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Structure Counts! The Tax 
Implications Arising From the 
Formation, Operation and 
Liquidation of C Corporations, 
S Corporations, Partnerships and 
Limited Liability Companies

By Agnes Gesiko

Agnes Gesiko analyzes tax and nontax implications arising from the 
use of various business entities. She describes several advantages 

and disadvantages of utilizing particular entity structures.

T ax and nontax considerations often govern 
the type of entity structure utilized for a 
particular business venture. The right form of 

entity that is ultimately preferred is one that will offer 
investors maximum liability protections coupled with 
greatest investment returns. Factors that play a vital 
role in accomplishing this goal consist of (i) profi t 
maximization through use of effective tax rates, (ii) 
full utilization of losses generated by the respective 
entity, (iii) investor liability limitation from the debts 
and obligations of the entity, (iv) ability of the entity to 
raise fi nance and access capital markets, and (v) ease 
of investment liquidity and entity exit strategy. These 
factors often come into play throughout the various 
stages of an entity’s existence—from its organization 
throughout its operation and during its liquidation. 
This Article will discuss various Internal Revenue 
Code (the “Code”) provisions that govern the forma-

tion, operation and liquidation of C corporations, S 
corporations, partnerships and limited liability com-
panies. Furthermore, this Article will set forth various 
tax considerations that should be considered before 
a particular entity structure is adopted for a specifi c 
business venture.1 

C Corporations
Formation
A corporation is a business entity organized under a 
federal or state statute, if the statute refers to the entity 
as incorporated or as a corporation, body, corporate 
or public body.2 Typically, the incorporation of a C 
corporation will depend on the advantages and dis-
advantages offered by a particular state’s law (e.g., 
Delaware) and the costs associated with incorporat-
ing the entity in a particular state.

One of the greatest advantages of utilizing a C cor-
poration is the limited liability that such a structure 
offers to investors. Specifi cally, liability is limited to 
the amount that an individual invests in the entity 
(i.e., as typically refl ected in stock ownership). Fur-
thermore, there are no restrictions on (i) the types 
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of owners (i.e., individuals, S corporations, partner-
ships, etc.) that may invest in the entity, or (ii) the 
maximum number of owners. The capital structure 
of a C corporation is fl exible and may consist of the 
issuance of different classes of stock (i.e., common 
and/or preferred) with different rights and preferences 
for particular investors. As such, this allows the C 
corporation fl exibility to raise money in a variety 
of ways. Furthermore, 
the C corporation struc-
ture permits utilization of 
employee compensation 
alternatives, including 
stock options and de-
ferred compensat ion 
arrangements. For ex-
ample, incentive stock 
options3 may be utilized 
as a mechanism for retain-
ing qualifi ed employees 
and a means of improving 
employee performance.4 
The expenses incurred in 
the organization of a C 
corporation, such as attorneys’ fees for advice pertain-
ing to a corporation’s capital structure, accountant 
fees, state fi ling charges, etc., all of which serve to 
benefi t future periods of the entity, can be capitalized. 

5 Typically, this capitalization is allowed ratably over 
a period not less than 60 months. 

Another advantage of utilizing a C corporation as 
the entity of choice is the formalized and tested legal 
relationship that this structure offers among direc-
tors, shareholders and offi cers. This formal structure 
may be desirable especially when there are a large 
number of investors, most of which desire a passive 
role in the entity.6 However, it is also important to 
point out that there may be high annual costs asso-
ciated with the observance of corporate formalities, 
such as director meetings and annual and special 
shareholder meetings.7 Failure to properly comply 
with these requirements may lead to “piercing the 
corporate veil” claims and expose shareholders to 
liability that exceeds the amount they have invested 
in the entity.

A C corporation is generally allowed to choose 
either a calendar year or a fi scal year for its reporting 
period.8 However, a corporation that constitutes a 
personal service corporation9 must adopt a calen-
dar year for tax purposes unless it can satisfy the 
Internal Revenue Service’s (IRS’s) requirements that 

there be a business purpose for a fi scal year.10 Most 
C corporations will not be allowed to use the cash 
method of accounting.11

The initial infusion of capital into a C corporation 
by shareholders in exchange for stock is tax-free 
provided that certain requirements are satisfi ed. Spe-
cifi cally, (i) the transfer must consist of property (e.g., 
money, real property such as land and buildings, and 

personal property such 
as inventory and equip-
ment)12 to the corporation, 
(ii) transferors of property 
qualify only if they control 
the corporation after the 
exchange (i.e., transferors 
own (i) at least 80 percent 
of the total combined vot-
ing power of all classes of 
stock entitled to vote and 
(ii) 80 percent of the total 
number of shares of each 
class of nonvoting stock of 
the corporation immedi-
ately after the exchange),13 

and (iii) nonrecognition will apply only to the extent 
that solely stock is received in the transaction.14 
These requirements apply to capital infusions made 
into a C corporation initially during formation and 
subsequently during operation. For example, after 
a C corporation has been formed and operated for 
a time, an infusion of capital to the business might 
be necessary requiring either a new or an old share-
holder, or both, to make a transfer to the corporation. 
It might be diffi cult for such additional infusions of 
capital to be tax-free since the Code requires the 
transferors to be in control of the entity after the 
transfer of property.15 

Operation
The operations of a C corporation may be funded 
through a number of different mediums that en-
compass direct cash or property contributions by 
shareholders, the issuance of stock or the acquisi-
tion of debt by the entity. Cash contributions by a 
shareholder to a C corporation any time during its 
operation results in an increase in the basis of the 
stock held by the shareholder.16 Where a shareholder 
contributes property to a C corporation, it will result 
in an increase in the shareholder’s basis equal to 
the basis of the property transferred plus any gain 
recognized.17 If stock is received in exchange for 

One of the greatest advantages of 
electing S corporate status is the 

ability of shareholders to currently 
utilize any losses that are generated 

by the entity. Specifi cally, 
shareholders are allowed to deduct 
their share of losses to the extent of 
their basis in the entity’s stock and 
the basis attributable to any debt of 

the corporation.
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such cash or property contributions then in order 
for such an exchange to be tax-free, the transferors 
must be in control of the corporation as required 
under Code Sec. 351, as discussed above. Otherwise 
the exchange will be treated as a taxable disposition 
and the taxpayer will be required to recognize gain 
or loss to the extent that the value of the property 
received exceeds or is less than the adjusted basis 
of the property transferred.18 Furthermore, any divi-
dends declared and paid on the stock owned by a 
shareholder is subject to double taxation—once at 
the corporate level and then again at the shareholder 
level. Such double taxation extends to distribution 
of appreciated property that is subject to a corporate 
level tax and then taxed to the recipient shareholder 
as an ordinary income dividend, unless such distribu-
tion satisfi es the liquidation or spin-off rules.19 

The utilization of debt might also prove to be a 
valuable alternative in a C corporation’s operations. 
One of the advantages of utilizing debt is that inter-
est payments can be deducted by the C corporation 
against taxable income, whereas dividend payments 
cannot.20 Thus, the corporation’s cost of using debt to 
raise capital may be less than the cost for the stock. 
Furthermore, utilizing debt as a mechanism to foster 
operations enables the C corporation to avoid double 
taxation. However, the use of such debt may result 
in certain limitations on deductibility of interest not 
applicable to the other types of entities (e.g., partner-
ships). Specifi cally, interest on debt to related persons, 
certain debt instruments and incurred indebtedness 
by a corporation to acquire the stock/assets of an-
other corporation may be disallowed.21 Furthermore, 
shareholders will not receive any benefi ts from the 
acquisition of such debt, such as an increase in their 
stocks basis, as they may in the utilization of some 
of the other entity structures. Repayments of debt 
are generally treated as a tax-free return of the debt’s 
principal. In sum, when an investor in a publicly held 
C corporations needs funds, the investor may sell his 
investment (e.g., stock or debt) and obtain a tax-free 
recovery of the investment’s cost and a capital gain 
tax on the excess.22 If stock or debt becomes worthless 
a capital loss is usually recognized. Deductions for 
worthlessness are normally restricted to the extent of 
capital gain plus $3,000.23 

Furthermore, any earnings and losses generated by 
a C corporation remain at the entity level and their 
utilization is impacted by certain Code provisions. 
Specifi cally, the Code levies a tax on any accumu-
lated earnings that accumulate at the entity level 

instead of being divided or distributed.24 Accumulated 
earnings are typically amounts that the corporation 
could have distributed after funding its reasonable 
needs.25 The accumulated earnings tax will not be 
raised as an issue unless the corporation’s balance 
sheet shows cash, marketable securities or other 
liquid assets that could be distributed to sharehold-
ers. Typically, the absence of liquid assets indicates 
that any earnings that have been retained have been 
reinvested in the business rather than accumulated 
for a forbidden purpose.26 

In addition to the taxes that may be applicable to 
a corporation’s earnings, there may also be certain 
limitations on a corporation’s ability to use its losses. 
Specifi cally, a C corporation’s losses accumulate at 
the corporate level in the form of net operating loss 
(NOL) carryback and carryforward deductions and 
can be utilized only against a corporation’s taxable 
income.27 NOLs not utilized in the requisite time 
period expire.28 Furthermore, utilization of a C cor-
poration’s NOLs may be limited in situations where 
the corporation is part of a affi liated group29 or fi les 
a consolidated return.30

Liquidation
One of the advantages of utilization and issuance 
of stock for purposes of raising capital is that it is 
freely transferable on the open market.31 Specifi cally, 
shareholders can liquidate their interest in a C cor-
poration rather quickly via the sale of their stock.32 
Furthermore, foreign investors in C corporations are 
not subject to taxation in the United States on the 
sale of their corporate stock unless the foreign inves-
tor has a separate U.S. trade or business with which 
the sale is effectively connected or a U.S. permanent 
establishment to which the sale is attributable un-
der an applicable treaty.33 Lastly, a C corporation’s 
stock may also be used as a tool in situations where 
reorganization is sought by the entity, and as such, 
if properly structured, shareholders may receive tax 
free treatment under the Code.34 

S Corporations 
Formation
A corporation that constitutes a small business 
corporation will be taxed according to the rules of 
subchapter S only if the corporation elects to be 
subject to subchapter S tax provisions.35 A qualifying 
election exempts the entity from the C corporate in-
come tax and all other federal income taxes normally 
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imposed on C corporations.36 This means that for fed-
eral tax purposes, no tax is imposed on the entity-level 
of an S corporation.37 Rather, items of income, gains, 
losses and tax credits fl ow through to shareholders 
who must report and are taxed on these items accord-
ingly.38 The S corporation is simply required to fi le an 
informational return (i.e. Form 1120S). Even though it 
is a conduit entity for tax purposes, the S corporation 
is treated as a legal entity separate from its owners. 
Like a C corporation, its management structure and 
operations are subject to relatively rigid corporate for-
malities that often lead to higher costs of operations. 
Failure to properly comply with these requirements 
may lead to “piercing the corporate veil” claims and 
expose shareholders to liability that exceeds the 
amount they have invested in the entity.

An S corporation may have as its tax year (i) a cal-
endar year,39 (ii) a fi scal year if it is a natural business 
year,40 (iii) a fi scal year if its majority shareholders are 
on the same year,41 and (iv) a fi scal year under the 
special election of Code Sec. 444.42

In order to make a qualifying S corporation elec-
tion, certain requirements must fi rst be satisfi ed. 
Specifi cally, S corporate status is given only to enti-
ties that are (i) domestic corporations, (ii) have no 
more than 100 shareholders, and (iii) have only one 
class of stock.43 

Hence, foreign corporations will not qualify for S 
corporation status. Certain types of domestic corpo-
rations are also ineligible from S corporate status. 
Specifi cally, insurance companies, banks using the 
reserve method of accounting for bad debts, corpo-
rations electing the special possessions tax credit 
under Code Sec. 936 and domestic international 
sales corporations are all ineligible from making an 
S corporate status election.44 

Furthermore, S corporations can have no more than 
100 shareholders. Additionally, the stock of an S cor-
poration may be owned only by (i) individuals who 
are citizens or resident aliens of the United States,45 
(ii) estates, (iii) certain trusts,46 and (iv) charitable 
organizations, pension trusts and employee stock 
ownership plans.47 Nonresident aliens (i.e., generally 
foreign citizens resident outside the United States), 
C corporations, partnerships and certain trusts are 
not allowed to hold stock in an S corporation. Thus, 
acquisition of an S corporation’s stock by one of 
these parties terminates the election. Furthermore, 
it is important to keep in mind that these restrictions 
on stock ownership may ultimately serve to limit 
potential equity fi nancing sources. 

Lastly, in order to effectuate a valid S corpora-
tion election, the entity may have only one class of 
stock outstanding.48 Shares satisfy the one class of 
stock requirement if they confer identical rights to 
distribution and liquidation proceeds (i.e., corporate 
income, gain, deduction, loss or credit).49 Both vot-
ing and nonvoting common stock are permissible for 
an S corporation, as differences in voting rights are 
disregarded in determining whether a corporation 
has more than one class of stock.50 However, options, 
warrants and convertible debt are treated as a second 
class of stock if certain requirements are met.51 With 
only one class of shares permitted, profi ts and losses 
must be allocated among the shareholders on a pro 
rata basis.52

Nonequity instruments or obligations do not count 
as a second class of stock as long as the general 
equity/debt classifi cation principles in the Code do 
not lead to a re-characterization of the instrument 
or obligation as equity.53 Typically, straight debt 
will not be classifi ed as a second class of stock if (i) 
the interest rate and the interest payment dates are 
not contingent on either the corporation’s profi ts, 
management’s discretion or similar factors, (ii) the 
instrument cannot be converted into stock, and (iii) 
the creditor is an individual estate, trust, charitable 
organization or pension trust that is eligible to hold 
stock in an S corporation of any person that is actively 
and regularly engaged in the business of lending 
money (e.g., a fi nancial institution such as a bank).54 It 
is important to point out that all of these requirements 
must be satisfi ed not only at the time an election is 
made to be treated as an S corporation but all times 
thereafter as well. 55 An S corporation that has lost its 
S corporation status cannot qualify as an S corpora-
tion for another fi ve years.56 

Contributions of property into an S corporation 
in exchange for stock will be nontaxable only if 
the persons involved in the transaction own at least 
80 percent of the S corporation after the transfer 
is completed.57 Like C corporations, this generally 
means that a new S corporation can be formed with 
nontaxable exchanges of assets for stock. However, 
this restriction often results in taxable transfers of 
subsequent similar exchanges when the S corporation 
has been in existence for some time. 

Operation
Since an S corporation is a separate legal entity 
from its owners, elections for income calculation 
purposes will be made at the S corporation level.58 
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Such elections include decisions such as the entity’s 
method of accounting, depreciation calculations, 
etc. Shareholders who decide to perform services 
for the S corporation will be viewed as employees.59 
As such, salaries paid to these individuals, as well 
as payroll taxes attributable to such salaries, will be 
deductible by the S corporation.60

All S corporation items (i.e., profi ts, losses, etc.) are 
allocated and fl ow through to shareholders based 
on their then ownership 
interest in the entity’s 
outstanding stock.61 Most 
distributions62 by an S cor-
poration are considered 
nontaxable to the extent 
of the shareholder’s stock 
basis.63 Any distribution in 
excess of the shareholder’s 
stock basis is treated as 
gain from the sale of the 
underlying stock,64 and as 
such, subject to capital 
gain taxation.65

One of the greatest ad-
vantages of electing S 
corporate status is the 
ability of shareholders to 
currently utilize any losses 
that are generated by the 
entity. Specifi cally, share-
holders are allowed to deduct their share of losses 
to the extent of their basis in the entity’s stock and 
the basis attributable to any debt of the corporation.66 
Losses exceeding a shareholders basis may be car-
ried forward indefi nitely and be utilized when there 
is an increase in the shareholder’s basis.67 If there are 
many loss items and insuffi cient shareholder basis, 
then each loss item is allocated pro rata against the 
shareholder’s basis.68

Shareholders may make subsequent property 
contributions into an S corporation in exchange 
for additional stock. In order for such contributions 
to receive tax-free treatment, the 80-percent  con-
trol requirement must be satisfi ed. Thus, transfers 
by new investors into an S corporation will be a 
taxable exchange unless the transferor owns 80 
percent of the S corporation’s stock subsequent 
to the transfer. This requirement makes it much 
more diffi cult for an S corporation to admit a new 
investor. While this result may be avoided if exist-
ing owners are willing to accommodate the new 

investor with their own simultaneous contributions 
of property, this may not be possible.

Utilization of a tiered S corporation may be an at-
tractive possibility for a proposed business venture. 
An S corporation may own 100 percent of the stock 
of subsidiaries by making a qualifi ed subchapter S 
subsidiary (QSSS) election. 69 A QSSS is a corporation 
that exists as a separate entity for nontax purposes 
but is treated as a disregarded entity for tax purposes. 

As such, the parent S cor-
poration reports all of the 
income and deductions 
of the QSSS along with its 
own tax items.70 

It is also important to 
point out that C corpo-
rations who later elect 
to become S corpora-
tions may be subject to 
additional taxes on the 
earnings and profi ts that 
they accumulate while op-
erating as a C corporation 
and on passive investment 
income.71 Specifically, 
an S corporation will be 
required to pay a special 
tax on its passive income 
if it has both accumulated 
earnings and profi ts at the 

end of its tax year and its passive investment income 
exceeds 25 percent of its gross receipts for that year.72 
Additionally, when a corporation has accumulated 
earnings and profi ts and excessive passive income in 
three consecutive years, the corporation’s S corpo-
rate status is terminated.73 Similarly, any gain that is 
generated and recognized from the sale of an asset 
during a 10-year period following the S election by a 
C corporation is subject to the built-in gains tax.74

Liquidation
S corporation shareholders can liquidate their interest 
in the entity quickly via the sale of their stock. The 
amount of gain or loss that will result is dependent on 
the shareholder’s basis in the S corporation. Addition-
ally, utilization of shares as a method for facilitating 
operations may enable the S corporation to take 
advantage of the tax-free reorganization provisions 
of Code Sec. 368 as an exit strategy.75 Furthermore, 
the S corporation is positioned well to take advantage 
of a variety of other liquidation alternatives, such as 

Thus, transfers by new investors 
into an S corporation will be 
a taxable exchange unless the 

transferor owns 80 percent of the 
S corporation’s stock subsequent 
to the transfer. This requirement 
makes it much more diffi cult for 
an S corporation to admit a new 
investor. While this result may 
be avoided if existing owners 

are willing to accommodate the 
new investor with their own 

simultaneous contributions of 
property, this may not be possible.
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initial public offerings and asset or stock sales with 
an election pursuant to Code Sec. 338(h)(10).76

Partnerships77

Formation
A partnership is defi ned as an “association of two or 
more persons to carry on as co-owners a business 
for profi t.”78 This defi nition includes a syndicate, 
group, pool, joint venture or any other unincorpo-
rated organization.79 

A partnership operates as a conduit for federal in-
come tax purposes. This means that the partnership 
itself is never subject to 
federal income tax, and 
that all items of partner-
ship income, expense, 
gain or loss pass through 
to the partners and are 
given their tax effect at the 
partner level.80 The part-
nership is simply required 
to file an informational 
return (i.e., Form 1065) 
describing the results of 
the partnership’s busi-
ness transactions and the 
manner in which items 
are allocated among the 
partners. Each share of the 
partner’s distributive share 
is reported on a Schedule 
K-1.81 The partnership is allowed to utilize a variety 
of accounting methods (e.g., cash receipts and dis-
bursements method, the accrual method or a hybrid 
accounting method) in the calculation and alloca-
tion of partnership items to respective partners.82 The 
amount of each pass through item that is allocated 
to individual partners is deemed to occur on the last 
day of the partnership’s tax year.83

A partnership’s tax year is either (i) the tax year 
used by one or more partners who own more than 
a 50-percent aggregate interest in the partnership’s 
capital and profi ts, or (ii) if no such majority inter-
est tax year exists, then the tax year is one that is 
used by its principal partners (i.e., those partners 
owning at least a fi ve-percent interest in partner-
ship capital or profi ts).84 It is important to point out 
that these rules can be avoided and a different tax 
year adopted (without reference to the tax years of 
the partners) provided that the partnership is able 

to convince the IRS that there is a valid business 
purpose for such year.85 Generally a partnership has 
a business purpose for adopting a tax year that con-
forms to its natural business year.86 Partnerships are 
free to elect among several methods of accounting. 
These include the cash receipts and disbursement 
method, the accrual method or a hybrid method 
of accounting.87

As an entity form, the partnership is one of the 
more fl exible entities from both an organizational 
and operational standpoint. Partnerships are allowed 
to make allocations and distributions of partnership 
items, discussed above, as determined and decided by 

the partners. Additionally, 
a partnership’s manage-
ment structure is much 
more fl exible than that of 
a corporation. As such, 
there are no formalities 
that must be satisfi ed on 
an annual basis in order 
to operate the partnership. 
Also, a partnership may 
have an unlimited number 
of partners and there are 
no limitations on who or 
which type of entity may 
be a participant.88

Despite the organiza-
tional and operational 
flexibility of this entity, 
liability exposure for the 

debts and obligations of the entity may be signifi cant 
for each of the partners. A general partnership will 
expose all partners to unlimited joint and several 
liability. So, for example, a contract entered into on 
behalf of the general partnership will bind everyone, 
even if the other partners do not consent to the con-
tract’s terms and conditions. In limited partnerships,89 
general partners will encounter unlimited liability 
exposure, whereas limited partners will be liable for 
debts and obligations of the entity only to the extent 
of their capital contributions to the partnership.90 
This is why a partnership as an entity form is utilized 
often for simple joint venture arrangements, where 
third-party exposure is not a meaningful concern. 
However, it is important to point out that liability 
exposure may be curtailed through the purchase of 
appropriate insurance.91 

Start up cost for partnerships are generally minor 
since most states do not require registration and 

As an entity form, the partnership 
is one of the more fl exible entities 

from both an organizational 
and operational standpoint. 

Partnerships are allowed to make 
allocations and distributions 

of partnership items, discussed 
above, as determined and decided 

by the partners. Additionally, 
a partnership’s management 

structure is much more fl exible 
than that of a corporation.
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the fi ling of fees. Any costs incurred to organize 
a partnership, such as legal fees for drafting the 
partnership agreement and fi ling fees charged by 
the state in which the partnership is formed, must 
be capitalized and are not deductible as ordinary 
and necessary business expenses. The partnership 
may elect to amortize these organizational costs 
over 60 months beginning with the month in which 
the partnership begins business.92 Any syndication 
fees connected with the issuance and marketing of 
partnership interest must also be capitalized. These 
fees may not be amortized and will remain as an 
intangible asset on the partnership books until the 
partnership is liquidated.93

Operation
Each partner’s distributive share of any item of 
partnership income, gain, loss, deduction or credit 
is determined by reference to the partnership agree-
ment.94 Partnerships are allowed to allocate profi ts 
and losses to each partner on an equal basis or a 
different allocation regime where different items of 
gain or loss are shared in different rations among 
different categories of partners. However, in order 
for such allocations to be respected by the IRS, 
certain Code requirements (e.g., capital account 
maintenance, substantial economic effect,95 etc.) 
must be satisfi ed.96 Participants oftentimes do not 
understand the complexities surrounding these 
requirements. Additionally, the nonfungibility re-
sulting from the ownership of partnership equity 
interests may result in signifi cant obstacles for 
certain types of investors (e.g., foreign investors). 

Generally, a partner is not taxed on a contribution 
of property to the partnership in exchange for a part-
nership interest.97 This nonrecognition rule does not 
apply when an incoming partner contributes personal 
services to a partnership in exchange for a capital 
interest that is not subject to any restrictions.98 Here, 
the receiving partner must recognize ordinary com-
pensation income to the extent of the value of such 
capital interest.99 The amount of income recognized 
becomes the partner’s initial outside basis in the in-
terest received.100 The treatment is unclear, however, 
for a partner receiving an interest in a partnership’s 
future profi ts.101

Payments made to partners without regard to the 
partnership’s income in exchange for services per-
formed by the partners (i.e., so-called “guaranteed 
payments”)102 constitute ordinary income for the 
recipient partner.103 The partnership may either de-

duct the guaranteed payment as a business expense 
or capitalize it accordingly.104 Cash basis partners 
will include guaranteed payments in their income 
in the year that includes the last day of the partner-
ship year during which the guaranteed payments 
were accounted for at the partnership level.105 

One of the greatest advantages in utilizing a part-
nership structure is that operating losses that are 
generated by a partnership yield an immediate tax 
benefi t to the extent the partner has suffi cient basis. 
Here it is important to point out that a partner’s basis 
includes their share of partnership liabilities.106 It 
also includes any partnership debt that is assumed 
by the partner.107 Even if the partner has suffi cient 
basis in the partnership interest to fully realize the 
loss, both the at-risk rules and the passive activity 
loss rules must be satisfi ed in order for the partner 
to recognize the loss.108 The at-risk rules provide that 
losses may be deducted from a partnership activity 
only to the extent of a partner’s at-risk amount in 
such an activity.109 The passive activity loss rules 
provide that when a partnership interest represents 
a passive activity, the partner’s distributive share of 
partnership losses can be deducted only against cur-
rent income from other passive activities; the losses 
cannot be deducted against the partner’s earned 
income, income from nonpassive business activities 
or portfolio income (i.e., investment income such as 
interest and dividends).110 

As a general rule, distributions of cash or property 
are tax-free up to the taxpayer’s basis in the partner-
ship. Thus, a cash distribution simply reduces the 
partner’s basis by the amount of money received.111 
In situations where a distribution of property is 
made, the partner’s basis is allocated among the 
property received and his/her continuing interest 
in the partnership.112 However, it should be pointed 
out if the distribution is disproportionate, then tax 
may apply.113  

Partnerships may fi nd it diffi cult to attract and 
raise capital from foreign investors. This is because 
the activities of a partnership are generally imputed 
to foreign investors. Hence, a trade or business and 
offi ce or permanent establishment in the United 
States is attributed to its foreign partner. This subjects 
the foreign partner to the necessity of fi ling U.S. 
income tax returns and paying tax at U.S. marginal 
tax rates.114 Furthermore, distributions of income 
to foreign investors may be subject to withholding 
tax.115 The withholding rate may be reduced by an 
applicable treaty. 
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Liquidation
Partners may encounter several limitations on the 
transferability of their partnership interest. Usually 
partnership agreements impose specifi c contractual 
provisions that impede the partners’ right to sell their 
partnership interests to third parties (e.g., right of fi rst 
refusal, majority partner approval, etc.). Thus, the 
presence of such restrictions on the sale of partner-
ship interests may dissuade certain individuals from 
participating in this form of entity structure. Also, any 
losses that result on the disposition of a partnership 
interest are usually capital in nature and cannot be 
offset against ordinary income.116

In addition to the limits of partnership transfer-
ability, it is important to point out that transfers of 
partnership interest may 
also lead to the termina-
tion of the partnership. 
Specifically a partner-
ship shall terminate for 
tax purposes only if (i) 
no part of any business, 
financial operation or 
venture is being con-
ducted by the partnership 
(i.e., natural termination) 
or (ii) within a 12-month 
period there is a sale or 
exchange of 50 percent 
or more of the total inter-
est in partnership capital 
and profi ts.117

A partnership may be in-
corporated tax-free, such 
as in connection with an 
initial public offering.118 
However, limitations ex-
ist on exit strategies that 
involve the receipt of corporate stock because the 
partnership may not be a party to a tax-free reor-
ganization. Rather, mergers of partnership will be 
respected only if the merger takes the “asset-over” 
form or the “asset-up” form. In an “asset-over” 
merger, the terminated partnership is treated as 
contributing its assets and liabilities to the resulting 
partnership in exchange for an interest in the partner-
ship, and then the terminated partnership is treated 
as making a liquidating distribution to its partners of 
the interests in the resulting partnership.119 An “asset-
up” merger occurs when the assets of the terminating 
partnership are distributed to the partners of such 

partnership, who subsequently contribute the assets 
and liabilities to the resulting partnership.120 

Limited Liability Companies
A limited liability company (LLC) may be taxed as (i) 
a corporation (i.e., C corporation or S corporation), 
(ii) as a partnership, provided there is more than one 
participant, or (iii) a “disregarded entity” where there 
is only one participant.121 Thus, the ultimate tax con-
sequences attributable to an LLC will depend on how 
the entity elects to be taxed for income tax purposes.122 
For example, electing to be taxed as a disregarded 
entity may be preferred for income tax reasons when 
there is also the desire to take advantage of some 

of the other benefi ts, as 
discussed below, of using 
the LLC form.123 

One of the greatest 
advantages of an LLC is 
the limited liability this 
entity offers to its par-
ticipants (also known as 
“members”). Liability of 
members is limited to 
their investment in the 
LLC. Members can consist 
of partnerships, S corpo-
rations, C corporations, 
individuals, etc. Further-
more, different classes of 
members can exist, each 
with their own rights and 
preferences in an LLC’s 
profi tability and assets. 

An LLC is not subject to 
rigid formalities, as is the 
case for a C corporation. 

For example, director and shareholder meetings are 
not required in order to preserve limited liability. 
Thus, there are no formal requirements to comply 
with certain formalities, as required for some of the 
other entity types. Rather, the LLC is an entity that 
offers investors maximum management and opera-
tional fl exibility. Here, all or certain members may 
participate in management without the risk of being 
held liable for the debts of the LLC. Such members 
may also have an independent management role 
without a direct interest in the LLC. 

However, certain states may impose special or 
higher taxes or fees on the use of an LLC structure. 

An LLC is not subject to rigid 
formalities, as is the case for a C 

corporation. For example, director 
and shareholder meetings are 

not required in order to preserve 
limited liability … Rather, the LLC 

is an entity that offers investors 
maximum management and 

operational fl exibility. Here, all or 
certain members may participate 

in management without the risk of 
being held liable for the debts of the 
LLC. Such members may also have 
an independent management role 

without a direct interest in the LLC. 
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For example, California imposes a minimum fran-
chise tax in addition to a gross receipts fee on LLCs 
formed and operating in the state. Fees of this type 
may make the utilization of this entity structure more 
expensive, especially in situations where an investor 
adopts a tiered LLC structure consisting of many LLCs 
for a particular business venture. 

Conclusion
Tax considerations greatly impact the determina-
tion of what type of entity is ultimately utilized for 

a particular business venture. Investors will want to 
choose an entity that will generate the best return 
on their investment through profi t maximization, 
loss utilization and liability limitation. Furthermore, 
investors will seek to adopt entities that can raise 
fi nance and access capital markets easily in order 
to accomplish their particular business goals while 
at the same time afford them the ability to liquidate 
their investment in the entity quickly. Thus, obtaining 
tax advice will be key in achieving these goals during 
the formation, operation and ultimate liquidation of 
a particular business entity.

1 Note that this Article seeks to address only 
some of the tax implications that arise from 
the utilization of a particular entity structure 
under the Code. It will not address implica-
tions that may arise from other type of law 
(i.e., state law, corporate law, etc.), which 
too may have an impact on the type of entity 
ultimately chosen for a particular business 
venture. Rather, the purpose of this Article 
is to serve only as an overview of some of 
the tax implications that arise from using 
one entity versus another. 

2 Code Sec. 7701(a)(3). All references to the 
Code hereinafter refer to the Internal Rev-
enue Code of 1986, as amended. Code Sec. 
11 imposes a tax on all corporations. Such 
tax applies to both domestic and foreign 
corporations and corresponds to foreign 
and domestic source income. Code Sec. 
882(a). Certain corporations, however (i.e., 
corporations organized not for profi t but 
for religious, charitable, scientifi c, literary, 
educational, or certain other purposes), 
are not subject to tax. Code Sec. 501(a). 
Structural advantages arising from the use 
of international corporations in multi-tier 
structures or as blocker entities will not 
be addressed in this Article. However, it 
is important to point out that corporations 
that are organized abroad and utilized in 
multi-tier structures may take advantage of 
certain favorable Code and/or international 
treaty provisions. This discussion, however, 
is beyond the scope of this Article. 

3 For tax consequences of issuing and exercis-
ing incentive stock options, see Code Secs. 
421, 422. 

4 For additional data illustrating the impact 
that stock option programs have on employ-
ees, see John J. McConnel & Henri Servaes, 
Additional Evidence on Equity Ownership 
and Corporate Value, 27 J. FIN. ECON. 595, 
603-09 (1990) (fi nding that as management’s 
percentage of stock ownership increased 
from zero percent to approximately 40 
percent so did corporate performance). For 
further analysis of how corporations use the 

tax system to infl uence managerial behavior, 
see James R. Repetti, Corporate Governance 
and Stockholder Abdication: Missing Factors 
in Tax Policy Analysis, 67 NORTE DAME L. REV. 
971, 1017 (1992). 

5 Code Sec. 248. Organizational expenditures 
include items such as (i) legal services inci-
dent to the creation of the corporation, (ii) 
necessary accounting services, (iii) expenses 
of temporary directors and of organizational 
meetings of directors or stockholders, and 
(iv) fees paid to the state of incorporation. 
Code Sec. 248(b); Reg. §1.248-1(b)(2). Note 
that attorneys’ fees and accountants’ fees 
that do not serve to benefi t the future periods 
of the C corporation may be deductible as 
ordinary and necessary business expendi-
tures. Code Sec. 161. 

6 So, unlike some of the other entities that 
are discussed in this Article, investors in C 
corporations do not actively participate in 
the management of this entity. 

7 Such rigid formalities might not be desirable 
when there are only a few investors involved. 

8 Code Sec. 441(b).
9 A personal service corporation is a corpora-

tion whose principal activity is the perfor-
mance of services in the fi elds of health, 
law, engineering, architecture, accounting, 
actuarial science, the performing arts or 
consulting, and substantially all of the stock 
is owned by employees, retired employees 
or their estate. Code Sec. 448(d)(2). 

10 Code Secs. 441(i), 444. 
11 However, the cash method of accounting may 

be used by (i) corporations with average annual 
gross receipts of $5,000,000) or less in all prior 
tax years, (ii) S corporations, and (iii) personal 
service corporations. Code Sec. 448.

12 Note, however, that the term property does 
not include services. Code Sec. 351(d)(1).

13 Code Sec. 368(c); Rev. Rul. 59-259, 
1959-2 CB 115. Here it is important to 
point out that the second part of the test is 
irrelevant when a corporation only issues 
voting stock—which may be the case if it 
is a newly formed corporation.

14 This ensures that nonrecognition is granted 
when the transferor has not used the 
exchange to effectively liquidate on the 
investment in the property transferred. If 
other property is received, however, then the 
taxpayer will have to recognize gain to the 
extent that other property (i.e., “boot” in tax 
terminology) is received. Code Sec. 351(b).

15 Hence, in order for a subsequent transfer of 
capital by an investor into a C corporation to 
be tax-free, investors representing 80 percent 
of stock ownership must also participate in 
the capital infusion. Thus, it might be diffi cult 
to gather the respective amount of investors 
to facilitate a tax-free transfer. 

16 Reg. §1.118-1.
17 Id. 
18 Code Sec. 1001(a), (b) and (c).
19 Code Secs. 331, 355.
20 However, it is important to point out that a 

corporation cannot be too thinly capitalized 
(i.e., have a capital structure that consists 
primarily of debt rather than stock), since this 
may lead to recharacterizing all or a portion 
of its debt as stock. This can result in signifi -
cant tax consequences such as all interest 
payments previously made being treated as 
dividends, and therefore, not deductible and 
as such, subject to double taxation.

21 Code Secs. 163(j), 163(l), 279. For example, 
a loss on the sale of property from a corpora-
tion to a shareholder who owns more than 
50 percent of the corporation is nondeduct-
ible. Rather such loss must be suspended 
and may be used by the shareholder to offset 
gain with the property is sold.

22 Note that this may not be the result for an 
investor who is a shareholder in a closely 
held corporation where there is a smaller 
market for the investment and a transfer to an 
outsider would probably not be acceptable. 
It is also important to point out that Code 
Sec. 1202 (i.e., gain exclusion) and Code 
Sec. 1045 (i.e., tax-free rollover) offer certain 
tax benefi ts to noncorporate shareholders 
of qualifi ed business stock if such stock 
represents ownership in a “qualifying small 
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business corporation” (i.e., one in which the 
total money and property that the corpora-
tion receives for stock as contributions to 
capital and paid in surplus does not exceed 
$1,000,000). Code Sec. 1244(c)(3). 

23 See generally Code Sec. 1244, which is an 
exception to this general principle and pro-
vides that investors owning Code Sec. 1244 
stock are entitled to ordinary loss treatment 
if the stock is disposed of at a loss or if it 
becomes worthless. 

24 Code Sec. 532. However this tax is not 
applicable to certain types of corpora-
tions. For example, domestic and foreign 
personal holding companies, tax exempt 
corporations, and passive foreign invest-
ment companies are not subject to this 
tax.. Code Sec. 532(b). Here it is important 
to point out that this is only one type of tax 
that can be imposed on a corporation. For 
example, the personal holding company 
tax may also apply if the corporation is 
considered a personal holding company. 
Code Sec. 542. A corporation is deemed 
to be a personal holding company if (i) at 
any time during the last half of the tax year, 
more than 50 percent of the value of the 
corporation’s stock is owned by fi ve (5) or 
fewer individuals, and (ii) at least 60 per-
cent of the corporation’s adjusted ordinary 
gross income consists of personal holding 
company income. Code Sec. 542(a). This 
illustrates that the type of taxes that may 
be applicable to corporations are ultimately 
dependent on the classifi cation and purpose 
of the corporation. 

25 Code Sec. 535. The accumulated earnings 
tax is imposed on accumulated taxable in-
come which is in essence a formula based 
on a C corporation’s taxable income and ad-
justed for certain items (i.e., federal income 
taxes for the year, charitable contributions in 
excess of the 10-percent limitation, etc.). For 
a complete list of the adjustments that are 
made to derive a corporation’s accumulated 
taxable income, see Code Sec. 535(b).

26 One way to avoid the repercussions of the 
accumulated earnings tax is to make an S 
corporation election as these entities are 
immune from the accumulated earnings 
tax. C corporations who make the election 
to avoid this tax may still be subject to the 
tax for all prior years that they operated as 
a C corporation. Additionally, it is important 
to point out that certain type of corporations 
may be subject to other types of taxes. 

27 Code Sec. 172(b). 
28 Code Sec. 172(b)(1)(A). 
29 An affi liated group refers to one or more 

chains of includible corporations connected 
through stock ownership with a common 
parent corporation. Code Sec. 1504(a). Here 
it is also important to point out that Code 
Sec. 382 may operate to disallow any NOL 
carryovers in full or limit them to a fraction 
of their total. Reg. §1.1502-21(d). 

30 Code Secs. 1501, 1502. Consolidated tax 
return aggregate items composing taxable 
income of certain related corporations (e.g., 
a parent corporation and its 80-percent 
owned subsidiary).

31 Note that this statement does not hold true 
for shareholders in a closely held corpora-
tion, as there is typically a limited market 
for the sale of their shares. 

32 Note that losses on the sale of stock will be 
disallowed if a shareholder owns more than 
50 percent of the stock. Code Sec. 267(b). 

33 Code Sec. 864(c)(3), (4) and (5); Treas. Reg. 
§§ 1.864-4, 1.882-1. However, dividends 
paid to foreign investors are subject to with-
holding tax at a fl at 30-percent rate, which 
may be reduced by applicable treaty. Code 
Secs. 871(a)(1), 881; Reg. §1.871-1. 

34 Code Sec. 368.
35 In order to make an election to be taxed 

under the Subchapter S rules of the Code, 
Form 2553 must be fi led with the IRS within 
two months and 15 days after the S corpora-
tion’s tax year begins. Code Sec. 1362(b)(1)
(B), 1362(b)(2); Reg. §1.1362-6(a)(ii).

36 However, S corporations may still be 
subject to (i) the tax on excessive passive 
investment income, (ii) the tax on built-in 
gains, and (iii) recapture of LIFO tax. See 
generally, Code Secs. 1362(d)(3), 1363(d) 
and 1374. Whether any implications with 
respect to these tax Code provisions will 
arise in the use of the S corporate entity 
structure will require further analysis and 
examination.

37 Here, it is important to point out that state 
treatment may vary. In some states a federal 
S election automatically results in state S 
corporate treatment. In other states, the 
S corporation will be subject to the state 
income tax and will not pass its income up 
to its shareholders unless a separate state S 
election is fi led. Here, it will be important 
to check respective state requirements. 

38 Although the S corporation operates as a 
conduit entity and is governed under the 
Code’s Subchapter S rules, it is important 
to point out that Subchapter C provisions 
(i.e., C corporation tax provisions) will also 
apply to S corporations. Hence, in order to 
determine the tax consequences of particu-
lar transactions entered into by an S corpora-
tion, both Subchapter S and Subchapter C 
provisions will need to be examined. 

39 Code Sec. 1378.
40 Id. Here, a natural business fi scal year end 

is allowed to be utilized provided that the S 
corporation “establishes a business purpose 
to the satisfaction of the Secretary” for the 
use of such year. Typically, the natural busi-
ness year test is satisfi ed if during the three 
previous years, more than 25 percent of the 
gross business receipts are earned in the last 
two months of the selected fi scal year. See 
Rev. Rul. 87-57, 1987-2 CB 117. 

41 Rev. Proc. 2002-38, 2002-1 CB 1037.

42 Code Sec. 444 provides that an entity may 
adopt or change its tax year to any fi scal 
year that does not result in a deferral period 
longer than three months or, if less, the defer-
ral period of the year currently in use. 

43 Code Sec. 1361(b)(1).
44 Code Sec. 1361(b)(2).
45 Any stock that is owned by both a husband 

and wife is treated as owned by one share-
holder. Code Sec. 1361(c)(1). 

46 Code Sec. 1361(c)(2).
47 See generally, Code Sec. 1361(c).
48 Code Sec. 1361(b)(1)(D).
49 Reg. §1.1361-1(l)(1). 
50 Id. 
51 Reg. §1.1361-1(1)(4)(iii)(A) and (iv).
52 Code Secs. 1366, 1367. 
53 Such debt/equity classifi cation issues arise 

in situations where an S corporation is thinly 
capitalized. If thin capitalization of the en-
tity occurs, then the S corporation will be 
viewed as having two classes of stock and 
S corporate status will be lost. 

54 Code Sec. 1361(c)(5).
55 Failure to meet these requirements termi-

nates the election and, as of the date of the 
termination, the S corporation is taxed as a 
C corporation. Code Sec. 1362(d)(2). 

56 Code Sec. 1362(g). 
57 See supra notes 13, 14 and 15 for a complete 

discussion of these requirements and the 
Code Sec. 351 requirements governing C 
corporations. 

58 Code Sec. 1363(c).
59 Note that small business corporations, such 

as S corporations, typically employee some 
of their shareholders. 

60 Since such taxes are imposed on salaries re-
ceived by shareholders of an S corporation, 
shareholders typically prefer to receive dis-
tributions from the S corporation rather than 
a salary for work performed for the entity. In 
such situations, the IRS has recharacterized 
all or part of a distribution as compensation 
and imposed employment taxes accordingly. 
See Rev. Rul. 74-44, 1974-1 CB 287.

61 Code Secs. 1366(a), 1377(a). Note the in-
fl exibility of allocations made pursuant to 
stock ownership (i.e., items of net income 
or loss must be allocated to shareholders 
based on their stock ownership). Contrast 
this with partnerships and limited liability 
companies, both of which allow such items 
to be allocated in any manner decided by 
the parties. 

62 Such tax treatment applies to both distribu-
tions of cash and property. 

63 Code Sec. 1368(b)(1). 
64 Code Sec. 1368(b)(2). Furthermore, Code 

Sec. 1202 (i.e., gain exclusion) and Code Sec. 
1045 (i.e., tax-free rollover) are not available 
for S corporations. For a discussion of the tax 
advantages that may be generated by these 
Code provisions, see supra note 22. 

65 Note such tax treatment rests on the as-
sumption that the S corporation has been 

©2008 CCH. All Rights Reserved

ns in
c.).
at 
lated

to 

38 Alt

ehts 
ction is fi
heck res

hough th

n S
Co
to po

 
nt

Sub
out th

p
a Su

ules,
hapt

i
er C p

p
rovisi

ll
ons

61

fl exibility
cs

f al ocations m

tems e fe
xabl
s (i e

o s
e Se

co po
C
o at o
Code

d
ontr

men
a

tion
menof

c

i
ar, c
0-pe

of

tems
char
erce
f thef the 
corpo

s (i.e
itabl
nt lim
adjadj

oratio

e., fe
e co
mitat
ustmustm
on’s cu



CORPORATE BUSINESS TAXATION MONTHLY 57

November 2008

an S corporation from its inception. If the S 
corporation was ever a C corporation or if 
a C corporation was merged or liquidated 
into an S corporation then the tax treatment 
of an S corporation’s distribution may vary 
depending on accumulated earnings and 
profi ts retained by the S corporation from the 
C corporation. See Code Sec. 1368(b), (c) 
and (e)(1). Distributions out of accumulated 
earnings and profi ts are treated as dividends 
and fully taxable as ordinary income to the 
shareholder. Code Sec. 1368(c)(2).

66 Code Sec. 1366(d)(1).
67 Code Sec. 1366(d)(2). Note that in addition 

to basis, a shareholder’s ability to utilize 
losses may be limited due to the at-risk rule 
provisions under Code Sec. 465 and the 
passive activity rule provisions under Code 
Sec. 469. These provisions will not pose 
an obstacle for investors who are actively 
involved in the business of the entity. 

68 Code Secs. 1366(d)(1), 1367(a). 
69 Code Sec. 1361(b)(3)(B). 
70 A QSSS is treated as a disregarded entity 

under check-the-box regulations. Note that 
state taxation will vary, as some states do 
not recognize QSSS, do not recognize sub-
chapter S status or treat a QSSS as a separate 
entity for franchise or excise tax purposes. 

71 Passive investment income includes gross 
receipts from royalties, rents, dividends, 
interest, annuities and gains on sales or 
exchanges of stock or securities. Code Sec. 
1362(d)(3)(C).

72 Code Sec. 1375(a).
73 Code Sec. 1362(d)(3). 
74 Code Sec. 1374. Please note that this para-

graph illustrates only some of the tax conse-
quences that may result from a C corporation 
to an S corporation conversion. They are by 
no means an all-inclusive list. Tax counsel 
should be consulted for a more thorough 
analysis of the consequences attributable 
to such a conversion. 

75 In the case of a merger of a QSSS into an 
acquiring corporation or the merger of a 
target corporation into a QSSS, Code Sec. 
368(a)(1)(A) is not apparently not available. 
Reg. §1.368-2(b).

76 A Code Sec. 338(h)(10) election treats a 
subsidiary stock purchase by a parent cor-
poration as an asset purchase, and as such, 
entitles the subsidiary to effectuate a step-up 
in the basis of all its assets. This in turn may 
lead to several advantages, such as greater 
depreciation expenditure amounts for the 
entity, which would serve to decrease the 
income of the entity and the taxes that it 
will owe. 

77 The discussion herein is applicable to both 
general partnerships and limited partner-
ships unless otherwise specifi ed. 

78 Code Sec. 7701(a)(2). 
79 Code Sec. 761(a). 
80 Code Sec. 701. Whether partnership items 

of income, gain, deduction and loss are 

properly treated for tax purposes is de-
termined at the partnership level through 
unifi ed audit proceedings. Code Sec. 6221. 
Here, it is important to point out that this 
fl ow through feature of partnerships does 
not guarantee that each partner will have 
enough cash on hand to pay the tax as-
sociated with partnership allocations, and 
as such, it may impact minority interest 
owners who do not have any control over 
the distributions of a partnership.

81 Code Sec. 702(a). 
82 Code Sec. 446(c). See also exceptions set 

forth in Code Sec. 448. 
83 Code Sec. 706(a). Because a partner pays 

taxes on their allocations of partnership 
income made to them, subsequent distri-
butions of these amounts are generally not 
taxable to the partner. Code Sec. 731(a). 

84 Code Sec. 706(b)(1)(B). 
85 Code Sec. 706(b)(1)(C).
86 See Rev. Proc. 87-32, 1987-2 CB 396 and 

Rev. Rul. 87-57, 1987-2 CB 117. Addition-
ally, like S corporations, partnerships may 
elect to use a tax year other than the ones 
discussed above, if the deferral period 
inherent in such year is no more than three 
months. See generally, Code Sec. 444. Note 
that special deposits of cash for tax liabilities 
may need to be set aside. Code Sec. 7519.

87 Code Sec. 446(c). But see also, Code Sec. 
448(a).

88 A partnership having over 100 partners 
may be recharacterized as a publicly traded 
partnership under Code Sec. 7704, and as 
such, be taxed as a C corporation.

89 A limited partnership must consist of one 
general partner bearing unlimited liability 
for the partnership’s debts. Here, it is also 
important to point out that a corporate 
general partner may be utilized when deal-
ing with a limited partnership. This would 
effectively achieve limited liability benefi ts 
comparable to a corporation with the caveat 
that it involves the complexity of two entities 
and some degree of risk that the corporation 
may be disregarded under the alter ego or 
piercing the corporate veil doctrines. Addi-
tionally, utilization of a limited partnership 
may result in additional costs as compared 
to that of a general partnership (e.g., special 
fi ling fees and/or tax on the net worth of the 
limited partnership at the entity level).

90 Note that a limited partner who takes part 
in the control of the partnership business 
may become liable to the creditors of the 
partnership by doing so. Revised Uniform 
Limited Partnership Act (1976), § 303(a).

91 However, this may raise the costs associated 
with operating such an entity structure. 

92 Code Sec. 709(b).
93 Code Sec. 709(a). 
94 Code Sec. 704(a). 
95 Note if the IRS determines that partnership 

allocations do not satisfy Code requirements 
(i.e., lack substantial economic effect, etc.) 

then partnership items are subject to reallo-
cation by the IRS among the partners based 
on the partners’ true economic interests in 
the entity as determined by the IRS.

96 For a complete list of the requirements, see 
generally, Code Sec. 704.

97 Code Sec. 721(a). Contrast with Code Sec. 
721(b), (c) and (d). However, it is important 
to point out that if a partnership assumes a 
liability of a partner in connection with the 
contribution, the partner may be subject to 
tax if the liability is in excess of his or her 
basis in the partnership interest. 

98 However, if the interest is subject to a 
substantial risk of forfeiture so that the 
partner’s rights in the interest are nonvested, 
Code Sec. 83(a) defers the recognition of 
income until the risk of forfeiture lapses. 
Partners who perform services in exchange 
for a restricted capital interest may elect to 
include the current value of the interest in 
gross income for the year of receipt. Code 
Sec. 83(b). However, a partner who eventu-
ally forfeits such capital interest back to the 
partnership may not claim a deduction for 
any unrecovered basis in the capital interest. 
Code Sec. 83(b)(1). 

99 Reg. §1.721-1(b)(1).
100 Reg. §1.722-1. 
101 The current consensus is that the service 

partner does not recognize current income 
upon the receipt of a profi ts interest because 
such interest has no immediate liquidation 
value. See, Rev. Proc. 93-27, 1993-2 CB 
343 and Rev. Proc. 2001-43, 2001-2 CB 
191. Thus, the service partner’s basis in the 
interest is zero.

102 Note that guaranteed payments include such 
things as health insurance that are made 
available to the partners. See, e.g., Rev. Rul. 
91-26, 1991-1 CB 184. 

103 Such payments like ordinary income are 
subject to self-employment tax. Code Sec. 
1402(a). It is also important to point out that 
individual partners are required to make 
quarterly estimate payments of both the 
income tax and self-employment tax attribut-
able to their distributive share of partnership 
income for the year. Code Sec. 6654. 

104 Code Secs. 162, 263.
105 Reg. §1.707-1(c).
106 Code Sec. 752(a).
107 Code Sec. 733.
108 Note that the at-risk and passive activity rules 

are applicable only to individual taxpayers 
and certain closely held corporations. They 
do not apply to losses allocated to corporate 
partners. Whether these provisions are appli-
cable to your particular client should be an 
issue that is raised with your tax counsel.

109Any debt for which a partner is not per-
sonally liable is generally excluded from 
their at-risk amount. Code Sec. 465(b)
(2)(A). However, exceptions exist con-
cerning debt that qualifi es as “qualifi ed 
nonrecourse fi nancing.” See Code Sec. 
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465(b)(6)(B) for a complete discussion. 
Also, a partner’s at risk amount with re-
spect to a partnership is reduced by any 
partnership losses currently allowed as a 
deduction under Code Sec. 465(a). Code 
Sec. 465(b)(5). Clients should consult with 
their respective tax counsel for a complete 
calculation of at-risk amounts. 

110 Code Sec. 469(c)(2). Here it is important 
to point out that individuals, fi duciaries, 
closely held C corporations and personal 
service corporations are subject to the pas-
sive activity loss limitation. Code Sec. 469(a)
(2). Additionally, suspended passive activity 
losses can be deducted in full in the year the 
partner disposes his/her entire interest in 
the activity. Code Sec. 469(g)(1). Whether 
an activity is a passive activity is subject to 
numerous tests, as outlined in Code Sec. 469 
and the Regulations thereunder and will not 
be addressed herein. 

111 Code Sec. 733.
112 Code Secs. 732, 733. 

113Here, it is important to note that partners 
are taxed on disproportionate distributions 
in which the recipient partner receives 
either more or less than a proportion-
ate share of any partnership unrealized 
receivables or substantially appreciated 
inventory. See generally, Code Sec. 751(b), 
(c) and (d). Additionally, the disguised 
sale regulations can trigger unexpected 
gain recognition when partners contribute 
property to a partnership. Code Sec. 707. 
The tax consequences surrounding all 
proposed contributions and distributions 
of property into and out of a partnership 
should be analyzed. 

114 A blocker entity helps solve this problem but 
it also may lead to greater organizational and 
operational costs. 

115 See, e.g., Code Secs. 1441, 1446. 
116 Code Sec. 1202 (i.e., gain exclusion) and 

Code Sec. 1045 (i.e., tax-free rollover) are 
not available for partnerships.

117 Code Sec. 708(b). 

118 Code Secs. 731, 351. But see, Code Sec. 
357(c). 

119 Reg. §1.708-1(c)(3)(i).
120 Reg. §1.708-1(c)(3)(ii). In an “asset-up” 

transaction, the basis in the terminated part-
nership’s asset basis is stepped up or down 
to the partners’ outside basis. Code Sec. 
732(b). In “assets-over” transaction, basis in 
terminated partnership’s assets carries over 
to the resulting partnership. Code Sec. 723. 
A Code Sec. 754 election can ameliorate 
this difference. 

121 Reg. §301.7701-2.
122 The individual tax consequences attributable 

to each entity type will not be reiterated in 
this section. Rather, the discussion in this 
section will focus briefl y the tax conse-
quences that are specifi c to LLCs. 

123 For example, a tax benefi t attributable to 
being classifi ed as a “disregarded entity” 
includes the avoidance of consolidated re-
turn regulations in situations where there are 
subsidiaries of a C corporate parent, etc.
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