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The “Small Partnership” Exception: A Way
to Escape Partnership Tax Complexity
-by Neil E. Harl*

In 1982, Congress authorized a “small partnership” exception to the definition of
“partnership” in legislation designed to tighten the rules on partnership audits.1 Tax
shelters were dominating the discussion in tax circles and the 1982 legislation was aimed
at bolstering the oversight over partnership transactions, much of which was being carried
on by limited partnerships. However, the small partnership exception, by its terms, provides
an avenue for many small partnerships (including limited liability companies and limited
liability partnerships) to sidestep the complexity of federal partnership tax law.
The bounds of the “exception”

A partnership return on Form 1065 is required even though the partnership has no
taxable income.2 A penalty of $195 per partner per month is imposed on the partnership
for failure to file a timely or complete Form 1065 (a maximum of 12 months’ penalty).3
This penalty is in addition to  the criminal penalties for willful failure to file a return or
supply information.4 A “partnership” is defined  to include any partnership required to file
a return5 other than those qualifying for the “small partnership” exception.6
In general, under the statute, a “partnership” shall not include a partnership if the
partnership has 10 or fewer partners, each of whom is a natural person (other than a
nonresident alien), a C corporation or an estate of a deceased partner.7 Each partner’s
distributive share applies equally to every partnership item. A husband and wife are treated
as one partner.8 A “flow through” entity cannot be a partner in a “small partnership.”9

Note the verb “shall” in the statutory definition. Partnerships meeting the requirements
to be a “small partnership” within the exception are ineligible to be deemed a partnership.
In fact, the very next subsection outlines an election procedure for those within the small
partnership exception who want to elect not to have the small partnership exception apply.10
The election, once made, applies for that taxable year and all subsequent taxable years
unless revoked and revocation requires the consent of the Secretary.11 It is notable that
no election is required to be a “small partnership” within the exception – that status flows
automatically from meeting the statutory requirements.
The regulations12 go on to state that if the 10-partner limit is met, it is acceptable if more
than 10 partners own interests in the partnership for some portion of the taxable year.13
______________________________________________________________________

* Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Professor of Economics,
Iowa State University; member of the Iowa Bar.
Agricultural Law Digest is published by the Agricultural Law Press, 127 Young Rd., Kelso, WA 98626 (ph 360-200-5666), bimonthly except June and December. Annual
subscription $120 ($90 by e-mail). Copyright 2012 by Robert P. Achenbach, Jr. and Neil E. Harl. No part of this newsletter may be reproduced or transmitted in any form
or by any means, electronic or mechanical, including photocopying, recording or by any information storage or retrieval system, without prior permission in writing from
the publisher. http://www.agrilawpress.com Printed on recycled paper.
1

2

Agricultural Law Digest

A small partnership meeting all of the requirements is
considered to have met the reasonable cause test and is not
subject to the penalty for failure to file a timely or complete Form
1065 provided that all partners have reported fully their shares
of income, deductions and credits from the partnership on their
own timely-filed income tax return.14
As further evidence of the reasons behind the enactment in
1982, IRS in Rev. Proc. 81-1115 stated –
“The committee reports indicate that Congressional intent
was not to impose additional filing requirements on existing
small partnerships of the type that historically had not filed
partnership returns, e.g., a small family farm partnership,
a small, family-owned retain store, or, in some cases, coownership of property.”

How are partnership items reported?

So how do the “small partnerships” report their income? The
statute is not clear on that point but the definition of “partner”
implies that each partner is to take into account the “partnership
items” which would include income, gains, losses and credits.16
Those items would be reported on Schedule C, F or E as would
be appropriate for that partner.
Judicial response

To date, there have been 18 litigated cases on the “small
partnership” exception. In McKnight v. Commissioner,17 the
“small partnership” exception was upheld, the regulations were
deemed valid and there was no conflict found with other pertinent
regulations. In Davis v. Commissioner,18 the court held that no
final partnership administrative adjustment was made because
the partnership was excepted from partnership audit.19 The same
conclusion was reached in Harrell v. Commissioner.20
Importance of the provision

A significant proportion of all partnerships and a substantial
fraction of farm and ranch partnerships appear eligible to meet the
requirements to be within the “small partnership” exception. The
availability of the exception generally means a lower annual cost
for income tax return preparation and freedom from the onerous
penalties for failure to file a timely or complete Form 1065,21 not
to mention the advantage of sidestepping the complex rules that
apply to partnerships generally such as the depreciation rules
applicable to partnerships after transfer of depreciable assets to
the partnership.22
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