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Hold ing rea l e sta te  th rough  an  S corpora tion  m ay seem  like  a  good  idea  a t first glance . Alm ost a ll 
p rofe ssiona ls, howeve r, recom m end a  partne rsh ip  ove r an  S corpora tion  as the  p re fe rred  veh icle  to  
own rea l e sta te . S corpora tions and  partne rsh ips a re  both  pass-th rough  en titie s, m ean ing the  
incom e  or loss gene ra ted  by the se  en titie s flows th rough  to  the  owners, who are  re sponsib le  for 
paying the  tax due . Howeve r, the re  a re  a  num ber of d isadvan tages of owning rea l e sta te  via  an  S 
corpora tion  com pared  to  a  partne rsh ip . 

First, a lth ough  S corpora tions a re  often  exce llen t for reducing se lf-em ploym en t taxes, incom e  from  
passive  rea l e sta te  investm ents do not bene fit from  tha t because  such  incom e  is  not sub ject to  se lf-
em ploym en t taxes. 

Second , when  prope rty sub ject to  a  m ortgage  is  con tribu ted  to  an  S corpora tion , ga in  is  trigge red  if 
the  m ortgage  ba lance  exceeds the  tax basis  of the  con tribu ted  p rope rty. In  con trast, con tribu ting 
m ortgaged  prope rty to  a  partne rsh ip  will gene ra lly not re su lt in  taxab le  ga in . Partne rs in  a  
partne rsh ip  rece ive  an  increase  in  the ir ou tside  basis  for the ir share s of the  Partne rsh ip ’s liab ilitie s. 
Moreove r, con tribu ting ap precia ted  p rope rty to  an  S corpora tion  is  tax-exem p t unde r Section  351(a) 
on ly if the  transfe rring shareholde rs hold  80% or m ore  of the  stock. The re  is  no sim ila r issue  for 
partne rsh ips. Section  721(a) gene ra lly p rovides for no tax recognition  for any con tribu ting partne rs 
(withou t regard  to  80% ownersh ip) since  Section  704(c) p rovides for the  a lloca tion  of bu ilt-in  ga in  or 
loss to  the  con tribu ting partne r. 

Th ird , partne rsh ips gene ra lly a llow for tax-free  d istribu tions of apprecia ted  p rope rty. Such  
d istribu tions a re  actua lly on ly de fe rra ls  of tax because  the  d istribu ted  p rope rty has a  carryove r basis  
in  the  hands of the  taxpaye r bu t still p rovide  a  bene ficia l tim e  va lue  of m oney advan tage . In  
con trast, an  S corpora tion’s d istribu tion  of apprecia ted  asse ts  is a  taxab le  even t. 

Fina lly, partne rsh ips can  m ake  Section  754 e lection s. Such  an  e lection  pe rm its the  basis  of the  
partne rsh ip ’s asse ts  to  be  stepped-up  as to  the  tran sfe ree  upon  the  dea th  of a  partne r or the  
purchase  of a  partne rsh ip  in te re st. The  e lection  re su lts  in  the  basis  of partne rsh ip  asse ts  increasing 
or decreasing (as to  the  transfe ree ) to  the ir fa ir m arke t va lues as of the  da te  of the  partne r’s dea th  
or othe r transfe rs.  Upon  the  dea th  of a  shareholde r or the  sa le  of stock, the  stock will be  stepped-
up  or down to  its  fa ir m arke t va lue  or purchase  p rice , bu t the re  is  no equ iva len t e lection  tha t a llows 
th is  step-up  to  a ffect the  b asis  of the  S corpora tion’s asse ts . 



These  advan tages of partne rsh ips, toge the r with  th e ir gene ra l flexib ility, m ake  partne rsh ips an  idea l 
veh icle  for owning rea l esta te . 
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Holding real estate through an S corporation may seem like a good idea at first glance. Almost all 
professionals, however, recommend a partnership over an S corporation as the preferred vehicle to own 
real estate. S corporations and partnerships are both pass-through entities, meaning the income or loss 
generated by these entities flows through to the owners, who are responsible for paying the tax due. 
However, there are a number of disadvantages of owning real estate via an S corporation compared to a 
partnership. 

First, although S corporations are often excellent for reducing self-employment taxes, income from 
passive real estate investments do not benefit from that because such income is not subject to self-
employment taxes. 

Second, when property subject to a mortgage is contributed to an S corporation, gain is triggered if the 
mortgage balance exceeds the tax basis of the contributed property. In contrast, contributing 
mortgaged property to a partnership will generally not result in taxable gain. Partners in a partnership 
receive an increase in their outside basis for their shares of the Partnership’s liabilities. Moreover, 
contributing appreciated property to an S corporation is tax-exempt under Section 351(a) only if the 
transferring shareholders hold 80% or more of the stock. There is no similar issue for partnerships. 
Section 721(a) generally provides for no tax recognition for any contributing partners (without regard to 
80% ownership) since Section 704(c) provides for the allocation of built-in gain or loss to the 
contributing partner. 

Third, partnerships generally allow for tax-free distributions of appreciated property. Such distributions 
are actually only deferrals of tax because the distributed property has a carryover basis in the hands of 
the taxpayer but still provide a beneficial time value of money advantage. In contrast, an S corporation’s 
distribution of appreciated assets is a taxable event. 

Finally, partnerships can make Section 754 elections. Such an election permits the basis of the 
partnership’s assets to be stepped-up as to the transferee upon the death of a partner or the purchase 
of a partnership interest. The election results in the basis of partnership assets increasing or decreasing 
(as to the transferee) to their fair market values as of the date of the partner’s death or other transfers.  
Upon the death of a shareholder or the sale of stock, the stock will be stepped-up or down to its fair 
market value or purchase price, but there is no equivalent election that allows this step-up to affect the 
basis of the S corporation’s assets. 

These advantages of partnerships, together with their general flexibility, make partnerships an ideal 
vehicle for owning real estate. 
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