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lthough representing a small partnership in a
tax controversy may seem less complicated
than navigating TEFRA, 1 there are many
tactical, procedural and ethical issues that must be
analyzed to effectively represent the small partnership. Because TEFRA partnerships and non-TEFRA
partnerships are each subject to different procedures for audit, assessment and judicial review, the
initial question the practitioner must ask is whether
TEFRA applies.
The purpose of TEFRA is to “provide a method for
uniformly adjusting items of partnership income, loss,
deduction or credit that affect each partner.”2 Due to
logistical concerns facing the IRS in auditing partnerships with hundreds of individual partners, Congress
enacted TEFRA to allow resolution of partnership tax
issues in one consolidated partnership-level proceeding rather than multiple partner-level proceedings.3
TEFRA mandates consistent treatment of all partners
and provides procedures under which the IRS and
the courts can adjust partnership items in a single,
unified partnership proceeding.4
In small partnership cases in which TEFRA does not
apply, each partner’s share of the partnership items
is handled individually on the partner’s own return.
Although not required by statute, the IRS employs
various administrative procedures for communicating
with partners and linking their cases and the partnership’s cases together to avoid inconsistent results
between partners.5
Before considering the practical issues involved in
representing small partnerships, the practitioner must
first determine whether the partnership is, in fact, a
“small partnership” that is exempt from TEFRA.
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Small Partnerships Exempt
from TEFRA

ship items,17 courts held that the Commissioner need
only look at the partnership return itself to analyze
whether a partnership is subject to TEFRA and that
neither a partner nor the Commissioner can later
Small partnerships, LLCs and S corporations are
“claim a result other than that identified in the return
not governed by TEFRA.6 Partnerships and LLCs
and Schedules K-1 as filed and amended prior to the
are excluded from TEFRA if they satisfy the “small
date of commencement of the partnership audit.”18
partnership” exception and have not elected to
7
be treated as a TEFRA entity. A small partnership
This bright-line test prevents the parties from taking
a different position after the statute of limitations
includes partnerships and LLCs with 10 or fewer
has run.
partners or members, each of whom is an individual
As a practical matter, the information on the face
(other than a nonresident alien), a C corporation
of the return controls the classification of an entity
or an estate of a deceased partner.8 For purposes of
as either a small partnership or TEFRA partnership.
the exception, foreign corporations and Code Sec.
Code Sec. 6231(g) provides a safe harbor for the IRS,
501(a) tax-exempt organizations are classified as
9
such that if the IRS makes a reasonable but mistaken
C corporations. A husband and wife (and their esdetermination as to whether TEFRA applies, the IRS’s
tates) are treated as one partner.10 Also, if there were
determination will control. The IRS’s determination
transfers of partnership interests during the tax year
is reasonable if it is consistent with the information
such that there were more than 10 partners for some
that the taxpayer reported on its return. For example,
portion of the tax year, the entity may still be treated
in S.C. Cole19 the taxpayer
as a small partnership.11
argued that TEFRA apA partnership that has as
Code Sec. 6231(g) provides a safe
plied to it, and the IRS
a partner, another partnerhad improperly failed to
ship, trust, S corporation,
harbor for the IRS, such that if
issue a final partnership
nominee or other similar
the IRS makes a reasonable but
administrative adjustment
disregarded entity does
mistaken determination as to
(“FPAA”)20 for partnership
not qualify as a small
12
partnership. Essentially,
whether TEFRA applies, the IRS’s items. The partnership,
however, had stated on
if any partner during the
determination will control.
its return that it was not
tax year is a passthrough
subject to TEFRA, and
entity, TEFRA will apply.
thus the Tax Court found that the IRS had reasonably
The determination is made annually, and thus it is
determined that TEFRA did not apply and that the
possible that a partnership that qualifies as a small
application of Code Sec. 6231(g) approved the small
partnership in one tax year may be subject to TEFRA
partnership treatment.21
in another tax year.
A small partnership may elect to be included under
A recent illustration of the dangers of not correctly
TEFRA. This election is binding for the year in which
ascertaining whether TEFRA applies is the case of S.F.
it is made and all subsequent years unless revoked
Brennan.22 In S.F. Brennan, the issue was whether
with IRS consent.13 Checking the box on Form 1065
the Tax Court had jurisdiction over the individual
partner’s claim that certain guaranteed payments of
and/or identifying a tax matters partner is not a
a partnership entitled the partner to flow-through
proper election; the entity must attach Form 8893,
losses. The taxpayer partners, a married couple,
or an equivalent statement, to the Form 1065 in the
indirectly owned a partnership, Cutler & Company,
year in which the election is made.14 This statement
LLC (“Cutler”). The taxpayers originally owned Cutmust be signed by each person who was a partner
ler directly, but later organized another partnership,
at any time during the tax year to which the return
Airport Plaza, to hold their interest in Cutler. On its
relates and filed at the same time and place as the
Form 1065, Airport Plaza reported losses for guaranpartnership return.15
teed payments, which the taxpayers then deducted
The information contained in the partnership return
on their individual returns. The IRS disallowed the
is determinative of whether the partnership satisfies
losses, and the taxpayers filed a petition in the Tax
the small partnership exception.16 In the context of the
Court. After it was discovered that Airport Plaza had
former “same-share” test that required all partners of
not made the guaranteed payment, the taxpayers filed
a small partnership to have equal shares of partner-
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an amended petition alleging that the guaranteed
payments were actually made by Cutler, not Airport
Plaza. The Commissioner argued that the Tax Court
did not have jurisdiction to consider the taxpayers’
claim that they are entitled to a flow-through deduction from Cutler because Cutler was subject to TEFRA
and the guaranteed payments were partnership items
that could only be determined in a partnership-level
proceeding. The issue turned on whether Cutler qualified for the small partnership exception. Because the
taxpayers had transferred their membership interest
to Airport Plaza, a general partnership, the Tax Court
held that Cutler did not qualify for the small partnership exception.
The taxpayers attempted to disavow the formation
and substance of Airport Plaza, but the Tax Court
held that the taxpayers were bound to the business
form they chose: “to allow [the taxpayer] to challenge
her chosen form and assert the priority of what she
subsequently claims is the actual substance would
only involve this Court in the [taxpayers’] posttransactional planning and undermine legitimate tax
policy objectives. We decline that invitation.” The Tax
Court thus held that the taxpayers were bound by
their election to treat Airport Plaza as a passthrough
partner of Cutler and that Cutler did not qualify for
the small partnership exception. Accordingly, the
Tax Court lacked jurisdiction to review the claims
regarding the deduction of the guaranteed payments.23
Although S.F. Brennan presents a unique set of facts,
it illustrates an unintended outcome that could occur
if partners are not aware of the TEFRA status of their
partnership or the consequences of that status.

Procedures for Tax Assessments
and Judicial Review of
Small Partnerships
After determining that the partnership is, indeed, a
“small partnership,” the practitioner should keep a
close eye on the statute of limitations for assessment
during the audit. The applicable statute of limitations is that of each individual partner under Code
Sec. 6501.24 Accordingly, the IRS must secure statute
extensions from each partner in order to make adjustments to that partner’s return. Securing a Form 872
from one partner will not extend the statute of limitations for other partners. Moreover, all adjustments for
both partnership and nonpartnership items are made
to all the partners’ returns simultaneously.25 Unlike
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TEFRA examinations, the IRS must issue a statutory
notice of deficiency pursuant to Code Sec. 6212, and
that notice must contain all adjustments—both at the
partnership and partner levels.
As noted above, TEFRA was enacted to provide
uniformity in treatment of investors in large partnerships and other passthrough entities. Consequently,
TEFRA requires the IRS to offer the same settlement
agreement to any partner who requests it.26 There is no
similar requirement for adjustments to small partnership returns. Rather, the tax liabilities for partners of
a non-TEFRA entity are determined on an individual
basis,27 and thus, the IRS cannot enter into a settlement
with the partnership that will bind the individual
partners. This means that there can be inconsistent
results among the partners after audit. For example,
one partner may reach a settlement agreement with
the IRS, and another partner may challenge the items
and achieve a different result in Tax Court or after a
refund action.
If a settlement is not reached, IRS Appeals has jurisdiction over non-TEFRA cases and will consider
both partnership and partner-level adjustments.28 Any
investor may submit a protest, although, generally,
only one protesting investor will be sent to Appeals
unless protesting investors have different representatives, one or more investors is not represented or there
are un-agreed nonpassthrough issues.29 While the
passthrough items are at Appeals, the other partners’
returns are held in suspense, even those of partners
who did not respond to the 30-day letter.30
If the case is not resolved and the IRS does issue
notices of deficiencies, the general time period for
petitioning the Tax Court applies: 90 days, or 150
days if the notice is addressed to a person outside
of the United States, after the notices are mailed.31
Under TEFRA, the tax matters partner must file the
petition within 90 days after an FPAA is mailed, but if
the tax matters partner does not petition, the “notice
partners,” or five-percent group,32 may petition within
60 days after the original 90-day period expires.33
Because different time periods apply to petition the
Tax Court, it is crucial for the practitioner to pay
attention to whether the partnership is a small partnership or a TEFRA partnership in each affected tax
year and whether the items at issue are partnership
or nonpartnership items. A mistake on these points
could lead to a lost opportunity for Tax Court review.
For example, in B.S. Dhillon,34 the IRS issued a
notice of deficiency to the taxpayer partnership,
but the individual partners did not file their Tax
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by other counsel and whether any fees were paid by
the partner or with respect to any services performed
for the partner.39
In order to avoid unintentionally forming an attorney-client relationship with a partner, or misleading
a partner into believing such a relationship exists, the
attorney retained by a partnership should explain his
or her role as counsel to the partnership and not the
individual partners, and then, if asked to represent
an individual partner, seek informed consent from
Ethical Considerations in
the partnership and all of the individual partners.40
Dual Representation of the
In addition, before affirmatively undertaking to
represent an individual partner and the partnership,
Partnership and Its Partners
the attorney should consider whether he or she
will be able to discharge his or her duties to both
In representing a small partnership, it is often difficult
clients. ABA Model Rule of Professional Conduct
to delineate between representation of the individual
Rule 1.7(a) prohibits an attorney from representpartners and the partnership itself. Small partnerships
ing the interests of one
may generate this ambigupartner against another
ity because the interests of
partner in a matter involvthe partners are often “perThe attorney-client relationship
ing the partnership affairs
sonal and co-extensive.”35
does not automatically arise
without first obtaining
The attorney should pay
between
the
individual
partners
informed consent from
careful attention to the
all parties. Whether the
identity of his or her client
and the attorney for the
attorney is barred from
and be vigilant for issues
partnership: “something more is
the representation will
of conflicts of interest,
required
to
create
an
attorneydepend on the potential
attorney-client privilege
compromises to the atand confidentiality.
client relationship with a partner.”
torney’s duties of fidelity,
Generally, a lawyer who
candor and independent
represents a partnership
professional judgment either to the partnership or to
represents the entity rather than the individual
the individual partners, and whether dual representapartners.36 The attorney-client relationship does not
tion would impede the attorney’s ability to maintain
automatically arise between the individual partners
the confidentiality of communications.41
and the attorney for the partnership: “something
more is required to create an attorney-client reOne ethical issue that arises when representing
lationship with a partner.”37 The attorney and the
both the individual partners and the partnership is
the conflict of interest. ABA Model Rules of Profesindividual partner may affirmatively form an attorsional Conduct 1.7 provides that a conflict of interest
ney-client relationship, or it may be implied based
exists if the representation of one client is directly
on the specific facts and circumstances. Relevant
adverse to another client or there is a significant risk
factors include the type and size of the partnerthat the representation of one or more clients will
ship and the relationship between the partners. An
be materially limited by the lawyer’s responsibilities
attorney-client relationship is more likely to arise
to another client. Circular 230 contains a similar
with the individual partners of a two-person general
rule,42 and both the Model Rules and Circular 230
partnership than with the partners of a partnership
38
with dozens of limited partners. Other relevant
allow a client to waive the conflict of interest and
give informed consent. The practitioner, however,
considerations include: the nature and scope of the
must reasonably believe that he or she will be able
attorney’s engagement by the partnership, the type
to provide competent and diligent representation to
and extent of contacts between the attorney and the
each affected client.43
individual partner, the attorney’s access to information relating to the individual partner, whether the
A related issue is whether the attorney representing
individual partner had been separately represented
both the partnership and the partners can discharge
Court petitions within 90 days. The taxpayers attempted to avoid dismissal by arguing that the
extended filing period for TEFRA notice partners
applied, therefore making the petition timely. The
Tax Court, however, dismissed the petition because
the partnership, which was owned by a husband
and wife, was a small partnership and thus TEFRA
did not apply to it.
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his or her duties to the partnership under Model
Rule 1.13(b), which provides that if a lawyer for a
partnership knows that an officer, employee or other
person associated with the organization is engaged
in action, intends to act or refuses to act in a manner
that violates a legal obligation of the organization
or that is likely to result in substantial injury to the
organization, the attorney must act in the best interest
of the organization. An attorney who has undertaken
to represent an individual partner and the partnership
may not be able to discharge this duty if the client
partner has taken or is contemplating taking an action
adverse to the partnership.44
Attorney-client privilege and confidentiality issues
can also become a thicket where the attorney represents both the partnership and one or more of its
partners. ABA Model Rule 1.6(a) provides the general
rule that a lawyer shall not reveal information relating
to the representation of a client unless the client gives
informed consent or as is necessary to carry out the
representation. With dual representation of a partnership and its individual partner or partners, there are
also at least two questions of confidentiality: (i) under
what circumstances does information received by
the partnership’s lawyer from an individual partner
constitute “information relating to representation” of
the partnership so as to give the partnership a right of
access to that information; and (ii) “to what extent is
each partner entitled to know whatever information
has been conveyed on the partnership’s behalf to the
partnership’s lawyer?”45

Two approaches have developed in the context
of attorney-client confidentiality when representing
partnerships. First, California courts have focused on
the fiduciary relationship between partners. In McCain v. Phoenix Resources, Inc.,46 a limited partner
filed suit after the attorneys for the general partner
refused release of information on the ground of
attorney-client privilege between themselves and
the partnership. The Court of Appeals held that the
limited partners had a right of access to the partnership information because all partners are trustees for
one another and have a fiduciary duty to disclose information to each other and that “the attorney-client
privilege will not bar disclosure of matters related to
a partnership business simply because such business
was conducted through a law firm.” The court noted,
however, that if a partner communicated private or
personal information to the partnership’s attorneys, the
attorney-client privilege would prevent the attorney
from disclosing that information to other partners.47
The ABA Committee on Ethics and Professional
Responsibility reached the same result, although its
position is based on an entity view of the partnership, i.e., that the partnership has distinct rights and
duties apart from its constituents. Under this view,
“information received by a lawyer representing the
partnership is ‘information relating to the representation’ of the partnership, and normally may not be
withheld from individual partners.”48 This includes
information provided by individual partners to the
attorney representing the partnership.
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