8761. What is a partnership and how is it formed?

A partnership is an arrangement in which two or more parties join together, usually for some profit-motivated activity. Whereas a corporation is recognized as an independently functioning legal entity, separate and apart from its owners (stockholders), the status of a partnership falls somewhere in between that of a separate independent entity and a mere contractual association between participants.  It is analagous to a sole proprietorship with multiple owners.
For tax purposes, however, the partnership is not treated as a separately taxable entity (even though it will still have to file a tax return). Instead, the income or loss realized by a partnership is passed through and taxed directly to the parties who are the partners of the partnership at their individual level.
 This basic approach is the same as the tax treatment of S corporations (see Q 8790 and Q 8791). As is the case with S corporations, the pass-through approach eliminates the double-taxation effect of taxing the same income at the entity level and again when it is distributed to the owners of the entity. Many of the issues which arise in applying this pass-through approach are common to both S corporations and partnerships. 

For tax purposes, the term “partnership” may include a general partnership, limited partnership, joint venture, limited liability company, or other unincorporated organization. Beginning in 1997, the IRS replaced the complicated set of rules that existed for use in for determining whether an association or entity was to be treated as a corporation or as a partnership for tax purposes with a single taxpayer election approach, known as a “check the box” approach. As a result, non-corporate organizations may file an election to be treated as a corporation or as a partnership for purposes of determining the tax rules to which they will be subject. This is done on IRS Form 8832.

A partnership is formed under an agreement known as the “partnership agreement”. The partnership agreement is a written agreement between the partners, covering the organization, conduct, and termination of their common enterprise. This partnership agreement typically also governs the method that will be used for allocating partnership income, loss, deductions and credits among the individual partners. It may also include many provisions associated with a buy-sell agreement (see Q 8806).
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