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Abstract:

A comprehensive guide to choosing a legal entity for business operations is provided. The question-and-answer
format highlights the pros and cons of each type of entity, from the traditional professional corporation through to the
new limited liability company. No one entity is perfect for every business venture: there are a number of different
factors that would favor the selection of one entity over another. Special attention is paid to the LLC and how it
measures up to the limited partnership and the C corporation. The tax benefits of pass-through entities in general as
compared to corporations are discussed; so are the effects of self-employment taxes and income taxes on S
corporations. The business entity’s purpose will have a large effect on the decision process. When all factors are
considered, however, it is believed that the LLC is the best all-around entity choice, especially if liability protection is
paramount.
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The author provides a comprehensive guide to choosing a legal entity for business operations. The
guestion-andanswer format highlights the pros and cons of each type of entity, from the traditional professional
corporation through to the new limited liability company.

No one entity is perfect for every business venture; there are a number of different factors that would favor the
selection of one entity over another. For example, the extent of legal liability may be crucial to some, and several
questions deal with the entities’ degree of protection. Special attention is paid to the LLC and how it measures up to
the limited partnership and the C corporation. The tax benefits of pass-through entities in general as compared to
corporations are discussed; so are the effects of selfemployment taxes and income taxes on S corporations.

The business entity’s purpose-such as providing retirement benefits, income splitting, or holding real estatewill have
a large effect on the decision process. When all factors are considered, however, the author believes the LLC is the
best all-around entity choice, especially if liability protection is paramount.

. & = [Enlarge 200%
venty Questions |SakNSENI

@lyhy is the unincorporated form preferred by some in entity selection?

' For m@rlﬁl)_k_l%i_r%ags proprietorships and partnerships there is adequate insurance available to cover tort liability
exposure. Included in this analysis would be the availability of additional insurance coverage (excess liability) for a
nominal premium.

In addition, the legal insulation of operating as a corporation is often offset by factors such as the following:

Under tort the theory, the agent is always liable for personal negligence. This is best illustrated by the -
one-shareholder professional corporation (PC), in which the professional (acting as both stockholder and employee)
cannot escape personal liability merely because of the existence of the corporation.” In a similar fashion, the sole
proprietor without any employees does not benefit from creating a separate corporate entity for a personal service
business (e.g., as a consultant or a realtor). In other words, there is no entity available that can shelter an individual
from personal torts.

With respect to contracts, the owner may be required to personally guarantee the transaction (e.g., a bank loan).

The IRS can always "pierce the corporate veil" of a corporation and personally hold liable any shareholder involved in
a decision-making capacity as a respons:ble party with respect to any unpaid "trust taxes" (such as employee income
tax and FICA withholdings).
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2.)Besides unlimited legal liability, are there other disadvantages to the sole proprietorship as a form of conducting
blsiness?

Two other inherent disadvantages of the sole proprletorshlp are

-

the lnablllty to spllt income among famtly members with respect to the business unearned income (for the benefit of

generate FICA and Ft TA savmgs if under age 18.

the unavailability of certain estate planning techniques such as valuation freezing (as a result of transfers of a portion

of the ownership) because of indivisibility of the ownership of a proprietorship.

{”9; What are the tax benefits-in-using "pass-through” entities?

Pass-through entities such as S corp<r rations and partnershlps prowde the followmg planmng opportunities:

Family income splitti f the business'earnings-for-income-tax purposes can be accomplished provided that the
entity’s income is derived mainly from the fruits of capital as opposed to labor (e.g. a personal service enterprise).

Exigle spittingol ino business Vanie AN AR LEeMIREE;

Distribution of the losses that many start-up businesses incur (though the deduction at the individual owner’s level is
subject to such restrictions as the passive activity rules).

@hat is a limited liability company LLC)?

An | C is another type of pass-through entity that is separate from its owners (known as members), which are
afforded corporate-like liability protection. The advantages of this ent|ty are numerous, and this form of organization

could d very likely | become the entlty of choice wﬁen l|'ab llty insulation is needed

( How many owners can an LLC have?

There isno I|m|t on the number of owners, with additional states following New York and Texas in permitting an LLC
to'have only one owner.

-

(/G/How have the IRS "check in the box" regulations affected LLCs?

Pursuant to Treasury Regulations section 301.7700-1, an LLC with two or more members can choose to be treated
as either a partnership or a corporation for Federal income tax purposes; partnership treatment will be automatic
(and the usual choice) in the absence of any election to the contrary using IRS Form 8892.

An LLC containing a single member may elect to he taxed as a corporation; more commonly, the single-member
LLC would want to have the entity’s tax results reported on Form 1040 (i.e., a single level of taxation on a Schedule
C if a business or Schedule E if rental realty).

-f What advantages does an LLC have over a I|m|ted partnershlp‘7

First, in an LIC there is_no restriction on the owners’ involvement in management. In contrast, a limited partner loses
Iréb‘" ility protection by undertaking an active role. i T e

Second, limited partners are precluded from claiming the $25,000 rental real estate loss allowance under IRC
section 469. A member of an 'ttt?ﬁWTiTTg‘reaﬂVWOUrd"ﬂUrbe‘aLTﬁorﬁaﬂcEIW prohibited from obtaining this benefit
provided that the active participation standard is met.

Third, there is no need in an LLC to have any owners with unllmlted Ilab|llty, such as is required of the general
partner in a limited partnership.

The limited partnership is still being utilized, most commonly in the family limited partnership (FLP) version, for
economic reasons such as asset protection (useful, for example, in the subsequent divorce of one of the partners).
This arrangement involves the elder generation of a family contributing the property (i.e., an operating business or
realty) to the FLP while designating the parents as general partner(s) and the children as limited partners. A transfer
tax benefit is also achieved because the sum of the FLP interests after the contribution may be less than the asset’s
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value outside of the FLP as a result of applicable discounts (such as those for marketability and minority interest).

Those considering the FLP should also review the benefits of the LLC’s companion version, the family limited liability
company (FLLC). An FLLC, like an FLP, is not a specific statutory entity; it merely uses the term "family" because of
who the member-owners are. However, when the objective is control of the entity by a minority owner, the FLP will
be preferred.

@hat are the benems of an LLC over a C corporation?

With the passage of time, the C corporation becomes less and less attractive from a tax perspective for the following

reasqr}sﬂ‘““‘

~ Unlike in a corporatlon there is no need for LLC members that transfer property to the entity to have at least 80%
#initial control in the LLC.

Double taxation in a C corporation exists not merely at the time of dividend distributions but, more significantly, upon
’ liquidation (if the corporation has accumulated or current earning: '’

Unique to the C corporation is the existence of such penalty taxes as the alternative minimum tax (when the $5
million gross receipts test is not met), the personal holding company tax, and the accumulated earnings penalty tax
(exposure to which can be reduced by documentation such as corporate minutes supporting the reasonable needs
of the business to accumulate earnings in excess of $250,000; $150,000 in the case of a personal service
coporation).

The mere distribution of appremated property (i.e., asset retitling) from the C corporation is an "as if" (constructive)
sale, resulting in taxafion fo the corpor. Lﬁh*ﬁwd*%r possible dividend to the shareholder. It should be noted that the
appremated property distribution can itself create current earnings and profits even in situations where accumulated
earnings and profits did not exist. This tax detriment is generally inapplicable in the case of the same property
distribution from an LLC.

The best illustration of the excessive tax cost due to double taxation (found only with the C corporation) is IRC
section 1374. It retains the imposition of subchapter C corporate taxation on the disposition of appreciated property
for a period of 10 years following the conversion of a C corporation to S status.

C}Vhat methods emst to mitigate t of potential double taxation distribution of appreciated property?

If the corporate form is chosen, the possibility of leasing property to the corporation should be considered (such as

the realty needed by the corporate business). The lease could be structured in the "triple net” format, providing for all
property expenses to be paid by the corporate lessee along with leasehold improvements, which are not taxable to
the real property owner (who receives rent not subject to Social Security taxes). Similarly, the lending of capltal is to
be encouragedeither initially (though the receipt of debt in exchange for appreciated property will result in gain
recognition) or subsequerl_ll-_—as long as the debt-equity parameters are followed.

( 10.When can a C corporation be recommended’?

// There is a need to reinvest pro its for reasons such as capital expansion. Limited income splitting can occur,
resulting in the C corporation obtaining the benefit of the 15% and 25% tax brackets on the first $75,000 of taxable
income.

‘In addition, there is the availability of excludlng 70% of the dividend income of publicly-traded stocks as a result of

v the dividends received deduction. This is beneficial for nonappremaf’ ing securities belng held for investment by the
corporatlon (e.q., preferred stock).

./ The full deductibility of the type of fringe benefits (principally health insurance including dental, optical, and longterm
_/ care or nursing home coverage) is not available to the owners of partnersh:ps S ‘corporations, and LLCs having
/ more than a two percent interest. - .

A/ corporation formed in a state without a corporate-income tax (e.g., Nevada) can be funded with money and assets
, in (;Qﬂigigﬂtlﬂﬂa secured manner) or lease to a corporation in a state where business operations are being
¥ conducted. . This can reduce the corporate income taxes in the latter state by shitting income in the form of
dedustions_such-as interest and lease payments, or perhaps royaltles and Ilcensmg fees to the corporatlon in the
state without taxation.— - e

AnfFQ /0/07 10-46 A



Document http://proquest.umi.com/pqdweb?INT=0&Sel...mt=4&Deli=1&Mtd=1&Idx=105&Sid=12&RQT

Nevada corporate resident agent headquartered in Carson City). Though the implications of any applicable unitary
tax must be considered, Federal law prohibits states from taxing interstate commerce when activity (such as from
the corporation formed in the tax-free state) is limited in the high tax state to such activities as the solicitation of
orders. This concept was expanded in 1992 by the LI.S. Supreme Court case Wisconsin Department of Revenue vs.
Wrigley, in which the Court ruled that "solicitation" includes ancillary activities such as recruiting, training, and
evaluating an in-state sales force.

This strategy can be utilized provided a bona fide corporate office presence exists in the-tax-free state-(e.g. a

1 hat favorable tax code provisions exist upon the sale of closely held corporate stock? /5y | // 2yy

The tax code provides two separate provisions on the disposition of qualified small business stock (QBS): a rollover
and a partial exclusion of the gain realized. To qualify as QBS, the following tests must be met:

The shares must be original issue stock from a C corporation whose certificates were issued after August 10, 1993.
The corporation must have gross assets of $50 million or less in businesses other than

those involving the fields of health, engineering, architecture, accounting, actuarial science, the performing arts,
consulting, athletics, or financial or brokerage services;

those where the principal asset is the reputation or skill of one or more employees;

any banking, insurance, financing, leasing, or investing business;

any farming business; or

any business operating a hotel, motel, restaurant, or similar business. The tax-free rollover provision applies to the
capital gain stemming from the sale of QBS to the extent that these proceeds are reinvested within 60 days of the

stock sale in other QBS.

The exclusion of one-half the gain from the sale or exchange of QBS applies to any QBS held for five years or more
prior to disposition.

It should be noted that unlike section 1244, in which ordinary loss treatment is available on the sale of either C or S
corporate stock (up to $ 100,00 annually for joint filers), the QBS provisions are not available for S corporations.

12 JFrom a ret|rement planning perspective, does a C corporatlon offer T any advantages over other entltles‘?

There is near panty between incorporated and unincorporated retirement plans in terms of deductlons and benefits.

However, The following two advantages exist with respect fo the pension plan of a C corporatlon

—

The taxpayer may borrow up to $50,000 from a corporate pension plan provided that the loan is secured and its
terms are similar to those required by a financial institution.

Generally, corporate pension plans subject to ERISA receive more court protectlon from credltors than
umncorporated plans. FITS ey L SR g - =

Q_,S/,Of the various types of entities, which is allowed to freely choose its year end?

Only the C corporation can-stil-provide limited income splitting through the use of salary and bonuses pald in the
calend’" ar year of the stockho!der/ employee(s) following the-corporation’sfirst-fiscal-year.—————

e e

4."From an income tax perspective, what are the benefits of an LLC over an S corporation?

When the LLC borrows money, the ow ers are treated as incurring a ortionate amount of debt to their individual
membership interest under the "outside basis” concept. This is true even though there ls__generally no personal

liability o The members of the LLC with any nonrecourse debt unless personall guaranteed by the individual LLC

mmmmm@‘d nonrecourse, the LLC operating agreement must comply with IRC
section 704(b), which requires that such ConcepﬁLquallfled lncome offset t, allocation of nonrecourse » deductions,

and minimum gain chargeback be addressed. s
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in contrast, the liability incurred by the S corporation does not create outside basis at the shareholder level (even }k
when‘Tﬁé‘ShaTéﬁ'TﬂérWM@ loan; recent case law has attempted to liberalize this position). Given'that most
operations initially incur start-up losses, there is the desire to structure the entity for the maximum loss passthrough

(i.e., the owners have enough outside basis to permit the deductibility of the allocated amount of the entity’s losses).

Similar to partnerships, favorable tax ﬂk?w[r_"_@e accomplished in the LLC’s operating agreement, provided
that théey have subs 'economic effect pursuant to IRC section 704. Thus, an LLC has flexibility in the allocation

ofincome and losses among members. In contrast, an S corporation can only have one class of stock, with profit
and loss being allocated based on a per share, per day basis.

The only occasion in which the S corporation is more flexible in allocating gain as compared to the LLC is as a result
of theTatter being subject to IRC section 704(c). Under this provision, @ member of an LLC who Contributes

appreciated or depreciated property to the enfity may have built-in gain/loss i implications upon the' LEC’S‘subsequent_
transfer of the property. Since no. comparable prcT\RTOTrms’ts#ernS%onoranons the bunlt“ in‘tax: consequences may
be s?n‘ﬁe*d'zrrﬁﬁﬁ@ the §§hmeholders

A section 754 election is available for the LLC (as can be accomplished with a partnership but not with as chapter S
corporation) 1o adjust the inside basis of assets held by the L upon the sale or exchange of an in est or upon the
death of a member.

There are no restrictions as to can be an LLC member, unlike the imr tations on the type and number of owners
applicable 1o S corporations—in-addition, an LLC can have various classes of equity interests, discriminating within
each class as 1o distributions (along with differences in voting rights).

In comparison, another corporation cannot be an owner of an S corporation, and only certain types of trus are
permitted as owners (qu subchapter E grantor type trusts un IRC sections 671-677, qualified chapter S trusts, and if
the stock is acquired by gift in bequest, an electing small business trust).

15/ What differences in application of the self-employment tax exist between an S corporation and an LLC? |

Since distributions from subchapter S corporations (i.e., dividends) are not subject to self-employment tax, wages
can be reduced a corresponding amount in certain justifiable circumstances, with resulting FICA'tax savings. The’
opfimal situation for this is when a portion M@mm a return-of the capital invested.
Consequmme_much more favorable to its stockholders than similar distributions
from a closely held C corporation. Z R

WhetheWMM%mw to-the.self-employment tax at the member level is dependent

updn‘W' e member would otherwise qualify as a limited partner in a ited partnership. The general rule an

indivi reated as a limited p ner 402W‘59ﬂ’mp107ment43 the

mdmdua]’s dlstrlbuT ive shar mcome) unless the mdwndual T e

has personal liability for the debts of or claims against the LLC C by rea reason of being a member;
pebdchckbioglonsinent) Mt e o0 AL b e e

has authority to contract on behalf of the LLC@

L —

participates in the entity’s trade or business for more than 500 hours dur taxable year.

C16‘.\\Nhen contributing property having a liability in excess of basis, how can the resulting tax problem be controlling

choice of entity?

Property with a liability in excess of basis contributed to a C corporation or S corporation always creates taxable gain
to the extent of the differential. However, wi this result is reduced and sometimes avoided since the
member divesting the liability is also considered 'to be retaining a portion of the debt within the LLC (as is the

partnership).

@re pofessional corporations PCs) still a viable option for those needing liability insulation?

Professional corporations (also kin as professional associations or PAs in some jurisdictions) are being utilized less
and’less. Their inifial'lure was the availability of more attractive retirement plans as comparemmcorpoﬁfer
counterpart. This benefit was substantially reduced in 1982 with the passage of the Tax Equity and Fiscal
Responsibility Act.
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amongrhe profesmonalsmjucuawaymatmalpzacime_b.me_mu not be deemed as r_nalprac:tlce by another. Given
the additional tax restrictions applicable to PCs (such as the elimination, for those being taxed under subchapter C,
of the graduated rate structure with its 35% bracket) the PC may eventually be called the dinosaur entity,

evolutionarily surpassed by the LLC (or its pro ional equivalent in many jurisdictions, the LLP).

@;.What advantages does an LLC have an S corporation for holding real estate?

Though both entities offer passthrough taxation (flow-through of tax attributes reported at the individual level), the

following advantages favor the LLC (or a partnership if liability insulation is not needed) when real estate holdings are
involved:

/" The LLC does not have the potential for limiting losses that the S corporation has (i.e., not allowing for attribution of
ligbilities at the entity level to count toward the shareholder's outside basis).———

The members of an LLC can retitle realty to and from the entity without adverse tax consequences (such as the
¥ potentialin an S corporation for taxation on the appreciation and accumulated depreciation).

The flexibility of IRC section 704 special allocations and IRC section 754 basis elections are available to LLC
members but not to S corporation stockholders.

It may be noted that there are two advantages to the holding of realty in any type of pass-through entity:

Realty previously owned in severalty (or as tenants in common or joint tenancy) transforms into intangible personal
property when exchanged for an interest in an entity. This treatment can avoid an ancillary probate proceeding with
respect to out-ofstate realty upon death. In addition, it should be determined whether the state of the location will
subject a nonresident to income or estate taxation if the real property is held for nonbusiness purposes and is in an
entity with the intangible ownership interest being held by the nonresident.

/ There is the benefit of legal protection (of the underlying realty held by the entity) from one of the personal creditors
/  (including the IRS) of an individual owning an interest in a multiowner entity. The creditor cannot seize the underlying
realty (titled in the name of the entity) to satisfy the judgment but must apply to the court for a "charging order"
against the judgment debtor's ownership interest. This order limits the creditor to the distributions to which the debtor
would have been entitled.

The use of an entity for the holding of investment or business realty is not advised if an IRC section 1031 exchange
is contemplated in the near future when one owner wishes to "cash out" and another wants to reinvest in realty. The
reason is that the membership interest in a realty LLC (like a real estate partnership) is considered intangible
personal property and, if exchanged for a fee interest in real property, is not considered like kind under IRC section
1031. One solution to this dilemma is to establish an IRC section 761 co-tenancy arrangement with individual tenants
or, if liability is a concern, with separate one-person LLCs as members. Alternatively, a partnership holding
investment realty can elect out of subchapter K in order to report under IRC section 761.
/\
19. W at nontax hazards of the C corporationor S corporation are not found in the LLC?

formahzed for the record. This can occur especially with solely or closely held corporations. This probler does not
exist with the LLC, which can be quife flexible in terms ofbotﬁentltyformatmes (particularly for the one-member
LLC) and management operation (offering in a multimember LLC different classifications of membership with
accompanying variety of voting rights).

Additionally, a membership interest in an LLC is not necessarily treated as a security (i.e., an investment contract
under the SEC), which label could apply to the limited partner‘ﬁrpﬂmem‘srm’am‘téﬁhares when issued, We 1
nonfamlly members S e

—

- 20,)In summary, what three rebuttable presumptions exist in e_ggt_g_fmggtion?

/ First, the unlncorporated form is the preferred format

Second, in the event adequate (and reasonably priced) insurance for tort liability protection cannot be obtained,
presume the S corporation, pamcularly when nthe potential for_ FMS exlst as dlscussea Question 15. The
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exception to this would be the rarer situation where the answers to Questions 10-13 indicate a C corporation would
be more beneficial = e e, St il

Third, in situations whera-the S corporation is under consideration, the LLC should be reviewed. This organization

has the most flexibility and the least. of associated "tax baggage” (as discussed in Questions 8 and 14).”
Consequently, the-initials LLC might one day-standfor the "Lawyer’s Likely Choice" when choosing a business form.
[Author note]

Peter A. Karl 1, JD, CPA, is with the law firm of Paravati, Karl, Green & DeBella in Utica, N. Y, and an associate
professor at the State University of New York-Institute of Technology (Utica-Rome).

Reproduced with permission of the copvyrieht owner. Further reproduction or distribution is prohibited without permission.





