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To say that taxing partnership income on a pass-through basis creates enforcement challenges for tax
administrators would be an understatement. At best, pass-through taxation is just inherently more
complicated than imposing tax directly on a business entity. At worst, pass-through taxation can provide a
convenient mechanism for all sorts of aggressive tax planning, starting in the 1970s with simple passive
loss schemes and evolving, most recently, into complex structures with memorable acronyms like FLIP,
BLIPS, OPIS, BOSS, and of course, Son of BOSS.
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The response of federal lawmakers to these tax schemes has not made things simpler. The federal
substantive rules, as set out in IRC Subchapter K and the related IRS regulations, as well as the judicial
opinions interpreting them, have become a tangled web of patches for the holes drilled into the
pass-through system by tax shelters. This complex web of rules applies to all partnerships, including those
not engaged in any sort of questionable tax planning. It also applies to determination of state taxes, since
states have almost uniformly tied themselves to the federal pass-through rules.
Even without these complex rules, pass-through taxation would raise enforcement challenges due to the
need to collect tax, not from the entity, but from the owners. As far as basic enforcement tools, the states

generally rely on withholding and reporting obligations imposed on partnerships for income allocated to
nonresident partners, or on requirements to file composite returns.
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When it comes to making sure taxpayers comply with the complexities of Subchapter K, the states are
largely dependent upon the ability of the Internal Revenue Service to do at least a minimum level of
administrative enforcement. Recently, however, Congress recognized that the IRS lacks this ability. It
therefore passed the Bipartisan Budget Act of 2015 (BBA) in an attempt to overhaul the partnership audit
process.
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This article takes a look at partnership tax enforcement from the perspective of a state tax administrator and
the possible effect that the BBA may have on certain issues unique to the states. (Although due to the
exceedingly complex nature of the issues, it can only scratch the surface.)

Choosing the Partnership Structure
So much attention is given to C corporations by tax practitioners and the tax press that one might get the
impression all business activity takes that form. But in 2012, of the 34 million-plus businesses in the United
States, only 1.6 million were C corporations. The vast majority (and by far the fastest growing category)
were sole proprietorships (Schedule C businesses). Partnerships and S corporations outnumbered C
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corporations 7-to-1. The numbers of C corporations are actually in decline. And while C corporation assets
and receipts still exceed those of pass-through entities by roughly a factor of 3 (and non-farm
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proprietorships by a factor of about 20), C corporations account for less than half of all net taxable business
income.
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Among C corporations, S corporations and partnerships, there is a concentration of receipts, as well as
income and assets, in the hands of a relatively few firms. For example, the largest 1% of C
corporations—only about 19,504 firms—report about 90% of C corporation receipts. About 84% of total
receipts of partnerships are reported by the largest 1%, or 37,845 firms. And about 89% of total receipts of
S corporations are reported by the largest 2%, or 81,110 firms.
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Both S corporations and partnerships impose only one level of taxation. As a result, an equity investment in
a C corporation is subject to an effective rate of taxation about 8 points higher than an investment in a
9

pass-through entity. This has undoubtedly driven some portion of the growth of pass-throughs.
However, importantly for this article, there are two differences in how S corporations and partnerships are
treated for tax purposes. First, while an S corporation can have only one class of stock and must allocate its
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tax items uniformly, partnerships have significant flexibility in allocating tax items to owners. Second, there
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are strict limits on the number and types of owners an S corporation may have, while partnerships have
few limits with respect either to numbers or types of owners. Because these features of partnerships greatly
complicate tax enforcement, the remainder of this article focuses solely on the pass-through taxation of
partnerships.

The General Policy Behind Partnership Taxation
At the policy level, partnership taxation illustrates that perennial tension between economic theory and
administrative feasibility. Despite its complexity, Subchapter K, the portion of the Internal Revenue Code
that governs the tax treatment of partnership-related income and losses by partners, has been said to have
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a special kind of logic. There are four core elements. First, contributions to the partnership and
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distributions from the partnership (to the extent of basis) are not taxed. Second, it is the partnership that
will value and characterize the various tax items of the business-represented by the federal Form 1065.

14

Third, the partnership will allocate shares of those items to the partners according to their agreement
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(subject to certain constraints)-represented by the federal Schedule K-1. Fourth, rather than waiting until
income is distributed, the taxable owners will pay tax on their share of those partnership items in the year
items are recognized-most often on a 1040 or 1120 tax return.
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What is the policy rationale behind this pass-through system? First, tax-free contributions and distributions
are necessary for creating a system with a single level of tax. Second, because it is the partnership that
engages in transactions giving rise to income and expense, it makes sense to characterize those items in
the hands of the partnership—and for that characterization to flow through to the owners. Third, allowing
partners to agree as to how partnership items will be shared means that the tax effects will, ideally, track the
real economic agreement between the owners. And finally, taxing income in the year earned, rather than
when distributed, prevents unlimited deferral.
But the overarching rationale, at least from an economist's standpoint, for this pass-through system is that
the partner's tax profile ultimately determines how much tax is paid. So, if two partners invest in the same
partnership and derive equal amounts of income from it, they will not necessarily pay the same amount of
tax. Rather, the tax they pay will depend on all their personal tax-related characteristics—filing methods;
number of dependents; marginal tax rates; offsetting income, gains or losses from other sources; ability to
deduct certain partnership expenses; etc.
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The Administrative Challenges
From an administrator's standpoint, the concept of collecting tax on an entity's income from the owners,
rather than from the entity, is easier to describe than it is to effectively implement. Nor should there be any
doubt where the blame for this lies. Subchapter K's pass-through system has been described as: "a mess,"
"a disaster," "a magic circle of tax abuse," "a deeply flawed system," and, even in its early days, "one of the
most complex and confused subjects in the entire area of the income tax."
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Four things, in particular, complicate matters. First, whether allocation of tax items to the partners actually
reflects the true economic arrangement between them depends on the ultimate economic settlement of
their interests, which will typically occur at some indeterminate future time (through distributions or
liquidation). This makes it virtually impossible for tax administrators to confirm in "real time" that the tax
effects and benefits claimed are based on an ultimate economic reality. Subchapter K, therefore, imposes
recognition rules and accounting requirements to help ensure that benefits or costs ultimately realized by
each partner will match the taxes that partner reported. But these rules are effective only if they are properly
agreed to and observed over the life of the partnership. For this reason, such accounting rules have had to
be backed up by bright-line standards or anti-abuse rules.
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Second, it is possible to have a complex multi-tiered partnership structure where tax items pass through a
number of entities, each with its own potentially complex agreement, before those items wind up on some
taxable owner's return. By that time, the item may bear little resemblance to the original item recognized by
the lowest-tier partnership. This makes it difficult to stay true to the principle that items will be characterized
in the hands of the partnership that earns or incurs them. It also further complicates the tax administrator's
job of confirming that tax allocations reflect the true economic deal between the partners. (The nature of
these multi-tiered structures, some of which involve hundreds of pass-through entities, also casts some
doubt on the efficacy of the BBA's partnership-level audit approach, given that auditing only one entity in
such a structure would appear grossly inadequate, but that's a subject for another article.)
Third, partnerships are inherently opaque. Some agreements between partners may not even be written
down. And partners in multi-tiered structures generally have little information about the partnerships in
which they effectively hold indirect interests. (They receive a Schedule K-1 only from the partnership in
which they own a direct interest, even if the income was generated in a lower-tier partnership.)
Finally, partnerships are generally not liable for the taxes of the partners, nor are partners liable for each
other's taxes. Even if a derivative liability were imposed on the partnership, the informal nature and flexibility

of partnership structures would provide various means to avoid having significant assets subject to that
liability. So tax authorities would typically need to look to each partner, and that partner's assets, to collect a
share of the tax due (with the exception of withholding requirements that may be imposed on nonresident or
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foreign partners ).

The Enforcement Problem—and a Possible Partial Solution
So how big can the enforcement problems possibly be? As it turns out, pretty big. The IRS has now
admitted what many tax experts long suspected—that it is simply impossible to perform an effective audit
on the income of the largest partnerships and make adjustments at the partner level. In 2012, the audit rate
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for large corporations was 27% while the audit rate for large partnerships was less than 1%. This
apparently convinced Congress that the enforcement problem had to be addressed and in 2015 it passed
the BBA in an attempt to remedy it.
Under the BBA, audits of large partnerships (see below) will be done at the partnership level and a
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partnership representative will make all audit-related decisions on behalf of the partners. If the audit turns
up proposed adjustments, taxable partners are given time (a 270-day "modification period") in which they
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may choose to file amended returns and pay tax for the affected years (the "pay-up election"). After that,
tax on any remaining adjustments is computed and assessed to the partnership, which must then pay that
assessment ("partnership pays") or elect to have the affected partners report and pay their share (the
"push-out election").
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In determining the partnership level liability (the "imputed underpayment"), adjustments to the 1065
(partnership tax items recognized) are treated differently than adjustments to Schedule K-1 allocations
(each partner's share of those items). Adjustments to partnership items that would result in under- and
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over-reported tax will be netted, but adjustments to allocations between partners will not. Also, the tax rate
applied will generally be the highest marginal rate.
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To be clear, under this new system, if the partnership pays, it will simply pay the final partnership
adjustment and will not provide any tax document to the partners, who will have no federal tax filing
requirement or liability. (The partnership will presumably make an internal allocation of the cost of the tax
paid to the partners, as appropriate). If, instead of paying the tax, the partnership elects to push out the
remaining adjustments to the partners, it will be responsible for doing so on a new tax information return
designed to allow the IRS to confirm that the adjustments have been properly allocated and also allow the

partners to report and pay any additional tax on their current year ("adjustment year") returns. If the
partnership wishes to contest the audit, it must make a deposit of the amount of the final partnership liability
first, even if it elects to push out the adjustments.
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The IRS issued regulations to implement these provisions on January 18, 2017, which were withdrawn as
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part of the new administration's regulatory freeze. Congress also introduced a technical corrections bill in
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late 2016, but the bill was not enacted. One significant unknown is whether audited partnerships with
partnership partners (multi-tiered entities) will be allowed to elect to push-out audit adjustments. This article
assumes they will not.
Suffice it to say, in the context of federal audits of large partnerships, the rationale that underpins the
pass-through system takes a backseat to the need for effective enforcement, especially assuming the
partnership chooses to (or is required to) pay the tax on the final partnership adjustment. In that case, the
tax paid will likely exceed the tax that would be paid if the partnership and the partners had properly
reported on original returns.

What About the States?
The starting point for most states' income tax calculations is federally reported income. So if a taxpayer files
an amended federal return, or is audited by the IRS, it affects state taxes owed. For this reason, existing
30

state laws require taxpayers to report federal changes and pay any additional state tax due. But it is not
clear exactly how states will adapt to the new partnership audit and adjustment rules under the BBA.
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Consequently, the Multistate Tax Commission's Uniformity Committee has convened a partnership work
group to study the audit and adjustment rules and make recommendations to the states on how to adapt to
those rules. That work group has been meeting for almost a year and has been fortunate to receive the
attention of a number of other groups including the American Bar Association Tax Section, the AICPA, the
Council On State Taxation, and the Tax Executives Institute. The MTC uniformity process typically goes
through multiple stages—information gathering, issue identification, policy formulation, model drafting,
model approval, public hearing, Bylaw 7 survey, and recommendation by the Commission to the states.
The MTC Uniformity Committee and the partnership work group spent over six months soliciting comments
on and discussing potential state tax issues. Copies of the issue lists developed by the work group and
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submitted by the ABA/AICPA task force are available on the MTC project web page. Uncertainty over
federal developments, including whether the IRS will reissue proposed regulations or whether Congress will

enact technical corrections has impeded the work group's progress. Nevertheless, because states need
time to enact and implement changes, the uniformity committee has asked the work group to proceed as
best it can.
While the authors cannot predict the outcome of the work group's efforts, it appears from discussions that
states should expect a significant number of audited partnerships will be required to (because they have
partnership partners), or will choose to, pay the tax liability on federal adjustments rather than push those
adjustments out to partners. Partnerships that are not required to pay the partnership liability may do so
because of the substantial administrative cost for both partnerships and partners of doing otherwise. Where
the partnership agrees to pay the liability, states will have little practical choice but to acquiesce. Also, it
appears likely that in the course of adapting state law to the new federal rules, practitioners and others will
ask that states allow partnerships to pay the state-level tax at the partnership level, even if the partnership
has elected to push out the adjustments for federal purposes.
Assuming, therefore, that partnership-level assessment may be the normal result under federal audits,
there are certain issues that states must consider which the federal government does not face. Those
issues are the focus of the remainder of this article.

The Typical Large Partnership
Before turning to the unique state issues implicated by entity-level taxation, it's useful to first describe the
typical large partnership that would be subject to the audit provisions of the BBA. In general, a large
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partnership is defined as any partnership with more than 100 partners, or more than a single tier (that is, a
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partnership that has partners that are partnerships). But other than having large, complex structures, what
will these partnerships typically look like?
We know something about the breakdown of partnership owners generally. C corporations are estimated to
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own only 1-10% of the total number of partnership interests (represented by Schedule K-1s). It's
reasonable to expect that many of the partnership interests held by C corporations are part of a closely held
corporate structure and would either not be large partnerships under the BBA's definition or would be
audited as part of the corporate audit. It is far more likely, therefore, that the vast majority of the owners of
the typical large partnership subject to audit under the BBA will be individuals (or those taxed as
individuals), rather than C corporations.
Also, research shows that the typical individual owner of a partnership interest is in the top 1% in terms of
total earnings. In fact, almost 70% of pass-through income earned accrues to households in that top 1%.
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This fact likely means that they are subject to high marginal tax rates.
As far as a description of the partnerships themselves, one might imagine (incorrectly) that they are
generally comprised of small businesses and professional firms. But even if one includes all partnerships,
large and small, there appear to be very few that look like a typical small business. Nor would many small
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businesses likely fit the definition of a large partnership under the BBA's definition. And professional firms
(doctors, lawyers, accountants, etc.) now comprise only about 15% of total partnership income.
Instead, about 70% of allocated income goes to partnerships in finance or those that classify themselves as
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holding companies. Many in this group are the private equity firms that have taken on an increasingly
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larger role in financing business in the United States. As such, their main assets will be holdings in other
businesses, their main revenue will be distributions from and gains on the sale of those holdings, and their
main expense will be interest on borrowed funds used to leverage their own capital.
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What about the nature of the partner's interests? With the exception of the professional firms that have
more than 100 partners, we should expect that the remainder of the large partnerships would have mainly
limited partners who do not take an active role in the partnership but act instead as passive investors. The
management of such partnerships is often accomplished through a separate entity which holds a very small
(active) interest in a number of partnerships, all with limited partners, and is responsible for performing the
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investment activities of the partnership for a guaranteed share of profits. These management entities are
likely to be headquartered in financial centers, like New York, or areas with substantial investment
opportunities, like California.
Exactly how large and complex are the related structures of audited partnerships likely to be? In 2014, the
U.S. Government Accountability Office (GAO) published a study of what it defined as "large"
partnerships—those that had more than 100 partners and more than $100 million in assets. This study is, in
part, what prompted Congress to enact the BBA. These are the same partnerships that will undoubtedly be
the focus of any enhanced IRS audit process. The GAO report found that in 2011, two-thirds of these large
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partnerships (over 6,000 entities) had in excess of 1,000 partners. In addition, the report found that more
than two-thirds of large partnerships had at least 100 or more pass-through entities as direct and indirect
partners.
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The remainder of this article, which addresses particular enforcement issues unique to the states, will do so
mainly in the context of large, complex multistate partnerships engaged primarily in investing in other
businesses and with limited/passive individual partners.

Unique State Tax Enforcement Implications
In a perfect world, the states would derive an undiluted benefit from any new IRS audits of large
partnerships. In other words, the states would be able to assess and collect any tax due on a related federal
audit adjustment, making them whole (or better) for taxes underreported on the partners' original state
returns. But three primary hurdles, unique to the states, may prevent this. The first is nexus. The second is
apportionment. The third is conformity.

The first hurdle—nexus
There are two important nexus issues in this area: (1) nexus over a nonresident partner in a state where the
partnership does business, and (2) nexus over an out-of-state partnership in a state where a partner is
resident. The U.S. Supreme Court has never directly addressed the first question. State courts have split
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over this issue. The ongoing effect on the states of any lingering doubt, however, is largely mitigated by
states adopting withholding and composite return rules, which impose on the partnership doing business in
the state the duty to pay taxes owed by the nonresident partners.
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The second question—whether a resident partner can create nexus for an out-of-state partnership—is even
less certain and may turn out to be more important in the context of federal audits. While courts will
generally hold that partners acting on behalf of a partnership confer jurisdiction over the partnership, it is the
particular actions of the partners that provide the jurisdictional hook. Cases outside of this general context
are rare, and courts search for other contacts the partnership may have in a state before finding
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jurisdiction. Assuming that the resident partner holds a limited, passive interest in the out-of-state
partnership, can the residency state require the partnership to comply with tax-related requirements? For
now, states should assume the answer is no.
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This is obviously not an issue created by the BBA's federal audit and adjustment process, but the issue may
be a hurdle for making that process work for the states in a way that it is not for general tax filing purposes.
When it comes to state tax filing generally, while the state of the resident partner may not be able to require
reporting by the out-of-state partnership, the resident partner will have a federal Schedule K-1 from the
partnership which can be used to confirm the partner's share of partnership items and other information.
As described above, however, it is not clear what documentation partners will be provided during a federal
partnership audit, especially if the partnership pays. States may have to consider imposing requirements on

resident partners, therefore, to obtain and provide information from the partnership, assuming that the
partnership cannot be made to provide that information directly. Also, if the partnership chooses to pay tax
on the audit adjustments, the states in which it does not do business, but has resident partners, will need to
consider whether any liability for tax should be imposed on those partners. This brings us to the second
hurdle.

The second hurdle—apportionment
In being able to effectively adapt to entity-level assessment, it is the issue of apportionment that potentially
involves the greatest complexity. Again, for purposes of this discussion, it is assumed that the particular
partnership subject to federal audit is a large partnership with mostly investment holdings and mainly limited
partners with only passive-type interests. And, again, this article can only scratch the surface of the
potential issues.
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State apportionment rules have evolved to suit the taxation of C corporations. When applying the
entity-level tax to C corporations doing business in multiple jurisdictions, all states use formulary
apportionment to determine their share of taxable income. Corporate distributions to individual
shareholders are then sourced to the individual's state of residence. In the partnership area, general state
apportionment rules may be applied differently and, in the case of investment-type partnerships, may not be
a good fit at all.
While most states generally apply entity-level apportionment to the business income of partnerships when
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allocated to nonresidents, they do not (with limited exceptions ) apportion the partnership income or
otherwise apply tax on a source basis to items allocated to residents. Instead, states tax 100% of the
partnership income or other tax items allocated to residents and then give a credit for taxes paid to other
states-where those individuals might be taxed as nonresidents on a source basis. Furthermore, a number of
states do not treat passive investment income from partnerships as apportionable for nonresident limited
partners, but instead source that income to the domicile of those partners.
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Entity-level assessment of partnerships may shift the state to which taxes are reported and paid. This can
be illustrated by two simplified examples:
Example 1: Partnership P, an active business, has all of its apportionment factors (assets and operations)
in State A, but all of P's partners (investors) live in State B. State A imposes a 1% tax, while State B imposes
an 11% tax. The IRS audits P, determines that it has underreported income by $1 million, and assesses the

partnership. P pays the tax, rather than pushing the adjustment out to the partners. Had P properly reported
income on its original filing, State B would have collected an additional $100,000 ($110,000 less a credit of
$10,000 for tax paid by the partners to State A). But if States A and B follow federal treatment, then P, as an
entity, would be assessed $10,000 in A and nothing in State B (since P has no apportionment factors in
State B).
Example 2: Assume the same facts as Example 1, except that P's sole activities are investing in financial
assets. Assume also that both States A and B treat such partnerships as passive investment
entities—attributing the income to the partner's domicile. If the income of P had been properly reported on
original returns, State A would not have received any tax and State B would have received an additional
$110,000. If both States A and B follow the federal treatment with respect to the audit adjustment, however,
they can only achieve the same result if they apportion partnership-level liability by the residency of the
partners, rather than the location of the partnership operations.
These are obviously extreme examples but they serve to illustrate the possible effects of entity-level
assessments on state taxes.
Even if states were to apply the general UDITPA formula in order to assess state tax at the partnership level
to partnerships that engage in investment activities, that formula may be a poor fit. The following is just a
sampling of the issues that may arise in attempting to use the standard apportionment formula as applied to
investment partnerships:
•

Partners who participate in the partnership business might do so only sporadically and, in any case, will
not be treated as employees receiving compensation, so calculating the payroll factor may be difficult.

•

The assets of investment partnerships will be intangible property and, under the standard formula, such
assets are not included in the property factor and, if they are included, there would be sourcing
questions.

•

The receipts of investment partnerships will be from dividends, interest, gains, etc., and the Multistate
Tax Commission currently has a work group addressing how such receipts might be sourced in special
circumstances where they will need to be included in the receipts factor.
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This is not the end to the questions concerning partnership-level state tax assessment. States that tax
partnership income on a pass-through basis generally have no rules for combining related partnership
entities. But any practical effects of this are mitigated under the pass-through system, where the tax is paid
by individual partners.

Again, a simple example illustrates: Assume that State X has a 10% tax on income and State Y has no
income tax. A, B, and C all reside in State X and are partners in ABC1 and ABC2. ABC1 does business in
State Y. ABC2 does business in State X. ABC1 pays ABC2 an intercompany charge, effectively reducing
ABC1's income to zero. Under the pass-through system, the income of both entities would simply be
allocated to the partners and reported by them, 100%, to their state of residence. If the partners paid tax to
another state on an apportioned basis, they would be entitled to take a credit for the tax paid in their state of
residence. But since ABC2, the profitable entity, earns its income in a state without an income tax, the
partners would pay no tax and would not be entitled to any credit.
Now assume that instead of having the partners pay tax on the collective incomes of the partnerships on a
pass-through basis, ABC1 and ABC2 are taxed at the partnership level. If the partnerships are not
combined, each will apportion its income separately at the entity level. All of the income of ABC2 would be
sourced to state Y, which has no income tax.
State tax professionals will, no doubt, recognize this scenario as the same type of tax planning arrangement
that can occur in the corporate income tax area when combined filing (or some other remedial provision
addressing related company transactions) is not used. To the extent tax assessments are made at the
entity level, rather than on a pass-through basis, this issue will need to be addressed.
As far as the need for combination when assessing business entities at the entity level generally, the history
of the Texas franchise tax may be instructive. Until 2006, Texas law imposed a franchise tax only on
corporations and certain limited liability companies conducting business in Texas. This tax structure,
combined with the fact that at that time Texas was a separate filing state, meant that Texas companies
could—and did—significantly reduce their tax burden by restructuring to a limited or general partnership. In
response to a budget crisis in 2006, the Texas Legislature foreclosed this tax avoidance tactic via House Bill
3, enacting a new tax structure that combined elements of a gross receipts tax with elements of a net
income tax, later codified at Texas Code Annotated, Tax Code tit. 2, subtit. F, ch. 171.
This new "Texas Margin Tax" expanded the state's taxing reach to any limited liability entity conducting
business in Texas, including limited partnerships and limited liability partnerships. Because a pass-through
entity whose income is apportioned at the entity level can still restructure to avoid state tax, Texas also
adopted combined reporting. Under Tex. Tax Code Ann. § 171.1014, taxable entities that are part of an
affiliated group engaged in a unitary business must file a combined group report.
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The third hurdle-conformity
This article has referred to the term "enforcement" throughout. What is enforcement? At its simplest, it
means that the government collects the tax owed. Auditing is one thing, but collection is another. As was
suggested earlier, complexity and lack of transparency not only make auditing difficult, they can also put
collection at risk. The BBA's provisions set up a process with elements that work together not only to
facilitate federal audits but also federal tax collection. While it will be challenging for states to conform to
every aspect of the BBA, it would also be dangerous for states to focus only on conforming or adapting to
certain elements, while ignoring others.
It is unlikely to shock anyone that federal and state tax enforcement efforts would be particularly concerned
with potential audits that might generate significant adjustments. Assume that a federal audit does, in fact,
result in a significant amount of tax due. There are two possibilities—that the partnership and its partners
made a reasonable mistake, or that they deliberately took aggressive filing positions. Given the history of
tax shelter use in the partnership area, tax administrators would have to be naive not to anticipate the latter.
Assuming they're right, then they should also anticipate difficulties in collecting the additional tax due,
especially given the complexity of many large partnership structures and the lack of transparency.
In addition to imposing entity-level tax, in general, three provisions of the BBA seem specifically geared
toward the ultimate goal of tax collection. First, in order for the partnership to qualify for an adjustment to the
proposed partnership liability on account of partners filing amended returns, the partnership must show that
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the partners not only reported all the adjustments, but also paid the tax due. Second, the partnership will
remain liable for the final tax determined to be owed unless and until it properly pushes out the adjustments
54

to all the partners, and failure to do so will count as an invalid election. Third, in the event that the
partnership chooses to contest the final adjustments in court, the liability must be paid as a deposit before it
can do so.
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States should consider whether similar safeguards are necessary when imposing state tax on the federal
adjustments and should not let the difficulties in conforming to the BBA distract from the overarching goal of
achieving enforcement and tax collection. It is also possible that states will find their own creative solution
(whether through existing withholding or composite filing systems, or otherwise) to address risks associated
with tax collection in this area. For example, states where an audited partnership has filed a composite
return might require the partnership to report federal audit adjustments by way of amending that return.

Conclusion
While the action by Congress under the BBA to facilitate federal audits of large partnerships is a welcome
development to state tax administrators, clearly there are a number of issues that states will need to
address. In particular, entity-level assessment will require states to consider the implications of the BBA's
provisions with respect to nexus, apportionment, and conformity. For the benefit of taxpayers, partnership
tax professionals, and state tax administrators, all state requirements necessary for adapting to the federal
audit process should be thought out and spelled out.
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