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Sounds like a drink doesn’t it? “Oh man, I was up all night pounding Cali Twists.”

The problem with the previous MMLLC entity structure that issues invoices or makes fee for service payments, is that this works
well in most situations except California. It still works in California as a structure, but the tax expense, namely the LLC fee,
makes this egregious.

California’s LLCs, including SMLLCs and MMLLCs, have an LLC fee based on gross receipts. Read that again. On gross receipts. If
you make a $1,000,000 and have $950,000 in expenses, you still pay a franchise tax, called an LLC fee, computed on the
$1,000,000.

The fee is “banded” as we say since it is not a straight calculation based on a percentage. As of December 2024, the following
fees are reported by California’s Franchise Tax Board–

Gross Receipts LLC Fee
250,000 to 499,999 900
500,000 to 999,999 2,500
1,000,000 to 4,999,999 6,000
5,000,000 + 11,790

What makes matters worse is if the S Corps receiving income from the MMLLC are domiciled in California, they also must pay a
1.5% franchise tax on the net income after expenses (profit). Therefore, the same dollar might be taxed twice; once at the
MMLLC level as an LLC fee, and again at the S corporation level as a franchise tax. Yuck. Super yuck!

What can be done? Simple! We elect the MMLC to be taxed as an S Corp. Hang in there on this one!

The graphic to the left is eerily similar to the previous one… except S Corp replaces MMLLC. The MMLLC is now taxed as an S
Corp and Fred, Velma and Shaggy remain as shareholders. After paying the other S corporations a fee for Payments for Services
Rendered or Outside Contractor or something similar, the MMLLC S Corp will have very little taxable income, such as $1,000. A
franchise tax will be computed by California at 1.5% x $1,000 or $800, whichever is higher. Unavoidable.

https://wcginc.com/kb/california-multi-member-llc-s-corp-twist/
https://www.ftb.ca.gov/forms/misc/3556.html


The MMLLC S Corp would not pay
salaries to its shareholders since the income is so low, and there isn’t any cash available. In addition, distributions theoretically
should be $0 since all the cash is leaving in the form of payments to the other S Corps. There might be some goofiness if the
MMLLC has depreciating assets or loans or some other transaction which causes net income to be something other than a
$1,000 and shareholder distributions to be something other than $0 (we discussed this previously). The important takeaway here
is the reduction of the LLC fee that California imposes.

The other S Corps owned separately by Fred, Velma and Shaggy would carry on as normal. Pay expenses related to themselves,
pay salaries, provide distributions, etc. Fred, Velma and Shaggy would get two K-1s, one from the MMLC taxed as an S Corp and
another from their respective S Corp. This is exactly the same as our previous schematic in terms of K-1s.

Loan Basis in an S Corporation

This is a relatively common issue and when it pops up it can be brutal. As a partner in a multi-member LLC taxed as a
partnership, if you personally guarantee a loan for the business, you create what is called loan basis. In a simple way, this allows
you to take out more distributions from the business without creating a “distributions in excess of basis” situation which
subsequently creates a capital gain.

If we are in California and want to reduce the egregious LLC fee, we S Corp elect the primary entity or “mothership.” But under
the auspice of an S Corp, you cannot create loan basis without the shareholder providing a loan directly to the S corporation.
Huh? At the risk of belaboring this issue too much, consider the following-

You buy a piece of equipment for $100,000 and took out a loan in the business name including a personal guarantee. You
deducted 100% of the purchase price using bonus depreciation. You had cash revenue of $100,000 and a deduction of $100,000
for the equipment leaving $0 at net ordinary business income. Nice! But, you have a $100,000 in the business checking account
and like most business owners you sort of kind of would like to spend it.

In a MMLLC taxed as a partnership scenario, you would have created additional basis by guaranteeing the loan allowing you to
distribute this $100,000 without creating a capital gain. In an MMLLC taxed as an S corporation scenario, the $100,000
distribution would be in excess of shareholder basis and capital gains taxes might be incurred. Your starting shareholder basis at
the beginning of the year would not change since the business had $0 in net income. So, December 31’s basis equals January 1’s
basis, but you have a bunch of cash earned from revenues and you used depreciation to reduce your ordinary business income
to $0. Depreciation can be a cashless expense to reduce income. Good and bad, right? No taxable income, good. But no access
to the cash without capital gains tax, bad.

Had the S Corp shareholders lent $100,000 to the business personally, then they would have created loan basis. Speak to your
lender before doing some of this stuff! If your lender can give the shareholders the cash to lend or inject into the S Corp, and still
retain a lien on equipment, that might be preferred.



This is not a showstopper per se, and we definitely geeked out a bit. Having said all this, there is a subtle difference we are not
highlighting until right now. The above scenario is only problematic where you have a standalone S corporation. The three
previous schematics were multi-entity arrangements with one distributing cash to the S Corp members as distributions and the
other two distributing cash to the S Corps as fees for services or management fees or some other business to business
mechanism. If the cash leaving the “mothership” is a distribution, this loan basis stuff can be a problem. If the cash leaving is a
fee for service, this loan basis stuff is probably a non-issue.

Again, our apologies for getting into the weeds on this. We can always review your unique situation to help avoid this trap.
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Taxpayer’s Comprehensive Guide to LLCs and S Corps 2025 Edition

This KB article is an excerpt from our 420+ page book (some picture pages, but no scatch and sniff) which is available in
paperback from Amazon, as an eBook for Kindle and as a PDF from ClickBank. We used to publish with iTunes and Nook, but
keeping up with two different formats was brutal. You can cruise through these KB articles online, click on the fancy buttons
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Wanna Talk About Your Small Business?

Please use the form below to tell us a little about yourself, and what you have going on with your small business or 1099
contractor gig. WCG CPAs & Advisors are small business CPAs, tax professionals and consultants, and we look forward to
talking to you![/vc_column_text][vc_raw_html css=””]JTVCd2NnLWNvbnRhY3QtdXMlNUQ=[/vc_raw_html][vc_empty_space
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