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Of all the entity choices available in the United States today, the LLC is in many 

ways the most flexible and useful option for small business owners and, as will be discussed 

in more detail below, sophisticated businesses and investors with specific goals in mind.  

LLCs offer the limited liability feature normally associated with corporations, but LLCs are 

not burdened by the double taxation and rigid governance requirements that make the 

corporate form less than ideal.  On the other hand, the flexibility of LLCs makes them more 

costly and complicated to set up than corporations.  No form of entity is the right choice in 

every situation, but as this section discusses, LLCs are quite useful in a variety of scenarios. 

A. Using an LLC to Hold Real Property 

Real estate developers and other owners of real property have traditionally chosen 

limited partnerships to hold the real property in which they invest.  Holding real estate in a 

corporation (whether the corporation is taxed under Subchapter S or Subchapter C of the 

Internal Revenue Code) requires the recognition of taxable income on any distribution of the 

land out of the corporate entity (assuming that the land’s value has increased).  Using a 

general partnership would avoid this tax problem but would not afford the investors the type 

of limited liability offered by a corporation.  Prior to the advent of the LLC, the most logical 

choice was to use a limited partnership with a corporate general partner to hold, develop, 

distribute, and sell real property.  Like a general partnership, a limited partnership is a true 

pass-through entity, so its partners are taxed directly on all partnership income at their own 

tax rates.  Likewise, a distribution from a limited partnership to its partners is not an event 

that triggers the imposition of income tax.  Unlike a general partnership, however, only the 

general partner of a limited partnership is personally liable for the debts and obligations of 

the partnership.  By using a corporate entity as the general partner holding 1% or less of the 

overall economic value of the partnership, a limited partnership can give its partners almost 

as much liability protection as a corporation gives its shareholders while taking advantage of 

pass-through tax treatment. 
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LLCs give limited liability to every member while preserving all the income tax 

advantages that a partnership holds over a corporation.  For this reason, land developers and 

other owners of real estate have begun to view the LLC form as superior to all other entity 

classifications.  The better view, however, would be to treat the LLC as the first option to 

consider for holding real estate but not to forget to analyze the particular situation before 

making a final decision.  By considering several different factual scenarios, this section 

attempts to point out some of the factors that run in favor of and against using an LLC to 

hold real estate. 

 Pure Investment 

An LLC is a good entity choice for a group of investors who intend to buy, hold, and 

eventually sell real property.  From a tax perspective, one viable option would be for 

investors simply to hold fractional interests in the property in their individual names.  Such 

an approach, however simple, would yield none of the LLC's limited liability advantages.  

Members of an LLC are often required to give personal guarantees for any borrowed money, 

but using an LLC would protect the investors from tort claims, including claims relating to 

injuries suffered on the property or environmental contamination.1 One might argue that an S 

corporation gives the same degree of liability protection as an LLC.  As discussed below, 

however, an LLC (or any entity taxed as a partnership) gives its investors more flexibility to 

make distributions without triggering capital gains tax than an S corporation.  Moreover, 

LLC members are permitted to add their share of the LLC’s debt to their basis, which may 

allow an LLC member to deduct losses that an S corporation shareholder would not have 

enough basis to deduct. 

An LLC formed simply to hold real estate as an investment with the ultimate 

intention of selling the real estate as a whole rather than subdividing it and selling parcels out 

of inventory, and as opposed to an LLC formed to own commercial property generating 

                                                 
1 A detailed discussion of veil piercing theory is beyond the scope of this article, but it is worth noting that the 
Missouri Court of Appeals recently decided a case in which the court applied traditional corporate veil piercing 
theory to allow the plaintiff to recover damages directly from the 80% member of an LLC.  Mobius 
Management Systems, Inc. v. West Physicians Search, L.L.C., 175 S.W.3d 186 (Mo. App. 2005). 
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operating income, does not face some of the perplexing tax questions that will be discussed 

below in connection with some of the other factual scenarios.  If the investors successfully 

hold the property for a period of time then sell it for a profit, the capital gain generated in the 

sale will pass through to each investor, and the investors will pay a single level of tax on the 

transaction.  By contrast, if the investors were to use a C corporation to hold the real estate, 

then upon sale of the real estate, the corporation would pay a tax on the gain at the applicable 

corporate income tax rate and the cash ultimately distributed to the investors would 

constitute either a dividend or a liquidating distribution that would be subject to the 

applicable individual tax rate.  If the investors instead chose an S corporation to hold the real 

estate, the total amount of tax on a sale of the property would be the same for the investors as 

if they had used an LLC.2 

The LLC holds at least two advantages over an S corporation in this scenario: tax 

flexibility and organizational flexibility.  If, prior to selling the property, the investors chose 

to distribute the land out of the entity, the partnership tax rules applicable to an LLC would 

allow them to do so without incurring tax on the difference between the fair market value of 

the property and its basis; rather, the investors would hold the property with a carry-over 

basis from the LLC and would ultimately be taxed when they sold the property.  If they had 

chosen to use an S corporation, however, a distribution by the corporation to its shareholders 

would give rise to a deemed sale of the property at its fair market value thus triggering 

taxable gain prior to the actual sale of the property. 

Moreover, an LLC is not subject to the restrictive rules that apply to S corporations.  

An S corporation is limited to 100 shareholders, all of which must be U.S. individuals or 

certain types of trusts.  An S corporation can only have one class of stock, which further 

limits it to issuing “straight” debt instead of some of the more exotic types of debt 

instruments that would otherwise be available.  An LLC is not subject to any of these 

limitations.  An LLC can even give different members individualized voting, profit and loss, 

and capital rights, as long as the operating agreement is drafted properly.  Because of its tax 

                                                 
2 This assumes that the corporation is not a former C corporation with undistributed earnings and profits. 
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and organizational flexibility, an LLC is a better choice than an S corporation for investors 

who intend to buy, hold, and ultimately sell real estate. 

 Holding Rental Property 

Investors planning to purchase and operate commercial or residential rental property 

must add some additional issues to their decision matrix.  In addition to planning for 

contingencies such as a sale or distribution of the real estate, the investors need to consider 

the tax effects of using an entity that may generate operating profit or loss.  An LLC has 

more advantages than disadvantages in this context, but investors should review the specific 

facts of their situation before making an entity choice. 

Income earned by an LLC passes through to the LLC’s members in accordance with 

the allocation methods established in the Operating Agreement.  From an income tax 

perspective, an LLC has the advantage over a C corporation because the LLC’s income is 

taxed only once, at the member level.  An S corporation provides its shareholders the same 

sort of income tax treatment for operating income as an LLC provides its members.  S 

corporations actually possess an advantage over LLCs, however, in terms of employment tax 

treatment. 

As a general rule, self-employment tax is imposed on a general partner’s distributive 

share of partnership profits but not on a limited partner’s distributive share.  Shareholders of 

C and S corporations are subject to employment tax only on their wages.  Because all LLC 

members have limited liability, they appear in some ways to resemble limited partners most 

closely.  Because they can have managerial authority as members or as managers, they can 

also be argued to resemble general partners.  In 1997, the IRS issued proposed regulations 

aimed at sorting out this issue.  The proposed regulations have never become final, but 

neither have they been withdrawn. 

Unfortunately, the proposed regulations are not a model of simplicity.  Under the 

proposal, a member of an LLC is treated as a limited partner not subject to self-employment 

tax unless (1) the member has personal liability for the debts of the LLC by reason of being a 
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member; (2) the member has authority to contract on behalf of the LLC; or (3) the member 

participates in the LLC’s business for more than 500 hours during the taxable year.3  A 

member who holds more than one class of LLC interest is treated as a limited partner with 

respect to a class of interest despite failing the three-part test if (1) members who are treated 

as limited partners own a substantial, continuing interest in that specific class; and (2) the 

member’s rights and obligations with respect to that class are identical to those of the other 

limited partner-members.4  A member who holds only one class of LLC interest and who is 

not treated as a limited partner solely because of the 500-hour participation rule is 

nevertheless treated as a limited partner if (1) members who are treated as limited partners 

own a substantial, continuing interest in that specific class; and (2) the member’s rights and 

obligations with respect to that class are identical to those of the other limited partner-

members.5  A member who is treated as a service partner in an LLC treated as a service 

partnership may not be treated as a limited partner.6 

The significance of self-employment tax treatment is seen in the rates and thresholds 

of the tax.  The first $94,200 of self-employment income earned in 2006 is subject to a 

15.3% employment tax.  For all self-employment income in excess of $94,200, the rate drops 

to 2.9%.  An S corporation has the ability to assign a fairly modest salary to its shareholders 

then pay large year-end distributions, which are not subject to dividend tax except in certain 

S corporations that previously operated as C corporations.  The IRS, of course, takes the 

position that a reasonable amount of compensation must be paid to an S corporation 

shareholder who works for the corporation.  Investors who will have managerial roles in 

owning and operating commercial properties need to weigh this effective 2.9% surtax against 

the LLC’s tax and governance flexibility and fully limited liability when deciding between 

an LLC, a limited partnership, and a C or S corporation. 

                                                 
3 Prop. Regs. Section 1.1402(a)-2(h)(2). 
4 Prop. Regs. Section 1.1402(a)-2(h)(3). 
5 Prop. Regs. Section 1.1402(a)-2(h)(4). 
6 Prop. Regs. 1.1402(a)-2(h)(5).  A service partner is a partner who provides more than a de minimis amount of 
services to or on behalf of the partnership in the service partnership’s business.  A service partnership is a 
partnership substantially all the activities of which are services in the fields of health, law, engineering, 
architecture, accounting, actuarial science, or consulting.  Prop. Regs. Section 1.1402(a)-2(h)(6)(ii) and (iii). 
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 LLCs (and other entities taxed as partnerships) have a distinct advantage over S 

corporations when it comes to a member’s ability to deduct losses.  When an S corporation 

borrows money, the debt is not added to the basis of its shareholders; the debt is treated as 

being fully at the corporate level, even if the shareholders guarantee repayment.  In contrast, 

an LLC’s members are permitted to add their share of LLC debt to their basis, even though 

the debt may be nonrecourse to the members because of the LLC’s limited liability feature.  

When an LLC with debt loses money, the members can deduct the LLC’s losses up to the 

amount of their basis plus their share of LLC debt, subject to the at-risk and passive activity 

loss limitations.  An S corporation shareholder in the same situation could only deduct losses 

up to the amount of the shareholder’s basis in the corporation. 

 Development Companies 

Real estate development companies have traditionally been organized as limited 

partnerships, but LLCs are becoming a more frequent choice.  The considerations discussed 

above are all significant in choosing a development entity.  In at least one set of 

circumstances, however, an S corporation has a clear advantage over either an LLC or a 

limited partnership. 

In some tax-credit development projects, a governmental entity proposes to make 

what amount to grants to the development company.  For example, a city may pay for a 

portion of the streets and sidewalks that are owned by the development company, perhaps 

through bond proceeds that are not to be repaid by the developer.  This type of grant is 

considered to be a non-taxable contribution to capital under IRC Section 118(a) if the 

development company is a corporation.  Case law decided prior to the enactment of Section 

118(a) took the same position, without distinguishing corporations from other entities.7  In 

1982, the IRS issued General Counsel Memorandum 38944, which explicitly stated the 

IRS’s position that non-corporate entities cannot avail themselves of Section 118(a). 
                                                 
7 See, e.g., Brown Shoe Co., Inc. v. Comm’r, 339 U.S. 583 (1950).  The decisions further allowed the 
development entity to have basis in the capital assets acquired with the untaxed grant money.  When Congress 
enacted Section 118(a), it also adopted Section 362(c), which denied basis in this situation.  It was partly the 
lack of an analog to Section 362(c) for partnerships that led the IRS to conclude in 1982 that partnerships must 
include non-partner “contributions” as taxable income. 
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Although one could argue that the pre-existing case law, which has never been 

overturned, should prevail over a mere statement of position by the IRS, the only safe 

approach is to assume that non-corporate entities must include this type of government grant 

as taxable income in the year of receipt.  If the governmental contributions are significant, 

the developers may be forced to use an S corporation instead of an LLC or limited 

partnership to avoid passing through to its members a large amount of taxable income before 

the development has generated any cash to distribute to cover the tax liability.  The LLC’s 

flexibility may be overridden in this situation by the specter of a large amount of tax being 

assessed during the first years of the development’s existence. 

B. Holding Tangible Personal Property or Intangible Assets 

Generally speaking, the same considerations apply to holding personal property as 

apply to holding real property.  Instead of recapitulating those points, we will look at a 

specific application involving intellectual property.  For companies whose trademark and 

patent portfolios form a significant part of their business, it often makes sense for a number 

of reasons to use an entity separate from the operating entity to own and license the 

intellectual property. 

An LLC can be a useful tool for isolating liabilities.  If a company’s intellectual 

property has a great value that might be jeopardized by liabilities associated with the 

company’s operating business, it might make sense to form an LLC as a brother-sister entity 

with the operating entity; that is, the LLC would be owned by the owners of the other entity, 

and not by the operating entity itself.  The LLC would pass through its income for a single 

level of tax at the member level, which could be an advantage, depending on the tax status of 

the operating entity. 

A simpler approach that is one step less secure from a liability segregation 

perspective would be to form the LLC as a wholly owned subsidiary of the operating entity.  

A single-member LLC is disregarded for tax purposes, so transferring the intellectual 

property down to a wholly owned LLC should have no tax effect on the operating entity.  As 
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long as the LLC is properly capitalized and treated as a separate entity, the operating entity 

should be safe from veil-piercing liability. 

In any case, if the intellectual property is to be held by the LLC, the operating entity 

must assign ownership of the intellectual property to the LLC.  If the property was created by 

an employee of the operating entity, the employee should be required to assign his rights in 

the intellectual property to the LLC to avoid a dispute later over the property’s ownership. 

C. As a Valuation "Freeze" Entity 

As with other entity types, an LLC can be used to convey a share in appreciating 

assets to a member’s heirs before the appreciation takes place.  This technique can be used 

by an operating company or a company formed to hold non-business assets. 

The valuation freeze technique requires some care to avoid triggering unexpected 

estate and gift tax consequences.  To avoid a deemed gift at the moment of formation, the 

LLC should be formed some time (six months, say) before any membership interests are 

given to children of the members.  Under IRC Section 2701, the grantor-parents’ interest can 

be revalued to $0, with all the value deemed transferred to the grantee-children.  To avoid 

this treatment, the children must receive the same class of interest as the parents retain.  The 

children must, further, receive some real voting authority with their interests.  At a minimum, 

all the membership interests should be entitled to (1) access to the books and records of the 

LLC; (2) voting rights on significant matters (i.e., the sale of substantially all of the LLC’s 

assets, approval of a merger or dissolution, etc.); (3) the right to withdraw from the LLC if 

the LLC’s primary assets are liquid investment assets; and (4) the right to receive an annual 

distribution of a share of the LLC’s “available cash,” which should be defined to permit the 

managers to pay the LLC’s bills and to set aside reserves for foreseeable expenses and 

capital needs. 
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D. Estate Planning Options 

The valuation freeze technique is a subset of the estate planning options that can be 

implemented through an LLC.  An LLC can be used in place of a limited partnership in the 

formation of a “family limited partnership” if proper steps are taken to secure the discounts 

for lack of marketability and lack of control that are the staples of FLP planning.  As 

discussed in the context of holding real property, an LLC can be used for the simple purpose 

of limiting liability and avoiding the need for repeated deed filings as parents give away 

fractional interests in real estate.  Instead of deeding fractional interests each year, parents 

can simply transfer fractional interests in the LLC and avoid the need to prepare and file new 

deeds. 

E. Holding Life Insurance Policies 

Life insurance can be a useful tool for liquidating a member’s interest in an LLC 

upon the member’s death.  In many cases, members of an LLC would rather not 

automatically allow a member’s heirs to become voting members of the LLC capable of 

changing the LLC’s business policies or forcing the sale or dissolution of the company.  To 

avoid this possibility, the members can draft the Operating Agreement to provide the LLC or 

its surviving members an option to purchase a deceased member’s shares from the member’s 

estate for a formula-based price.  When a member dies, the member’s life insurance policy 

would give cash to the LLC to fund a buyout of the member’s interest, which would prevent 

a forced sale of the business to pay the price of the redemption.  One tax issue must be borne 

in mind:  under IRC Section 264(a), premium payments are not deductible as a business 

expense. 

Using life insurance to fund buyouts in LLCs that begin with more than two members 

requires ongoing adjustments.  If an LLC initially has three members and is worth $2 

million, each member would need a $1 million life insurance policy to fund a buyout.  When 

the first member dies, the LLC’s value will increase to $3 million ($2 million plus the $1 

million paid by the insurance policy), so the decedent’s estate will receive $1 million for 
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one-third of the LLC.  The business will have paid out the exact amount it received in life 

insurance proceeds, so its value should be back to $2 million. 

The first to die of the remaining two members will now receive one-half, not one-

third, of the value of the LLC.  If the value remains at $2 million, each member will need $2 

million in life insurance proceeds to fund a buyout completely.  Upon a member’s death, the 

value of the business rises to $4 million after it receives the insurance proceeds, the estate 

receives $2 million for half of the membership interests, and the remaining member owns 

100% of an LLC worth $2 million. 

Upon the death of the final member, if the $2 million policy is still in place, the 

member’s estate will receive $4 million–the sum of the value of the business plus the 

insurance proceeds.  Thus, the estate of the first to die receives $1 million, the estate of the 

second to die receives $2 million, and the estate of the last to die receives $4 million. 

If the value of the business changes in the meanwhile–as it surely will–the members 

will need to adjust their insurance policies accordingly, or face the prospect of a buyout 

funded at least partially by the operating assets of the business.  One approach to avoid the 

problem of an insurance shortfall is to allow the buyout to be funded by a promissory note 

payable over some period of time that seems reasonable to allow the LLC to repay the note 

and continue to operate profitably. 

F. For Venture Capital Projects and Corporate Joint Ventures 

At common law, a joint venture is in essence a general partnership formed for a 

specific, limited purpose.  As such, its partners have general liability, but only have the 

authority to bind the partnership to the purposes set forth in the venture agreement.  In 

practice, however, most well-conceived joint ventures operate through limited-liability 

entities. 

The LLC is perfectly suited to most joint ventures.  Management flexibility allows 

the venturers to choose a management board controlled as specified in the Operating 
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Agreement.  The LLC can have officers and operate much like a corporation, or it can be run 

directly by its managers.  The venturers could even decide to make the LLC member-

managed and dispense with virtually any formalities. 

Tax and economic flexibility allows the venturers to tailor the LLC to fit virtually any 

model they may choose.  The Operating Agreement can call for profits and losses to be 

allocated according to any method that has substantial economic effect.  One venturer may 

contribute capital while the other contributes services as long as the service member is not 

deemed to receive an interest in the other member’s capital contribution. 

LLCs are not particularly good candidates for receiving infusions of venture capital.  

If the VC’s goal is to take the company public, a corporation would make the IPO process 

much simpler.  Similarly, the familiarity of corporate capital structures composed of 

common and multiple series of preferred stock make corporations more suitable for VC 

investment than LLCs.  An LLC is far more flexible than a corporation and can have a 

capital structure that is better than a corporation from a tax perspective while still giving the 

“preferred stock” features of a corporation, but taking advantage of that flexibility is costly.  

Only a very carefully crafted, heavily negotiated Operating Agreement can achieve the ends 

sought by the VC and the original members.  Standard corporate forms make the transaction 

simpler and less expensive. 

G. LLCs in Lieu of Corporate Subsidiaries 

Single-member LLCs can take the place of corporate subsidiaries.  A single-member 

LLC is disregarded for tax purposes, so income and loss of the LLC is treated as income and 

loss of the parent; thus, setting up an LLC subsidiary should not cause tax difficulties.  By 

compartmentalizing different lines of business in separate, single-member LLCs, a 

corporation can reduce the risk of losing everything to a single, large liability.  An LLC 

could easily be prepared for sale long before a sale is contemplated by transferring the 

necessary assets to allow the LLC to operate the business.  When a sale comes about, the 

seller will be able to avoid the costly and difficult task of segregating a division’s assets from 
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the commingled assets of the rest of the business.  If the parent wants to make a public 

offering of one of its LLCs, it can convert the LLC to a corporation and offer corporate 

stock, sidestepping the complications involved in operating a publicly traded partnership. 

For the liability protections of using a series of single-member LLCs to be effective, 

each LLC must be treated as a truly separate entity.  Each LLC should have its own bank 

accounts (with adequate capital), its own books and records (or at least its records must be 

easily separable from the consolidated records of the parent), written leases and management 

contracts with the parent, and all the other hallmarks of a bona fide business entity.  Just as 

importantly, each LLC’s separateness must be respected by the parent and the LLC.  

Operated properly, a series of single-member LLCs can add a great deal of liability 

protection to a corporation with multiple lines of business or key assets. 

H. Conclusion 

The flexibility of the LLC form makes it an attractive entity choice for starting a new 

business and for many specialized purposes.  As the foregoing discussion has demonstrated, 

however, this flexibility comes with a number of costs.  In some cases, it is prohibitively 

expensive or cumbersome to draft an Operating Agreement to make an LLC fit a business 

model that existing corporate forms accommodate quite well.  In other cases, the specific 

facts raise tax or business concerns that are better addressed by using another form of entity.  

The best general rule for today’s practitioner is to consider using an LLC every time, but 

never to forget that another entity might serve the purpose best in light of all the facts. 
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