
required, the computational adjustments directly assessed. Treas. Reg. §
301.6231(a)(6)-1(a)(2).

= Example: Partnership A underreported its income by $100. Corporation B has a
50% interest in Partnership A, and B’s income increased by $50. B is in the
35% tax bracket, and a computational adjustment is made that increases B'’s
tax liability by $17.50. This amount plus interest is assessed.

= Affected items that do require partner-level determinations. These can be
assessed against the partner only through normal deficiency procedures.
Treas. Reg. § 301.6231(a)(6)-1(a)(3).

- Exception: Penalties require partner-level determination but fall outside of the
normal deficiency procedures and can be directly assessed.
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TEFRA Defined Terms
Notice Partners

« Certain rights are provided to “notice partners.” |.R.C. § 6231(a)(8).
* A notice partner includes:

= Any direct partner in a partnership with 100 or fewer partners.

= Adirect partner in a partnership with more then 100 partners who holds at least 1%
interest in the partnership.

= Direct partners who hold a 5% aggregate interest and form a “notice group.”

= |Indirect partners who are treated as direct partners under the regulations (by their
request or the Service’s exercise of discretion).

= Tip: Most partners will be — or can be, in the case of indirect partners — notice partners.
|.R.C. 8§ 6223(a),(b),(c); Treas. Reg. § 301.6223(b)-1(a).

« The TMP is required to forward notice to any direct partner who is not a notice
partner (i.e., a direct partner who has less than 1-percent interest in a
partnership with more than 100 direct partners).

e [If an indirect partner is not entitled to notice from the IRS, the pass-thru partner
is required to forward any notice to the indirect partners. I.R.C. § 6223(h).
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The Tax Matters Partner (TMP)
Overview

 Who can be in the TMP and for how long?
 What Is the role of the TMP?

 How long does the TMP’s authority survive?
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TMP
Who Can be the TMP?

 The TMP must be a partner with the authority to bind the
partnership.

= General partnership: any partner
= Limited partnership: a general partner

= LLC: a member-manager or, if none, any member

= Trap: Limited partners, non-managing members, and non-
partners may not be the TMP. But a disregarded entity can be the
TMP, if it has the authority to bind the partnership under state law.

|.R.C. 86231(a)(7); Treas. Reg. 8301.6231(a)(7)-1, -2; Rev.
Rul. 2004-88, 2004-2 C.B. 165.
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TMP
Sample TMP Provision - Delegation

 Example 8 from Addendum (Delegation of TMP Role to ineligible
TMP):

= The General Partner delegates to [ineligible TMP] in its capacity as Tax
Agent, to the extent permitted under the Code and applicable Treasury
regulations, its authority as Tax Matters Partner of the Partnership, and
[ineligible TMP] accepts this delegation.

= To the extent that the Internal Revenue Service does not recognize the
general partner’s delegation of its authority as tax matters partner to the
Tax Agent pursuant to this Agreement or otherwise refuses to treat the
Tax Agent as the Tax Matters Partner, the General Partner will execute
and discharge its duties and obligations as Tax Matters Partner in
accordance with the advice, and at the direction, of the Tax Agent.
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TMP
What is the Role of the TMP?

« The TMP is the IRS’s single point liaison during audits and the
single representative for litigation.

= The TMP plays a notice role and keeps other partners informed of the
audit proceedings. I.R.C. 8§ 6223(9).

= The TMP may file suit on behalf of the partners. I.R.C. § 6226(a).

= The TMP may file a partnership-level refund claim on behalf of the
partnership. I.R.C. § 6227(c).

= The TMP may extend the statute of limitations on behalf of the
partnership. I.R.C. 8§ 6229(b)(1)(B).

e Tip and Trap: The TMP’s role is limited unless expanded
contractually by the partnership or LLC agreement.



2

TMP
Contractual Role

 Drafting Considerations:
= Should restrictions be imposed on the TMP’s statutory duties?

= Should the TMP’s authority be expanded and, if so, to what
extent and with what restrictions?

= Are the TMP’s interests aligned with the other partners or does
the GP have a 0% economic interest (e.g. 0% GP).
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TMP
Sample Provisions

« Example 1 from Addendum (Limited to statutory and requlatory authority
and restrictions imposed):

= The tax matters partner shall promptly notify the Members if any tax return or
report of the company is audited or is any adjustments are proposed by any
government body. In addition, the tax matters partner shall promptly furnish to the
members all notices concerning administrative or judicial proceedings relating to
federal income tax matters as required under the Internal Revenue Code. During
the pendency of any such administrative or judicial Proceeding, the tax matters
partner shall furnish to the members periodic reports, not less often than monthly,
concerning the status of any such Proceeding.

= Without the consent of a majority of the Board of Managers, the tax matters
partner shall not extend the statute of limitations, file a request for administrative
adjustment, file suit concerning any tax refund or deficiency relating to any
Company administrative adjustment, or enter into any settlement agreement
relating to any Company item of income, gain, loss, deduction or credit for any
fiscal year of the Company.
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TMP
Sample Provisions

 Example 3 from Addendum (Very broad authority):

= The Tax Matters Member is authorized to take such actions, including
making tax elections, and to execute and file all tax returns, statements
and forms on behalf of the Company that might be permitted or required
by the applicable provisions of the Internal Revenue Code or Treasury
Regulations issued thereunder.

= The Tax Matters Member shall have full and exclusive power and
authority on behalf of the Company to represent the Company (at the
Company’s expense) in connection with all examinations of the
Company'’s affairs by tax authorities, including resulting administrative
and judicial proceedings, and to expend Company funds for professional
services and costs associated therewith. Such power and authority shall
include, without limitation, the power and authority to extend the statute
of limitations and file a request for administrative adjustment.
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TMP
Sample Provisions

« Example 4 from Addendum (Broad with consultation requirement):

= The General Partner has the right at its discretion to make all elections
for the partnership provided for in the Code, including, but not limited to,
the election provided for in Code Section 754, provided that, upon the
written request of any Limited Partner to make the election in Code
Section 754, the General Partner will not unreasonably refuse to make
such election.

= The General Partner is herby designated as the “Tax Matters Partner”
pursuant to the requirements of Code Section 6231(a)(7) and in such
capacity shall represent the partnership in any disputes, controversies,
or proceedings with the United States Internal Revenue Service or any
other taxing authority. The General Partner agrees, subject to
confidentiality or regulatory compliance considerations, to consult with
the ABC Limited Partner in good faith with respect to such disputes,
controversies or proceedings.
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TMP
Sample Provisions

« Example 5 from Addendum (Broad with restrictions on tax controversies):

= The Tax Matters Partner is authorized to take such actions, including making tax
elections, and to execute and file all tax returns, statements and forms on behalf
of the Partnership which may be permitted or required by the applicable
provisions of the Internal Revenue Code or Treasury Regulations issued
thereunder.

=  Without first obtaining approval of the Majority Interest of the Partners, the Tax
Matters Partner shall not, with respect to Partnership tax matters, (i) enter into a
settlement agreement with respect to any tax matter which purports to bind
Partners, (ii) intervene in any action pursuant to the Internal Revenue Code
Section 6226(b)(5), (iii) enter into an agreement extending the statute of
limitations, or (iv) file a petition pursuant to Internal Revenue Code 6226(a) or
6228. If an audit of any of the Partnership’s tax returns shall occur, the Tax
Matters Partner shall not settle or otherwise compromise assertions of the
auditing agent which may be adverse to any Partner as compared to the position
taken on the Partnership’s tax returns without the prior written consent of each
affected Partner.
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TMP
Sample Provisions

» Example 6 from Addendum (Significant restrictions
Imposed on the TMP):

= The Tax Matters Member shall take no action without the
authorization of a Supermajority Interest, other than such
action as may be required by Law.

= The Tax Matters Member shall not enter into any extension
of the period of limitations for making assessments on
behalf of the Members without first obtaining the consent of
a Supermajority Interest. The Tax Matters Member shall not
bind any Member to a settlement agreement without
obtaining the consent of such member.
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TMP
How Long does its Authority Survive?

« ATMP’s designation as TMP for a specific taxable year remains in
effect until:

= He dies, is incapacitated, resigns, or liquidates;

= The partnership items of the TMP become nonpartnership items (special enforcement
conversion of partnership items, such as bankruptcy or criminal proceedings; but not a
regular conversion event, such as a settlement under section 6231(b)(1)(C)); or

= Adesignation of a successor TMP or revocation of the TMP’s designation is made
pursuant to applicable regulations.

Treas. Reg. § 301.6231(a)(7)-1(l). Thus, a TMP’s designation for a specific taxable year
typically survives the disposition of the TMP’s partnership interest.

* However, the designation of the TMP for one year does not automatically
carryover to the next year. A TMP designation is made on a year by year basis
and is made through the designation on the partnership’s tax return. Treas. Reg.

§ 301.6231(a)(7)-1(a), (c).
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S Corporations

* Requirements
= Entity must be a domestic corporation

= Entity must have only allowable shareholders (U.S.
citizen or permanent resident, certain trusts, and
estates). Shareholder cannot be a partnership,
corporation, or non-resident alien individual.

= 100 or fewer shareholders

= One class of stock

= Not be an ineligible corporation (certain financial
Institutions, insurance companies, domestic
International sales corporations)

e Election — Form 8832
= |RS agents ask for this form
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Limited Liability Companies

 Multi-Member LLC
= Who Is the TMP

e Single Member LLC
= Flow through entity
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Statutes of Limitation
Overview

» Partner-Level

e Partnership-Level
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Statutes of Limitation
Partner-Level

« Tax at the partner-level shall be assessed “within 3 years
after the return was filed.” .R.C. § 6501(a).

e The statute of limitations can be extended by agreement.
|.R.C. § 6501(c)(4).

* IRS Form 872p extends the period of limitations for
assessing tax attributable to partnership items. I.R.C. §
6501(b)(3).
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Statutes of Limitation
Partner-Level — 6 Year Rule

e The partner-level limitations period becomes six years when there is
a substantial omission of gross income. |I.R.C. § 6501(e).

= Does an overstatement of basis result in an omission of income?

= This was a common issue in recent tax shelter cases and resolved
recently by the U.S. Supreme Court favorably to taxpayers in Home
Concrete & Supply LLC v. United States, 109 A.F.T.R.2d 2012-661
(2012). The Supreme Court held that an overstatement of basis was not
a substantial omission from gross income.

= This result was changed by Treasury regulations that were finalized in
2010. The regulation provide that an overstatement of basis is an
omission of gross income. Treas. Reg. 88 301.6501(e)-1,
301.6229(c)(2)-1.
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Statutes of Limitation
Partnership-Level

« “Except as otherwise provided in this section, the period for assessing any
tax imposed by subtitle A with respect to any person which is attributable to
any partnership item (or affected item) for a partnership taxable year shall
not expire before the date which is 3 years after the later of (1) the date on
which the partnership return for the taxable year was filed or (2) the last day
for filing such return for such year (determined without regard to
extensions).” I.R.C. § 6229(a).

= |tis now settled that this provision may not shorten — but may extend — the
partner-level period of limitations. See, e.g., Rhone-Poulenc Surfactants &
Specialties, L.P. v. Comm’r, 114 T.C. 533 (2000); Curr-Spec Partners, L.P. v.
Comm’r 579 F.3d 391 (5t Cir. 2009); AD Global Fund, LLC v. United States, 481
F.3d 1351 (Fed. Cir. 2007).

= Tip: An assessment of tax attributable to a partnership item is timely as long as
either the partner-level or partnership-level period of limitations remain open.
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Statutes of Limitation
Partnership-Level

e The partnership-level statute of limitations can
also be extended by agreement.

= By the TMP for all partners.

= By any partner for that partner.

.R.C. § 6229(b)(1)
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Partnership Refund Claims - AARs

e An Administrative Adjustment Request (AAR) Is
the equivalent of a refund claim for partnerships
but Is subject to different procedural
requirements.

See |.R.M. 4.31.4 (describing AAR procedures).
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AARs Overview

» Statutes of Limitations
 Who can file?

» Judicial Review
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AARS
Statutes of Limitation

 General Rule for Refund Claims:

= Aclaim for refund must be filed within 3 years from the time the return was filed or 2
years from the time the tax was paid, whichever is later. I.R.C § 6511(a). This period
may be extended by agreement. I.R.C. § 6511 (c)(1).

e Special Rules for AARs:

= Regular refund procedures are inapplicable.

= A partner must file an AAR within 3 years after the partnership return is filed. .R.C. 8
6227(a)(1).

= If the limitations period for the assessment of the partnership items is extended by
agreement, the limitations for filing an AAR is also extended for the same period plus 6
months. I.R.C. § 6227(b).

= A partner may extend the limitations period for the assessment of the partnership items
and t?g:)r(et))y extend the limitations period for the filing of the AAR. |.R.C. 88 6227(b),
6229(b)(1).

= Trap: The time when the tax is paid has no impact on when an AAR may be filed.
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AARS
Statutes of Limitation

e Trap: The time for fiing an AAR is governed by when the partnership
return is filed, not when the partner’s return is filed.

= McFerrin v. United States, 492 F. Supp. 2d 695 (S.D. Tex. 2007) (an AAR
was untimely when it was filed more than three years after the
partnership’s return was filed but less then three years after the partner’s
return was filed.

= Example:
- 4/15/11: Partnership’s 2010 return filed.
- 10/15/11: Partner’s 2010 return is filed.

+ 9/30/14: The partner files an AAR within three years of when his return was
filed but more then three years from when the partnership’s return was filed.
The AAR is untimely filed.
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AARS
Who Can File?

« TMP can file an AAR on behalf of the
partnership. I.R.C. 8 6227(c).
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AARS
Who Can File?

e If Form 1065X is filed, the partners do not need to file
anything else, even in the case of multi-tiered entities.

e« The TMP can request “substitute return” treatment. I.R.C. §
6227(c)(1).

= That allows the IRS to treat any changes as corrections of
mathematical or clerical errors and to make assessments without
partnership-level proceeding. I.R.C. § 6230(b)(1).

= |f not treated as a substitute return, the IRS can conduct a
partnership-level audit, allow credits or refund from the AAR to all
partners, or simply do nothing. I.R.C. § 6227(c)(2).



AARS — Form 1065X

o 1 Oﬁsx Amended Return or Administrative |
e Adjustment Request (AAR) For Ex year endng
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AARS
Who Can File?

e Any partner can file an AAR (its own amended return, e.g.,
1120X, with Form 8082 attached) on its own behalf. |.R.C. §
6227(d).

* The partner can file an AAR even if the TMP has already filed
an AAR for the same tax year. FSA 587 (Feb. 2, 1993); CCA
200908031 (Nov. 5, 2008).

* The partner may not request substitute return treatment.
|.R.C. § 6227(c).

e Tip: A partner should seriously consider filing its own AAR to
protect its right to seek judicial review.
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Notice of Inconsistent Treatment or Administrative , .
8082 Adjustment Request (AAR) | E—
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S Corporation Refund Claims

 What do you file administratively?
= Form 1120x?
= Form 8437
= All of the above?



- 1120X

OME Mo 1545033

Amended U.S. Corporation | Fortax year enaing
[ darury 1) Income Tax Retumn -
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whare ariginal refum wes flad "

Fillin applicable items and use Part Il on the back to explain any changes
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AARS
Judicial Review

 |f the IRS does not allow in full an AAR filed by the TMP, the
TMP can file a petition for judicial review. |.R.C. § 6228(a)(1).

= Suit can be filed in the Tax Court, a district court, or the Court of
Federal Claims.

= The petition must be filed at least six months, but no later than
two years, after filing the AAR. I.R.C. § 6228(a)(2)(A).

= Trap: The two year period for filing suit based on when the AAR
was filed, not when it is disallowed.
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AARS
Judicial Review

* The other partners are allowed to participate in the suit
filed by the TMP, as long as they have an interest in the
outcome. |.R.C. § 6228(a)(4).

e Trap: If only the TMP files an AAR and TMP does not file
suit, not other partner may file suit. The partner must

have filed its own AAR to seek judicial review. I.R.C §
6228(a)(1).
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AARS
Judicial Review

 If a partner files an AAR on its own behalf and the TMP
dos not file an AAR or a suit, the partner can file a
regular refund suit. I.R.C. § 6228(b)(2)(A).

= The partner’s suit is a regular refund suit, rather than a
petition under the TEFRA procedures. |.R.C. §
6228(b)(2)(A)(ii).

= The period for filing suit is at least six months, and not later
than two years, after the AAR was filed. I.R.C. §
6228(b)(2)(B)(i).
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Audit Process
Overview

- SB/SE:

= Audits partnership with $10 million or less in assets.
= Conducted about 5,150 partnership audits in 2011.

= Plans to increase partnership audits in 2014.
* LB&l:

= Audit partnership with more then $10 million in assets.

In 2011, almost 200,000 passthrough entities had more than $10 million in assets.

LB&I audited about 150 partnership audits in 2011, which was an increase of 20%
over 2010.

* Most likely audit areas:

= Adjustments to partnerships in real estate and construction industries with two
partners and a reported loss;

= Loss limitations; and

= Distributions of partnership assets.
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Audit Process
Overview

Notice Requirements

Partners’ Right to Participate

Summary Report and Closing Conference

Appeals

 Administrative Settlements



.,

Audit Process
Notice Requirements

 The IRS must give notice to all partners of the beginning
and end of a partnership audit — sort of.

= Notice of the Beginning of the Audit at the Partnership
Level (NBAP) — at 120 days before the FPAA is mailed to

the TMP.

= Notice of the Final Administrative Adjustment (FPAA)
resulting from the partnership audit — within 60 days of
when the FPAA was mailed to the TMP.

.R.C. § 6223(a).



Audit Process - NBAP

]"Rq:ne rimen of the Treassiiry
¥ lternal Revenns Service

reter To: [N

Date: 07-02-2012

hip:
Partnership 1D number:
Tax Year Ended: DECEM

Contact Person:

Emgloyves ID Humber: _
C
ey

Hotice of baginning of administrative procesding
We're starting our audit of your partnership’s federal tax return.

By law, wa're required te notify you that we're bepinning our audit of
your partnership's federal tax return. As a partner, vou nay elraady
ba sware of this sudit, which we'll conduct with wour partnership's
Tax Matters Fartner.

What you need to do:

During the audit, mest of our communication will be directly with your
partnership's Tax Matters Fartner, It's wyour respensibility to
regularly communicate with wyour Tax Matters Partner to stay informad
abeut the sudit's progress. Our records shew that the most recent
nddress for the partnership where you can contact your Tax Hatiars
Fartnar is:

Keap in mind that the results of the owdit will apply to all pariners,
avan if you choose to stay uninformed, or vour Tax Hatters Partner
doasn't keep you wpdated, Pleaso contact yeur Tax Matters Partner if
wou'd like to participate in this audit.

If you're the Tax Matters Partner:

Az a Tax Matters Fartner, wou'rs reauirsd to keep all partners informed
of any IRS procesdings and related court cases. Additicnally, wou must
provide us with the name, addrass, profits interest, and Taxpayer
Identification nunber for emch persen who was a partner during the tax
yaar that we're suditing, If you havan't alreasdy provided this
information, er if it nosds to be updated, please send it %o tha IRS
addrass shown on this letier. The responsibilities of the Tax Matters
Partner area sat forth in Treasury Regulation (26 C.F.R.) Saction
301.62250g)-1.

If your're a pass-thru partner;:

A1l pass-thru partners, including estates, trusis, 5 corperaticns,
partnarships, or noninees of angther person, are reguired to send &
copy of this netise te anyone whe helds an interest in yeur entity, You
must sand & copy within 30 days of receiving this netice. For more
information on the responsibilities of pass-thru pariners, ses
Traasury Regulation (26 C.F.R.) Sectien 301.6223Ch)-1.

Letter 17BT(SCY (Rev. 12-2011)
Cotalog Number 621570

What te expect:

Beceusa vou're @& partnar, your own return mey be affected if we make
any sdjustments to the partnership's return as a result of the sudit.
Your share of interest in the partnership will determine how much
your reaturn may be affected by any adiuvstments. We'll notify vou if we
mnake any partnership-related adijustmnants.

ﬁgtd;i,tinnnl_Infnrmntinn:
- Visit HN",irﬁ.EnU and ssarch for "tax matters parctner." You
can alse find the followimg onlina:
-- Publication 1, Your Riphts as a Taxpaver
-- Publication 541, Partnerships
= HKeep this notice for wour records.

If you have any questions, you may write or call the IRS contact person
whosa name, address and telephone nunber are listed at the top of this
letter, If you write, please anclose a copy of this letier, and
include vour telegphones number with the most convenient time for us to
call you, If our number is outside of your lecal calling area, there
may ba 8 long distance charge.

Sincarely,

Enclosiurea:
Copy of this Latter

Letter 17BT7(5CY (Rev. 1Z=2011)
Catalog Humbor G6Z157C



A,

Audit Process - FPAA

Internal Revanue Service
15 New Sudbury Street, Stop 41100, Boston, MA 02203

Department of the Treasury

Fgdar Ta
SESETIMAAIH

i —
Pdame of P:'inusﬂi:

Parmsrenip | da Blurtar

Tan Yoar Enced:
Decernber 31, 2000

Dnﬁsﬁﬂ Léﬁlgh?ﬁagﬂﬁeﬂm:

Contaci Hours:
B:00 AM - £:30 PM {Monday - Friday)

NOTICE OF FINAL PARTNERSHIP ADMINISTRATIVE ADJUSTMENT

oss APR GG 2005

The law requires us to send a Notice of Final Partnership Administrative Adjostment (FPAA) to the
parnership named above, for the tax year shown above, and to each partner who is entitled w receive this
naotice.

We are proposing adjustments to the partnership items of the partnership and tax year shown above, We will
send the examination report outlining these adjustments to the Tax Matters Partner (TMP) of the partnership.
{The TMP is the partner designated by the partnership to deal with the IRS.) He/she is also authorized to act for
the partners whe are not entitled to receive this notice. Any partner who wants a copy of the examination report
should request it from the TMP, If the TMP is unable to provide you with a copy of the exemination report,
please contact the person named in the heading of this lemer.

Taxahle Years Ending Before August 6, 1997:

The adjustments to the partnership items reported on the partnership tax return may cause an increase or
decrease to the tax lability on your individual retum. Form 870-P, Agreement ro dssessment and Collection of
Deficiency in Tax for Parmership Adiusmments, is a summary of the proposad adjustments to the partnership
remurn. You can compute your share of the proposed adjustments by multiplying each adjusted parinership item
by your percentage interest for that parmership item.

Taxable Years Ending After August 5, 1997:

The adjustments to the partnership items reported on the parmership tax refum may cause an Ncrease or
decrease in the tax liability on your individual retumn, The adjustments may include partnership level
determinations reganding penalties and additions to tax that relate to adjustments to parnership items.

Form BT0-PT, Agreement for Partnership ftems and Partnership Level Determinations as o Penalties,
Additions to Tax, and Additional Amounts, is 2 summary of the proposed adjustments to the partnership return.
You can compute your share of the proposed adjustments by multiplying each adjusted partnership item by
your percentage interest for that parmership item.

Letter 1830 (DO) (Rav, 3-2001)
Ctalog humsr 612420

You have three aptions available to you:
1. If you agree with the adjustments:

Sign and return the enclosed Form 870-F/Form 870-PT. When vou sign Form 870-P/Form 870-PT, vou are
agreeing to pay any additional tax and interest resulting from the adjustments o the partnership return, For tax
years ending after August 5, 1997, you are also agreeing to any parnership level determination as to penalties,
additions to tax and additional amounts that relate to adjustments to partnership iterms, if any. In addition, you
are waiving your dghts o participate in any administrative ar judicial proceeding affecting partnership items
and in parinership level delerminations as to penalties, additions to tax and additional amounis that relate to
adjustments to partnership items for the tax year in question, This is & binding setlement only if you sign and
return Form 870-P/Form 870-PT and we sign on behalf of the Commissioner of Internal Revenue Service.
When we sign the agreement form, the one-year extension of the pedod of limitations on assessments will
begin under Intemnal Revenue Code section 6229(f). Once the agreement is signed by bath parties, you may nat
file & claim to change the items in question or claim & refund/credit based on a rezdjustment.

Moie: If you are the TMP of the parinership, see the section of this letter entitled, "For the Tax Maiters Parter
af the Partnership".

2. 1If you do not agree with the adjustments:

If you are the TMP of the partnership and want to contest the adjustments in court, you must file a petition
within 90 days from the date of this letter. During this W-day period, no other pariner may file a petition for
judicial review. You can file your petition for readjusement of partnarship items with:

1. the United States Tax Court;

2. the United States Court of Federal Claims; or

3. the Digtrict Court of the United States, in the district of the parmership's principal place of
business,

A petition filed by the TMP precludes all other actions. If the TMP doesn't file o petition by the 90th day
froam the date the FPAA was mailed, any partner or any 5 percent group entitled to receive this notice may
petition one of these courts, A "5 percent group” includes any group of partners who together have an interest
of five percent or more in profits of the partnership, The petition must be filed after the Sth day, but on or
hefore the 1 50th day from the date the FPAA was mailed to the TMP. If more than one petition is filed in Tax
Court, the first petition filed will go forward. All other petitions (even those filed earlier in one of the other
courts} will be dismissed. If no one files a petition in Tax Court, the first petition filed in one of the other courts
will go forward and subsequent petitions will be dismissed.

Petitions filed with the United States Tax Court must be mailed to:

United States Tax Court
400 Second Street, MW
‘Washingtan, DC 20217

Antach a copy of this letter 1o the petition, The time in which vou must file a petition with the court i5 fixed
by law and the court cannot consider your case if your petition is filed late. If this letter is addressed to both 2
huskand and wife and both want to petition the Tax Court, both must sign the petition or each must file a
separate signed petition.

Letter 18230 (DO) (Rev. 3-2001)
Calaing bumbe: 61348




o LT DEFPARTMENT OF THE TREASURY - INTERMAL REVENUE SERVICE
Feern BT0-PT

| Agreement for Partnership ltems and Partnership Level N REPLY
[omizmat) | Determinations as to Penalties, Additions to Tax, and REFER TO:
Additional Amounts SE:S:E:TS:
MAR-1:JH
Taxpayeris) name{s), address and ZIP code: Kame of Partnership: Tax Years] Ended:

Dacesiber 31, 2000
Taxpayer ldentifying Number;

- i
Faxmayer onttying Nomber |
—

Offer of Agreement to Partnership Items and Parmership Level Determinations as to Penalties,
Additions to Tax, and Additional Amounts
&
‘Waiver of Restrictions on Asscssment for Partnership [tems, Penalties, Additions to Tax, and

Additional Amounts

Undar sections 6224(c) and 7121 of the Internal Revenue Code of 1886, the Commissionar of the Internal Revenue
Bervice and the undersigned taxpayer(s) agree to the delermination of partnership items and parinership level
peterminations as to penalties, addifions to tax and additional amounis that relate to adjustments to parpership items
s shown on the attached schedule of adjustments.

Mhe undersigned taxpayer(s), in accordance with section 6224(b) and §213(d), also waives the restrictions provided
by sections 6225(a) and 6213(a) and consents 1o the assessment and collection of any deficiency attributable to
hdjustments to partnership items, penaliies, addilions to tax and additional amounts that relate to adjustments to
partnarship items, as set forth in the attached schedule of adjustments; plus any interest provided by law

This agreamant is conditional and will not become effective or final until this agreement form is retumed to the
[~ommissioner and is signed on his ar her behalf. The one-year extension of the percd of limitations on assassment
brider section G22%(f) will not begin to run until the date the Commissioner's representative signs this farm on the
[Commissioner's behalf.

f this part of this agreement form is signed for the Commissioner, the treatment of partnership items and partnership
evel determinations as to penalties, addiions to 1ax and additonal amaunts that relate to adjustments to partnership
tems under this agreement will not b2 reopened in absence of fraud, malfeasanca, or misrepresentation of fact. In
hddition, ne claim for an adjustment of partnership items, refund or credit baged on any change in the treatment of
hartnership items or partnership level determinations as to penalties, additions to tax and additional amounts may ba
iled ar prosecutad,

Signature of taxpayer Date Signed
Signature of taxpayar Date Sigrsd
By {Signasiure and titla) Date Sigred
FOR e accapied for Commissionsr Signadure
NTEAMAL
Qfica Tiths
REVENUE
USE OHLY

(Ses Instructians For Signing Agresmerd) Fomn BT0-PT (ca2001)
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Audit Process
Notice Requirements

 The TMP provides other notices to other partners. These notice requirements
mostly arise at the conclusion of the audit.

= Closed conference with the examining agent;

= Proposed adjustments, rights of appeal, and requirements for filing of a protest;
= Time and place of any Appeals conference;

= Acceptance by the IRS of any settlement offer;

= Consent to extend the period of limitations for all partners.

= Filing of an AAR on behalf of the partnership;

= Filing by the TMP or any other partner of any petition for judicial review;

= Filing of any appeal with respect to a judicial determination; and

= Final judicial redetermination.

Treas. Reg. § 301.6223(g)-1(b)
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Audit Process
Notice Requirements

* Notice must be given to the TMP to the other partners with 30
days of taking the action or receiving the information. Treas.
Reg. § 301.6223(g)-1(b)(3).

* The noticed should be sent by certified mail, return receipt
requested, so that the TMP has proof of mailing, should a
guestion arise later.

e The TMP is required to comply with these regulatory notice
requirements, even if the partnership agreement imposes less
stringent notice requirements.



Audit Process
Partner’s Right to Participate

« Any partner, including an indirect partner, has the right to participate
In the administrative proceeding. I.R.C. § 6224(a); Treas. Reg. 8§
301.6224(a)-1(a).

 The IRS and the TMP will determine the time and place for all
administrative proceedings. Arrangements will generally not be

changed merely for the convenience of another partner. Treas. Reg.
301.6224(a)-1(a).

e Fast-track settlement is not available for the TEFRA partnership
proceeding. Ann. 2011-5.
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Audit Process
Summary Report and Closing Conference

When the audit ends, the IRS will issue a Summary Report that includes
both the information relating to the Closing Conference and the proposed
adjustments. I.R.M. § 4.31.2.2.6.3 (Oct. 1, 2010).

The Closing Conference will be scheduled 30 days or more after the
iIssuance of the final Summary Report. .R.M. § 4.31.2.2.7 (June 1, 2004)

The TMP must transmit the final Summary Report to the other partners and
advise them as to when and where the Closing Conference will be held.
Treas. Reg. § 301.6223(g)-1(b).

Although the TMP may waive the Closing Conference, it will be held if
another partner requests it. The TMP cannot waive the other partner’s right
to the closing conference. Treas. Reg. § 301.6224(b)-1; .LR.M. § 4.31.2.2.7
(June 1, 2004).
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Audit Process
IRS Appeals

* 60-Day Letter

= Standard IRS procedure is to send a 60-day letter to the TMP
providing partners with the opportunity to go to Appeals. I.R.M.
4.31.2.4.2.2 (Oct. 1, 2010).

= The TMP must send the 60-day letter to all notice partners within
30 days of recelving it. Treas. Reg. § 301.6223(g)-1(b).

= The 60-day letter will again set forth the proposed adjustments
and advise as to the rights to appeal and file a protest.
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Audit Process
Appeals

* Protests and Appeals Conference

= Any notice partner may file a protest and request an
Appeals conference.

= The Service will combine all of the protests received and
forward them to Appeals, and there will be a consolidates
Appeals conference to discuss all protests.

= Any notice partner is entitled to attend the IRS Appeals
conference if it does not agree with the IRS’s findings.

|.R.C § 6224(a); Treas. Reg. 8 301.6223(g)-1(b)(1); I.R.M.
§§ 8.19.1.6.8.4(4), 8.19.1.6.12(2), 8.19.3.5(1).
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Audit Process
Administrative Settlements

* Any partner can settle with the IRS by signing Form 870-
P, Settlement Agreement for Partnership Adjustments.
|.R.C. § 6224(c)(1).

 If the IRS enters into a settlement agreement with any
partner, the IRS must offer the same terms to any other
partner who requests them. I.R.C. § 6224(c)(2).

« The TMP may not bind other partners to a settlement
agreement except for certain non-notice partners. |.R.C.
§ 6224(c)(3)(B).
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Audit Process — Recent Development

* Partnerships may now settle and pay tax on behalf of their partners.

I.R.M. 4.31.2.2.9 (10/1/10): Securing Agreements for Tax Assessments at the
Partnership Level

(1)Some partnerships request to settle and pay tax deficiencies on behalf of their
partners. When such a request is made, local counsel must be consulted.

(2) The details of a partnership level settlement are explained in a Form 906, Closing
Agreement on Final Determination Covering Specific Matters. A partnership level
agreement can only be secured when the adjustments passing through to all
underlying partners will result in a deficiency. If any partner is subject to a refund,

then a partnership level agreement cannot be secured. All partners must be
adjusted individually.

(3) The highest effective tax rate should be used when calculating the amount of tax

owed. The partnership must also pay all additions to tax including interest and
penalties.

(4)The Form 906 should be executed in the field before sending a copy to the CTF.



Audit Process — You Know the Drill

e Information Document Requests
= Sometimes preferred
e Taxpayer Interviews
= Can they ever go well?
e Summons
= Enforcement
= Third Party Summons
 Statute of Limitation Extensions
= Do you provide them?
 Statutory Notice of Deficiency/FPAA
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Offer of Agreement for Subchapter § ltems

Under the provisions of section 8224(c) of the Intemal Revanue Code, the Commissicner of Ifemal Revenue and the
undersigned taxpayanz) agres to the determination of subchapter S #ems of the S corporation for the wear(s) shown o

the attached schedule of adjustments. The undersigned taxpayer(s), in

accordance with section 8224(b), slso waive(s)

restrictions on assessmant and eollection of any defcigncy stiributable 1o subchapter 5 itams (wilh inferest as

requirad by law) provided In section G625(a).
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Judicial Review
Overview

* Notice of Final Administrative Adjustment — FPAA
 Judicial Review of S Corporation ltems

e Choice of Forum

* Right to Participate in the Action

e Scope of Judicial Review

e Final Determination

* Adjustment to Partners’ Tax Liabllities
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Judicial Review
FPAA

« |f any partner does not settle the disputed issues with
Appeals, then Appeals will issue a FPAA (Notice of Final
Administrative Adjustment).

 AFPAA is the equivalent of a statutory notice of
deficiency for partnerships, but only partnership items
are adjusted and no deficiency is proposed.

» The FPAA is mailed to the TMP and to all notice
partners. |.R.C. § 6223(a)(2).



.

Judicial Review of S Corporation Items

e S corporation does not receive notice of IRS
adjustments

e Shareholders contest the adjustments along with
other adjustments on their individual returns
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Judicial Review
Choice of Forum

 The TMP may file a petition in Tax Court within 90 days after the FPAA is
mailed. I.R.C. 8§ 6226(a)(1).

« If the TMP does not file suit, any notice partner may file a petition in the next
60 days. I.R.C. § 6226(b)(1).

« Either the TMP or a notice partner may also file suit in the U.S. District
Court or the U.S. Court of Federal Claims. I.R.C. § 6226(a)(2), (3).

= |f multiple petitions are filed within the 90-150 day period, the first action brought
to the Tax Court will go forward.

= |f multiple petitions are filed, but none in the Tax Court, the first action brought
forward shall go forward.

= The other actions are dismissed.

e Trap: These are the only time periods for filing suit. Unlike non-partnership
proceeding, the partners may not wait to pay the tax and then file a refund
Sulit.
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Judicial Review
Choice of Forum

* There are deposit requirements for suits filed in the Court of Federal
Claims or District Court, but not in the Tax Court. |.R.C. § 6226(e).

= The deposit is made by the partner filing the petition.

- The deposit equals the amount by which the partner’s tax liability would
increase if the partner’s return were made consistent with partnership
return as adjusted by FPAA.

- A pass-thru partner is required to deposit an amount based on the tax
liability of all indirect partners who own interests through the pass-thru
partner. Treas. Reg. 8§ 301.6226(e)-1(a)(1).

= The restriction on assessment under section 6225 lapses if the only
petition is filed in district court or the Court of Federal Claims. Thus,

the Service may immediately assess all non-petitioning partners if a
petition is not filed in Tax Court.



.

Judicial Review
Right to Participate in the Action

e Any person who was a partner at any time during that tax
year is allowed to participate in the action, as long as the
partner had an interest in the outcome. I.R.C. § 6226(c), (d).

e To participate, the partner files a notice of election to

participate with the court. See T.C. Rule 245(b), RCFC App. F,
Rule 4(a), (b).

« Partners who participate in the suit in the Court of Federal
Claims or a district court, but did not file a petition, are not
required to make a deposit. See |.R.C. § 6226(e)(1).
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Judicial Review
Scope of Judicial Review

e The court has jurisdiction to determine any penalty, addition to tax,
or additional amount that relates to an adjustment to a partnership
item. 1.R.C. § 6226(f).

= Thus, the court may consider the reasonable cause and good faith
defense to penalties, taking into account the state of mind of the general
partner or managing member. 106 Ltd. v. Comm’r, 684 F.3d 84 (D.C. Cir.
2012); New Millennium Trading, LLC v. Comm’r, 131 T.C. 275 (2008).

e But the suit may not cover non-partnership items. See I.R.C. §
6226(f).

= Thus, the court may not consider partnership-level penalty defenses.
Treas. Reg. § 301.6226(f)-1(a); Treas. Reg. § 301.6221-1(d).
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Judicial Review
Scope of Judicial Review

e Suit may also cover partnership items other than those raised in
FPAA. Treas. Reg. 8§ 301.6226(f)-1(a).

* Example:

= The Internal Revenue Service issues an FPAA adjusting the
depreciation of ABC Partnership.

= A petition for judicial review is filed. During the judicial proceeding,
partner B raises an issue relating to the treatment of intangible drilling
costs (IDCs).

= The court has jurisdiction to determine both the depreciation and IDC
Issues.

Treas. Reg. § 301.6226(f)-1(b).
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Judicial Review
Final Determination

e The court’s determination concluded the
partnership proceedings for all partners, subject
to appeal. [.R.C. 8 6226(f).

e The right to appeal Is limited to the TMP, notice
partners, and 5-percent group. I.R.C. § 6226(Q).
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Judicial Review
Adjustment to Partners’ Tax Liabilities

* Once the court’s decision had become final, the IRS can
assess the partners. I.R.C. § 6225(a).

* The IRS does not have to issue a partner-level notice of
deficiency and provide another opportunity to challenge
the assessment except for certain affected items
requiring deficiency notices. I.R.C. § 6230(a)(1).

 The IRS simply mails a notice of computational
adjustment to each partner.



Judicial Review of S Corporation Items

e Shareholder Recelves Notice of Deficiency
s Tax Court

e Refund Forum — Full Pay
= District Court
= Court of Federal Claims

» Each shareholder can contest his or her
adjustments individually in court.
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Judicial Review
Penalties — partner level

* The IRS can simply assess the penalty amount, without providing the
notice of deficiency. Treas. Reg. § 301.6231(a)(6)-1(a)(3).

e To contest the penalty, the partner must pay the penalty and then file a
refund claim. I.R.C. 8 6230(c)(1)(C); Treas. Reg. 8 301.6221-1(c).

 The refund claim must be filed within in 6 month from when the notice
of computational adjustment was mailed to the partner. I.R.C. §
6230(c)(2).

« A partner may raise only partner-level defenses to the penalty. Treas.
Reg. § 301.6221-1(c), (d).

e Tip: If the primary issue in the case is the penalty and defenses to that
penalty are at the partner-level, you should consider accepting the
partnership-level adjustments. Then you can spend your resources
defending the penalty.
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Substantive Audit Issues

* What is the meaning of a partnership provision. Here special
allocations of “items of ordinary income and capital gain”.
= Are short term capital gains “items of ordinary income”
s Imprimis LLC v. United States (U.S. Court of Federal
Claims)

* Was entity a “partner” so that it is entitled to historic
rehabilitation tax credits.

= Third Circuit found that Pitney Bowes was not a bona fide partner

because it lacked a meaningful stake in either the success or
failure of the partnership.

= Historic Boardwalk Hall, LLC v. Comm’r (3d Cir. 2012)
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Top Tips

* Most partners will be notice partners.

« The TMP’s role may be expanded contractually by the partnership
or LLC agreement.

e An assessment of tax attributable to a partnership item is timely as
long as either the partner-level or partnership-level period of
limitations remains open.

e A partner should seriously consider filing its own AAR to protect its
right to seek judicial review.

 |If the primary issue in a case is the penalty and the defenses to that
penalty are at partner-level, you should consider accepting the
partnership-level adjustments. Then, you can spend your resources
defending the penalty.
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Top Traps

« Adisregarded entity is counted as a partner and causes the
partnership to be a TEFRA partnership.

« The TMP may not be an officer of the GP entity.

* The time for filing an AAR is governed by when the partnership’s
return is filed, not when the partner’s return is filed or when the tax
IS paid.

* The two-year period for filing suit is based on when the AAR was

filed, not when it is disallowed.

e Suit must be filed within 90-150 days of receiving the an FPAA.
Unlike in a non-partnership proceeding, the partners may not wait to
pay the tax and then file a refund suit.
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Hot Issues

 Is a partner’s outside basis a partnership item?
= Petaluma FX Partners LLC
= United States v. Gary Woods

 Is an entity a partner (equity interest) or a
lender?
= Castle Harbour cases

 Legislative proposals to subchapter K and
subchapter S
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