
IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax advice contained in this communication (including any attachments) is not intended or written to be used or relied upon, and cannot be used or relied upon, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing, or recommending to another party any transaction or matter addressed herein.  If you are not the original addressee of this communication, you should seek advise based on your particular circumstances from an independent adviser.  
I. EXECUTIVE SUMMARY


This memorandum addresses which form of entity is most advantageous for owning real property from both a state corporate law perspective and the federal income law perspective.  The memorandum focuses on limited liability companies (LLCs), limited partnerships (LPs) and Subchapter S Corporations (S Corps).  Tenancies in common are not discussed because they do not afford their members limited liability, and if limited liability were sought each tenant in common would have to select from one of the above entities.  Subchapter C Corporations (C Corps) are likewise not discussed as these are not “flow through” entities for federal income tax purposes, and therefore, are not advisable unless the company is (or is going to be) publically traded.  


LLCs are the most advantageous method of owning real property because (1) each member enjoys limited liability, (2) state law affords flexibility in the management of the entities, (3) they are treated as pass through entities under the Internal Revenue Code (IRC), and (4) the IRC allows for a great deal of flexibility with regard to the allocation of gains and losses.  The only disadvantage of LLCs is a relatively nominal franchise tax imposed directly on the LLC.  

LPs have many of the same federal income tax benefits, except that the bases of the limited partners are not increased by liabilities assumed by the LP.  However, LPs suffer from the potential that general partners do not have limited liability, and limited partners can lose their limited liability by impermissibly participating in the management of the LP.  While this may be unlikely to occur, there is little reason to voluntarily assume the risk.  

S Corps have all the limited liability advantages and management flexibility of  LLCs, but their treatment under Subchapter S of the IRS is generally (but not always) less advantageous because (1) there is no flexibility in making allocations, (2) the shareholders bases are not increased by liabilities assumed, and (3) it is possible to inadvertently loose S Corp status and revert to a C Corp.  The possibility that an S Corp could inadvertently lose its flow through status, while unlikely, is an unfortunate business risk associated with S Corps.     
II. ANALYSIS

A. Limited Liability Companies versus Limited Partnerships

1. State Law Issues

From a corporate law perspective, each member in an LLC, regardless of whether they are passive members or active in the management of the LLC, enjoy limited liability.  While limited partners in an LP enjoy limited liability, the general partner does not.  Cal. Corp. § 15643.  While this can and often is be sidestepped by imposing a corporate general partner, this increases costs and the complexity of the entity structure.  

 In addition, limited partners can lose their limited liability if they participate in the control and management of the business.  Cal. Corp. § 15632(a).  In other words, limited partners who wish to retain their limited liability must remain passive investors.  The possibility of inadvertently losing one’s limited liability is a strong reason to favor LLCs over LPs.    

2. Federal Tax Issues

From a federal income tax perspective, LLCs and LPs are taxed as partnerships under Subchapter K of the IRC.  Rev. Rul. 88-76.  For the most part, the federal income tax treatment of the two entities is identical.  However, there are two important differences which could make an LLC a more attractive choice.  

a. Liabilities and Basis 

First, under IRC § 752, each partner’s basis is increased by his or her share of the partnership’s liabilities.  For example, if a general partnership consisting of A and B borrows $100,000, each partner may increase his basis by $50,000.  However, in an LP, only the general partner is liable for the debts of the partnership to the extent they exceed the contributions of the limited partners.  Accordingly, any loan to an LP is necessarily recourse and all or some of the amount will be allocated to the general partners, thereby increasing his basis.  Tres. Reg. § 1.752-2(a).  For example, if an LP consisting of General Partner and Limited Partner borrow $100,000, the entire $100,000 will be allocated to General Partner, thereby increasing his basis, but not Limited Partner’s basis.  
In contrast, loans to LLCs are necessarily nonrecourse as each member enjoys limited liability (absent a personal guaranty).  In this situation, the liabilities are allocated to the members in proportion to their share of the LLCs’ losses. Tres. Reg. § 1.752-3(a).  Thus, if A and B are members of an LLC that takes out a $100,000 nonrecourse loan, and A and B share losses equally, the loan will be allocated equally to A and B increasing their bases by $50,000 each.  
These rules are important because under Subchapter K, a partnership cannot allocate deductions or losses to a partner if the allocation would reduce the partner’s basis below zero.  Depending on how high each limited partner’s basis in the LP is, this rule could prevent the limited partners from being allocated valuable interest deductions or other losses.  In contrast, members in the LLC are not faced with this problem because their bases were increased by the amount of the liability.  Further, members can take so-called “nonrecourse deductions” (deductions that reduce the basis of the secured property below the amount of the loan), provided the operating agreement contains a minimum gain chargeback provision.  Tres. Reg. § 1.704-2(f)(1).  Therefore, to the extent potential investors are looking for deduction and loss allocations to offset other income, the LLC may be a better choice of entity.  
b. Passive Activity Loss Rules

Second, under IRC § 469, passive activity losses are disallowed to the extent the passive activity loss during the taxable year exceeds any passive activity income for the same taxable year.  Limited partners are by definition passive investors and are therefore subject to the passive activity loss rules.  LLC members, on the other hand, are not necessarily precluded from engaging in the management of the LLC (depending on the terms of the operating agreement).  Thus, any member who meets the “material participation” test (Tres. Reg. § 1.469-5T(e)), is not subject to the passive activity loss rules.  

c. California Franchise Tax Board Taxes on LLCs
Therefore, from both a state and federal law perspective, the LLC appears to be a superior choice of entity over an LP.  However, in California, special taxes are imposed on LLCs for the “privilege of doing business” in the state.  Despite the federal “flow through” treatment of LLCs, these franchise taxes are imposed directly on the LLC.  

Under California Revenue and Tax Code § 17941, each LLC must pay a minimum franchise tax of $800.  In addition, under § 17941, an additional tax is imposed based on income derived from or attributable to California.  The amount ranges from $900 per year for an LLC with total attributable income of $250,000 through $500,000, and up to $11,500 per year for an LLC with total attributable income of $5,000,000 or more.  Thus, while these fees and taxes are relatively nominal, they are a definite drawback to the LLC choice of entity.  
B. S Corporations versus Limited Liability Companies and Limited Partnerships


For state law purposes, an S Corp is a corporation no different from a C Corp.  The S Corp/C Corp designation is only relevant for federal income tax purposes.  
1. State Law Issues

From a state corporate law perspective, an S Corp is nearly identical to an LLC.  Shareholders, officers and directors all enjoy limited liability.  Management is vested either in the board of directors (similar to a manager managed LLC), or the S Corp can elect to be treated as a close corporation and be managed by its shareholders (similar to a member managed LLC).  S Corps are therefore superior to LPs in both flexibility of management and limited liability.  

2. Federal Tax Issues

A corporation becomes an S Corp by filing an election under IRC § 1362.  While S Corps are taxed under Subchapter S, not Subchapter K, they are also flow through entities.   Subchapter S is superior to Subchapter K in its simplicity.  However, with that simplicity comes the inability to achieve the maximum flexibility achievable under Subchapter K.  There are several pitfalls associated with Subchapter S and several significant tax rules under Subchapter S.  

a. Potential Pitfalls

In order to qualify for S Corp status, the entity must meet certain eligibility requirements.  Specifically, the S Corp (1) must have 100 or fewer shareholders, (2) each shareholder must be an individual or a qualified trust, (3) no shareholder can be a nonresident alien, and (4) there can only be one type of stock.  IRC § 1361(b).  An S Corp can lose its “S” status and will be taxed as a C Corp if any of these conditions are not met.
  For example, if a shareholder transfers his stock to a nonresident alien, the entity will lose its “S” status and will be subject to the double tax imposed on C Corps and their shareholders.  While there are means of rectifying an inadvertent event causing termination under IRC § 1362(f), this is an added risk.  

In addition (and perhaps more significantly), there are limits on amount of passive income an S Corp can receive.  An S Corp will lose its “S” status if 25% of it has “gross receipts” are from “passive investment income” for three consecutive years.  Tres. Reg. § 1.1362-2(c)(1).  While the termination is effective in the fourth tax year, there is no means of rectifying this termination under IRC § 1362(f).  The regulations are fairly complex and should be consulted, but anytime an S Corp has income from royalties, rents, dividends, interest, annuities, and gains from the sales or exchanges of stock or securities, the passive loss rules present a potential problem.  
b. Tax Differences

i. Disadvantages of Subchapter S

Perhaps the most significant tax difference between Subchapter K and S is that allocations of gain and loss to the shareholders must be proportionate to the number of shares owned.  Thus, if A and B are 50/50 shareholders in an S Corp, all items of income and loss must be allocated equally to A and B.  In contrast, Subchapter K provides significantly more flexibility.  Partners, for example, may allocate income and losses in any manner regardless of each partner’s ownership interest, provided the allocations have “substantial economic effect.” Tres. Reg. § 1.704-1(b)(2)(ii),(iii).  
To see how the flexibility of Subchapter K works, consider the following examples.  If A and B each contribute $100,000 to an LLC whose single asset is a building that A is expected to manage, A and B can agree to allocate 60% of the income and loss from the building to A.  Or, more imaginatively, if A and B are members the same LLC, and A has significant amounts of income he needs to offset for the next five years, A and B can agree to allocate all depreciation deductions from the building to A, and then all depreciation recapture (if any) to A when the building is eventually sold after the fifth year.  See, Tres. Reg. § 1.704-1(b)(iii)(c).
  The possibilities are endless and subject only to the “substantial economic effect” rules and the daunting task of having an attorney or CPA understanding the Section 704 regulations.  

Another significant disadvantage is that a shareholder’s basis in his stock is not increased by his share of corporate liabilities, even if the shareholder personally guarantees the liability.  Harris v. US 902 F.2d 439.  As with limited partners in an LP, this rule operates to reduce the potential deductions and losses each shareholder can take.  A shareholder in an S-Corp can, however, increase his or her basis by loaning the corporation money, but substance prevails over form, and a transaction whereby a shareholder borrows money and then lends it to the S Corp may not be respected by the IRS.  

ii. Advantages of Subchapter S

There are two main advantage of Subchapter S.  First, precontribution gains and losses in contributed property are not allocated to the contributing shareholder.  IRS § 1377.  For example, if A and B form an S Corp, and A contributes land with a basis of 100,000 and a fair market value of 1,000,000, and B contributes 1,000,000 cash, when the land is eventually sold by the S Corp for $1,100,000 the S Corp will have $1,000,000 of gain which will be allocated equally to A and B.  In contrast, if the above facts were the same, except that the entity were an LLC, at the time of sale, A would be allocated $900,000 and the remaining $100,000 would be allocated between A and B in the manner set forth in the operating agreement.  IRC § 704(c)(1)(A),(C).  Thus, it is possible to freely shift precontribution gains and losses to other shareholders.  However, this is not necessarily an advantage, especially if you are the shareholder who contributed cash or unappreciated property.    
 Second, when a shareholder sells his stock in an S Corp it is (subject to certain look-through rules) treated as capital gain, regardless of the character of the underlying assets.  IRC § 1(h).  In contrast, when a partner receives a distribution of cash or property from the partnership, the partner may recognize ordinary income (even if the distribution is less than the partner’s basis) if the distribution alters the partner’s interests in “unrealized receivables” and “substantially appreciated inventory items.”  IRC § 751(b).  For example, if a member of an LLC is given a cash liquidating distribution equal to his basis, he may have to recognize ordinary income if the LLC is a dealer in condominiums and those condominiums are substantially appreciated.  The Section 751(b) rule is designed to prevent the partnership from assigning the character of income to its partners.  
� Prior to 1997, is was possible for the IRS to treat an LLC as a corporation.  However, under the new “check the box” procedure, the LLC simply elects to be treated as a partnership.  Tres. Reg. § 301.7701.


� Ordinarily this transaction would violate the “substantiality” prong of the test, but for the fact value is presumed to equal basis, and thus, there is no guarantee any recapture income will be earned.  
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