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Abstract

Partnership tax reform should be a key part of the current and upcoming tax policy debate, with 
large parts of 2017’s Tax Cuts and Jobs Act (TCJA) set to expire at the end of 2025. Partnerships 
are a large and growing slice of the economy, now representing almost 30 percent of all business 
income in the United States and far outstripping corporate entities by tax returns filed. However, 
due to deliberate policy choices, drafting accidents where the rules do not achieve what 
lawmakers might have had in mind, and neglect in updating or fixing outdated rules, partnership 
tax rules are in need of modernization. This paper focuses on ways to modernize the current 
partnership tax system within the core of existing partnership tax rules, particularly ways that 
are feasible as part of the 2025 tax debate. However, larger and more fundamental reforms 
that change the nature of pass-through taxation should also be considered and are discussed 
briefly. The paper has three parts: Part I provides background on partnerships and other pass-
through entities, including data on their increasing prevalence and key changes in the business 
landscape. Part II describes the impact of these changes and the budget and tax challenges that 
partnerships create. Finally, Part III offers both principles and a selection of specific proposals for 
modernizing partnership taxation, focusing on options most relevant to the 2025 tax debate.
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Introduction

Partnership tax reform should be a key part of the cur-
rent and upcoming tax policy debate, with large parts 
of 2017’s Tax Cuts and Jobs Act (TCJA) set to expire 
at the end of 2025. Partnerships are a large and grow-
ing slice of the economy and now represent almost 30 
percent of all business income in the United States—
more than double the share in the 1980s—while other 
similar pass-through entities represent another 30 
percent of business income (see discussion in Part I).1 
Yet the tax treatment of partnerships has not attract-
ed attention proportionate to their growing preva-
lence—partnership tax rules have been revised around 
the edges since 1954 but have not been the subject of 
larger changes.

Most partnerships are small, but a small number of 
partnerships account for the lion’s share of total part-
nership income and assets. The finance and real es-
tate industries dominate partnership income and as-
sets, dwarfing more traditional partnership industries 
such as medical or law practices. Partnership income 
is more concentrated among high-income filers than 
are corporate dividends or other forms of business 
income.

Partnerships are a mechanism to tax individu-
als directly on their share of an organization’s income 
without separate entity-level taxes. The basic task of 
partnership tax law is to determine how a partner-
ship’s economic results are recognized by the tax sys-
tem and shared by the owners. But there are many 
ways to implement such a single-layer tax regime. 
Policymakers must decide between approaches that 
offer more or less precision in tracking the econom-
ics of the partnership’s activities and its owners, flex-
ibility versus rigidity in how partners share partnership 
items, and simplicity versus complexity.

Today, due to deliberate policy choices, drafting 
accidents where the rules do not achieve what law-
makers might have had in mind, and neglect in updat-
ing or fixing outdated rules, partnerships and part-
ners enjoy high levels of flexibility and optionality in 
determining their tax treatment. This outcome has 

trade-offs. Enhanced flexibility and optionality can al-
low partnership taxation to reflect the complex eco-
nomics of many modern business organizations. But it 
can also produce complex and opaque structures that 
do not reflect economic reality (whether intentionally 
or not), that are designed only to generate tax ben-
efits, or that tax similar transactions and owners in-
consistently. Partners can escape or delay taxation on 
their economic income. The resulting tax planning and 
noncompliance has revenue and economic efficiency 
costs.

Partnership tax rules today have some critical 
weaknesses that generate wasteful planning, under-
mine equity, and reduce revenue. Tax benefits for 
partnerships plus opportunities for noncompliance 
result in significant reductions in federal revenue at a 
time when the nation faces long-term fiscal and fed-
eral investment deficits. Weaknesses in partnership 
taxation also undermine vertical and horizontal equity 
in the tax system. Reforms of existing partnership law 
should focus on reducing those costs and ensuring 
that partnerships are serving their purpose in the cur-
rent economy, including by retaining the core benefits 
of partnership taxation where appropriate.

This paper focuses on ways to modernize the cur-
rent partnership tax system within the core of part-
nership tax rules, particularly ways that might be fea-
sible as part of the 2025 tax debate. However, larger 
and more fundamental reforms that change the nature 
of pass-through taxation should also be considered 
and are discussed briefly. This paper has three parts: 
Part I provides background on partnerships and other 
pass-through entities, including data on their increas-
ing prevalence and key changes in the business land-
scape. Part II describes the impact of these changes 
and the budget and tax challenges that partnerships 
create. Finally, Part III offers both principles and a se-
lection of specific proposals for modernizing partner-
ship taxation, focusing on options most relevant to the 
2025 tax debate.
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Part I. Background: Partnerships and their 
growth

Partnerships originate as contractual arrangements 
in which two or more persons team up to conduct a 
joint enterprise for profit. Historically, partnerships 
have been regarded as aggregates of their owners for 
most purposes—i.e., as “conduits” through which own-
ers do business rather than separate entities such as 
corporations.

The taxation of partnerships has generally followed 
that logic, imposing a single layer of tax on partnership 
owners (i.e., partners). Accordingly, partners are taxed 
directly on their share of the partnership’s income and 
activities; the partnership itself is not a separate tax-
able entity and partners are not subject to two layers 
of tax. In contrast, owners of “C corporations” (i.e., tax-
able entities governed by the rules comprising “Sub-
chapter C” of the Code)2 are subject to two layers of 
tax on their share of corporate income: First is the cor-
porate income tax, and second is the owner-level tax 
on dividends or capital gains.3 As a result, any change 
in income tax rates—individual or corporate—affects 
any income flowing through partnerships.

For a simple example illustrating an “allocation” of 
partnership economic and tax results, suppose two 
persons, A and B, decide to go into business together 
by forming a partnership. They will form, and co-own 
equally (i.e., each owning 50 percent), a joint enter-
prise that makes and sells furniture. The business will 
require capital, incur costs and liabilities, and gener-
ate profits and, as a partnership for tax purposes, 
each of these items will be shared equally by A and B 
by virtue of their 50–50 ownership. The AB partner-
ship will not be taxed on its items of business expense 
or profit; rather, each partner will be taxed on its own 
50 percent share of such items. If the AB partnership 
sells a chair and earns $100 of taxable income, A and 
B will each earn (and pay individual-level tax on) $50. 
The economic results of AB’s business operations are 
shared by (and “passed through” to) the partners, and 
they are taxed accordingly.

So, originally, partnership taxation was—and still 
can be—an efficient way to tax simple arrangements 
such as small businesses that more closely represent 
an aggregation of their owners. But such simple ar-
rangements are now only a small slice of the activity 
that flows through partnerships.

Partnership tax law is more flexible than the tax 
rules that govern other types of pass-through busi-
nesses. For example, partnerships allow essentially 

infinite variety in the number and types of owners; they 
allow significant ability to divide up tax items gener-
ated by the business (such as income, deductions, and 
credits) and then to allocate them to the particular 
owners to whom they are most useful; and they allow 
more favorable tax treatment for owners when they 
contribute property or receive distributions, or when 
the business incurs liabilities. In contrast, other pass-
through entities (such as “S corporations,” which are 
corporations permitted to be taxed under a simpli-
fied pass-through regime contained in “Subchapter S” 
of the Code) permit less flexibility on these features.4 
This means that partnership taxation can accommo-
date many ways of tracking and sharing the econom-
ics of complex arrangements in which multiple parties 
pool labor, capital, and other sources of funding and 
engage in business. The increasing complexity of the 
economy and large businesses has made partnerships 
attractive to a wider range of businesses and taxpay-
ers.5 But, as Part II of this paper explains, the flexibility 
and complexity of partnership tax rules can also gen-
erate unintended tax results.

Furthermore, both state business law and federal 
tax law have evolved to allow arrangements treated 
as partnerships for U.S. federal tax purposes to take 
on more of the historic characteristics of C corpora-
tions. Throughout the 1980s and 1990s, states increas-
ingly enacted laws creating new entity types, such as 
limited liability companies (LLCs) and limited liability 
partnerships (LLPs), that give their owners “limited li-
ability” (i.e., no personal liability for the entity’s obli-
gations), which is a historic benefit of the corporate 
form.6 But while state laws allowed these businesses to 
have a greater number of “corporate” characteristics, 
the U.S. Department of the Treasury (Treasury) issued 
the “check-the-box” regulations in 1996 that formally 
allowed them to elect to be taxed as partnerships.7 
Alongside 1986 tax reforms that set individual tax rates 
well below top corporate tax rates, these develop-
ments meant that pass-through tax treatment (in ad-
dition to being more widely available) has provided tax 
savings compared to corporate tax treatment.8

As a result of these developments, partnerships 
have surged in popularity across all types of business-
es. Thus, while the conduit tax treatment of partner-
ships was initially a reflection of the way simple joint 
venture arrangements operated, the bulk of economic 
activity flowing through partnerships is now in very 
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large businesses that have many of the historic char-
acteristics of corporations, and in industries such as 
finance and real estate.9 See Box 1 for a brief overview 
of the tax and state law features of pass-through enti-
ties and partnerships.

Today, partnerships outnumber C corporations and 
account for roughly as much business income. Figure 1 
illustrates that the number of partnerships has more 
than tripled since 1978, overtaking the number of C cor-
porations in 2002. In 2020, there were 4.3 million part-
nership tax returns filed—almost three times the 1.5 mil-
lion C corporation returns for the same period. While C 
corporation returns have decreased significantly, pass-
through returns have only increased. As of 2021, Internal 
Revenue Service (IRS) data show that partnerships hold 
more than $50 trillion in total assets.10

Additionally, by 2015, as shown in Figure 2, part-
nerships represented almost 30 percent of all busi-
ness income in the United States, more than double 
their share in the 1980s; other pass-through entities 
represented another 30 percent.11

Figure 3 illustrates that entities providing some 
form of limited liability under state law (such as LLCs) 
drove recent growth in the number of partnerships.

Most partnerships are small, but large partner-
ships represent most partnership income and assets. 
As Figure 4 shows, in 2021 the largest partnerships (by 
assets) represented fewer than 2 percent of all part-
nerships by number but about 66 percent of all part-
nership net income.12 This is significant, given the com-
plexity and opacity of large partnership structures 
that will be discussed in Part II.

High-income filers receive most partnership in-
come. In 2021, partnership income was more concen-
trated among high-income filers than were corporate 

dividends or other forms of business income; approxi-
mately 68 percent of partnership net income (less 
partnership net loss) accrued to filers with more than 
$1  million in adjusted gross income (AGI), while only 
about 46 percent of corporate dividends accrued to 
the same group (see Figure 5).13 Partnership income is 
also a greater share of total income for high-income 
filers than it is for lower-income filers; in 2021 partner-
ship net income (less partnership net loss) was ap-
proximately 6 percent of total income for filers with 
more than $1  million of AGI, but less than 1 percent 
of total income for filers with less than $1  million of 
AGI.14 And, as shown in Figure 6, a much larger share 
of partnership income flows to high-income filers than 
does income from other types of business entities. 
High-income filers are also especially likely to receive 
income—and a greater share of their income—from 
complex partnership structures.15

Figure 7 illustrates that finance and insurance, as 
well as real estate firms, dominate pass-through in-
come and assets, dwarfing more traditional partner-
ship industries such as medical or law practices or 
other small businesses.16 These industry sector cat-
egories are broad but illustrate how partnerships are 
frequently used for large-scale investment activities 
of institutional and high-income filers in areas such as 
real estate and private equity.

Consistent with an industry distribution skewed 
toward finance and real estate, larger partnerships 
tend to have fewer employees than their corporate 
counterparts. Among firms with more than 500 em-
ployees, the average number of employees was about 
1,100 per partnership in 2015, but about 4,100 per 
C corporation.17

box 1

“Pass-through entities” and “partnerships” under US tax rules
“Pass-through entities,” which includes partnerships, S corporations, and sole proprietorships, are entities that are 
transparent in the U.S. federal tax system. This means that pass-through entities generally do not pay tax at the en-
tity level. Rather, they “pass through” their income, losses, and other tax items to their owners, who then report the 
items directly and pay the associated taxes. In contrast, C corporations face a federal statutory tax rate of 21 percent 
on their taxable income (with an additional layer of tax at the owner level on distributed income or capital gains).

A “partnership” in the U.S. federal tax system is a specific type of pass-through entity. A business entity is 
treated as a partnership if it (1) is a pass-through entity for U.S. federal income tax purposes (including via elec-
tion) and (2) has more than one economic owner. Eligible foreign entities may elect pass-through treatment under 
the “check-the-box” rules.

Types of business entities that can be partnerships for tax purposes. Businesses in the United States can 
organize under various legal entity types established under state law. These state laws determine the entity’s 
legal characteristics, such as whether and to what extent the owners have “limited liability” (i.e., do not have per-
sonal liability for the entity’s obligations). Various entities are treated as partnerships for U.S. federal income tax 
purposes, including some that are not “partnerships” under state law, such as limited liability companies (LLCs). 
Accordingly, state law classification and U.S. tax classification may not always align. This paper uses the term 
“partnership” for any entity treated as a partnership for federal tax purposes, regardless of its state law legal form 
(e.g., an LLC taxed as a partnership).
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Figure 1

Total tax returns filed by each entity type, 1978–2020
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Source: Joint Committee on Taxation (JCT), Overview of the Federal Tax System as in Effect for 2023, JCX-
9R-23, Table A-4, May 11, 2023.

Note: The number of partnerships has more than tripled since 1978, overtaking the number of C corporations.

Figure 2

Share of total net income, by entity type, 1980–2015

0

10

20

30

40

50

60

70

80

90

100

1980 1985 1990 1995 2000 2005 2010 2015

Sh
ar

e 
of

 t
ot

al
 n

et
 in

co
m

e 
(p

er
ce

nt
)

C corporations

Partnerships

S corporations

Nonfarm sole proprietorships

Source: IRS, SOI Tax Stats—Integrated business data, Table 1.



Modernizing partnership taxation 5

Figure 3

Number of partnerships, by state law entity type, 2012–2021
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Figure 4

Share of partnerships, by partnership size
A. Share of the total number of partnerships B. Share of total partnership net income

(less partnership net loss)
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Figure 5

Share of income (by type) accruing to filers with AGI above $1M, 2021 tax year
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Figure 6

Share of income going to the top 1 percent of households, by entity type, 
2011 tax year
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Figure 7

Total assets, receipts, and net income of partnerships, by industry,  
2021 tax year
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Part II. The challenge

Part II describes how certain features of partnership tax 
law add complexity and opacity to the tax system and 
have significant revenue costs, including by encourag-
ing tax avoidance, evasion, and other noncompliance.

A. Complexity in partnership 
structures and tax returns
Partnership taxation is notoriously complex, espe-
cially when applied to partnerships with large amounts 
of income or assets. Large partnerships often involve 
complicated webs of ownership and tax returns that 
are difficult to decipher. Partnership tax rules have 
fed into this complexity, combining flexibility for own-
ers with highly technical tax rules. While this flexibility 
can be useful for taxing the economics of many mod-
ern businesses, they can also facilitate wildly complex 
structures that are engineered to minimize tax or even 
facilitate illegal tax evasion. Additionally, mere com-
plexity, if it is significant enough, could itself generate 
noncompliance if some taxpayers or their advisors 
lack the resources, time, or capacity to fully under-
stand and apply the rules.

Some 85 percent of partnership structures are 
simple—a single partnership owned directly by indi-
viduals—but many of the others are exceedingly com-
plex.18 Complex structures can involve partnerships 
owned by chains of other entities (including other 
partnerships) and could even include circular owner-
ship, where one entity owns a stake in another, which 
then owns the first entity, creating an ownership loop.19 

Figure  8 shows an IRS illustration of a representative 
complex partnership web.20 From 2002 to 2019, the 
number of partnerships that qualify as “large” (i.e., 
$100 million or more in assets and 100 or more total 
partners) and “complex” (i.e., 20 or more tiers of own-
ership) increased from 36 to more than 6,000.21

Potential reasons for the growth of complexity in 
partnership structures include the following:

•	 Complex economic and commercial arrange-
ments. Paradoxically, many partnership struc-
tures become complex to “simplify” the ad-
ministration of a complicated business deal. In 
any situation with a split of economic sharing 
between two “groups” of owners, a partnership 
can be an efficient way to implement that split 

and thus silo the different economic and com-
mercial arrangements. In these cases, complex 
tiers generally reflect the economics of the rele-
vant arrangements, albeit in a way that may save 
owners tax and reduce tax revenue overall when 
compared to ownership through fewer corpo-
rate entities.

•	 Tax benefits, planning, and avoidance. In some 
cases, partnerships may be added primarily for 
tax reasons. For example, an extra partnership 
may allow for tax-free contributions of property 
in connection with future acquisition transac-
tions, may shift the incidence (or amount) of 
withholding taxes, or may create other desirable 
tax results.22

•	 Accident and lack of information. Complex and 
circular structures can arise unintentionally. Mul-
tiple large investment partnerships, for example, 
may have significant overlapping ownership that 
remains invisible to one another, and investors 
(which could include other partnerships) may 
show up in multiple chains of ownership without 
realizing it. As separately managed partnerships 
invest in each other and accept different inves-
tors, an overlapping ownership network prolif-
erates. When overlapping ownership is spread 
across disparately controlled entities, it is often 
difficult or impossible for owners and their advi-
sors to understand the overlaps. Additionally, the 
proliferation of tiered structures—partnerships 
owning interests in other partnerships—makes 
the reporting and tracing of information to ulti-
mate owners increasingly difficult.

•	 Obfuscation and evasion. Some filers use part-
nerships to conceal ownership and tax liability. 
For example, in one high-profile case a high-
net-worth individual organized a complicated 
network of offshore entities that included LLCs, 
trusts, and other pass-through entities to own 
various investments and conceal the income 
from those investments.23

Partnership tax returns are complex for similar 
reasons. They must reflect not only the complexity of 
these ownership structures, but also the application of 
partnership tax law.

The basic task of partnership tax law is to deter-
mine how a partnership’s economic results are rec-
ognized by the tax system and shared by the owners. 



No single approach to this task is inevitable; indeed, U.S. 
tax rules reflect several pass-through regimes with dif-
fering features.24 Rather, policymakers must balance 
trade-offs such as more versus less precision in track-
ing the economics of the partnership’s activities and its 
owners, flexibility versus rigidity in how partners share 
partnership items, and simplicity versus complexity.25

“Subchapter  K” refers to the portion of the Code 
that provides the current U.S. federal income tax rules 
governing partners and partnerships.26 Subchapter 
K developed, and in many cases was designed, to set 
the dial toward tremendous flexibility for owners.27 At 
the same time, the rules have been revised around the 
edges over the years to address specific abuses and to 
implement mechanical fixes,28 leading to a combination 
of significant flexibility and complexity. Box 2 provides a 
summary of some basic tax concepts relevant to Sub-
chapter K that will be useful for understanding the fol-
lowing discussion as well as the proposals in Part III.

Partners generally have significant flexibility to do 
the following:

•	 Contribute or remove assets from a part-
nership without triggering tax obligations. 
Partners generally have more flexibility than 

is provided for other entities (both C corpora-
tions and other pass-throughs). This has created 
a need for various complicated exceptions that 
target specific abuses, such as rules designed to 
prohibit the use of this flexibility to purchase and 
sell property without triggering tax obligations.

•	 Determine how a partnership’s tax and eco-
nomic features (such as income, deductions, 
liabilities, and other tax items) are allocated 
among partners. This flexibility can prompt 
structuring that is driven largely by tax results, 
especially when partners are related or face dif-
ferent tax situations (such as different tax rates) 
that can affect the relative value of these items 
to different partners.

This flexibility can allow and encourage the cre-
ation of complicated structures and transactions to 
reduce tax in ways that are inconsistent with business 
reality. Rules designed to address specific abuses (or 
sanction specific activities) then add layers of com-
plex exceptions that often end up simply creating ad-
ditional planning opportunities.

Figure 8

Partnership complexity in visual form
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Source: GAO, Tax Enforcement: IRS Audit Processes Can Be Strengthened to Address a Growing Number of 
Large, Complex Partnerships, 2023.
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box 2

Partnership tax—basic concepts
Tax basis. Generally, the “cost” of an asset for tax purposes—its purchase price. In a partnership, each partner 
has a tax basis in its partnership interest (“outside” basis) and the partnership also has a tax basis in its assets 
(“inside” basis).

“Nonrecognition” transactions. A general tax concept that is not specific to partnerships, it nevertheless 
features significantly in the taxation of partnership transactions. The term refers broadly to a transaction in which 
taxable gain or loss is not required to be recognized—i.e., a transaction in which the Code permits property to 
be transferred or exchanged on a “tax-free” basis. An example is the contribution of property to a partnership. 
Generally, when a partner transfers property to a partnership in exchange for a partnership interest, that trade 
(i.e., property for equity) does not trigger a tax obligation for the partner on any gain inherent in the contributed 
property. Instead, the inherent gain is preserved, to be taxed later. (In contrast, if the partner sold the property for 
cash, the partner would pay tax on such gain.)

Allocation of partnership items. Partnerships pass through (or “allocate”) both their tax results and their 
economic (or “book”) results to their owners. Recall the discussion of the AB furniture business: If the AB partner-
ship sells inventory and earns $100 of income for both book and tax purposes, then AB must allocate that $100 to 
its partners. Here, each of A and B has $50 of economic income and $50 of taxable income to report on its own 
tax return—tax results line up with economic results.

Book-tax differences. Book-tax differences arise when tax treatment of a partnership item differs from eco-
nomic treatment of such item. For example, gains (or losses) can be recognized and/or allocated to partners for 
economic purposes before they are recognized and/or allocated for tax purposes. A typical case is a partner’s 
contribution of built-in gain property to a partnership: That case results in an economic gain to the partner (since 
the partner exchanges property for partnership equity based on the value of the property) but no tax gain to the 
partner (since the contribution is a nonrecognition transaction). Partnership tax rules under section 704(c) are 
designed to ensure that any such deferred tax gains or losses from such property, when eventually recognized, 
are allocated to the partner(s) who received (or incurred) the economic gains (or losses)—i.e., to ensure that tax 
aligns with economic results.

Remedial allocation method. Subchapter K provides three different allocation methods for addressing book-
tax differences under section 704(c), but some of them are subject to limitations that can result in the shifting of 
gains or losses between partners and associated disparities. One section 704(c) method (the “remedial method”) 
eliminates such shifting in all cases by creating notional tax items (e.g., taxable income or deduction) that com-
pletely offset each other at the partnership level but that force each partner to receive tax allocations equal to its 
book allocations.

Inside-outside basis differences. Inside-outside basis differences can illustrate the potential for shifting or 
distortion of gains and losses. A partnership’s inside basis affects the tax items it allocates to its partners (and 
thus, the partners’ own taxable income). To minimize distortions (such as the recognition of the same tax gain or 
loss twice or the shifting of tax gain or loss to partners that did not recognize the related economic gain or loss), 
it is generally desirable for owners to maintain parity between outside basis and inside basis. For example, if each 
of A and B in AB furniture business has an outside basis of $50 in its partnership interest, then inside-outside 
basis parity means that the inside basis of partnership AB’s assets should be $100. A higher or lower inside basis 
means that A or B (or both) will end up overtaxed or undertaxed for a period (and perhaps permanently) relative 
to economic reality.

Transfers of partnership interests and distributions of assets by a partnership can create disparities between 
inside basis and outside basis. In these cases, partnership tax rules generally permit a partnership to adjust its 
inside basis to eliminate the disparity: The partnership can elect to adjust its inside basis or can accept the (po-
tential) distortion. And while inside-outside basis disparities are often undesirable for partners, they can also be 
created and exploited to shift basis among related parties.

Aggregate vs. entity theories. A key tension in partnership tax is whether (and when) to treat a partnership as 
a mere aggregate of its owners or whether (and when) to treat it as a separate entity. Under an aggregate theory, a 
partnership is nothing more than a co-ownership arrangement among partners. Under an entity theory, a partner-
ship is a separate entity, which can result in treatment for the partners that differs from the treatment that would 
apply if they simply co-owned partnership property directly. Subchapter K rules reflect aspects of both theories, 
applying each approach in different contexts.
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1. Planning opportunities under 
partnership “disguised sale” rules
The “disguised sale” rules are a specific exception to 
the general tax-free nature of partnership contribu-
tions and distributions. Without a special rule, the 
flexible partnership contribution and distribution 
rules could permit taxpayers to effectively sell as-
sets without triggering tax by funneling them through 
a partnership—a result that would not be permitted 
in a sale directly to a third party. For example, sup-
pose Partner A contributes property to a partnership 
and Partner B contributes cash to the partnership, in 
each case in exchange for partnership equity; in either 
case the contributions are not taxable exchanges un-
der partnership tax rules. Suppose that, immediately 
thereafter, the partnership distributes some or all the 
cash that Partner B contributed to Partner A—another 
transaction that, on its own, would generally be tax-
free to the extent of Partner A’s basis. If viewed sepa-
rately, the transactions look like two separate nonrec-
ognition transactions, but when viewed together (and 
in substance), Partner A has effectively sold some or 
all of the contributed property for cash. The disguised 
sale rules thus try to guard against taxable sales that 
are “disguised” as tax-free partnership transactions.

However, the disguised sale rules have holes that 
allow certain transactions that are functionally simi-
lar to sales to be done tax-free. For one, under current 
rules, a partner can effectively avoid disguised sale 
treatment by creating tax basis in its partnership in-
terest that does not necessarily reflect economic real-
ity; such basis can be used to achieve the economics 
of a taxable sale without triggering tax (see Appendix A 
for additional detail). In another case, current partner-
ship rules provide a specific exception to taxable dis-
guised sale treatment for distributions that reimburse 
expenditures incurred by the taxpayer in advance of 
contributing the property to the partnership, even 
though the economics of the transaction otherwise 
remain equivalent to a sale.

2. Related party issues and tax avoidance
Several tax experts have noted that partnership tax 
rules are not well-suited for partnerships among relat-
ed parties since the rules generally operate based on 
an implicit assumption that partners are unrelated and 
that they act at arm’s length.29 An example that has at-
tracted recent attention is related-party basis shifting. 
In a basis-shifting transaction, related partners rely on 
mechanical partnership tax rules to transfer assets 
between each other in a manner that does not trigger 
tax or change economic ownership but that neverthe-
less generates valuable tax deductions. Affirmatively 
planning into such a transaction is typically feasible 
only for large businesses, since it generally requires 

an organization made up of multiple entities with a mix 
of significant assets that have different tax character-
istics (e.g., high basis nondepreciable assets and low 
basis depreciable assets), a long tax-planning horizon, 
and resources to obtain sophisticated and complex 
tax advice. Such transactions illustrate how two cor-
porations owned by the same parent can form a part-
nership with each other to take advantage of certain 
partnership tax rules, even though such a partnership 
might have no overall impact on actual economics, 
ownership, or business operations.

Similarly, when partners are related to each other, 
they can more easily allocate a partnership’s income, 
deductions, and credits to the partners that will find 
them the most valuable, even if that allocation does 
not reflect each partner’s share in the underlying eco-
nomics of the business. Imagine a partnership in which 
one partner (A) has a large net operating loss (which 
can be used to reduce its taxable income) and the 
other partner (B) has no available losses to use. If A and 
B are related and their economic interests are aligned 
(e.g., they are members of the same overall organi-
zation or family), then it will not matter economically 
whether partnership income is allocated to A or B—the 
income will be wholly owned by (and thus benefit) the 
single unit that comprises both A and B. However, a 
disproportionate allocation of partnership income to 
Partner A means a lower tax bill due to A’s tax losses. 
The related partners thus have an incentive to divide 
up partnership economics based solely on tax results 
and without regard to what partners acting at arm’s 
length might agree to—i.e., to push the partnership’s 
income or profits toward A, at least until A’s losses are 
used up; these actions are generally permitted under 
existing rules.30

Proposals to adjust Subchapter K rules that apply 
to each of the above situations are discussed further 
in Part III.

B. Opacity in partnership 
structures
Despite their growing role in the economy and the tax 
system, tax administrators, researchers, and policy-
makers have found it difficult to obtain some of the 
most basic information about partnerships, such as 
the number and identity of partnership owners.

One key reason is the complexity of partnership 
structures and tax returns discussed in Part  II.A. Re-
search with IRS data found that more than 20 percent 
of partnership income could not be readily traced to 
known types of entities or individuals.31 GAO notes that 
circular and complex structures can make basic in-
formation such as the number of total partners of U.S. 
partnerships hard to pin down, and recent research 
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notes that “[s]ome of even the most basic descriptive 
facts about partnerships remain largely unknown.”32

Weaknesses in the laws governing partnership tax 
administration also contribute to difficulties in fully 
understanding partnerships and how they are taxed:

1. Income reporting holes
Some reporting requirements apply to partnerships,33 
but there is little third-party reporting that allows the 
IRS to verify partnership income (and other tax attri-
butes) independently of owners’ and partnership tax 
returns. Tax noncompliance occurs more frequently 
with respect to sources of income for which there is 
limited third-party information to verify claims. The 
Congressional Research Service (CRS) notes, “[I]f tax-
payers know the IRS has no information on a form of 
income, they may be more likely to underreport in-
come from that source.”34

2. Ownership reporting holes
The Corporate Transparency Act (CTA), which went into 
effect in 2024 and is currently being implemented, re-
quires certain domestic and foreign entities to report 
their beneficial owners to the Financial Crimes Enforce-
ment Network (FinCEN). This information is made avail-
able to the IRS and Treasury for tax administration and 

law enforcement purposes. This has promise for allow-
ing the IRS to more quickly—rather than return-by-re-
turn in audits—understand entire ownership structures 
which, as explained in Part II.A., can be very complex.

Determined tax evaders have many routes to es-
cape CTA ownership reporting requirements by using 
partnership structures, which risks making some part-
nerships a magnet for the most egregious forms of tax 
evasion. The CTA applies only to reporting companies 
“created” by filing with a secretary of state or simi-
lar authority, so the overwhelming majority of general 
partnerships are not required to report their beneficial 
owners.35 Other tax partnerships, such as LLCs, that 
currently file with a state on creation, could escape the 
CTA by converting into nonreporting entities, or tak-
ing advantage of differences in state laws.36 Even tax 
partnerships that meet the general definition of a CTA 
reporting company may escape under one of 23 stat-
utory exceptions.37 Current rules also do not require 
reporting of owner taxpayer identification numbers, 
further reducing usefulness for the IRS.38

3. Underfunded compliance and research
IRS budget cuts from 2010 until the passage of the In-
flation Reduction Act (IRA) in 2022 have meant a lack 
of operational and research audits on partnership re-
turns in recent years, limiting insight into partnership 

Figure 9
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Source: GAO, Tax Enforcement: IRS Audit Processes Can Be Strengthened to Address a Growing Number of 
Large, Complex Partnerships, 2023.
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tax issues including noncompliance. Partnership com-
pliance activity may have been especially affected by 
IRS funding cuts because audits of large partnerships 
require significant expertise due to their complexity,39 
and funding cuts left the IRS unable to replace exper-
tise lost through retirements and turnover.40 The IRS 
has also had to implement and administer a new part-
nership tax audit regime effective in 2018.41

Over the decade roughly coinciding with the IRS 
budget cuts discussed in the preceding paragraph, 
partnership operational audit rates plummeted (Fig-
ure  9). While the IRS also conducts random research 
audits, the most recent random audit that focused on 
partnership tax returns was in 1982—and there is no 
regular program of such audits.42 Partnership income 
may be examined during random research audits of 
individual tax returns, but these audits often do not 
review the partnership return or other entities or indi-
viduals in the partnership structure.43

The quality of operational audits may have also 
suffered due to resource cuts. GAO found that, be-
tween 2010 and 2018, the average adjustment result-
ing from audits of large partnerships (i.e., those with 
at least 100 partners and more than $100  million in 
assets) was negative and that more than 80 percent 
of those audits resulted in no change to the return.44 
This no-change rate is almost twice the no-change 
rate that applies in audits of C corporations,45 raising 
concerns that partnership audits are either poorly tar-
geted toward fully compliant filers or are missing com-
pliance issues (or both).

Resource constraints may have also made it more 
difficult for the IRS to assess and use the partnership 
reporting it actually receives.46 For example, partner-
ships report each partner’s share of income and asso-
ciated tax information on Schedule K-1, but this infor-
mation is not systematically compared to the amount 
reported by each partner, despite ongoing IRS at-
tempts to implement a successful Schedule K-1 docu-
ment matching program over the past few decades.47 
Instead, complete Schedule K-1 information can only be 
matched manually and as part of an audit.48 A redacted 
2019 Treasury Inspector General for Tax Administration 
(TIGTA) report on the use of Schedule K-1 data seems 
to confirm that the IRS is unable to verify or correct a 
number of returns with compliance issues.49

With IRA funding, the IRS has announced several 
initiatives to improve partnership compliance and en-
forcement. The IRS Strategic Operating Plan for the 
IRA includes initiatives to expand both enforcement 
for large partnerships and IRS and Treasury capac-
ity to issue guidance in priority areas.50 Other initia-
tives call for prioritizing research to better understand 
the tax gap and to identify noncompliance, including 
noncompliance in partnerships.51 The most recent up-
date to the IRS Strategic Operating Plan indicates that 
the IRS has opened 76 examinations of the largest 

partnerships, up from 54 in 2019.52 The IRS has also 
announced a new unit focused on large and complex 
pass-through entities, with a target launch in 2024.53 
Finally, the IRS has also created a new Associate Of-
fice (within the Office of Chief Counsel) that will draw 
from the existing Passthroughs and Special Industries 
(PSI) Office and will focus exclusively on partnerships, 
S corporations, trusts, and estates.

These improvements are welcome and important, 
but additional tools (discussed in Part III) will be need-
ed to address the opacity and compliance problems 
in partnerships adequately.

C. Sizing the revenue losses from 
partnerships
The preferential nature of partnership taxation (com-
pared to corporate taxation) results in significant re-
ductions in federal revenues; this is a particularly im-
portant issue when the nation faces long-term fiscal 
and federal investment deficits.54 There are three main 
sources of revenue loss: (1) tax rate preferences rela-
tive to C corporations, (2) avoidance of taxes on capital 
and labor income, and (3) noncompliance. Data limita-
tions (including those outlined in Part  II.B.) mean that 
making precise estimates is difficult and that some-
times available estimates or statistics cover all pass-
through entities (rather than only partnerships). The 
lines between these categories can be blurry. These 
revenue losses are also associated with erosion of ver-
tical and horizontal equity in the tax system, as well as 
other economic costs.

Mechanical estimates suggest that, over recent 
decades (and before the TCJA’s major tax changes), 
pass-through entities generally provided lower over-
all tax obligations on business income relative to C 
corporations:55

Using 2007 data, the Congressional Budget Office 
(CBO) estimated that, if the tax rules for C corpora-
tions had applied to LLCs (i.e., tax partnerships) and S 
corporations that year, with no behavioral responses, 
total federal revenues would have been about $76 bil-
lion higher.56

Using 2011 data, Cooper et al. found that “[t]he av-
erage federal income tax rate on U.S. pass-through 
business income is 19 percent, much lower than the av-
erage rate on traditional corporations. If pass-through 
activity had remained at 1980’s low level, strong but 
straightforward assumptions imply that the 2011 aver-
age U.S. tax rate on total U.S. business income would 
have been 28 percent rather than 24 percent, and tax 
revenue would have been approximately $100  billion 
higher.”57 In 2023 dollars, that revenue increase would 
be approximately $130  billion. These data are telling, 
given the increasing prevalence of pass-through enti-
ties compared to C corporations.

https://www.nber.org/system/files/working_papers/w21651/w21651.pdf
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To be sure, the TCJA reduced or reversed some of 
the effective marginal tax rate advantages for pass-
through businesses for some investment categories 
but left others (such as intellectual property and other 
intangible property) still facing lower tax rates than in 
C corporations.58 This means that, before and after the 
TCJA, effective marginal tax rates on new investments 
made through pass-through entities vary greatly by 
asset type and financing.59

Partnerships also reduce revenue by facilitat-
ing reduced tax on both capital and labor income. For 
example, Treasury’s Office of Tax Analysis (OTA) has 
estimated that the classification of labor income as a 
distributive share in partnerships may have removed 
upward of $18 billion of income from the self-employ-
ment tax base as of 2016.60 Additionally, a comprehen-
sive partnership tax reform proposal in 2021 has been 
publicly estimated to raise at least $172 billion over 10 
years (and may raise more) by modifying partnership 
rules and removing flexibility, though it is unclear how 
much of this number is attributable to reducing spe-
cific abuses versus, e.g., clarifying gray areas.61

Noncompliance in partnerships also carries sig-
nificant revenue costs. The IRS estimates that part-
nerships, along with S corporations and some trusts 
and estates, contribute about $40  billion annually to 
the “tax gap” (i.e., taxes owed but not paid).62 This is 
attributable in significant part to the information and 
resource gaps discussed in Part II.B. above. Recent re-
search also suggests that IRS tax gap estimates are too 
low due to IRS difficulties in understanding partnership 
income and ownership.63 That same lack of informa-
tion makes the true size of the problem controversial 
and difficult to estimate.64 Significant gray areas and 
other ambiguities in partnership tax law allow well-
advised taxpayers to push the law’s boundaries and 
make it more difficult to distinguish noncompliance 

from lawful tax planning. And, as discussed in Part II.A., 
the complexity of the rules may itself increase 
noncompliance.

Each of these sources of revenue loss is also as-
sociated with potential economic costs. For instance, 
in 2020, Furman explained the implications of tax 
rate differentials between C corporations and pass-
through status:65

As corporate and individual taxes have shifted 
over time this choice [between entity taxa-
tion regimes] has resulted in companies shift-
ing their forms to whatever is more favorable 
(Goolsbee 1998; Mackie-Mason and Gordon 
1997; Prisinzano and Pearce 2018). This elec-
tion reduces revenue, increases complexity, 
and results in companies making decisions 
about business form for tax reasons and not 
for economic reasons.

Similarly, to the extent that specific partnership 
tax rules encourage (and thus push resources and tal-
ent toward) tax avoidance and evasion as opposed 
to bona fide economic behavior, this shift away from 
more-productive activities represents another eco-
nomic cost.

Against these clear revenue, equity, and economic 
costs, and as further reviewed briefly in Appendix  B, 
there is little evidence that the tax savings for partner-
ship owners (and potentially lower transaction costs 
for structuring complex commercial arrangements) 
have benefits for the broader economy. Indeed, if any-
thing, research suggests that tax benefits for part-
nership owners may be less likely to translate into 
broader economic gains than in other business forms. 
Mainstream models of nonpartisan tax estimators in-
deed assume that broad-based tax rate cuts for pass-
throughs are less likely to result in investment than in 
corporate rate cuts.66
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Part III. The proposal: Principles and 
illustrative options for reform

Part III provides principles and illustrative options for 
modernizing partnership taxation in a manner aimed 
at reducing costs and better aligning the rules with 
the current economy. Options for modernization raise 
trade-offs; for example, simpler and less-flexible tax 
rules might not perfectly track economic results in 
each case, especially when commercial arrangements 
are complex, but they might do a better job of reduc-
ing inefficient planning or undesirable outcomes.

In our view, reforms consistent with the following 
principles will help modernize partnership taxation to 
better balance its trade-offs:

•	 Ensure that tax consequences tie closely to 
economic reality, and focus especially on 
cases that incentivize inefficient tax planning 
or significant distortions. Partnership tax rules 
should be aimed at ensuring that partners are 
taxed in accordance with their economic ben-
efits and burdens: In simple terms, if one partner 
bears the economic brunt of a partnership ex-
pense, the partnership’s tax deduction for that 
expense should flow the same way.67 Reforms 
implementing this principle should nevertheless 
focus on fixing rules that allow significant tax 
planning opportunities or lead to large distor-
tions. That is, our approach to reform is not nec-
essarily to seek the tax treatment that is “cor-
rect” relative to the economics of the business 
in every single circumstance, but rather to focus 
where possible on cases where current law pro-
duces the largest distortions (i.e., tax results that 
do not reflect reality), or where current law in-
vites the potential for abuse.

•	 Reduce inappropriate optionality. High lev-
els of optionality can motivate taxpayers to ex-
pend resources on tax planning that results in 
businesses organizing themselves to minimize 
tax burdens rather than to maximize efficiency. 
High levels of optionality can also make tax rules 
overly complex and harm equity by allowing 
well-advised taxpayers to choose the better tax 
result where multiple results are permitted for 
the same economic arrangement. While some 
optionality might be appropriate to make rules 
administrable, it should be limited to minimize 

inefficiency, arbitrariness, and planning oppor-
tunities. This principle is especially appropriate 
within partnership tax rules, given that overall tax 
treatment of a business entity (i.e., as a partner-
ship or C corporation) is currently almost entirely 
elective under the “check-the-box” regime.

•	 Improve visibility. Reforms should improve vis-
ibility into partnership income, assets, owner-
ship, and noncompliance. Such reforms sup-
port voluntary compliance and ensure that IRS 
compliance efforts are both more effective and 
more focused on truly noncompliant filers. Bet-
ter visibility can also help evaluate these efforts 
and inform future tax reforms.

•	 Account for the largest and most complex 
partnerships. Partnerships range from two-
person small businesses to the nation’s largest 
enterprises. Reforms should consider this het-
erogeneity. To be clear, that does not necessar-
ily mean that we need to craft separate rules 
for different types of partnerships. For example, 
if particular partnership tax rules could be ap-
plicable to any partnership but are in practice 
relevant only for the largest and most well-
resourced partnerships, then new or modified 
rules in that area might appropriately be more 
complex than if those rules were also typically 
relevant to very small businesses.68 Creating 
separate rules based on some measure of entity 
size is also discussed in Part III.D. and has other 
potential benefits and costs.69

•	 Address outdated items and implement regu-
lar upkeep. Many issues in partnership tax re-
sult from stale or unclear rules.70 The omnibus 
package of regulations that the Tax Law Center 
has previously recommended is an example of 
the type of consistent clean-up and housekeep-
ing that policymakers should pursue regularly.71 
Such maintenance should ideally be a regular 
focus of the legislature.

The remainder of Part  III offers a noncomprehen-
sive list of concrete reform options, focusing first on 
substantive partnership tax laws and then on infor-
mation reporting and enforcement proposals. Part III 
ends with a brief discussion of pass-through reforms 
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outside of Subchapter K. In 2025, policymakers debat-
ing tax reform will have to grapple with how the vari-
ous elements of the tax system work together, includ-
ing corporate and individual tax rate structures; due to 
their pass-through nature, partnerships will therefore 
play a key role in that process.72

A. Partnership tax law proposals
To help policymakers assess and prioritize reform pro-
posals, we have grouped them into four broad catego-
ries organized roughly in ascending order of the pro-
posal’s breadth and impact on existing Subchapter 
K: (1) clean-ups and similar fixes, (2)  targeted reforms, 
(3) broader and more-complex reforms, and (4) funda-
mental reform ideas that go beyond modernizing Sub-
chapter K. Revenue estimates are provided where pub-
licly available, though readers should take care when 
using and comparing these estimates because some 
have been created using different assumptions about 
the tax law in place (the “baseline”), by different esti-
mators, and over different periods. For the other cases 
where estimates are not available, we have focused on 
reforms that address transactions and strategies that 
(based on the authors’ direct experience, as well as 
discussions with practitioners and other experts) are 
broadly used and thus would be expected to have sig-
nificant revenue effects over the next 10 years relative 
to current law. Accordingly, where we have not speci-
fied a publicly available estimate we expect the pro-
posal could raise revenue in the tens of billions or more, 
with certain proposals having the potential to raise 
hundreds of billions depending on the specifics of the 
adopted policy (and in each case over a 10-year pe-
riod). However, the authors are neither economists nor 
revenue estimators, and these expectations are driven 
by extrapolation from transactions seen in practice and 
discussions with other current and former practitioners.

Some of these proposals might be achieved in 
whole or in part through regulation. However, ex-
cept where noted specifically, we do not focus here 
on whether legislative or regulatory reform is best as 
that is highly context-dependent. Finally, as many of 
the proposals have been (and will continue to be) dis-
cussed even more extensively elsewhere, we provide a 
relatively brief overview of each.

1. Clean-ups and similar fixes73

a. Disguised sales: Legislative clean-up of 
section 707(a)(2)(B)

As with assets such as stocks and bonds, when 
a taxpayer sells its stake in a partnership, the 
taxpayer pays tax on any gains. However, a tax-
payer can arguably achieve more favorable tax 
treatment by “disguising” what is economically 

a sale as a different, more-tax-favored trans-
action (specifically, by treating the sale as a 
liquidation of its interest in the partnership 
rather than as a sale). The best reading of the 
statute is that it prevents this result, but this 
should be clarified to foreclose any doubt.

Section 707(a)(2)(B) contemplates that a contribu-
tion to, and related distribution from, a partnership can 
be characterized as a purchase of interests in the part-
nership from an existing partner—i.e., a “disguised sale” 
of partnership interests. The most straightforward ex-
ample is one in which a new partner contributes cash 
to a partnership and the partnership distributes such 
cash to an existing partner in reduction of the existing 
partner’s interest. Such a transaction is economically 
equivalent to a purchase by the new partner of a part-
nership interest from the existing partner; if treated 
as a liquidation (rather than a sale), however, the tax 
consequences could be more favorable to the exist-
ing partner (e.g., lower taxes or deferral of tax obliga-
tions). However, the statute states that sale treatment 
will apply “[u]nder regulations prescribed by the Sec-
retary” and so the statute should be updated to con-
firm the existing state of the law—i.e., that the statute 
applies even in the absence of those regulations.74

Such reform could go further by providing ad-
ditional clarity on when disguised sales of partner-
ship interests will occur (or providing safe harbors for 
when they will not), but this additional detail is likely 
best handled in regulations.75 Relatedly, the proposed 
regulations addressing disguised payments for ser-
vices under section 707(a)(2)(A) should be finalized.76 
Together, these clean-up reforms would ensure that 
existing rules (in both statute and regulations) reflect 
how current law already operates, thus reducing in-
appropriate optionality (whether perceived or actual) 
that might otherwise allow taxpayers to choose the 
better tax treatment for a transaction.

b. Adopt clear rules regarding worthless 
partnership interests

Arguing there is ambiguity in current law, some 
taxpayers have claimed that declaring that 
their interest in a partnership has become 
“worthless” is not the same as giving up such 
interest. This position effectively allows them 
to accelerate tax benefits associated with the 
declaration of worthlessness while delaying 
associated tax costs. The statute should be 
modified to make clear that declaring a part-
nership interest worthless is treated as giving 
up such partnership interest to ensure that 
tax benefits are appropriately timed with as-
sociated tax costs.
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Under longstanding tax rules, taxpayers are gener-
ally able to take a tax deduction for the loss of their in-
vestment when certain property becomes worthless. 
However, when the property at issue is a partnership 
interest, the ability to take a deduction can create il-
logical and unintuitive results and the potential for 
abuse, as others have recently highlighted.77 In par-
ticular, the law is unclear on whether the worthless-
ness of a partnership interest is treated as a disposal 
of the interest. This ambiguity can allow taxpayers to 
accelerate tax benefits from the declaration of worth-
lessness in a manner inconsistent with both economic 
reality and tax principles that apply outside the part-
nership context, particularly when the partnership in-
terest includes an allocation of partnership debt.

By not treating worthlessness as a disposition, the 
taxpayer takes a tax deduction attributable to its basis 
in the interest, including its basis arising from an al-
location of partnership debt, but defers recognition 
of the corresponding gain associated with such debt. 
That is, the taxpayer achieves the economic equiva-
lent of a sale of the interest for no value without recog-
nizing fully the tax consequences that would apply in 
an actual sale for no value. If the declaration of worth-
lessness were instead treated as a sale for no value, 
the taxpayer would still get the deduction for the basis 
but would have a corresponding (and offsetting) tax 
gain from the reduction in its share of partnership li-
abilities—recognition of the tax basis and correspond-
ing tax gain would be timed appropriately. Accordingly, 
Congress can and should address this issue by enact-
ing simple legislation that treats the worthlessness of 
a partnership interest as a disposition of the interest. 
Such a proposal was recently included in the Build 
Back Better Act.78 Joint Committee on Taxation (JCT) 
estimate from 2021: With related changes, $1.8 billion 
over 2022–31.79

c. Extend or modify the “mixing bowl” period 
under sections 704(c)(1)(B) and 737

If a taxpayer exchanges property for other 
property, it pays tax on the gain in its ex-
changed property. Without special rules, how-
ever, partnerships offer an opportunity to avoid 
this result by running the exchange indirectly 
through the partnership rather than directly 
between the taxpayers. Current rules prevent 
this use of a partnership as a “mixing bowl” as 
long as the property remains in the partner-
ship for at least seven years, after which the 
restrictions fall away. The seven-year period is 
arbitrary, and extending it would better ensure 
that gain on contributed property is taxable to 
the partner who contributed the property.

The term “mixing bowl” refers to the use of a part-
nership to effectuate a taxable exchange property in 

an impermissible tax-free manner (similar to a dis-
guised sale)—i.e., to sidestep taxable treatment by run-
ning the exchange indirectly through a partnership. 
Subchapter K prevents mixing bowl transactions but 
only where the purported exchange occurs within a 
specific seven-year period (the “mixing bowl period”). 
This seven-year period (increased from five years) is 
arbitrary, and extending it—including by making it in-
definite—would better ensure that gain on contributed 
property is always taxable to the partner to whom it 
accrued.80 As a policy matter, an indefinite mixing bowl 
period is more conceptually sound (and more consis-
tent with existing Subchapter K principles) than a fur-
ther extension to, say, 10 years.81

d. Codify and refine partnership anti-abuse rule(s)
Partnership tax regulations include broad an-
ti-abuse rules meant to prevent aggressive 
transactions that reduce tax liability and run 
counter to the intent of Subchapter K. Some 
have questioned Treasury’s authority to issue 
these anti-abuse regulations. While there is 
ample statutory authority, legislative clarifica-
tion could be helpful simply to avoid onerous 
and unnecessary taxpayer lawsuits.

To ensure an appropriate anti-abuse overlay to 
Subchapter  K (and to foreclose any doubt about the 
validity of its existing anti-abuse rules), legislation 
could incorporate a general partnership anti-abuse 
rule similar to Treasury Regulation section 1.701-2, ex-
plicitly setting out authority for Treasury to issue addi-
tional specific regulations under such a rule, as others 
have suggested.82 While there is ample authority un-
der current law to address abuse, more-explicit lan-
guage would help forestall onerous and unnecessary 
taxpayer lawsuits challenging such authority.83 Such a 
change could also be considered with respect to other 
relevant anti-abuse rules, and would provide general 
support to the IRS in enforcing Subchapter K’s rules in 
a manner that satisfies the principles laid out at the 
beginning of Part III, particularly tying substantive out-
comes closer to economic reality and reducing inap-
propriate effects of optionality. It would also serve as 
an opportunity to make any necessary refinements or 
updates to the existing partnership anti-abuse rule.

2. Targeted reforms
a. Modify liability sharing solely for disguised sale 
purposes

The partnership disguised sale rules are aimed 
at preventing taxpayers from effectively sell-
ing assets without triggering tax by funnel-
ing them through a partnership. But the dis-
guised sale rules have holes that allow certain 
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transactions similar to sales to be done tax-
free. For example, under current rules, a part-
ner may be able to avoid disguised sale treat-
ment through engineered tax planning that 
increases its share of the partnership’s debt. 
This “debt basis” can be used to achieve the 
economics of a taxable sale without triggering 
tax. The rules could be updated to better tar-
get and prevent this result.

Part  II (and Appendix  A) discuss how taxpayers 
can potentially use a partnership to avoid taxable “dis-
guised sale” treatment in a manner inconsistent with 
economic reality and the general intent of the dis-
guised sale rules. In lieu of a broader legislative modi-
fication of partnership liability sharing rules (which is 
discussed in Part  III.A.3.), a targeted fix would be to 
modify how the partnership liability sharing rules ap-
ply solely in the context of disguised sales.84 This 
could be accomplished by reviving rules that calculate 
a partner’s liability share for disguised sale purposes 
by looking only to the partner’s share of partnership 
profits (i.e., the current rule for allocating partnership 
nonrecourse debt). Legislation could either require this 
result or it could direct and authorize Treasury to issue 
regulations under sections 707 and 752 that adjust li-
ability shares for disguised sale purposes only. Such 
a reform would generally align with prior temporary 
regulations that were issued in 2016 and that accom-
plished this result by allocating all liabilities as “excess 
nonrecourse liabilities” under Treasury Regulation sec-
tion 1.752-3(a)(3) for disguised sale purposes.85 Those 
2016 temporary regulations were repealed in 2019 and 
replaced with the current regulations (which reverted 
to the rules in place prior to the 2016 temporary regu-
lations). While the 2019 regulations included certain 
features that help curtail abusive planning,86 this pro-
posal to revert to something like the 2016 temporary 
regulations would do a better job of reducing optional-
ity and targeting avoidance.

b. Repeal capital expenditure reimbursement 
exception to disguised sale treatment

As discussed in Part II, the disguised sale rules 
have holes that allow certain transactions sim-
ilar to sales to be done tax-free. For example, 
a partner wishing to sell property that it im-
proved can potentially get a better tax result 
by transferring the property to a partnership 
for cash than by transferring the property to 
a third party for cash. The rules could be up-
dated to foreclose this different treatment of 
similar transactions.

Part II highlighted another hole in the disguised sale 
rules—the exception to disguised sale treatment for re-
imbursements of pre-contribution capital expenditures. 

Consistent with existing proposals, partnership rules 
should provide that a distribution from a partnership 
that represents a reimbursement of these capital ex-
penditures triggers taxable sale treatment in the same 
manner as other distributions.87 This would help ensure 
that taxpayers cannot achieve better tax treatment by 
funneling a sale of improved property through a part-
nership (rather than doing the sale directly)—the key 
goal of the disguised sale rules. This reform could also 
be addressed through updated regulations since the 
current exception is provided by regulation.

c. Supplement related party basis shifting 
proposals with additional legislation

A large business that controls several enti-
ties including a partnership can trade assets 
among them to generate tax savings, taking 
advantage of specific quirks of partnership tax 
law.88 This generates tax savings for the owner 
even though no real economic transaction has 
taken place: The assets are under the same 
ownership before and after the transaction. 
Treasury and the IRS have announced wel-
come guidance to address certain basis shift-
ing transactions, which we have commented 
on, including highlighting the sources of exist-
ing authority for such approach.89 Legislation 
could support and simplify this guidance.

Congress should supplement and strengthen re-
cent proposed guidance on related party basis shift-
ing by modifying applicable statutory provisions.90 For 
example, Congress could modify sections 731 and 732 
to trigger tax on any gains in distributed partnership 
property to the extent the distribution creates a basis 
shift between related partners. That is, if a distribution 
to a related partner would reduce basis in the distrib-
uted property from $200 to $100 under current sec-
tion 732 (and thus result in a $100 basis step-up for the 
remaining related partners under section 734(b)), then, 
instead of the reduction in basis, the distributee part-
ner could simply recognize $100 of taxable gain and 
take the property with a full $200 basis. The $100 ba-
sis step-up under section 734(b) would be permitted 
(and would be “paid for” by the distributee’s taxable 
gain).91 This change could be achieved only through 
legislation, and is therefore not a feature of Notice 
2024-54 and its related proposed guidance. Such an 
approach would be administratively simpler than re-
quiring partnerships to track dispositions of distrib-
uted property outside the partnership, or to modify 
their basis recovery schedules. Legislation could also 
further implement, support, and authorize other fea-
tures of the recently proposed guidance to ensure 
that abusive transactions are appropriately curtailed. 
For example, legislation could also prescribe (or au-
thorize regulations to prescribe) situations in which a 
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nonrecognition transaction is not treated as an “ex-
change” for section 743(b) purposes to the extent 
the section 743(b) adjustment would otherwise arise 
as a result of inappropriate shifting between related 
partners. We estimate that this proposal would have 
a moderate to large revenue effect that is generally in 
line with the proposed guidance. Treasury estimated 
the proposed basis shifting guidance as raising more 
than $50 billion over a 10-year period; it is likely that 
this proposal would be on a similar (or perhaps even 
larger) scale because it would involve triggering up-
front tax on distributions rather than denying or delay-
ing tax deductions taken over time.92

d. Update section 704(c) rules to ensure 
appropriate allocation of built-in gains and losses

A core principle of partnership tax is that tax 
consequences should follow economic reali-
ties. Because transfers of property to a part-
nership do not trigger tax on the property’s 
gains or losses, rules are needed to ensure 
that those gains and losses are eventually al-
located to the correct partner (typically, the 
partner who contributed the property to the 
partnership). For example, if a partner trans-
fers property with built-in (untaxed) gain to a 
partnership, that partner (rather than another) 
should eventually pay tax on that gain when 
the property is sold. The rules are intended to 
achieve this result but, due to certain techni-
cal features (including optionality for taxpay-
ers to choose between multiple allocation 
methods), they do not always do so. Updating 
the rules to correct these features would bet-
ter ensure that gains and losses are allocated 
to the correct partners.

As described in Box 2, contributions of property to 
a partnership do not trigger tax on the property’s gains 
or losses, and accordingly such contributions create 
book-tax differences. These book-tax differences re-
quire special rules to ensure that tax gains and losses 
are eventually allocated and taxed to the partners to 
whom they accrued economically (and thus are not 
shifted between partners). Section 704(c) and the reg-
ulations thereunder are intended to achieve this result 
by allocating partnership tax items in a manner that 
follows how the corresponding book item was allocat-
ed. However, current rules do not always achieve this 
result. In particular, taxpayers may elect from several 
permissible section 704(c) allocation methods. Under 
one such method (the traditional method), the ceiling 
rule places a limit on allocations that would reduce or 
eliminate book-tax differences in a manner that can 
create both temporary and permanent shifting. This 
creates complexity as well as the opportunity to plan 
into advantages that can arise from such shifts.

Another of section 704(c)’s permissible allocation 
methods (the remedial method) essentially forces tax 
allocations to follow economics (and thus eliminates 
shifting and distortions) by creating notional tax items 
that affect partner-level tax results without affecting 
the partnership’s overall income or loss.93 According-
ly, a legislative or regulatory change that requires all 
partnerships to use the remedial method under sec-
tion 704(c) (rather than allowing an election between 
section  704(c) methods that produce different re-
sults) would both (1)  eliminate distortions permitted 
to arise under existing rules and (2) eliminate a source 
of optionality and complexity that arises from such 
an ability to elect among allocation methods.94 Such 
a requirement could also help to minimize the impact 
of other difficult-to-identify tax planning techniques 
that can take advantage of shifts caused by the ceiling 
rule, such as transactions targeted by the recent basis 
shifting guidance. Furthermore, the proposal has the 
advantage of working within existing well-known sec-
tion 704(c) rules. That said, other options for updating 
and fixing section  704(c) could be considered, such 
as simply triggering (and potentially deferring) taxable 
gain on the transfer of property to a partnership.95

e. Limit opportunities for abuse in related party 
partnerships

Partners have tremendous flexibility in de-
ciding how to allocate the partnership’s as-
sets and activities among themselves. As the 
IRS has written, when partners are unrelated 
“the opportunity for abuse is limited because 
each party” negotiates based on its “sepa-
rate, and often competing economic and tax 
interests.”96 However, when partners are re-
lated, they can manipulate tax allocations to 
maximize tax benefits without affecting the 
overall economics. Removing this flexibility, or 
otherwise minimizing the use of partnerships 
among certain related parties, could address 
many of these concerns.

Recall the related partner examples discussed 
in Part II of this paper. Just as other tax rules prevent 
tax benefits in transactions between related parties,97 
partnership tax rules should seek to do the same. 
One option, consistent with recent legislative propos-
als, is to require partnerships to use a consistent (i.e., 
“pro rata” or “straight up”) sharing of economics as 
between related partners.98 That is, related partners 
that do not transact at arm’s length would be limited 
in their flexibility to agree to share partnership eco-
nomic results based solely on tax considerations. In 
the example in Part II, A and B would share partnership 
income proportionately (e.g., based on capital), and 
their interests would represent identical economic 
rights (similar to the result that would apply under the 
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S corporation rules). Such a restriction would generally 
simplify partnership taxation by limiting opportuni-
ties for taxpayers to engage in planning through com-
plicated “special” allocations, but it does add some 
complexity since it must define the tax treatment of 
related partner allocations that do not follow the re-
quired “pro rata” approach. Such complexity, however, 
can be addressed, and existing proposals have already 
begun to include features that would do so.99 However, 
it should be noted that requiring consistent allocations 
might not address all opportunities for related partner 
tax planning or abuse; for example, related taxpay-
ers could potentially still benefit from holding assets 
through a partnership even where the partnership’s al-
locations satisfy the consistency or “pro rata” require-
ment.100 Accordingly, it is also worth exploring reforms 
that would disregard, consolidate, or otherwise take an 
“aggregate” approach to partnerships between corpo-
rate consolidated group members or other specific re-
lated parties.101 This would more broadly limit opportu-
nities to take advantage of formal partnership tax rules 
to achieve tax benefits without affecting economic 
sharing or ownership among the partners.

f. Modernize section 721(b) investment
partnership rules

Because contributions of property to a part-
nership are tax-free, Congress was concerned 
that wealthy investors could pool their passive 
investments such as stocks and bonds to di-
versify their holdings without paying tax, mim-
icking the effect of converting their portfolio 
into an ordinary diversified stock or bond fund 
without triggering a taxable sale. To eliminate 
these “exchange” or “swap” funds, Congress 
enacted rules that make contributions taxable 
when too much of the partnership’s assets 
consist of passive investments. Unfortunately, 
the rigidity of the rules has allowed the mar-
ket to develop simple workarounds. For ex-
ample, exchange funds advertise themselves 
as achieving the exact goal the statute was in-
tended to prevent. Updating the statute would 
ensure it achieves its original policy goals.

Current law seeks to prevent the use of partner-
ships to achieve a tax-free diversification of appreciat-
ed passive investments through “exchange” or “swap” 
funds. These rules were enacted because Congress 
believed “that the tax-free diversification of stock in-
vestments should not be permitted through the use of 
the partnership form when the same result cannot be 
achieved under present law through a corporation or 
a direct exchange of portfolio stocks for other similar 
stocks.”102 Accordingly, section  721(b) triggers taxable 
gain upon the contribution of assets to a partnership 
(1) where the partnership holds a certain amount of

specific investment assets (which are listed in regula-
tions), and (2) where the contribution results in diversi-
fication for the contributor.

However, the rigidity and specificity of these rules 
has allowed exchange funds to continue to achieve the 
result the statute was intended to prevent (and there-
fore to market their funds as doing so).103 The rules 
should therefore be tightened to reduce or prevent 
exchange funds from achieving tax-free diversification 
in a manner inconsistent with the statute’s purpose. 
A targeted approach would be to extend the specific 
regulatory list of investment assets, such as by add-
ing certain real estate investments that are currently 
not listed and thus can be used to sidestep the rules. 
A broader approach would be to adopt a more gener-
alized and qualitative definition of “investment asset,” 
either in addition to or in lieu of a specific list.104 This 
reform would ultimately address an outdated item by 
ensuring the statute applies to current market trans-
actions in a manner consistent with its intent and 
purpose.

It should also be noted that the issue of tax-free 
investment diversification applies equally in the cor-
porate context: The rules applicable to partnership 
investment companies currently operate by cross-
reference to the corporate rules under section 351(e). 
Accordingly, this reform will need to consider the ex-
tent to which corporate and partnership investment 
companies should continue to be subject to the same 
rules. Since the partnership investment company rules 
were added to eliminate an opportunity that, at the 
time, existed in partnerships but not in corporations 
(and thus to create parity), it would make sense for this 
reform to maintain such parity. This could be done by 
modifying the existing section 351(e) rules and allow-
ing them to continue to apply for both corporate and 
partnership purposes, instead of creating new stand-
alone partnership rules.

3. Broader and more-complex reforms
a. Modernize section 752 liability allocation rules

In some circumstances, the current partner-
ship tax rules allow too much flexibility in al-
locating debt among partners. At times, this 
creates tax results that are at odds with the 
economics of the partnerships, especially 
when partners are acting in concert rather 
than at arm’s length. A broader reform should 
reconsider how debt is allocated, with a goal 
of more accurately reflecting the economic 
deal among the partners.

As discussed in Part  II, a partner can potentially 
avoid disguised sale treatment through engineered tax 
planning that increases its share of partnership debt; 
in such a case, the resulting debt basis can be used to 
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achieve the economics of a taxable sale without trig-
gering tax. But an increased allocation of debt (and 
thus debt basis) to a partner can also provide tax ben-
efits beyond the disguised sale context.105 For example, 
it can allow a partner to reduce its taxes through an 
increased allocation of partnership losses that would 
otherwise be suspended under section  704(d) in the 
absence of the debt basis. It could also facilitate a 
reduction in tax by increasing the amount of operat-
ing cash flow distributions that can be received with-
out triggering tax (i.e., that do not exceed the partner’s 
outside basis) under section 731. Accordingly, broader 
legislative reforms should be considered that update 
the liability sharing rules for all of Subchapter K (rather 
than solely for disguised sales). Recent legislative pro-
posals would achieve this by requiring all partnership 
liabilities to be allocated based on profit shares.106 On 
the one hand, this type of broader reform would avoid 
the complexity of creating different liability sharing 
rules for disguised sale purposes and other purposes. 
On the other hand, however, it would be a larger and 
more fundamental change to current well-known Sub-
chapter K rules (and thus would have a larger impact on 
taxpayers). For example, such an approach would re-
quire transition rules to address whether (and to what 
extent) it could trigger immediate tax (e.g., as a result 
of deemed distributions under section 752(b)) for part-
ners whose liabilities are shifted. And, as others have 
noted, a rule that simply allocates liabilities based on 
profit shares may substitute new conceptual difficul-
ties for those that exist under current rules.107 Accord-
ingly, a more precise (or different) approach may be 
needed, either to reflect economic reality or to create 
a simpler and more administrable regime.108 Finally, if 
more fundamental pass-through reform is being con-
sidered, it is worth exploring bigger reforms that would 
largely eliminate partnership liability allocations by ap-
plying rules similar to current S corporation rules.

b. Section 734(b) reforms
Distributions of cash or property from a part-
nership can create the opportunity to shift in-
come and losses between partners in ways that 
produce tax results at odds with the econom-
ics of the partnerships—for example, by moving 
current income to a partner with lower tax rates 
or enabling other tax gaming. This creates foot-
faults as well as planning opportunities. Law-
makers created rules that permit partnerships 
to elect to eliminate these shifts through basis 
adjustments, but the rules do not fully prevent 
shifts. Work needs to be done to determine if 
modification to the rules would prevent these 
shifts in a fair and administrable way.

Under sections 734(b) and 754, partnerships can 
elect to make basis adjustments that are designed 

to eliminate shifting and distortions that arise when 
distributions create an inside-outside basis dispar-
ity. But, as others have raised, the manner in which the 
adjustments are calculated—in the aggregate rather 
than per partner—means they can still create and al-
low shifting in certain cases.109 In contrast, similar basis 
adjustments arising under section 743(b) from trans-
fers of partnership interests (rather than from part-
nership distributions) are calculated and applied in a 
partner-specific manner. This creates opportunities 
for taxpayers to take advantage of tax benefits from 
shifts and distortions caused by partnership distribu-
tions (while avoiding those that are detrimental) and 
can also create traps for the unwary. Accordingly, ex-
isting and prior proposals to make section 734(b) basis 
adjustments mandatory and partner-specific should 
continue to be pursued and refined as appropriate.110

An alternative to recent mechanical proposals that 
seek to preserve each partner’s pre- and post-distribu-
tion share of built-in gains and losses could be accom-
plished through a broader reform of the partnership 
distribution rules. For example, reforms might revive 
and pursue a simpler “partial liquidation” approach that 
avoids partner-specific adjustments (and coordina-
tion with complicated section  704(c) allocation rules) 
and instead seeks to preserve each partner’s share of 
gains and losses through proportionate basis recovery 
on distribution.111 Another approach would be to seek a 
more fundamental change to partnership distributions, 
such as by simplifying partnership distribution rules to 
trigger current tax on certain (or all) property distribu-
tions (which could be accomplished in a manner simi-
lar to current S corporation rules).112 This latter option 
would essentially be a broader version of the proposal 
discussed in Part  III.A.2. with respect to related-party 
basis shifting transactions. Ultimately, reforms in this 
area will need to balance the potentially significant 
complexity of eliminating inappropriate shifting within 
the current tax-free distribution framework against a 
simpler (but less flexible) rule that triggers current tax. 

c. Update, modernize, and clarify section 704(b) 
allocation rules

As discussed elsewhere, partnerships pass 
through their income and deductions to their 
partners. The rules governing how income 
and deductions are allocated to partners are 
therefore at the core of partnership tax. The 
current rules are designed to permit alloca-
tions as long as they are consistent with the 
economics of the partnership. However, these 
rules are arguably too permissive and have 
features that permit inappropriate tax plan-
ning, including allocations that are not in fact 
consistent with the economics. Those specific 
features should be fixed, and other updates 
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should be studied and pursued that would 
better reflect appropriate sharing and current 
market practices.

Section 704(b)—arguably the cornerstone of Sub-
chapter  K—governs the allocation of a partnership’s 
income and deductions among its partners and how 
to measure and maintain each partner’s “capital ac-
count” (i.e., its equity interest) in the partnership. The 
rules govern when an allocation of a partnership’s eco-
nomic items will be respected. Specific reforms within 
section 704(b) worth pursuing include the refinement, 
expansion, and clarification of the “partners’ interest in 
the partnership” (PIP) standard under Treasury Regula-
tion section 1.704-1(b)(3). This is particularly important 
given that so many partnerships no longer opt to sat-
isfy the “substantial economic effect” (SEE) safe harbor 
of Treasury Regulation section 1.704-1(b)(2). Worthwhile 
PIP-related reforms would include rules (1) confirming 
that “targeted allocations,” when done properly, sat-
isfy the PIP standard; (2) addressing other commonly 
used allocation methods that do not comply with the 
SEE safe harbor but may comply with PIP (such as an-
ticipatory allocations or income allocations that sim-
ply follow cash distributions rather than target capital 
account balances); and (3)  limiting or addressing the 
ability to switch between different allocation methods 
year-to-year based on tax results even where both al-
location methods may satisfy PIP (i.e., shifting between 
pure targeted allocations and other approaches based 
on the tax results of different methods).

Section 704(b) reforms should also provide clarity 
on the ability to shift income or other tax items be-
tween partners using waivers and “catch-ups” (includ-
ing clarifying that the “value-equals-basis” presump-
tion in the SEE safe harbor rules does not apply for 
such purposes). This is similar to the issues addressed 
by the 2015 disguised payments for services regula-
tions under section  707 but would address the po-
tential to use existing section 704(b) rules to allocate 
items to particular partners based on tax character-
istics. Reforms would clarify what is permissible and 
what aggressive variations of such strategies are not 
permissible—e.g., what level of economic risk is need-
ed to support the desired allocation.

Finally, section 704(b) reforms could seek to elimi-
nate specific problematic aspects of the SEE safe 
harbor rules such as the “value-equals-basis” pre-
sumption. In adopting such an approach, policymak-
ers would need to evaluate whether (and to what ex-
tent) the rules should retain such provisions but limit 
them to specific scenarios, such as retaining aspects 
relevant or necessary to tax-equity partnerships—i.e., 
certain tax credit partnership arrangements—contem-
plated in specific IRS guidance.

Updating the section 704(b) rules could be done as 
a broad overhaul or as a set of more-targeted reforms.113 

4. Fundamental reform ideas: Beyond 
modernizing Subchapter K
While the above sections of Part III focus on ways 
to modernize existing Subchapter  K rules, this sec-
tion discusses briefly (and for completeness) some 
broader options that would represent a more signifi-
cant overhaul of the taxation of partnerships and other 
pass-through entities.

a. Limit favorable Subchapter K treatment only to 
certain businesses or entities
A fundamental overhaul would limit partnership tax 
treatment only to certain entities—e.g., those below 
a threshold based on size or complexity. Entities in-
eligible for partnership tax treatment would be taxed 
under a different regime—e.g., as C corporations.114 As 
explored in Parts  I and II, the reality of large partner-
ships has moved further away from a regime intended 
to reflect the co-ownership nature of simple joint ven-
tures—this tension between “aggregate” and “entity” 
concepts (see Box  2) creates complexity and thus 
creates planning opportunities. Additionally, the abil-
ity to elect between business tax regimes as relative 
rates change leads to large revenue losses and eco-
nomic inefficiencies. For these and other reasons, over 
several decades others have discussed treating all 
large pass-throughs as C corporations.115

A particular challenge of this reform is setting 
and measuring the threshold that divides “large” from 
“small” businesses. Current tax law contains many 
different (and largely uncoordinated) definitions for 
“large” and “small” businesses, and it is not immedi-
ately obvious that one would be better than another 
for this purpose.116 However, these various rules rely on 
common features to measure size—most such rules 
measure size based on assets, receipts, or employees 
(or a combination). Policymakers would also need to 
consider whether some other criteria should also be 
considered (such as some measure of “complexity”—
e.g., by number of partners or tiers). Additionally, such 
an approach would require aggregation rules to ensure 
that organizations could not simply elect their desired 
regime by splitting into multiple entities.117

Requiring an entity to shift between different tax 
regimes (e.g., between Subchapter K and Subchapter C 
treatment) has significant tax consequences for the 
entity and its owners; any such reform would also need 
to determine and address (1)  whether it is appropri-
ate for an entity to fall in or out of partnership taxation 
based on certain characteristics and (2)  if so, the ap-
propriate transition mechanisms. One potential transi-
tion rule (simply intended to allow entities to manage 
any tax on “phantom” income as a result of forced con-
versions from Subchapter C to Subchapter K) could be 
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to allow an entity that shrinks below the threshold to 
re-enter Subchapter K only on affirmative election.

The increase in revenue from such a reform would 
depend significantly on where corporate and individ-
ual tax rates are set relative to each other, but is likely 
to be large.

b. Implement a dual (or new) pass-through regime
Another fundamental reform could implement a “sim-
plified” and less flexible pass-through regime only 
for electing small partnerships.118 Alternatively, the 
simplified pass-through regime could be the default 
with an ability for certain large or complex partner-
ships to elect into a more complex regime based on 
Subchapter  K. The latter approach would raise some 
of the same difficulties discussed in the immediately 
prior proposal (e.g., how to assess size or complexity 
and how to manage transitions between regimes) but 
would have the benefit of limiting the more complex 
and more flexible rules to those partnerships affirma-
tively seeking to benefit from them. It would therefore 
raise such partnerships to the attention of the IRS, thus 
potentially assisting in enforcement targeting efforts. 
That said, a multiplicity of “pass-through” regimes 
already exist in the Code; adding another, without 
broader simplification, would complicate the choice of 
regime and the tax system as a whole. Accordingly, an-
other potential option could be to pursue a new single 
pass-through regime with a combination of features, 
such as aspects of both Subchapters S and K.119

The very many ways this broad approach could be 
implemented means that there is a risk that it could be 
implemented in ways that result in large revenue loss-
es. Avoiding that outcome would require ensuring that 
any simplified regime is in fact focused on simplifica-
tion, rather than creating new net tax cuts for qualify-
ing pass-throughs.

B. Information reporting and 
compliance proposals
The following proposals are aimed at increasing infor-
mation about partnership income, assets, and non-
compliance to support increased voluntary compli-
ance and to ensure that IRS efforts are more efficient 
and better targeted. Such reforms could help in the 
evaluation of compliance efforts over time as well as 
improve the development and evaluation of future 
policy changes.

1. Expand electronic filing for partnership 
returns
Expanding the percentage of partnership returns that 
are filed electronically could help improve Schedule K-1 

matching by minimizing transcription errors from paper 
returns and improving the coverage of IRS compliance 
systems. Currently, section 6011(e)(6) requires partner-
ships with more than 100 partners during a taxable year 
to file electronically regardless of the number of re-
turns the partnership is required to file during the year. 
For partnerships with fewer than 100 partners, elec-
tronic filing is required only if the partnership files more 
than 10 returns in a year (excluding attached schedules 
such as Schedule K-1s). Eliminating the 10-return floor 
would increase electronic filing coverage for partner-
ships with fewer than 100 partners.

2. Improve existing partnership tax 
return reporting
These improvements should include requiring better 
and more-detailed reporting on partnership assets and 
ownership percentages and updating existing partner-
ship tax returns to ensure they include relevant and 
helpful information provided in a consistent format. 
Existing partnership reporting warrants reexamina-
tion and updates so that partnership returns minimize 
IRS legwork in piecing together and connecting com-
plicated returns. For example, some commentators 
have suggested improving reporting on section 704(b) 
“book” capital accounts, section 704(b) allocation ap-
proaches, section  704(c) methods and layers, and 
disguised sales.120 Additional reporting on partnership 
structures (e.g., tiers of ownership and comprehensive 
structure diagrams) would also be helpful.

3. Improve partnership beneficial 
ownership reporting
Legislators should fill ownership reporting holes in 
the CTA to require reporting for certain pass-through 
entities such as general partnerships, and to require 
reporting of taxpayer identification numbers. CTA 
reporting companies could also be required to re-
port estimated ownership percentages for beneficial 
owners, and clarifying rules could be added to cover 
potential avoidance strategies (including entity con-
version or renewal). An alternative, though more cum-
bersome, approach would be to create a parallel tax-
only ownership reporting scheme for pass-throughs in 
order to obtain this information.

4. Maintain and improve IRS compliance 
funding
As noted elsewhere, the IRA (enacted in 2022) provid-
ed a significant improvement in IRS mandatory fund-
ing, though this was subsequently reduced. Lawmakers 
should restore and continue IRA mandatory funding, as 
well as maintain base IRS appropriations levels. Doing 
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so will support already-announced efforts to improve 
partnership compliance through up-front guidance, 
improved audit staffing, and targeting.121 The IRS and 
Treasury should also consider additional improve-
ments to audit targeting and research.122

C. Pass-through reforms outside 
of Subchapter K
Finally, while this proposal has been focused on core 
Subchapter K rules, there are several additional areas 
of reform affecting all pass-through entities. These 
include (1)  clarifying that a functional, activity-based 
test applies to prevent owners of all pass-through en-
tities (partnerships and S corporations) from claiming 
an exemption from Self-Employment Contributions 
Act (SECA) taxes on earnings from work; (2) eliminating 
section 199A, which provides a 20 percent deduction 

on “qualified business income” earned by a partner-
ship or other pass-through; and (3)  addressing the 
cap on deductibility of state and local taxes (SALT), 
including by limiting or revoking federal permissions 
for state SALT cap “workarounds.”123 Additionally, while 
not implicating partnerships, much has been writ-
ten about how best to eliminate or narrow the unin-
tended tax benefits that section  852(b)(6) provides 
to exchange-traded funds, a type of “pseudo” pass-
through entity.124

Combined, the revenue impact of these four re-
forms would be significant. The current rules grant (or 
arguably grant) specific and significant tax benefits to 
a large array of pass-through entities and their owners, 
including many (and mostly) high-income taxpayers. 
Accordingly, they result in reduced taxes for a very large 
majority of pass-through owners. Overall, we would 
generally expect that together these reforms could in-
crease revenues by as much as $1 trillion over 10 years.
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Appendix A

Further detailed example—liability allocations and dis-
guised sale rules.

Partnership liabilities are allocated among part-
ners, and each partner’s share of liabilities increases 
its outside basis. Conceptually, it is as if the partner 
borrowed its share of a partnership liability and con-
tributed cash to the partnership. Since liability al-
locations affect outside basis, such allocations are 
very important to each partner’s actual individual tax 
results; in particular, they affect the deductibility of 
partnership losses as well as the gain or loss a partner 
recognizes in many scenarios.125

Under current law, partnership liabilities are char-
acterized as “recourse” or “nonrecourse,” with recourse 
liabilities allocated to those partners that bear “eco-
nomic risk of loss” (EROL).126 In determining a partner’s 
EROL, the rules ask whether the partner would bear 
the liability in a hypothetical scenario that assumes 
all partnership property (including cash) is worthless 
and the partner can fulfill its obligations regardless of 
actual creditworthiness. This hypothetical scenario 
is sometimes called the “atom bomb test.” Certain 
refinements have been made to these rules over the 
years, but they remain based on this key hypothetical.

The rules have thus been criticized as applying a 
mechanical test that does not reflect economic real-
ity (i.e., does not reflect how partners “actually” bear 
partnership liabilities as an economic matter), thus 
creating electivity to minimize tax by manufacturing 
EROL and outside basis.127 This has wide-ranging ef-
fects, but a key example of this flexibility arises in the 
context of disguised sales, where the liability sharing 
rules may be used to avoid taxable sale treatment in 
transactions that closely resemble taxable sales.

A simplified example is as follows:128

As a baseline, assume a taxpayer holds significant-
ly appreciated property with a tax basis of $10 million 
and a fair market value of $100  million. The taxpayer 
could monetize the asset by selling all or a portion of 
it for cash (and being taxed on the built-in gain) or by 
borrowing against the property (generally not trigger-
ing tax on the gain). The taxpayer in this case does a 
combination—it borrows $4.75  million against the 
property and it sells a large interest in the property 
for $90.25 million in cash. The taxpayer has thus mon-
etized $95  million of the $100  million value in a way 
that triggers a taxable gain on $90.25  million of that 
value (and is thus taxed on about $81 million of gain). 

Assuming a maximum capital gains tax rate of 23.8 
percent, the tax liability would be $19.3 million.

However, if the taxpayer instead were to monetize 
the property “through” a partnership, it would have 
more flexibility to achieve a similar economic result 
without recognizing any significant taxable gain. Sup-
pose the taxpayer instead contributes the asset to a 
partnership in exchange for a 5 percent interest and 
the partnership then borrows $95  million and dis-
tributes the cash from the borrowing to the taxpayer. 
The taxpayer agrees to guarantee the debt, primarily 
because it never expects the guarantee to be called 
(though it is commercially reasonable to assume the 
taxpayer would be able to satisfy at least some of the 
guarantee in the unlikely case it was called). Rather, 
the $95 million liability is expected (by both partner-
ship and lender) to be paid off with cash from profit-
able partnership operations. In this scenario, the tax-
payer will actually bear something like 5 percent of 
the $95 million liability—i.e., $4.75 million, or its share 
of the partnership profits from which the debt is re-
paid. But, due to the guarantee, existing partnership 
rules allow the taxpayer to be treated as bearing the 
entire $95 million of debt, as if it had borrowed the full 
$95 million outside the partnership.

Thus, in the partnership transaction, the taxpayer 
has effectively monetized $95 million of the asset val-
ue “through” the partnership with only $4.75 million of 
that cash attributable to a liability the taxpayer is likely 
to actually bear as an economic matter. Again assum-
ing a maximum capital gains tax rate of 23.8 percent, 
the tax liability would be $1.1 million. This is the same 
economic result as in the non-partnership transac-
tion, but recall the non-partnership transaction trig-
gered $81 million of taxable gain and a tax liability of 
$19.3 million. Because existing partnership rules apply 
a mechanical test to the guarantee that does not nec-
essarily reflect economic reality, the taxpayer is able 
to avoid taxable sale treatment yet still achieve the re-
sult of borrowing $95 million against the property. To 
be sure, the taxpayer must still agree to guarantee the 
debt (and thus be on the hook in a downside scenario), 
but if the downside scenario is highly unlikely, then do-
ing so may be entirely worth it to save $18 million in tax.

This example is admittedly simplified. But it still 
shows how existing rules can allow for more-favorable 
treatment when transactions occur through a partner-
ship versus outside a partnership—a result that should 
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at minimum generate questions about whether there 
are better ways to assess a partner’s liability share, 
particularly for disguised sale purposes.

The proposed reform (discussed in the main text) 
to modify liability sharing solely for disguised sale pur-
poses would address this example by allocating only 5 
percent of the liability to the partner regardless of the 
guarantee. As a result, taxable gain would be recog-
nized the same as in the non-partnership transaction. 

In this case, such a reform would line up nicely with 
economic reality (and, at minimum, would eliminate 
a disguised sale transaction about which the IRS has 
previously expressed concern). However, crafting al-
ternative liability allocation rules based on how each 
partner is most likely to bear partnership-level debt 
(or based on profit sharing in all cases) creates its own 
difficulties and trade-offs, as discussed in Part  III.A.3. 
of the main text.
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Appendix B

In the short run, taxes on pass-through income are 
more concentrated among the highest-income filers 
than other types of business income, given the con-
centrated ownership of pass-throughs.

In the long run, JCT assumes that taxes on 
pass-through income are more likely to be borne by 
the business owners than to be shifted to workers 
(through lower investment, productivity, and wages) in 
comparison to taxes on C corporations. That is, labor 
bears about 25 percent of a corporate tax increase (or 
cut), but only 5 percent of a pass-through income tax 
increase (or cut). When JCT adopted this assumption 
in 2013, it noted “the paucity of empirical and theo-
retical literature on incentive effects on passthroughs,” 
but grounded its assumption in evidence that pass-
through owners are less able than corporate investors 
to invest offshore to avoid U.S. taxation.129

Consistent with that assumption, recent research 
has suggested that tax benefits for pass-throughs may 
encourage use of a legal form that reduces access to 
public capital (compared to C corporations), thereby 
reducing investment and employment.130

OTA assumes that, in pass-throughs as in C cor-
porations, about 60 percent of capital income comes 

from supernormal returns.131 However, this assumption 
is based on research on C corporations, not on pass-
throughs specifically. Specific research is needed to 
test whether this assumption is appropriate, and Trea-
sury highlights pass-throughs as an area in particular 
need of further research.

Indeed, there are several areas where further re-
search could inform reforms beyond those suggested 
in this paper. As the main text discusses, the preva-
lence of partnerships (and the amount of income and 
assets running through partnerships) has increased 
significantly over the past several decades. The size 
of this shift of income into partnership structures, 
and the concentration of that income in the hands of 
the highest-income taxpayers, mechanically explains 
a large share of income inequality, some research 
notes, without showing causation.132 Recent research 
has also found that partnership-heavy private equity 
ownership in the health-care industry has been as-
sociated with higher societal costs and worse health 
outcomes.133 But the role, if any, of the taxation of these 
structures has not been addressed, and could be an-
other area for potential future research focus.
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Total tax returns filed by each entity type, 1978–2020

0

1

2

3

4

5

6

1978 1984 1990 1996 2002 2008 2014 2020

N
um

b
er

 o
f r

et
ur

ns
 (

m
ill

io
ns

)

C corporations

Partnerships

S corporations

A. Number of total tax returns filed B. Share of total tax returns filed

0

5

10

15

20

25

30

1978 1984 1990 1996 2002 2008 2014 2020

Sh
ar

e 
of

 t
ot

al
 r

et
ur

ns
 (

p
er

ce
nt

)

Partnerships

C corporations

S corporations

Source: Joint Committee on Taxation (JCT), Overview of the Federal Tax System as in Effect for 2023, JCX-
9R-23, Table A-4, May 11, 2023.

Note: The number of partnerships has more than tripled since 1978, overtaking the number of C corporations.

Partnership tax reform should be a key part of the current and upcoming tax policy debate, with 
large parts of 2017’s Tax Cuts and Jobs Act (TCJA) set to expire at the end of 2025. Partnerships 
are a large and growing slice of the economy, now representing almost 30 percent of all business 
income in the United States and far outstripping corporate entities by tax returns filed. However, 
due to deliberate policy choices, drafting accidents where the rules do not achieve what 
lawmakers might have had in mind, and neglect in updating or fixing outdated rules, partnership 
tax rules are in need of modernization. This paper focuses on ways to modernize the current 
partnership tax system within the core of existing partnership tax rules, particularly ways that 
are feasible as part of the 2025 tax debate. However, larger and more fundamental reforms 
that change the nature of pass-through taxation should also be considered and are discussed 
briefly. The paper has three parts: Part I provides background on partnerships and other pass-
through entities, including data on their increasing prevalence and key changes in the business 
landscape. Part II describes the impact of these changes and the budget and tax challenges that 
partnerships create. Finally, Part III offers both principles and a selection of specific proposals for 
modernizing partnership taxation, focusing on options most relevant to the 2025 tax debate.
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