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Incorporating a Partnership 
-by Neil E. Harl* 

For some time, the incorporation of partnerships has been governed largely by Rev. 
Proc. 84-1111 which has provided that a partnership can be incorporated under any one of 
three alternative methods. Each method has been accompanied by unique income tax 
consequences.2 

In late May, 2004, the Internal Revenue Service issued a revenue ruling, Rev. Rul. 2004-
59,3 outlining a procedure for converting a partnership to a corporation under a state law 
“formless conversion statute” with the transfer not subject to Rev. Rul. 84-111.4 

General rule 

Under Rev. Rul. 84-111,5 incorporation of a partnership can be handled in three different 
ways: 

• Under the first approach, the partnership transfers its assets to the corporation in 
exchange for stock and securities that are distributed to the partners in the partnership’s 
liquidation.6 Gain or loss is not recognized by the partnership on the transfer to the 
corporation.7 The corporation’s income tax basis in the assets received equals their basis 
in the hands of the partnership immediately before the transfer.8 The income tax basis to 
the partnership of the stock received from the corporation is the same as the basis to the 
partnership of the assets transferred, reduced by any liabilities assumed by the corporation.9 

The assumption by the corporation of the partnership’s liabilities decreases each partner’s 
share of partnership liabilities, thus decreasing the income tax basis of each partner’s 
partnership interest.10 On distribution of the stock to the partners, the partnership 
terminates.11 The income tax basis of the stock distributed in liquidation of the partnership 
equals the adjusted basis of the partner’s interest in the partnership. 

The partnership’s holding period for the stock received in the exchange includes its 
holding period in the capital assets and Section 1231 assets transferred (to the extent the 
stock was received in exchange for such assets). To the extent the stock was received in 
exchange for neither capital assets nor Section 1231 assets, the partnership’s holding 
period begins on the day following the exchange. 

The corporation’s holding period in the assets transferred includes the partnership’s 
holding period. The distribution of stock to the partners does not violate the control 
requirement of I.R.C. § 368(c).12 

• Under the second approach, the partnership distributes its assets to the partners upon 
liquidation of the partnership and the partners simultaneously transfer the assets to the 
corporation in exchange for stock and securities of the corporation. Upon termination of 
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the partnership, the income tax basis of assets (other than 
money) distributed to the partners is equal to the adjusted ba-
sis of the partner’s interest in the partnership reduced by any 
money distributed.13 The decrease in partnership liabilities 
resulting from the transfer to partners is offset by the partners’ 
corresponding assumption of the liabilities so the net effect on 
the income tax basis of each partner’s interest in the partner-
ship with respect to liabilities transferred is zero. Neither gain 
nor loss is recognized by the transfer of assets from the part-
ners to the corporation in exchange for stock and securities 
and the assumption of liabilities from the partnership.14 

The income tax basis of the stock received from the 
corporation is the same as the basis to the partners in the assets 
received in the partnership liquidation and transferred to the 
corporation, reduced by the liabilities assumed by the 
corporation.15 The assumption of liabilities is treated as a 
payment of money to the partners.16 

The corporation’s income tax basis in the assets received 
from the partners equals their income tax basis to the partners 
immediately before the transfer to the corporation.17 The 
partners’ holding period for the assets distributed by the 
partnership includes the partnership’s holding period.18 The 
partners’ holding periods for the stock received in the exchange 
includes the partners’ holding periods in the capital assets and 
Section 1231 assets transferred to the corporation (to the extent 
the stock was received in exchange for such assets).19 However, 
to the extent the stock received is in exchange for neither capital 
assets nor Section 1231 assets, the holding period for the stock 
begins on the day following the exchange. 

The corporation’s holding period for the assets received in 
the exchange includes the partners’ holding periods. 

• With the third approach, the partners transfer their partnership 
interests to the corporation in exchange for stock and securities 
followed by termination of the partnership. Neither gain nor 
loss is recognized by the partners in the partnership upon 
transfer of the partnership interests to the corporation in 
exchange for stock and securities.20 Upon transfer of 
partnership interests to the corporation, the partnership 
terminates.21 

The income tax basis to the partners of the stock received 
from the corporation in exchange for their partnership interests 
equals the income tax basis of their partnership interests 
transferred to the corporation, reduced by partnership liabilities 
assumed by the corporation.22 The release of liabilities is treated 
as a payment of money to the partners.23 The corporation’s 
income tax basis for the assets received in the exchange equals 
the income tax basis of the partners in their partnership interests, 
allocated in accordance with the statutory requirements.24 The 
corporation’s holding period includes the partnerships’ holding 
period in the assets. 

The holding period of the corporate stock received by the 
partners includes each respective partner’s holding period for 
the partnership interest transferred, except that the holding 
period for the corporate stock received by the partners in 
exchange for their interests in Section 751 assets of the 
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partnership that are neither capital assets nor Section 1231 assets 
begins on the day following the exchange.25 

Rev. Rul. 2004-59 

Under the new guidance,26 if an unincorporated state law entity 
that is classified as a partnership for federal tax purposes converts 
to a state law corporation under a state statute that does not require 
an actual transfer of the unincorporated entity’s assets or interests 
(referred to as a state law “formless conversion statute”), the entity 
is treated as one that makes an election to be treated as an 
association.27 The conversion is deemed to proceed in two steps— 
(1) the unincorporated entity contributes all of its assets and 
liabilities to the corporation in exchange for stock in the 
corporation and (2) the unincorporated entity immediately 
liquidates, distributing the stock of the corporation to its partners.28 

Rev. Rul. 84-11129 does not apply to the conversion if done in 
accordance with a state law “formless conversion statute.”30 
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