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The IRS and most states have struggled with how best to
audit partnerships. Because partnerships generally are not
subject to income tax at the entity level, taxing authorities
have collected partnership-related income tax deficiencies
from the partners, not the entity. With some partnership
structures having multiple tiers and partners numbering in
the thousands, some lawmakers have been concerned with
the ability of taxing authorities to effectively audit partner-
ships, find sources of income, and determine partners’
shares of adjustments.

The Bipartisan Budget Act of 2015 made significant
changes to the way partnerships and entities treated as part-
nerships for federal tax purposes (such as many limited liabil-
itycompanies)willbeauditedandassessed.Thosenewfederal
rules generally go into effect for partnership returns for tax

years beginning after December 31, 2017, but some partner-
ships may be able to adopt the new federal rules earlier.1

Generally (absent some elections), the new federal rules
allow the IRS to make adjustments and collect related
underpayments at the partnership level, rather than sepa-
rately from each of the partners. The character of those
imputed underpayments as an entity-level tax on the part-
nership or a withholding by the partnership of taxes that
otherwise would be owed by the partners remains uncer-
tain.2 If an imputed underpayment is a tax on the partner-
ship, states may find they have no mechanism in their laws
to assess state tax on the amounts generating the imputed
underpayment because most states do not impose an entity-
level tax on partnerships. However, even if it is not a tax on
the partnership, the information shared with the state by the
IRS on the completion of a federal audit may not be
sufficient for the state to properly assess related underpay-
ments of state tax.

Although a partnership’s imputed underpayment relates
to income, gain, loss, deduction, or credit of the partnership
for a past tax year (the year reviewed by the IRS under audit,
referred to as the reviewed year), the default rule is that the
partnership pays the imputed underpayment in its tax year
during which the adjustment is finally made (the adjustment

1On August 4 the IRS released temporary and proposed regulations
(T.D. 9780) allowing partnerships that meet the procedural require-
ments and that can make some representations to elect to apply the
new federal rules to partnership returns filed for tax years beginning
after November 2, 2015 (the date the new regime was enacted), and
before January 1, 2018. Unless otherwise indicated, section references
are to the Internal Revenue Code of 1986 as amended.

2See, e.g., Jenna Summer, Katie LeBlanc, and Ashby Corum, ‘‘Po-
tential Financial Reporting Implications of Changes to Partnership
Examinations,’’ What’s News in Tax, Jan. 6, 2016, available at http://
bit.ly/2bcrRvv.
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year).3 That potentially shifts the economic burden of an
understatement of income in the reviewed year from the
reviewed-year partners to the adjustment-year partners, not
all of whom may have been partners during the reviewed year.

Rather than paying the imputed underpayment at the
partnership level, however, a partnership may elect to push
out the audit adjustments to the reviewed-year partners,
who compute tax on the underpayment and pay the relevant
tax with their current tax year return (using a formula to
determine the amount by which to increase their current-
year tax). In this situation, the partnership provides the
reviewed-year partners (and the IRS) with statements show-
ing those partners’ shares of adjustments to the partnership’s
items (adjusted schedules K-1). Each reviewed-year partner
then increases its chapter 1 tax liability for the year that
includes the date on which that statement is furnished (the
current year) by an amount that reflects the hypothetical
increase in its chapter 1 tax liability for each tax year between
the reviewed year and the current tax year in a manner that
takes into account the adjustment in the reviewed year.

Some smaller partnerships can elect out of the new
federal audit provisions altogether. In that case, adjustments
generally would be determined in separate proceedings for
each partner using the current procedures applicable to
audits of smaller partnerships and their partners.

Although the effective date is still months away (unless a
partnership elects to apply the rules early) and the related
audits may be years away, partnerships and states will need
to consider the collateral state implications of the federal
changes. If states do not address the changes, their taxing
authorities may find that they lack authority and informa-
tion necessary to assess and collect related state taxes. If
partnerships do not prepare for the changes now, they may
not be able to easily obtain information to comply with any
state requirements for reporting to the states and their
partners.

Arizona is the only state that has enacted legislation to
address the federal changes. Arizona’s legislation provides

insight into what might be enacted in other states. A review
of the legislation uncovers areas yet to be addressed to ensure
the proper amount of state tax is paid by partnerships or
their partners on the conclusion of a federal partnership
audit under the new rules.

This article summarizes the new federal rules and ex-
plains and analyzes the Arizona legislation. It then addresses
the state tax considerations for taxpayers when states are
planning to implement the new federal rules.4 This article
also raises issues that states may want to consider when
drafting legislation to address state audit procedures in light
of the new federal rules.5

I. New Federal Rules and the Budget Act of 2015
Generally effective for income tax returns filed for part-

nership tax years beginning after 2017, the new federal rules
repeal and replace the current Tax Equity and Fiscal Respon-
sibility Act audit rules with a single system of centralized
audit, adjustment, and collection of tax. Those rules gener-
ally apply to all entities classified as partnerships that are
required to file federal income tax returns (that is, tax
partnerships).6

The new federal rules address a host of issues, including
partnership adjustments and assessments, consistency be-
tween the partnership return and its partners’ returns, des-
ignation of a partnership representative,7 administrative
adjustment requests, amending schedules K-1, and statutes
of limitations on assessments and refunds. Under the new
federal rules:

• If the IRS determines that the partnership understated
income or gain (or overstated losses or deductions) in

3New IRC section 6225(d)(2) defines adjustment year as the
partnership tax year in which (1) in the case of an adjustment under the
decision of a court in a proceeding brought under the new rules’
judicial review provisions, such decision becomes final; (2) in the case
of an administrative adjustment request, such request is made; or (3) in
any other case, notice of the final partnership adjustment (FPA) is
mailed. See new code section 6225(d)(2).The ‘‘General Explanation of
Tax Legislation Enacted in 2015’’ prepared by the staff of the Joint
Committee on Taxation provides an example indicating that the
adjustment year would be 2021 if an adjustment with respect to
partnership tax year 2018 results in an imputed underpayment being
asserted in 2020 but the partnership litigates the adjustment in Tax
Court, the decision becomes final in 2021, and it is not appealed. See
p. 62. The new federal rules define reviewed year as the partnership tax
year to which the item being adjusted relates. See new IRC section
6225(d)(1).

4For a summary of these rules, see Appendix: Comparison of
Federal and Arizona Procedures.

5See also Carol Kulish Harvey et al., ‘‘New Partnership Audit Rules
— What We Know So Far, Part 1,’’ Tax Notes, Aug. 8, 2016, p. 829,
(hereafter ‘‘New Partnership Audit Rules’’) and ‘‘New Partnership
Audit Rules — What We Know So Far, Part 2, Tax Notes, Aug. 15,
2016, p. 991.

6See new IRC section 6241(1), which defines partnership for
purposes of the new federal rules as a partnership required to file a
return under section 6031(a). References to new IRC sections or new
federal rules are to sections added by the Budget Act, as amended by
the Protecting Americans from Tax Hikes (PATH) Act of 2015, the
title of the Consolidated Appropriations Act, which will become
effective when the new law takes effect. As indicated above, a partner-
ship that meets some requirements may elect to apply the new federal
rules for any partnership return filed for partnership tax years begin-
ning after the date of enactment (November 2, 2015). The rules for
making such an election are found in section 301.9100-22T of the
Treasury regulations.

7Under new IRC section 6223(a), each partnership is required to
designate a partner (or other person) with a substantial presence in the
United States as a partnership representative. That representative has
‘‘sole authority to act on behalf of the partnership’’ with respect to
federal partnership audits.

Viewpoint

956 State Tax Notes, September 19, 2016

For more State Tax Notes content, please visit www.taxnotes.com. 

 

(C
) T

ax A
nalysts 2016. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



the reviewed year, the IRS determines the amount
required to be paid based on some simplifying assump-
tions — the imputed underpayment — and mails the
partnership a notice of proposed partnership adjust-
ment (NOPA).8

• If the IRS determines that the partnership overstated
income or gain (or understated losses and deductions)
in the reviewed year, the partnership must adjust its
non-separately-stated income or loss for the year for
which the adjustment is made (with the reduced in-
come or increased deductions generally benefiting the
adjustment-year partners).9

• The partnership has 270 days after the date of the
NOPA to submit information that can be used to
reduce the amount of the imputed underpayment.10

For example, the new law directs Treasury and the IRS
to establish procedures to modify the amount of the
imputed underpayment if (1) the partnership demon-
strates a portion is allocable to a partner that would not
owe tax by reason of its status as a tax- exempt entity;
(2) the adjustment relates to income and gain allocable
to C corporation partners or to capital gains and
qualified dividends of individuals and S corporations;
or (3) the reviewed-year partners file amended returns
and pay additional tax due regarding understated in-
come or gain.11

• After the IRS reviews that information, it issues a
notice of final partnership adjustment (FPA).12

• The partnership has 45 days after the date of the FPA
to decide whether to make an election to push out to
each partner in the audited (reviewed) year that part-
ner’s share of any adjustment to partnership items,
instead of paying at the partnership level (also known
as paying up).13

• If the partnership elects to push out an adjustment to
the partnership’s items of income, gain, loss, deduc-
tion, or credit, each reviewed-year partner must take
its share of the adjustment into account on its current-
year tax return. Specifically, each reviewed-year part-
ner increases the tax imposed by chapter 1 of the IRC
(the income taxes imposed by sections 1 through
1400) for the tax year that includes the date when the

adjusted Schedule K-1 is furnished (the current tax
year) to reflect the sum of (1) in the case of the tax year
of the partner that includes the end of the reviewed
year, the amount by which the tax imposed under
chapter 1 would increase if the partner’s share of the
adjustments were taken into account for such year,
plus (2) in the case of a tax year after the year described
above and before the current tax year, the amount by
which the tax imposed under chapter 1 would increase
by reason of tax attributes that would have been af-
fected by some adjustments.14

• The statute does not provide a person who is allocated a
share of the adjustment with the right to challenge the
adjustment or the amount allocated to that person.15

The new federal law also allows some partnerships to
elect out of the new federal rules and be subject to the
non-TEFRA audit rules that apply to some small partner-
ships. Absent administrative guidance otherwise, a partner-
ship is generally ineligible to make the election out unless it
is required to furnish 100 or fewer schedules K-1 and meets
other requirements, including the absence of partners that
are partnerships. It is important, however, that the election
out must be made with the timely filed partnership return
for each year to which it is to apply; the partnership cannot
wait to make the election until the year is examined.

There are many unanswered questions about the new
law, including questions about how the push-out election
applies in tiered structures.16 Additional legislative clarifica-
tion and administrative guidance are needed.17

8See new IRC sections 6225 and 6231.
9See new IRC section 6225(a)(2). See also new IRC section

6225(d)(2), supra note 3.
10See new IRC section 6225(c).
11The imputed underpayment also can be adjusted in some situa-

tions involving passive activity losses and publicly traded partnerships.
Further, the IRS and Treasury have broad authority to provide addi-
tional procedures for modifying the amount of the imputed underpay-
ment based on other factors, as appropriate.

12See new IRC sections 6231 and 6235, as amended by the PATH
Act. The FPA cannot be issued until 270 days after the NOPA.
However, new IRC section 6235, as amended by the PATH Act,
provides the IRS extension periods to issue the FPA.

13See new IRC section 6226.

14For example, assume that in 2020 the IRS determines that
Partnership X understated $1 million of ordinary income on its 2018
return. That income would have been allocated equally to A (an
individual) and B Corp. (a C corporation). In 2018 B had a net
operating loss of $650,000 that B could have used to offset its
$500,000 share of understated income if Partnership X had reported
the income in 2018. However, B used the full amount of the NOL to
offset other income earned in 2019. Both Partnership X and B Corp.
use the calendar year. Partnership X elects to use the push-out method
for the imputed underpayment and sends B Corp. a statement in 2020
showing B Corp.’s $500,000 share of the adjustment. For B Corp.’s
2020 tax return, B Corp. presumably must include the sum of (1) the
amount by which its tax liability for 2018 would be increased by virtue
of the adjustment (that is, zero, because of the NOL) and (2) the
amount by which its tax liability for 2019 would increase given that
none of the NOL would have been available to offset B Corp.’s income
in that year.

15For more details on these requirements, see New Partnership
Audit Rules, supra note 5.

16For a detailed analysis of the unanswered questions, see ‘‘New
Partnership Audit Rules,’’ supra note 5.

17In Notice 2016-23, IRB 2016-13 (Mar. 28, 2016), the IRS
requested comments on the new partnership provisions. Rochelle
Hodes, attorney-adviser, Treasury Office of Tax Legislative Counsel,
noted at a recent Federal Bar Association Tax Section meeting that
there are ‘‘hundreds’’ of issues with implementation of the statute.
William R. Davis, ‘‘IRS Wants Comments on Key Partnership Audit
Issues,’’ Tax Notes, Mar. 14, 2016, p. 1273.
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II. Arizona SB 1288

Arizona’s new statute18 requires a partnership that is
assessed an imputed underpayment under the new federal
rules to file an Arizona return for the reviewed year, showing
the adjustments to income or the gain, loss, or deduction on
which the federal imputed underpayment was based.19 Part-
nerships that elect to push out adjustments to the reviewed-
year partners for federal purposes also must file amended
Arizona returns for the reviewed years regardless of whether
the adjustments result in an underpayment or overpayment
for federal tax purposes.20

How the adjustments are treated for state tax purposes
depends on whether the adjustments result in a net increase
or net decrease in Arizona taxable income and whether the
partnership pays the federal imputed underpayment at the
partnership level or pushes out the federal adjustments to
the partners. If the adjustments result in a net increase in
Arizona taxable income and the partnership files and pays
the imputed underpayment at the partnership level (the
pay-up method) for federal tax purposes, the Arizona statute
imposes a tax on the partnership at the entity level levied on
the Arizona share of the adjustments. The partnership must
file an amended Arizona return for the reviewed year and
pay the associated Arizona tax within 90 days after the final
IRS determination.21 If the partnership elects to push out
the adjustments to the reviewed-year partners for federal
income tax purposes, the partnership must provide its
reviewed-year partners22 with a statement of the federal
adjustment and any correlative Arizona income tax modifi-
cations.23 That is considered a change in the partners’
taxable income by the IRS for the reviewed year, and the
partners must each file an amended Arizona return for the
reviewed year within 150 days after the final determination
of the partnership adjustments by the IRS.24

If the adjustment that gives rise to the federal imputed
underpayment results in a net reduction in Arizona taxable
income, the process is the same regardless of whether, at the
federal level, the imputed underpayment is paid by the
partnership or pushed out to the partners.25 The partnership
is not authorized to claim a refund for amounts not actually
paid by the partnership. Therefore, the partnership must
notify the reviewed-year partners of the adjustment within
90 days.26 Each partner must file an amended return for the
reviewed year to claim a refund within 150 days of the date
of the final determination of the IRS adjustment.27

If the partnership incorrectly reports the adjustments to
Arizona, the partnership must pay the tax on any resulting
understatement of Arizona taxable income.28 If the error
results in an overstatement of Arizona taxable income, then
identification of who receives the refund depends on who
paid the tax. If the tax was paid by the partnership, the
partnership may claim a refund.29 Otherwise, only the
partners who paid the tax may receive a refund of the
overpaid taxes.

III. Lessons Learned From Arizona
What can we learn from the Arizona legislation? First, it

piggybacks onto the federal process to a large extent. So
when the partnership representative decides to pay the
federal imputed underpayment or push out the federal
adjustments to the partners, the decision should take into
account the state ramifications as well.

A. Filing Requirements
Assume, for example, all states adopted provisions similar

to those adopted by Arizona. A decision to push out the
federal adjustments to the partners means that each partner
may need to file an amended return in each state in which
the partner originally filed. Most states, including Arizona,
require a state return to be filed whenever there is a change at
the federal level.30 Therefore, each state where a partner
originally filed may be expecting a return, even those states
where the partnership itself did not file a return. For ex-
ample, an individual partner who is a Michigan resident
may be required to file an amended Michigan personal
income tax return to reflect adjustments pushed out from
the federal audit of a partnership that did business only in
Illinois and Indiana.

Further, if the federal change results in a substantial
change in the partnership’s apportionment factors that pass
through to the partners, that could significantly change the
partner’s apportionment factors in every state in which the
partner originally filed. Therefore, pushing the change out

18Arizona SB 1288, amending Rev. Ariz. Stat. sections 43-327 and
43-1414 (signed by the governor on May 11, 2016).

19Ariz. Rev. Stat. section 43-1414(A).
20Id.
21Ariz. Rev. Stat. section 43-327(B)(1). The Arizona statute im-

poses a tax on the partnership at the entity level levied on the Arizona
share of the adjustments. Id.

22The Arizona statute does not specify whether the statement must
be provided to the adjustment-year partners or the reviewed-year
partners. However, because the statute provides that a partnership may
not claim a refund of tax that it did not actually pay and the related
adjustments must be made to the partners’ reviewed year returns, it
may be reasonable to assume this statement should be distributed to
the reviewed-year partners. See Ariz. Rev. Stat. sections 43-327(B)(1)
and 43-1414(D)(2)(b). The Arizona Department of Revenue may
consider clarifying this in regulations.

23Ariz. Rev. Stat. section 43-327(B)(2).
24Ariz. Rev. Stat. section 43-327(B)(1). Also note that, because the

partners’ due date is based on the date of the federal audit, the
partnership will need to provide this information to the partners as
well.

25Ariz. Rev. Stat. section 43-1414(B)(2).
26Id.
27Ariz. Rev. Stat. section 43-327(B)(1).
28Ariz. Rev. Stat. section 43-1414(D).
29Ariz. Rev. Stat. section 43-141(D)(1)(b).
30Ariz. Rev. Stat. section 43-327(D).
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to the partners could impose a costly administrative burden
on the partners to file amended returns. Also, the partner-
ship itself would need to maintain current contact informa-
tion regarding former partners to ensure they receive all data
necessary for completing those returns.

In the Arizona law, the partners’ responsibilities in the
push-out method are significantly different from those un-
der federal law. Under federal law, the reviewed-year part-
ners are not required to amend past federal returns to report
the adjustment. Instead, they include in tax owed an
amount that is determined based on their share of the
federal adjustment in their current-year returns. Under the
Arizona law, those partners are required to file an amended
return for the reviewed year.

Filing an amended Arizona return may have numerous
ramifications, including an extension of the statute of limi-
tations. Under Arizona law, it is not clear whether filing an
amended return would extend the statute for all items on the
return or just those that were adjusted because of the federal
audit.

B. Information Shared With State by IRS

At that point, it is uncertain what information the IRS
will share with a state at the conclusion of a federal audit.
The partners presumably will each receive a K-1 type form31

explaining the partner’s share of adjustments determined by
the audit. However, that is likely to be reported on a net
basis. Therefore, if the IRS adjusts to an item of income or
expense that requires a state adjustment, the state and part-
ner may not receive sufficient information to properly ad-
just state income.

For example, assume the IRS adjusts several items of
ordinary income for ABC partnership, including an item of
ordinary income that was treated as non-apportionable,
nonbusiness income in Arizona. The net of the adjustments
will be reported as an adjustment to line 1 of the ABC
partner’s federal K-1. Without details regarding the nature
of the adjustments, the partners may not have the informa-
tion necessary to back out the adjustment attributable to
nonbusiness income, potentially over reporting the income
attributable to the state.

C. Calculation of Tax

If the partnership chooses to pay the imputed underpay-
ment at the federal level in the adjustment year, it is also
required to pay at the state level under the Arizona law.
However, it must do so by filing an amended Arizona return
for the reviewed year. The tax is imposed at the highest rate
for individuals, which in Arizona is 4.54 percent, imposed

on income greater than $304,868.32 Obviously, many indi-
viduals would not fall into that tax bracket, and thus the rate
of tax would be higher than what they would ordinarily pay.

Corporate partners, on the other hand, could benefit, as
the corporate tax rate in Arizona is 4.9 percent for tax years
beginning after December 30, 2016.33 By largely conform-
ing to the new federal pay-up rules, Arizona’s new law
simplifies the process for partners when the partnership pays
the imputed underpayment and related state tax at the
entity level, but taxpayers should be aware of the tax rate
implications.

D. Taxation of Residents as Nonresidents

Arizona’s statute does not appear to require partnerships
to distinguish between Arizona resident and nonresident
individual partners when computing the amount to be paid
to the state using the pay-up approach. Generally, resident
individuals would be taxed on their shares of the entire
income earned by the partnership, not just the amount of
income attributable to Arizona, and would be eligible for
credits for taxes paid to other states on that income.

The approach taken by Arizona in the pay-up method
simplifies the process. Instead of paying tax on a pro rata
share of the entire amount of income from partnerships,
partnerships will compute tax for residents in the same
manner as nonresidents, by determining their share of the
adjustments that arose from the federal audit, adjusted for
Arizona law, and allocated or apportioned to Arizona under
the state’s corporate apportionment provisions.34

That approach simplifies the compliance process. Deter-
mining whether a partner was a resident or nonresident
could be burdensome for a partnership as having a mailing
address is not determinative of residency. That approach
also resolves any questions that may arise if a partner has
changed residency since the reviewed year. Also, credits
allowed for taxes paid to other states could offset the amount
of tax due by an Arizona resident. Thus, the difference in tax
ultimately owed using the approach in the statute might not
differ significantly from an approach that required resident
partners to report all income and offset the Arizona liability
with taxes paid to other states. As a result, the Arizona
approach appears to forgo some degree of technical accuracy
in favor of simplicity and administrative convenience.

31See ‘‘Technical Explanation of the Protecting Americans From
Tax Hikes Act of 2015, House Amendment #2 to the Senate Amend-
ment to H.R. 2029,’’ prepared by the JCT staff, JCX-144- 15 (Dec.
17, 2015) at p. 249.

32Ariz. Rev. Stat. sections 43-1414(B)(1)(b) and 43-1011. The
income amounts for each bracket are adjusted annually by the DOR
according to the average annual change in the metropolitan Phoenix
consumer price index. Ariz. Rev. Stat. section 43-1011(C).

33Ariz. Rev. Stat. section 43-1111(5). Of course, the reverse could
be true in states where the individual rate is higher than the corporate
tax rate.

34Ariz. Rev. Stat. section 43-1414(E)(1). The statute does not state
whether the apportionment factors of the reviewed or adjustment year
should be used. Presumably, this is something the DOR can address in
regulations.
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E. Nexus
When federal adjustments are pushed out to the part-

ners, the reviewed-year partners make an adjustment to the
tax paid with their current-year federal returns. However, a
partner in the reviewed year may not have any connection to
Arizona in the current year (for example, a nonresident of
Arizona may have sold her partnership interest in the inter-
vening years) and thus may not be required to file an
Arizona return in the current year.

If Arizona required the partners to make an adjustment
to the current-year return, it is questionable whether Ari-
zona would have authority under the U.S. Constitution to
require that partner to file an Arizona return in the current
year (assuming the partner had severed all connections with
the state when she sold her partnership interest). By requir-
ing the push-out of partnership adjustments to be made to
the reviewed-year partners and reported on an amended
reviewed-year return, Arizona isolates the adjustments to a
year in which the partner had a taxable connection to the
state. That reduces the chances that partnership adjustments
will be pushed out to partners who cannot be compelled to
pay an associated increase in Arizona income tax.

Nevertheless, that negates one of the purported advan-
tages of the federal approach: that partners do not need to
file amended returns. Filing an amended return raises a host
of issues, including the extension of the statute of limita-
tions for the reviewed year.

F. Statute of Limitations
It is unclear how a state’s ability to assess tax at the

partner level may be affected by a state’s statute of limita-
tions. Arizona law provides that if a taxpayer enters into an
agreement with the IRS to extend the statute of limitations,
the period for state purposes is also extended for six months
after the expiration of the extended federal statute of limi-
tations.35 However, if the partnership extends the federal
statute of limitations, there are no provisions that would
automatically extend the statute of limitations for the part-
ners. Thus, the Arizona statute of limitations for a partner
may be closed before the federal audit is complete.

How those provisions will work when the partnership
chooses the push-out method is not entirely clear. In an
email toTax Analysts, Sean Laux, chief legislative liaison and
public information officer for the Arizona Department of
Revenue, explained that the notice provided by the partner-
ship to the partners under the new Arizona provisions would
be treated as a change in taxable income by the IRS for the
tax year of the partner during which the reviewed year of the

partnership ends.36 The partner then has 150 days after the
final determination of the partnership adjustments to file an
amended return.37 The DOR may assess tax up to four years
after a return is filed or required to be filed.38 Because the
statute of limitations for claiming a refund is the same as the
statute of limitations for the DOR to assess a deficiency,39

the taxpayer may claim a refund during the same period.

Thus, it appears that while a partner’s statute of limita-
tions may be closed for a particular year, the resolution of a
partnership audit may reopen the return. For example,
assume Able is a calendar-year individual taxpayer who is a
partner in the ABC partnership. Able files his individual
return in Arizona for year 1 on April 15 of year 2. Under
Arizona law, the state may assess tax four years after a return
is filed.40 Thus the statute of limitations for Able’s year 1
return closes on April 14 of year 6. Assume further that the
IRS begins an audit of ABC in year 5 and issues a NOPA on
April 1 or year 5. ABC has 270 days after the NOPA to
submit information that can be used to reduce the amount
of the imputed underpayment. The IRS receives that infor-
mation on December 30 of year 5 and, after processing the
information, issues an FPA on January 20 of year 6. ABC
must furnish to Able information within 90 days of the FPA,
and Able has 150 days from the date of the FPA to file an
amended return.

Note that in that scenario ABC is not required to furnish
information to Able until April 20 of year 6. However, the
statute of limitations for Arizona to assess tax on Able, or for
Able to file a claim for refund, presumably closed on April
15. Unless ABC notified its partners of the audit, Able
would have no way of knowing that the statute of limita-
tions might be extended. Under Laux’s explanation, the
statute of limitations would be reopened so that Able would
have 150 days from the date of the FPA to file a claim for
refund or file an amended return.

It is unclear, but presumably the state would then have
four years to issue a deficiency assessment under Arizona’s

35Ariz. Rev. Stat. section 43-1104(B)(7).

36Ariz. Rev. Stat. section 43-327(B)(2). While the Arizona statute
section 43-1414(B)(2), which includes the provisions explained above,
does not contain the words ‘‘by the IRS,’’ the revisions to section
43-327 state that the notice provided by the partnership to the partners
is treated as a change in taxable income of the partner ‘‘by the
commissioner of internal revenue.’’ It is not clear whether the IRS
treats the imputed underpayment as a change in taxable income of the
partners or an entity-level tax on the partnership.

37Ariz. Rev. Stat. section 43-1414(B)(2).
38Ariz. Rev. Stat. section 42-1106.
39Ariz. Rev. Stat. section 42-1106.
40Ariz. Rev. Stat. section 42-1104(A).
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statute of limitations for assessments.41 It is also unclear
whether the period for assessments or refunds would be
opened for all issues reported on the original return or
whether assessments or refunds would be available only for
those issues relating to the changes in the partnership’s
income.42 One hopes the DOR can address those issues in
regulations.

G. Adjustments That Result in Overpayment of
Arizona Tax

If a partnership’s federal imputed underpayment never-
theless results in an overpayment of Arizona tax, the part-
nership must push out the adjustments, and the
adjustment-year partners must file a refund claim. In that
circumstance, the partnership would need to both file an
amended Arizona partnership return for the reviewed year
and provide its partners with the information necessary for
them to file amended Arizona income tax returns for the
reviewed year to claim their Arizona refunds.

For example, assume a federal audit results in an increase
in federal taxable income (an imputed underpayment of tax)
but a decrease in Arizona taxable income (eligible for tax
refund). Assume further that the partnership does not make
an election to push out the tax to the partners. For federal
tax purposes, the imputed underpayment must be paid by
the partnership and thus absorbed by the adjustment-year
partners.

In contrast, Arizona will require the partnership to file an
amended return for the reviewed year. Further, the
reviewed-year partners must file an amended Arizona return
to claim a refund of overpaid Arizona taxes. Therefore, the
partners who ultimately bear the burden of the imputed
underpayment under the federal rules may be different from
the partners who receive the refund of overpaid Arizona
taxes. At a minimum, that can cause confusion for the
former partners who are eligible for a refund of Arizona taxes
but do not receive any information from the partnership
about the federal tax implications.

The Arizona statute does not address how to account for
a federal adjustment that does not result in a federal im-
puted underpayment. For federal purposes, a net adjust-
ment that reduces federal taxable income generally is taken
into account as a reduction in the partnership’s non-
separately stated income in the adjustment year.43

The language in the Arizona statute addresses only those
circumstances in which a federal audit results in an imputed
underpayment or the partnership has elected to push out the
audit adjustments to the partners. In other words, it does

not address a situation in which a federal audit results in an
overpayment of federal taxes.44

It is therefore unclear how that situation will be treated in
Arizona. It appears that the partnership would follow the
federal approach and take the adjustment into account in
determining the non-separately stated income or loss for the
adjustment year. Presumably, Arizona Revised Statutes sec-
tions 43-1021 and 1022, which provide Arizona addition
and subtraction modifications, would provide any necessary
adjustments.

For example, assume the IRS audits year 1 (the reviewed
year) of ABC Partnership in year 3 (the adjustment year).
Originally, ABC reported $100 ordinary income for year 1.
The federal audit identified $4 additional ordinary income
and $6 less interest income from U.S. obligations. The net
change in income for the partnership is -$2 from a federal
perspective. That would be taken into account on the fed-
eral return in the adjustment year and passed through as a
reduction in non-separately stated income or an increase in
non- separately stated loss (or, in the case of a credit, as a
separately stated item).45

Because Arizona does not tax interest on U.S. obliga-
tions,46 the $6 interest subtracted for federal tax purposes
would be added back under Arizona Revised Statutes sec-
tion 43-1022(4). However, it is uncertain how the $4 addi-
tional ordinary income would be reported in Arizona. Ab-
sent additional guidance, it appears the adjustment would
be reported by the adjustment-year partners in their
current-year return. Perhaps an example in the Arizona
regulations could help clarify the matter.

H. Apportionment
In addition to the tax base, the decision to push out the

partnership adjustments could affect the amount of income
apportioned to the state. Many states, including Arizona,
require each corporate partner to include factors of the
partnership in its own apportionment calculations in some
circumstances.47 Thus, the amount of tax due when calcu-
lated at the partnership level could be significantly different
from the amount that would be due if calculated at the
corporate partner level. Whether the tax is higher or lower
under the push-out approach depends entirely on the facts
and circumstances of the partners and the partnership. The

41Id.
42See, e.g., Ariz. Rev. Stat. section 42-1104(B)(6) (permitting the

state to assess deficiencies arising from adjustments made by the IRS
that are reported to the state within six months of filing the required
report with the state).

43New IRC section 6225(a)(2).

44The new provisions also do not address situations in which all the
partners have filed an amended return for the tax year that includes the
end of the partnership’s reviewed year. If all the partners file such an
amended return, the federal imputed adjustment will be zero, and
there is no imputed underpayment. Because the filing of an amended
federal return triggers a requirement to file an amended state return,
presumably such a situation would be covered by the previously
existing rules in Ariz. Rev. Stat. section 43-327(D). Under that section,
a taxpayer has 90 days after the final determination to file an Arizona
amended return.

45New IRC section 6225(a)(2).
46Ariz. Rev. Stat. section 43-1022(4).
47Arizona Corporate Tax Ruling 94-2 (Apr. 4, 1994).
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Arizona legislation is unclear on what apportionment infor-
mation must be provided to reviewed-year partners when a
partnership has elected to push out the federal adjustments.
Presumably, that will be clarified once Arizona releases the
forms and instructions regarding the new filing require-
ments.

Likewise, it is unclear how the apportionment factors
apply when the partnership pays the tax. Presumably, the
income would be apportioned to Arizona using the partner-
ship’s apportionment factors for the reviewed year. Again,
one hopes, the state can clarify that in regulations.

I. Composite Returns

Finally, although Arizona allows composite returns for
nonresident individual partners, the legislation does not
address them. A partnership that elects to push out the
payment to the partners must push it out for all partners. It
does not appear as though an amended composite return
would be allowed for those partners who elected to file as
part of a composite return in the reviewed year. Instead, it
seems that those nonresidents would need to file individual
Arizona returns for the reviewed year and pay any additional
tax due. Again, that may result in confusion as partners
attempt to file an amended return in states where they did
not file an original return (as they originally joined in the
filing of a composite return in the reviewed year).

IV. Considerations for Partnership Representatives

Making a decision to pay up or push out the imputed
underpayments may require the partnership representative
to balance the amount of tax to be paid against the admin-
istrative burden of compliance. There likely will be situa-
tions in which the partners have conflicting state tax profiles
(for example, for one partner, use of the entity-level pay-
ment might be better, and for another partner, the push-out
method could be better). The partnership representative
should be prepared to explain why he chose one method
over another and to support that explanation with relevant
data.

In many situations, it may be advisable to amend the
partnership agreement, addressing the partnership represen-
tative’s authority to make those decisions for the partners
and providing guidance to the partnership representative.
Some partnership agreements may be revised to avoid pos-
sible conflicts between partners who disagree on whether to
pay up or push out an underpayment. However, it likely will
be difficult to address those issues until more is known
regarding the new federal rules and the impact on financial
statement provisions, which will inform the decision-
making process as to pay up or push out.

V. Considerations for States

The Multistate Tax Commission has opened a project to
consider the ramifications to states of the new federal rules.
The Partnership Informational Project, which is in the

initial stages of gathering information and identifying is-
sues, intends to address the following questions:

• Are new state statutes called for?
• What more should the states be doing to audit and

track partnership information?
• Are withholding statutes effective enough given mul-

tiple tiered entities?
• How will old statutes intersect with entity-level liabil-

ity?48

States should seriously consider enacting legislation to
address procedural issues that may arise at the state level as a
result of the new federal rules. If they do not, they may find
that the information provided by the federal government is
insufficient for the state to determine the appropriate
amount of additional state tax due. Also, the state may not
be able to determine whether a refund claim filed by a
partner is appropriate.

In drafting legislation, states may want to consider the
approach taken by Arizona plus additional procedural con-
cerns that are not addressed in its statute. For example, states
may consider addressing how to classify the payment made
by the partnership — that is, is it a payment of tax? And if so,
on whom is it a tax — current-year partners, review-year
partners, or the partnership? Many states do not allow a
taxpayer to deduct state income taxes; therefore, amounts
paid to other states may not be deducted. Should the
payment be treated as withholding of tax paid for the
partners? In such case, might a partner with a significant
NOL carryforward from prior years be able to file an
amended return to seek a refund of the taxes paid on its
behalf? How should a partner’s capital account and basis in
the partnership interest be adjusted to reflect imputed un-
derpayments paid to federal or state governments?

VI. Constitutional Considerations
At the state level, requiring the burden of state income

tax arising from a reviewed year to be borne by partners in
the adjustment year invokes constitutional concerns. In
general the due process clause requires the taxpayer to have
a minimum connection with the taxing state. If a taxpayer
has no connection with a state, the due process clause
prohibits the state from taxing that partner.

Assume first that the payment to the state made by a
partnership is treated as a tax imposed directly on the
partnership. If the partnership’s only connection with a
state is that a partner resides in the state, is there sufficient
nexus for the state to require the partnership to pay an
entity-level tax? What if the in-state partner is a limited
partner that has no management authority and that partner
owns only a small interest in the partnership? Would it
matter that the limited partner acquired its interest in the

48More information about the project can be found on the MTC
website at http://bit.ly/2bcSmMd.
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partnership from another partner that did not have nexus
with the state? Or if the limited partner moved to the state
after acquiring the interest?

It is easy to see that, in some scenarios, one could argue
that the partnership itself did not purposely direct its activi-
ties to the taxing state.49 An argument can be made that
there is no rational relationship between a partnership and a
state in which the partnership has no activities or connec-
tion other than a passive investment, non-managing partner
residing in the state.

Similar constitutional concerns may arise if the payment
is considered to be withholding of tax paid for the benefit of
the partners. The due process clause also requires a rational
relationship between the income attributed to the state and
the intrastate values of the taxpayer.50 If, for example, a
partner purchases an interest in a partnership doing business
in the state, the ownership of that partnership interest
generally is sufficient for the state to tax income earned in
the state. However, if the income on which the tax is
imposed was generated before the partner became a partner
in the partnership, an argument might be made that the due
process clause prohibits the state from taxing that partner. It
is hard to envision a rational relationship between the tax-
payer and the income earned before the time when the
taxpayer owned an interest in the partnership.

It is unlikely that a state could successfully argue that
such an approach would be justified, because the state is
merely conforming to the system adopted at the federal
level. In Kraft General Foods v. Iowa,51 the U.S. Supreme
Court struck down an Iowa statute that allowed a deduction
for dividends received from U.S. subsidiaries but not sub-
sidiaries formed outside the United States. Although the
case involved discrimination under the commerce clause,

the Court concluded that ‘‘adoption of the federal system in
whole or in part, however, cannot shield a state statute from
commerce clause scrutiny.’’52 Similarly, it is unlikely that
adoption of the federal partnership audit rules would shield
a state statute from due process clause scrutiny.

VII. Conclusion
How the new federal partnership audit rules will be

applied remains a work in progress. The IRS is drafting
regulations to put meat on the statutory bones enacted at the
end of 2015. In the meantime, taxpayers must make deci-
sions about changing existing and new partnership agree-
ments, and state governments must decide about develop-
ing state rules for how to integrate the federal changes into
state partnership filing regimes.

As indicated above, partnership representatives will face
many decisions regarding the new audit rules and will have
to factor in both facts about the partners and partnership
and details of guidance that has not yet been issued. Simi-
larly, states must carefully consider the ramifications for
audits in their own states. Without legislative changes, states
may not be able to track how changes resulting from federal
audits should flow through to the state level. Also, on the
administrative front, states will need to be careful in drafting
the necessary forms and related guidance to ensure that the
information required of partnerships that have been audited
can reasonably be obtained by partnerships and satisfies the
level of detail needed to make correlative state adjustments.
The various implications for both adjustment-year and
reviewed-year partners must be carefully considered. In
enacting legislation, states must be careful to ensure those
new laws comport with the restrictions of the U.S. Consti-
tution. Resolving those issues also requires consideration of
jurisdictional limitations over both partners and the income
generated by partnerships.

The next few years may be challenging for states and
taxpayers alike as both adapt to the new process. Let us hope
that both sides can exercise patience during the audit process
and work together to develop a system that works for all.

49See Quill Corp. v. North Dakota, 504 U.S. 298 (1992), quoting
Burger King Corp. v. Rudzewicz, 471 U.S. 462 (1985). See also Kimberly
Rice Kaestner 1992 Family Trust v. North Carolina Department of
Revenue, 12 CVS 8740 (Wake County Super. Ct. 2015).

50Mobil Oil Corp. v. Commissioner ofTaxes ofVermont, 445 U.S. 425
(1980).

51505 U.S. 71 (1992). 52Id.
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Appendix
Comparison of Federal and Arizona Procedures

Federal Procedures

Arizona Procedures

Net Increase in Arizona
Taxable Income

Net Decrease in Arizona
Taxable Income

Pay-Up Approach • Partnership reports net adjustment
from reviewed year as adjustment in
adjustment year

• Partnership pays imputed
underpayment

• Partnership files amended return for
reviewed year

• Partnership makes payment to state

• Partnership files amended return for
reviewed year; partnership provides
statement of federal adjustments to
partners

• Partners file amended return for
reviewed year and receive refund of tax
from state

Push-Out Approach • Partners of reviewed year compute tax
on net adjustment from reviewed year
and pay tax in current year

• Partnership files amended return for
reviewed year; partnership provides
statement of federal adjustments to
partners

• Partners of reviewed year file amended
return for reviewed year and pay tax to
state

• Partnership files amended return for
reviewed year; partnership provides
statement of federal adjustments to
partners

• Partners of reviewed year file amended
return for reviewed year and receive
refund of tax from state
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