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11.4: Partnerships and Joint Ventures

By the end of this section, you will be able to:
Describe the ownership structure of a partnership
Describe the ownership structure of a joint venture
Summarize the advantages and disadvantages of partnership and joint venture structures

A partnership is a business entity formed by two or more individuals, or partners, each of whom contributes something such as
capital, equipment, or skills. The partners then share profits and losses. A partnership can contract in its own name, take title to
assets, and sue or be sued.

A joint venture is, in essence, a temporary partnership that two businesses form to gain mutual benefits, such as sharing of
expenses and to work toward shared goals and the associated potential revenue. Joint ventures share costs, risks, and rewards. A
joint venture, for example, can help speed up expansion of your business by gaining access to additional equity, new markets, or
new technology. Partnerships and joint ventures share many similarities, but they do have some important differences.

Overview of Partnerships
State law governs the formation and operation of all partnerships. It would be too lengthy to cover the laws of all fifty states;
therefore, this section contains some generalizations that may vary according to jurisdiction. Federal law has very limited
applicability to partnerships, primarily in the area of federal income taxation. A general partnership is created when two or more
individuals or entities agree to work together to operate a business for profit. A partnership generally operates under the terms of a
written partnership agreement, but there is no requirement that the agreement be in writing. In many instances, the only
requirement is that two or more parties come together to operate a business for profit.

Entrepreneurs need to be careful because a general partnership can be informally created by the actions of two or more people or
entities pursuing a business for profit while sharing management duties. State courts may deem these actions the creation of an
informal or even formal partnership. For this reason, if two entities or people come together to purse a joint business operation or
strategy, the parties should document the pursuit of the business venture in a written agreement. Many state laws require that some
forms of a partnership use a formal written partnership agreement or articles of partnership. If the venture is of a shorter duration, it
might be better to enter into an agreement documenting a joint venture. In either case, the entrepreneur needs to have a clear
understanding of the exact business relationship before embarking on a new venture, and a partnership agreement can and should
outline those details.

A partnership agreement addresses many important topics, including the monetary investment of each partner, their management
duties and other obligations, how profits or losses are to be shared, and all the other rights and duties of the partners.

Partnerships can take many forms, including general partnerships (GPs), limited partnerships (LPs), limited liability partnerships
(LLPs), and, in some states, limited liability limited partnerships (LLLPs). All states require the registration of any limited liability
entity. In GPs, liability of the owners is considered “joint and several,” meaning that not only is the partnership entity liable, so too
is each general partner.

The liability of partners, therefore, may be limited by the creation of an LP. A limited partnership requires at least one general
partner and one or more limited partners. A limited partner’s liability is typically capped at their investment, unless they take on the
duties of a general partner. The general partner is personally liable for all of the operations of the LP.

LPs have been around for many years and allow investors to provide funding for a business, while limiting their investment and
personal risk. LPs are commonly used in businesses that require investment capital but do not require management participation by
LP investors. Examples include real estate where the LP buys commercial real estate, making and funding movies or Broadway
plays, and drilling oil and gas wells.

Some states have relatively recently started to allow variations on the LP structure and offer businesses the option of forming a
related type of partnership entity. These limited liability partnerships are common with businesses such as law firms and
accounting firms. The partners are licensed professionals, with limited liability for financial obligations related to contracts or torts,
but full liability for their own personal malpractice. The primary difference between LLCs and LLPs is that LLPs must have at least
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one managing partner who bears liability for the partnership’s actions. An LLP’s legal liability is the same as that of an owner in a
simple partnership. Entities that are formed with a founding partner or partners—commonly law firms, accounting firms, and
medical practices—often structure as an LLP. In this situation, junior partners typically make decisions around their personal
practice but don’t have a legal voice in the direction of the firm. Managing partners may own a larger share of the partnership than
junior partners.

The final type of partnership is a limited liability limited partnership (LLLP), which allows the general partner in an LP to limit
their liability. In other words, an LLLP has limited liability protection for everyone, including the general partner who manages the
business.

Advantages and Disadvantages of General Partnerships

The GP is a very common business structure in the US. It is created when two or more individuals or entities come together to
create, own, and manage a business for profit. A GP is not technically required to have a written agreement, or to file or register
with the state government. However, GPs should have their business structures described in writing, so that the entities working
together have an understanding of the business and the business relationship.

When a GP is created, one partner is liable for the other partner’s debts made on behalf of the partnership, and each partner has
unlimited liability for the partnership’s debt. This creates a problem when one partner disagrees with the source or use of funds by
another partner in terms of capital outlay or expenses. Each partner in a GP has the ability to manage the partnership; if something
negative happens such as an accident (called a tort) that injures people and produces liability—like a chemical spill, auto accident,
or contractual breach—each of the partners is personally liable with all of their personal assets at risk. Also, the partners are liable
for the taxes on the partnership, as a GP is a pass-through entity, where the partners are taxed directly, but not at the partnership
level.

It should be noted that GPs may be a useful structure in certain situations because they are relatively easy and inexpensive to form.
The expanding use of LPs, LLPs, and LLLPs is discussed in the preceding text, but the popularity of GPs has been on the decline.
However, as long as the business does not have a high likelihood of liability-producing accidents or situations, a GP can work. An
example might be two partners offering graphic design or photographic services. However, due to the different risks associated
with them, GPs are often not the best choice of business entity. Other types of entities offer the protection of limited liability and
are thus better choices in most circumstances.

Taxation of Partnerships

Partnerships are considered pass-through entities, whether they are GPs, LPs, or LLPs. Therefore, the partnership’s profits are not
taxed at the entity level, like with a C corporation, but the profits are passed through to the partners, who claim the income on their
own tax returns. The partners pay income taxes on their share of distributed partnership profits (disclosed on a Schedule K-1 form
from the partnership to the individual partners). Thus, there is no such thing as a partnership tax rate.

If the entity is a joint venture that is organized and run as a partnership, then it is taxed the same way, even if the partners are
corporations. The profits are distributed, and each corporation pays its own taxes. If, in the alternative, the joint venture formed a
separate distinct corporation, then it pays taxes as a corporation.

See the University of Richmond Law School’s good summary of the pros and cons of GPs to learn more.

Joint Ventures: Business Entities Doing Business Together

A joint venture occurs when two or more individuals or businesses agree to operate a for-profit business venture for a specific
purpose. A joint venture is similar to a legal partnership but different in terms of purpose and duration. Usually, joint ventures are
used for a single purpose and a limited period. One example of a joint venture involved BMW and Toyota working together to
research how to improve the batteries in electric cars, a single purpose, over a period of limited duration, envisioned to be ten years.

Companies enter into a joint venture often to avoid the appearance of the creation of a partnership, because partnerships tend to
create long-term obligations between the partners, while a joint venture is a limited business enterprise. Typically, two business
entities operate a business together on a joint project. The joint venture agreement allows the entities to pursue a specific business
objective while keeping their other business operations and ventures separate.
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A joint venture is not recognized as a taxable entity by the IRS. The entrepreneur can use a joint venture agreement to develop a
business enterprise, and if the business enterprise is successful, a new entity can be created to take over the operations of the joint
venture and move the business to the next level. For this reason, a joint venture can be a good way test a business concept. If
successful, then the operations and assets can be rolled into another entity that supports investment from outside investors. The use
of a joint venture also allows the parties to test drive the relationship between the entities: to develop a business venture with less
risk.

Joint ventures can involve parties that are large or small, or from private or public sectors, or they can involve a combination of
types of entities, most often resulting in a joint venture that is formed as a corporation or LLC. For example, the public company
Google and the private entity NASA formed a joint venture to improve Google Earth. Likewise, a joint venture might be something
smaller, such as an arrangement between a freelance IT engineer, a graphic designer, and a social media consultant to create a new
cell phone app. Figure 11.4.1 summarizes the relationships of the businesses in a joint venture.

Figure : Joint ventures are separate business entities, most often owned and operated by two other business entities. (CC BY
4.0; Rice University & OpenStax)

Challenges Facing Small Farmers

Sometimes, small businesses are at a disadvantage due to size. We can see an example of this disadvantage in the field of
agriculture. The cost of new agricultural equipment is very high, and land may be prohibitively expensive. These costs put
small farms under pressure to compete by increasing the size of their operations. If you owned a small farm and were looking
to expand, how could you use a joint venture?
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