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acquisition work; stock vs. asset sale analyses for acquisition and/or disposition scenarios; development of strategies
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for mergers, acquisitions and divestitures.
After graduating from Slippery Rock University with a B.S./B.A. in accounting and finance in 1989, Don spent four
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Introduction
The story is repeated daily in the Pittsburgh region and across the United States. Someone with a great idea has
decided that he or she would like to attempt to monetize the idea by entering into a formal business where the idea
can be used to, hopefully, turn a profit. Whether the idea at hand comes from another business currently operating
in the marketplace, a professor and/or research team at one of the local universities, or is the brainstorm of a “stayat-home” mom, the process of converting the idea to an operating business is fraught with challenges on all fronts.
Interestingly, to achieve success at most business endeavors, it is necessary to become a businessperson first, and a
product/service developer second.
Among the many challenges facing those starting businesses are equity and debt capital issues, operations issues,
market issues, information technology issues, regulatory issues, employee issues, income and franchise tax issues and
liability issues. Though daunting, these obstacles are not insurmountable, and with proper guidance from quality
legal, accounting and tax advisors, those great ideas can very often be turned into stories of success.
Planning and consultation with advisors is often required for meeting business needs on an ongoing basis. In
other words, the process extends over the entire lifecycle of the business and can play a critical role in maximizing the
return on investment for the founder(s). While the process extends over the entire lifecycle, a good start with effective legal, accounting and tax planning at the beginning of the business can easily set the stage for a greater chance of
success. Moreover, “front-end” decisions can have a significant effect on future business operations and transaction
implications.
There is, perhaps, no more important decision for the founder(s) of a business at the outset of a new endeavor than
to choose the proper legal and tax form under which the business will be conducted. This process in often described
by attorneys and accountants as the selection of a business entity. The business-entity decision will affect a number of
future operating and management decisions, including, by way of example, responsibility for tort liabilities; overall
business and record-keeping complexity; the ability to transfer capital interests in the entity in the future; the manner in which additional capital may be raised; protection of intellectual property and intangible assets; and finally,
employment taxes and income and franchise taxes.
The list of available entities is extensive and comprehensive. Over time, planners have developed a customized
approach to entity-structure design that now seem to be available for very specific applications. Historically, it was
most common to see businesses organized as corporations or general partnerships. Because of tax anomalies associated
with corporations, Congress saw fit in the late 1950s to add a twist to the regular corporation rules, and added the
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ability to use an S corporation. To facilitate equity-capital-intensive transactions and still protect capital providers
(investors), limited partnerships have risen to a level of prominence in entity-selection planning. Over the last two
decades, limited liability companies and limited liability partnerships have come into vogue as the most common
business entity choices.
It is also not uncommon to see two parties coming together to conduct a business in a “non-corporate” or “nonpartnership” form as a joint venture. Generally governed by contract, joint ventures tend to lack the formality of
creating a specific-activity business entity.
There are, in addition to these traditional forms of business entities, numerous trust arrangements that allow for
very specific planning goals and objectives. A real estate investment trust (REIT) is generally a company that owns
and, in most cases, operates income-producing real estate. A real estate mortgage investment conduit (REMIC) generally holds a bond investment that is backed by a pool of mortgages. A Homeowner’s Association provides for the
management of residential real estate and condominiums that meet certain organization and operational tests.
The number of variations on trust structures utilized in the estate and gift tax arena seems almost endless. From
simple “By Pass” or “Credit Shelter Trusts,” which are intended to optimize use of the Federal unified credit; to a
“Crummey Trust,” which is an irrevocable life insurance trust that gives the beneficiaries the right to withdraw a
gift for a pre-determined period of time in order to qualify it for the annual gift tax exclusions; to a wide variety of
charitable trust structures; to the “Intentionally Defective Grantor Trust,” which is specifically designed and drafted
to invoke the Grantor Trust Rules in the Internal Revenue Code, the use of trusts have taken center stage in planning
for the minimization of estate and gift taxes.
There is also the option of forgoing any separate legal business entity; thereby, operating as a sole proprietorship. While this route to business operations carries certain risks, it offers simplicity and ease of understanding and
record-keeping.
In essence, the primary drivers behind the initial choice of business entity include liability protection, issues related to taxation, both at the entity level and the owner level, and overall operational and record-keeping complexity.
Often an important ancillary consideration is the need to select an entity structure that will allow for an efficient and
easy means for raising additional capital.
It is also important to understand that entity selection assessment extends over the disciplines of law, accounting
and taxation. For example, use of corporations and partnerships require an intimate understanding of jurisdictional
guidance governing registration and operations in any specific jurisdiction, as well as judicial precedent and legal
Introduction • Page 2
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remedies for various business matters. Understanding whether the proposed state of organization is entity-friendly
in both its administrative functions, such as employment law, reporting and taxation, as well as in its Courts, is of
paramount importance in selecting the most appropriate state or jurisdiction. Over time, and as will be discussed
later, there have evolved certain jurisdictions that have proven more business-friendly and beneficial than others from
both the administrative and the judicial perspectives.
From an accounting perspective, it is important to emphasize at the beginning of this presentation, that certain
entity structures noted earlier carry with them increased reporting and record-keeping functions; thereby, adding
potential layers of complexity to the administrative function of the business. While administrative issues can be addressed with proper planning, needless to say, there are those new businesses that just do not have sufficient resources
to accommodate the added administration and record-keeping at the outset. It is also important to note that multipleowner businesses taxed as “pass-through” entities, such as partnerships and S corporations, require a substantial amount
of accounting related to the economic ownership interest held by each owner individually.
From a tax perspective, the issues that require consideration in entity selection include Federal income tax and the
mechanics by which that tax is applied. As will be discussed in Chapter I of these materials, a regular C corporation
may be subject to two layers of tax that can often be avoided with the selection of an alternative entity structure. In
addition, consideration of the difference in tax rates associated with taxation at the entity level (corporations) versus
the owner level (partnerships and LLCs), is an important factor in reviewing available entity choices. The ability to
use losses as carryforwards and carrybacks to reduce overall income taxes and “smooth” taxable income over time is
another factor to be considered. Compensation planning, taxation at the ultimate date of the business’s disposition and
state income and franchise tax implications are all relevant to making the proper entity choice. Consideration of the
tax implications associated with the wind-down and exit from the business is also necessary when selecting entities.
As with many aspects of business planning, there will likely be more than one available option that is deemed
worthy of consideration in the decision-making process for any specific fact pattern. In those instances, it will be
necessary to carefully evaluate the needs and wishes of the owner group, as well as the future expected operational
activities of the business, the expected lifecycle of the business and the expected exit strategy of the owners. From
there, the needs can be compared to the advantages and disadvantages of each of the available options, allowing for
the best option to be selected.
This presentation will be covered in eight separate units of study as set forth on your Table of Contents. Brief
descriptions of each chapter are included on the following page.
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•

Chapter I – Corporations – The discussion in this unit of study will address the general implications of regular
corporations established under state incorporation statutes and taxed under Subchapter C of the Internal
Revenue Code of 1986, as amended. Chapter I will also discuss the general implications of S corporations.

•

Chapter II – Partnerships – The discussion in this chapter is intended to address general consideration in
the entity evaluation process of general partnerships, limited partnerships, joint ventures and publicly-traded
partnerships.

•

Chapter III – Limited Liability Companies and Limited Liability Partnerships – This chapter will address
the salient considerations required to determine the propriety of using limited liability companies and limited
liability partnerships.

•

Chapter IV – Disregarded Business Entities – This unit of study will focus on the definition of disregarded
business entities and the advantages and disadvantages of choosing these structures in planning for business
entity selection.

•

Chapter V – Special-Purpose Entities – Attention will turn in this chapter to various entity structures used
less commonly than those addressed in earlier chapters, but with special-needs focus. There will not be a protracted discussion of the use of trusts in estate planning, as that topic could well require the entire session.
As such, it is beyond the scope of today’s program.

•

Chapter VI – Comparing LLCs to S Corporations – In this chapter, discussion will turn to a comparative
analysis of how these two alternative entity structures stack up against one another, and how the two alternatives fare in operational, as well as transactional, environments. Included in this unit of study will be discussion
of the various business structure offerings under each alternative.

•

Chapter VII – State Tax Considerations – State income and franchise tax planning plays an ever-increasing
role in entity selection, and is the focus of this section. As states scramble to identify additional sources of
revenue, clear lines of “tax-friendly” jurisdictions can be identified and capitalized upon, if advisors are careful
in their assessments.

•

Chapter VIII – Transaction Implications – This chapter will focus on some of the critical aspects of entity
selection that apply to the acquisition, sale and transfer of ownership interest in the entity. It will also provide
a brief description of the implications of selling assets versus stock in each of the alternative entity choices.

•

Conclusion – As always, the conclusion is intended only to summarize the day’s session.

Introduction • Page 4
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Today’s program will serve as a refresher for many of today’s participants, while a number of the attendees will
encounter some new information. As with all of our seminars, it is our hope that everyone will be benefit in some way
from attending, and that each of you will be able to return to your practices with a better understanding of those nuances
that should merit your attention and consideration in advising your clients on topics related to entity selection.
We do appreciate that you have taken time from your busy schedule to join us today and also thank you for your
continued attendance at the Grossman Yanak & Ford llp Continuing Legal Education series. The seminars have
proven to be a great success, and we hope that by your continued support, you have found the content to be informative and helpful.
Grossman Yanak & Ford llp continues to grow by referrals from our clients and friends. Should you encounter
an opportunity to provide a referral for audit and accounting services, individual or corporate tax, valuation, litigation
support or some other professional service, we will always do our very best to ensure that the needs of your referral
are not only met, but exceeded, and that your referral of our Firm reflects positively on you.
Thank you, and have a great summer!
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Chapter I – Corporations
While there are various types of corporations, the most common to the conduct of an operating business seems
to be the general business corporation. A corporation is an autonomous legal entity, existing separate and apart from
its shareholders, officers and directors and management. A corporation usually carries with it most of the economic
and legal powers that an individual might – meaning, for example, that it can own and lease property, use the Court
system to address legal matters and, ultimately, sell or transfer property.

Core Attributes
A corporation has traditionally been defined by reference to the attendant attributes associated with its legal existence. The four primary attributes that were traditionally considered in determining if an association constituted a
corporation under state laws and Federal tax law include continuity of existence, ease of transferability of ownership,
limited liability for investors and centralized management. These core attributes have become the general foundation
for determining whether a newly-formed entity is a corporation, but they have been largely dismissed as a result of
changes in Federal tax law that allow entities to be chosen by virtue of the “check-the-box” rules. Nevertheless, these
attributes are worthy of careful consideration in the process of entity selection.
1. Continuity of existence – Corporations generally have an indefinite life and, as such, possess a kind of legal
immortality. As a result of this attribute, the corporation should be able to exist as long as the shareholders
so desire. This continuity of existence provides that the corporation will continue forward in time, regardless of the continuing (or non-continuing) existence of its owners. Shareholder transfer of stock, death and
redemption serve to limit only that shareholder’s involvement in the corporation. They have no effect on the
corporation’s ongoing existence.
Note that the corporation continues indefinitely without further action by the shareholders. In other words,
once created, the entity will continue to exist until formal action is taken by the shareholders to cease the
corporation. The formal means to closing the corporation is usually through a corporate dissolution, voted
upon by the shareholder group.
2. Limited liability of the investors – The most important benefit of using a corporation might be argued to be
the limited liability protection afforded its owners under state incorporation statutes. Under these provisions,
shareholders are not liable for the debts of the corporation. The total shareholder investment at risk is limited
to that amount originally contributed to the capital of the corporation in exchange for his/her shares and/or
any amounts paid to others outside the corporation to purchase shares of stock.
Chapter I • Page 6
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Note, of course, that in smaller corporations, lending institutions might require shareholder “loan guarantees.” To the extent that the debts of a corporation are guaranteed by a shareholder, his/her exposure to loss
of investment extends to the level of the guarantee.
3. Transferability of ownership – The separate legal existence of the corporation and the extension of ownership
interests therein (capital stock) provide the basis for ease of transferability of those interests. The capital stock
shares in the corporation can be exchanged freely (absent any restrictive shareholder agreements) without
the approval of the other shareholders. Such sales and exchanges of capital stock shares occur without the
corporation itself, so there is no disturbance to the corporation’s ongoing operations and existence.
4. Centralized management – Usually, by state law mandates, daily management of all operations of a corporation
rest with the officers of the corporation who are appointed by the Board of Directors. Ultimate responsibility
for management of the corporation rests with the Board of Directors, who are elected by the shareholders.
While it is possible for a shareholder to hold the positions of member of the Board of Directors, as well as an
officer in the corporation, his/her liability risk associated with his/her capital investment is still limited to the
amount of contributed capital used for the purchase of shares from other shareholders. In other words, he/
she is still able to maintain limited liability even though he/she may be involved in day-to-day operations.
It is important to note that a shareholder who is active in management as an officer and/or director retains a
fiduciary responsibility to act in good faith and in the best interest of the corporation and to use reasonable
care when performing his/her duties. Failure to meet this fiduciary obligation can, and will, extend certain
liability risk to that shareholder.

Taxation
The tax issues related to corporations are the primary disadvantage of this entity structure. For Federal income
tax purposes, the provisions of the Internal Revenue Code of 1986, as amended (hereinafter, “IRC” or “the Code”),
which govern the taxation of corporations, are contained in Subchapter C, titled, Corporate Distributions and Adjustments. Under these provisions, the corporation, itself, represents a taxable entity. As such, it must file an income tax
return reporting its taxable income for each year and pay tax on that income.
Currently, the highest United States corporation tax rate is 35%. In addition, the average state income tax burden
on corporations adds another 4.2%. As of April 1, 2012, when Japan lowered its corporate tax rate to 38.2%, the
United States attained the dubious distinction of having the highest corporate tax rates in the world.
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The necessity of paying tax at the corporation level adds a great deal of complexity to this form of entity. The Code
is full of exemptions, deductions and exclusions – a great many of which must be considered in the determination of
corporation taxable income. Moreover, as a taxpayer, itself, it is incumbent upon a corporation to pay in its own estimated
tax payments on a quarterly basis, often requiring quarterly calculations of estimated corporation taxable income.
It is also noteworthy that a corporation “doing business” in more than a single state and possessing sufficient “nexus”
in that jurisdiction will have to apportion its income and undertake filing requirements in each of those states. A more
detailed discussion of the state tax implications of entity selection are set forth in Chapter VII of these materials.
The most detrimental aspect of corporation taxation is the possible imposition of a “second” layer or tier of tax.
This anomaly is often referred to in tax periodicals and other publications as “double taxation.” In effect, double taxation is the mechanical nature by which the Code taxes corporate earnings first at the corporation, or entity level and,
again, a second time, when the net “after-tax” earnings are distributed to the shareholders as dividends.
By way of illustration, assume that a corporation is able to earn $1,000,000 before any income tax is assessed.
On this income, the corporation will pay 39.2%, or $392,000 in Federal and state income tax. After payment of this
tax, there are earnings remaining of $608,000. Assuming that the combined Federal and state rates on dividends at
the shareholder level are 17%, the tax that must be paid when the remaining $608,000 is distributed as a dividend, is
$103,360. Thus, the total tax on the corporate earnings, after taxation at both the entity and the shareholder levels,
is $495,360, or nearly 50% of the corporation’s earnings.
The scenario darkens even more when one considers the potential lapse of the so-called “Bush tax cuts” at the end
of calendar 2012. In such a case, the combined Federal and state rates on dividends will revert to 2001 rates, when
they were approximately 42%. In this instance, the actual tax that would require payment on the distribution of the
corporation’s after tax earnings of $608,000 would be $255,360. In this case, the total tax would be $647,360, nearly
65% of the corporation’s pre-tax earnings.
This double taxation issue has been present in the corporate tax regime in the United States dating back to the
imposition of the Sixteenth Amendment to the U.S. Constitution. However, the repeal in the Tax Reform Act of 1986
of the General Utilities doctrine (General Utilities Co. v. Helvering, 296 U.S. 200 1935) eliminated any tax planning
opportunities for the distribution of appreciated property to shareholders without recognition of gain (excepting the
limited circumstance of a tax free “spin-off ” of a controlled subsidiary under IRC section 355, Distribution of Stock
and Securities of a Controlled Corporation.)
Effectively, the repeal of the General Utilities doctrine locked the double taxation problem noted above into law.
That problem, alone, is often cause for not selecting corporations for new business formations.
Chapter I • Page 8
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Distributions/Investment Returns
The only mechanisms whereby a shareholder can get funds out of a corporation is via salary and other earned
compensation for services rendered to the corporation; through a debt strategy where the shareholder “borrows” funds
from the corporation; and, finally, through a distribution of corporate earnings, usually characterized as a dividend.
Note that in planning for corporation distributions/investment returns, compensation is generally deductible,
but loans provided to the shareholder and dividends paid to the shareholder are not. At the shareholder level, compensation is taxable as earned income and subject to ordinary income tax rates, while loan amounts received are not
income of any kind, and dividends are taxed at dividend rates (currently 15% on “qualified” dividends).
With respect to the compensation, shareholder services must necessarily constitute ordinary and necessary costs to
the corporation, and the amounts paid as compensation must be reasonable. This is required to qualify at the corporation
level for the compensation deduction. If the amounts are found to be excessive, the IRS retains the right to re-characterize
the compensation payments as dividends (i.e., taxable to the recipient but non-deductible by the corporation).

Formation/Maintenance
At formation, proper administration of the organization process can be somewhat costly. Though the rules can
vary by jurisdiction, the process generally includes the following steps:
•

Choose an available business name in compliance with state rules

•

Appoint the initial directors

•

Prepare the Articles of Incorporation

•

File the formal paperwork

•

Create the “Bylaws” of the corporation

•

Hold the initial meeting of the Board of Directors

•

Issue stock certificates in exchange for capital contributions

•

Obtain any necessary licenses/permits to operate the business

It is also more expensive, generally, to maintain a corporation. Different income and franchise tax filing requirements can be complex and vary widely from one jurisdiction to the next. Other corporate registrations and required
state filings also add to the cumbersome nature of maintaining a corporation.
© Grossman Yanak & Ford llp
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The popularity of corporations has waned significantly subsequent to the Tax Reform Act of 1986. In addition to
the repeal of the General Utilities doctrine set forth above and the resultant double taxation issue, the rate differential
between individual tax rates and corporate tax rates led to a massive exodus from “regular” corporations to those
taxed as S corporations and other pass-through entities. After the Tax Reform Act of 1986, the highest individual tax
rate was 28%. The highest corporate rate was 35%. Thus, for the first time since prior to World War II, the corporate
rates in the United States were higher than the individual rates. Because of the rate differential, many companies
reorganized from corporations to S corporations and other pass-through entities.

S Corporations
In 1958 Congress saw fit to pass a Treasury proposal, supported by President Eisenhower, that allowed a new
entity to be created under Subchapter S of the Internal Revenue Code. In contrast to corporations subject to two
layers of tax, as described above, the new S corporations were subject to a single layer of tax with limited liability. In
exchange for the favorable tax treatment afforded by the new law, those entrepreneurs electing S corporation status
agreed to the following limitations:
•

The company was required to be a domestic enterprise,

•

The company was required to have limited number of shareholders,

•

The company was limited as to who would qualify as an S corporation shareholder, and

•

The company could have just one class of stock.

Interestingly, with certain modifications, the same requirements for S corporations exist today and are codified
in IRC section 1361(b).
An S corporation is taxed as a pass-through entity. In other words, there is no tax to be paid at the corporation
level on the corporation’s earnings. The income, deductions, gains, losses and credits attributable to the corporation’s
activities in any tax year are passed directly through to the shareholders in proportion to their stock ownership in the
corporation. The mechanism by which the pass-through is accomplished is the Schedule K on the S corporation’s
Federal tax return, Form 1120S, (U.S. Income Tax Return for an S Corporation).
It must be understood that the S corporation is not required to distribute cash or property by virtue of Federal or
state tax law. Thus, the decision to distribute cash or property is an internal decision, usually at the discretion of controlling shareholders or directors. The failure to distribute cash, especially in sufficient quantities to meet shareholder-level
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income tax obligations on the pass-through of corporate-level items of income, deduction, loss, gain and credit could
pose significant problems for all shareholders, but most especially, non-controlling shareholders. Oftentimes, acquisition of a capital equity interest in an S corporation is accompanied by a provision in the shareholders’ agreement that,
at a minimum, cash will be distributed quarterly in sufficient amounts to meet shareholders’ estimated tax payment
obligations. Such a provision ensures that shareholders are able to meet these obligations.
It should be noted that an S corporation is not a state-authorized entity. It is simply a tax mechanism building
off of the general corporation structure enabled under the applicable state incorporation statutes. To qualify as an S
corporation, it is first necessary that the entity be set up and organized as a corporation, as discussed earlier in these
materials. Once the corporation is in existence, an election is filed with the Federal government by which the corporation elects to be taxed as an S corporation. This election is required under IRC section 1362(a) and is completed
on Form 2553 (Election by a Small Business Corporation).
Note that there is an alternative entity election form, Form 8832 (Entity Classification Election). A properlycompleted and submitted Form 2553 will be sufficient to attain S corporation status as of the requested effective date,
so long as certain tests set forth below are met. Form 8832 will not be required under these circumstances.
The tests required to qualify for S corporations status using Form 2553 are as follows:
•

The company must be a domestic (U.S.) corporation or a domestic entity eligible to elect to be treated as a
corporation that files a timely Form 2553

•

The company can have no more than 100 shareholders

•

The company’s shareholders can only be individuals, estates, exempt organizations or certain trusts

•

The company can have no nonresident alien shareholders

•

The company can only have one class of stock outstanding

•

The company cannot be one of the following ineligible corporations:
– A bank or thrift institution that uses the reserve method of accounting for bad debts
– An insurance company subject to tax under Subchapter L
– A corporation that has elected to be treated as a possessions corporation under IRC section 936
– A domestic international sales corporation (DISC) or former DISC
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•

The company will adopt or change its tax year, as follows:
– A tax year ended December 31
– A natural tax year
– An ownership tax year
– A tax year elected under IRC section 444
– A 52-53 week tax year
– Any other year for which the corporation establishes business purpose

•

Each shareholder must consent to the election to be taxed as an S corporation

Shareholder Basis Issues
In conjunction with the pass-through mechanics of all S corporation items of income, deduction, gain, loss and
credits, it becomes necessary from an administrative standpoint, and as required under the tax law, to perform an
ongoing accounting for shareholder basis, as well as for the corporation’s accumulated adjustment account (AAA).
The first determines the taxability of any amounts distributed to the shareholder, and the latter allows for shareholder
basis to be used against proceeds received in any sale or disposition transaction.
In an S corporation setting, shareholder basis is also important to the ability of the shareholder to use net operating losses generated by the S corporation. Assuming that a shareholder has sufficient tax basis, and that he/she meets
certain “at risk” rules and “material participation” rules, the net operating losses generated by the S corporation can
be offset against other items of shareholder personal income including wages and salaries, gains and other unrelated
business income. In the early years of any business, losses from the start-up might be a normal occurrence. In these
cases, it is generally beneficial if the losses incurred can be utilized to offset other sources of income, thereby preserving shareholder cash flow.
The relevant tax basis in such scenarios is the shareholder’s actual capital stock basis, as well as the shareholder’s
basis in those amounts of funds “loaned” directly to the corporation. Borrowings by the S corporation do not work
to increase shareholder basis. The monies have to be directly loaned from the shareholder to the Company.
Shareholder basis in capital stock is governed by IRC section 1367. Generally, the basis of shareholder stock is
that amount of cash or the carrying value of property paid for the stock or contributed to capital in exchange for the
stock. This amount is increased for additional shareholder contributions to capital, as well as the shareholder’s share
Chapter I • Page 12

© Grossman Yanak & Ford llp

Attorney CLE Series – June 14, 2012

Business Entity Selection & Structuring Transactions
of all positive pass-through items, including business income and gains. Basis is decreased by negative pass-through
items, including business deductions in excess of income (operating losses) and losses coming from other elements
of the S corporation’s tax returns. Shareholder basis is also reduced for distributions.
A significant benefit to S corporation shareholders owning capital stock in an enterprise that does not distribute
100% of its income is the net basis increase afforded by that circumstance. Under the above-noted basis calculation
rules, amounts of income that are passed-through and included on the shareholder’s returns increase basis, while the
distributions reduce shareholder stock basis. To the extent that income exceeds the cash distributions, an S corporation shareholder realizes a “net” basis increase, which will serve to benefit him or her later.
This is an important benefit afforded shareholders of an S corporation, and no similar rule exists for C corporation shareholders.

Single Class of Stock
The qualification rules for S corporation status include the requirement that the electing corporation have only
a single class of stock. While this seems rather straightforward, the ongoing qualification can become a problem if
the Company fails to make all distributions proportionate to shareholder stock ownership. While dealing with this
issue is not usually a problem, certain payments to the shareholders in a capacity other than a shareholder (i.e., as an
employee or as a lessor) can be challenged by the Internal Revenue Service as requiring recharacterization as a stockrelated distribution.
An example of such an adjustment might be compensation adjustments to a shareholder who has been paid beyond
fair value compensation. The excess compensation might be recharacterized as a distribution. The recharacterization,
itself, could make the distributions disproportionate, thereby “creating” a second class of stock. Such a recharacterization is undesirable as it could enable the Internal Revenue service to “unwind” the existence of the S election.
Tax-savings example:
To understand the benefit of the significant tax savings available under a single layer of tax regime, the facts presented in the previous example can be used to illustrate the mechanics of the S corporation.
Assume, once again, that a corporation is able to earn $1,000,000 before any income tax is assessed. On this income, the corporation will pay no tax, thereby saving the 39.2%, or $392,000, in Federal and state income tax payable
by the regular C corporation. As a result of having no liability at the corporate level in the S corporation, there are
earnings remaining of $1,000,000.
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The $1,000,000 of S corporation earnings are passed through to the shareholders and reflected on their personal
income tax returns. At that level, the income is taxed at approximately 37% (the highest personal Federal and Pennsylvania tax rates). Thus, the tax due at the shareholder level on the pass-through of the corporate income is $370,000.
This amount represents all of the tax due on the $1,000,000 of income in an S corporation setting. Importantly, no
further tax will be due when the net income of $630,000 ($1,000,000 less $370,000) is distributed. The savings in the
S corporation scenario versus the C corporation scenario under current law is $125,360 ($495,360 less $370,000).
For companies that have always been S corporations, the lapse of the Bush tax cuts will increase the tax burden
to a Pennsylvania shareholder to approximately 41%. However, the increase in ordinary dividend rates applicable to
Regular C corporation shareholders will not apply. Thus, the single level of taxation regime will still result in a rate
differential of 24%.
The Joint Committee on Taxation ( JCT) presented a paper titled, “Selected Issues Relating to Choice of Business
Entity” before the House Ways and Means Committee on March 7, 2012. The document presents data, current Federal
tax law and history, and provides analysis of selected issues relating to taxpayers’ choices of business entities.
The JCT document notes, on page 1, that “in 2009, there were approximately 1.7 million C corporations.” The
paper further notes that, “the number of pass-through entities surpassed the number of C corporations in 1987 and
has nearly tripled since then, led by growth in small S corporations (those with less than $100,000 in assets) and
limited liability companies.”
Based on the number of tax returns filed, the study cites that almost 2.6 million C corporation returns were filed
in 1986. By 2009, that number dropped to 1.73 million. In contrast, S corporations and partnerships accounted for
2.53 million filings in 1986 and grew to 7.26 million in 2009.
Another interesting fact included in the study notes that in 2009 over 97% of the C corporations had assets in
excess of $100 million, while 88% had receipts in excess of $50 million. (Table 3 – Distribution of C Corporations)
It has been the authors’ experience for some time that only the largest businesses are able to successfully structure
their businesses as C corporations. The primary impetus for this phenomenon is that these companies require, first
and foremost, easy and effective access to the capital markets. The ease of transferability of the company’s capital
stock is exceedingly important, as well as the access to various sources of capital that might not otherwise qualify for
S corporation shareholder status. Lastly, it would seem that the sheer number of equity owners would make compliance with Federal tax rules extremely cumbersome under any other entity structure available.
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Chapter II – Partnerships
A partnership is an association of at least two parties who agree to contribute money, labor and/or skills to an
enterprise, with the intent to make a profit. There are generally no limitations on who can become a partner in a
partnership, as is the case with an S corporation, nor is there any limitation on how many partners can participate
in a partnership. Properly structured, partnerships can serve as excellent vehicles in which to operate a business.
The primary reasons for the continuing popularity of the partnership entity structure include the pass-through tax
regime, which is similar to that available in S corporation taxation, and the less-rigid qualification and operating
requirements offered under Subchapter K of the Internal Revenue Code, titled Partners and Partnerships, governing
the tax treatment of partnerships.
The most common partnerships available for consideration in choosing an entity structure are general partnerships
and limited partnerships. Both have been part of the business environment for many decades. More recent to the planning for entity selection are limited liability companies and limited liability limited partnerships. These entity forms
are creations of state law, but generally result in more-favorable Federal and state tax treatment under the partnership
taxation rules. These entities are discussed in Chapter III of these materials.

General Partnership
A general partnership is an association of at least two or more parties who agree to contribute money, labor and/or
skills to an enterprise with the intent to make a profit. In a general partnership, all partners agree to be general partners,
and by doing so, each partner agrees to be jointly and severally liable for debts and liabilities of the partnership.
The most pressing issue in considering a general partnership is partner liability. The result of this joint and several
liability is that the partner’s individual personal assets may be exposed to the claims of creditors of the business. In
a regular C corporation or an S corporation, the shareholder’s liability is limited to only those amounts that he/she
has contributed to the capital of that enterprise.
Another attribute of a general partnership that can affect partner economic risk is the ability of any single partner
to contractually bind the partnership and by doing so, all other partners. While this may not be a major concern in
limited situations, since general partners owe a fiduciary responsibility to each other in the course of their conduct as
a partner, failure to meet this fiduciary responsibility will not relieve the remaining general partners from joint and
several liability associated with that partner’s actions.
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The inability to escape the general liability requirements of the general partnership entity structure make this a
relatively obscure choice for most business ventures. Rarely are the facts available and sufficient to ensure that partners
in a general partnership will not have their personal assets exposed to those debts, obligations and liabilities arising
out of the operating business. With alternative formats and entity structures available that provide such assurance, it
is not necessary that partners joining in an economic endeavor undertake this risk of unlimited liability. Primarily
for this reason, general partnerships are rarely selected as the entity of choice in business ventures involving operating
businesses of any type, including real estate holding companies.
A general partnership can be organized on an informal basis, but it is best that a partnership agreement be created
to address the many complexities that are likely to arise in the allocation of income, gain, loss, deduction and credits
generated at the partnership level, which will require inclusion on a partner’s individual returns. Moreover, many of the
complexities result from provisions within the Internal Revenue Code, and a formal partnership agreement will allow
for clarification among the partners, as well as compliance with the rules of taxation for partnerships and partners.
It is noteworthy that informal endeavors to conduct a trade or business among two or more parties have been
found in the various state courts to constitute general partnerships, thereby exposing the parties to the joint and several
liability. Most often, this recharacterization has been applied to joint ventures.
A general partnership does, in fact, have a legal existence as an entity, separate and apart from its partners or
equity owners. This is an important distinction, in that certain legal and tax matters are directed at the partnership,
while other provisions are directed to the partners, themselves.
Lastly, in a general partnership entity structure, all partners are permitted to participate in the daily management
of the business enterprise. Again, while the managing partners have a fiduciary responsibility to each other, torts and
economic losses, in addition to subsequent liabilities arising out of poor management decisions, will be the responsibility of all partners in a general partnership structure.

Limited Partnership
Like a general partnership, a limited partnership is an association of two or more parties that agree to contribute money, labor and/or skills to an enterprise, with the intent to make a profit. The primary distinction between
a general partnership and a limited partnership is the liability protection afforded limited partners. This “class” of
partner differs from the general partner class and, assuming all organization and operational requirements are met,
limited partners are liable as partners only to the extent that they have contributed capital to the enterprise. Thus,
their personal assets are not exposed to the obligations of the partnership, as is the case with general partnerships.
Chapter II • Page 16

© Grossman Yanak & Ford llp

Attorney CLE Series – June 14, 2012

Business Entity Selection & Structuring Transactions
The organization rules to create a limited partnership are driven by state organization statutes. In Pennsylvania,
the law relating to limited partnerships is set out in the Pennsylvania Uniform Limited Partnership Act, (15 Pa. Cons.
Stat.). The creation of a Pennsylvania limited partnership begins with a formal filing of a Certificate of Limited
Partnership (Department of State and Corporation Bureau 15 Pa.C.S. Form-8511).
An important consideration for the creation of a limited partnership is that at least one of the partners has to
maintain a general partner status. The result of this requirement is that the partner who is a general partner will remain
exposed to all debts and liabilities of the partnership, even though it is organized as a limited partnership. Most often,
the general partner is formed as a separate limited liability entity, such as an S corporation or LLC.
Limited partners must not engage in the management of the limited partnership if they wish to maintain the
limited liability protection afforded by the law. Failure to abstain from management duties can lead to recharacterization as a general partner under certain state statutes.
Though relatively popular, very often, limited partnerships are formed to accomplish certain specific goals and
objectives. Limited partnerships are often formed with the goal of raising substantial amounts of capital from investors
who will, ultimately, remain passive throughout the life of the partnership. Such investment-type limited partnerships
are common means to undertaking oil and gas exploration and production, as well as real estate income producing and
holding company activities.
Limited partnerships are also a common device utilized in the course of developing Federal and state estate planning strategies. Family limited partnerships (FLPs) are often used to hold family assets for asset management purposes,
while allowing for separation from the senior generation’s taxable estate.
The use of limited partnerships as a means to raise investment capital diminished remarkably in the 1980s, due to
the passage of the original-issue discount rules in the 1984 Deficit Reduction Act and, even more so, by the passage of
the passive-activity rules in the Tax Reform Act of 1986. Post 1986, the ability to pass through losses from the activities carried on within these limited partnerships was severely limited. As a result, there has been much less usage of
these entities as a conduit to raise capital for investment than in the previous era.

Joint Venture
A joint venture is economically-comparable to a partnership. Most often, joint venture are utilized to accomplish a very-specific business purpose and have a limited timeframe for accomplishing that purpose. For example, the
authors have observed joint venture arrangements, whereby two or more parties join together to develop a piece of
commercial real estate or conduct a specific exploration and production project in the natural gas industry. We have
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also observed an exploration and production company joining with a transportation company to develop and build
a natural gas transportation line. These examples illustrate the conceptual nature of a joint venture arrangement.
Joint ventures are, essentially, business agreements in which the parties agree to undertake certain responsibilities
to accomplish a specific business objective for a finite time period. While there are no separate federal tax rules for
joint ventures, they are generally treated as partnerships for accounting and tax purposes. Thus, all items of income,
gain, loss, deduction or credit are shared among the co-venturers in accordance with the parties’ understanding.
While allocations are not governed by Subchapter K, other rules within the Internal Revenue Code mandate that
all income be “presented fairly” to the government so the Service will retain the right and broad powers under Code
section 482, Allocation of Income and Deductions among Taxpayers, to reallocate abusive joint venture allocations that
do not properly reflect the economic gains and income of the joint venturers.
While joint venture arrangements can be less-formal than organizing a partnership, it is critical that a Joint Venture Agreement be drafted and executed to ensure that all parties to the arrangement are fully-knowledgeable of the
requirements associated with each joint venture participant in accomplishing the objectives of the joint venture.

Partnership Taxation
Partnership taxation can be said to be somewhat similar to that of S corporations discussed in Chapter I of these
materials. The general tax regime for partnerships is that of a pass-through entity. As such, the partnership, itself, is
not a tax-paying entity. All items of income, gain, loss, deduction and credits, are passed through the partnership to
the partners, in proportion to their interest in those items, and reported on their individual income tax returns.
As noted earlier, the partnership taxation rules under Subchapter K of the Internal Revenue Code do not limit
who can be a partner in a partnership. Thus, it is possible for corporations (both regular and S corporations), as well
as other partnerships, to become partners in a partnership, in addition to individuals. In those circumstances, obviously, the income passed through from the partnership will be reported on the partners’ respective returns.
With respect to taxation on the passed-through items, and not unlike S corporations, the entity generally provides,
through cash distributions, sufficient funds, by which the partners can pay the estimated tax burden associated with
the passed-through items.

Partner Basis Issues
In conjunction with the pass-through mechanics of all partnership items of income, gain, loss, deduction and
credits, it becomes necessary from an administrative standpoint, and as required under the tax law, to perform an onChapter II • Page 18
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going accounting for partner basis and for partner capital accounts. The former (pass-through mechanics) determines
the taxability of any amounts allocated to the partner. The latter determines the partner basis so that it can be applied
against proceeds received in any sale or disposition transaction.
In a partnership setting, partner basis is also important to the ability of the partner to use net operating losses
generated by the partnership. Assuming that a partner has sufficient tax basis, and that he/she meets certain “at risk”
rules and “material participation” rules, the net operating losses generated by the partnership can be offset against other
items of partner personal income, including wages and salaries, gains and other unrelated business income. In the early
years of any business, losses from the start-up might be a normal occurrence. In these cases, it is generally beneficial if
the losses incurred can be utilized to offset other sources of income, thereby preserving partner cash flow.
The relevant tax basis in such scenarios is the partner’s actual partnership capital account basis, as well as the
partner’s basis in all partnership liabilities that are recourse. Borrowings by the partnership work to increase partner
basis. Unlike the S corporation debt basis rules discussed earlier, the monies do not have to be directly loaned from
the partner to the Company.
Partner basis in partner ownership interest is governed by IRC section 723. Generally, the basis of the partner’s
partnership interest is that amount of cash or the carrying value of property paid for the interest or contributed to
capital in exchange for the capital interest. This amount is increased for additional partner contributions to capital, as
well as the partner’s share of all positive pass-through items, including business income and gains. Basis is decreased by
negative pass-through items, including business deductions in excess of income (operating losses) and losses coming
from other elements of the partnership’s tax returns. Partner basis is also reduced for distributions.
Special rules within the Internal Revenue Code treat partnership-level borrowings as a deemed contribution of cash
by the partners in proportion to their capital ownership and repayments of those borrowings as distributions of cash to
the partners in proportion to the partner’s capital ownership. Thus, partner basis requires periodic adjustment of these
amounts, as well.
The same, significant benefit that S corporation shareholders owning capital stock enjoy when an enterprise does
not distribute 100% of its income equally applies to partners in a partnership. A net basis increase is afforded by that
circumstance.
Pursuant to the above-noted basis calculation rules, amounts of income that are passed through and included
on the partner’s returns increase partners’ basis, while the distributions reduce partners’ ownership interest basis.
To the extent that income exceeds the cash distributions, a partnership interest owner realizes a “net” basis increase
that will serve to benefit him or her later. This is an important benefit afforded shareholders of S corporations and
partnerships, and no similar rule exists for C corporation shareholders.
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Partner Distributive Share of Income, Gain, Loss, Deduction or Credit
A partner’s distributive share of income, gain, loss, deduction or credit is generally determined by the partnership agreement. However, the tax allocation is required to meet at least one of two different standards. The first is
“substantial economic effect.” The second is that the allocation must be made in accordance with the partner’s interest
in the partnership.
Note that certain complexities in partnership taxation add to the difficulty in determining the propriety of the
partnership’s partner allocations. It is critical to understand that there are two sets of allocations. The first is economic
(i.e., the “book”) and the second is the tax allocations. While they are related concepts, it is not necessary that they
be identical and, often, they are not. The economic allocations are controlled generally by the terms that the partners
negotiated, again, usually found in the partnership agreement. While the tax allocations may be made independently
of the economic allocations, it is still necessary that the tax allocations meet one of the two tests set forth above.
There is no requirement for a single class of ownership interest set forth in Subchapter K of the Internal Revenue
Code, governing partnership taxation, as there is in an S corporation structure. Further, tax allocations can differ from
economic allocations, giving rise to an ability to make disproportionate allocations in a partnership tax structure.
Such disproportionate allocations allow for special allocations of items of income, gain, loss, deduction or credit.
For example, a partner who has a 10% interest in a partnership may be allocated 100% of certain items of income, gain, loss, deduction or credit. Such mechanisms are common to accommodate capital raises and preferential
attributes of ownership.
If the partnership agreement is silent on partner allocations, and the tax allocations are found not to have “substantial economic effect,” Code section 704(b) prescribes that the partner’s share of items is determined in accordance
with the partner’s interest in the partnership. Substantial economic effect is a complex subject encompassing a twopart analysis. The first part of the test is to determine if the allocations have economic effect. The second test, then, is
to determine if the economic effect was substantial. These two items require separate assessments and analysis.
A detailed discussion relating to special allocations is beyond the scope of today’s program.

Dispositions of Partner Interest
There are certain key provisions within the Internal Revenue Code that merit consideration at the front of the
business’s lifecycle when selecting an entity structure. One of the most important is the basis adjustment rule allowed
to an incoming partner after a sale or exchange of a partnership interest, or upon the death of a partner.
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Section 754 of the Code provides that a partnership can elect to adjust the basis of partnership property (inside
basis) in the event of a partnership interest sale or exchange or upon the death of a partner. When the “Section 754”
election is made, the partnership increases its basis in the partnership’s assets by the excess of the transferee’s (the
buyer’s) “outside” basis over his or her share of the partnership’s adjusted basis in its property.
The basis adjustment is specific to the transferee partner only and does not increase the basis of partnership
property with respect to any other partner. The effect of the election is to eventually allow, via depreciation and/or
amortization, the transferee’s inside and outside bases to become equal.

Self-Employment Taxes
In the realm of partnerships, and particularly general partnerships, self-employment taxes are a prime consideration.
All income of a general partnership, whether distributed or not, and whether “earned” through the rendition of personal
services or “earned” through the investment of capital in the partnership, is subject to the self-employment tax.
This tax, which is the self-employed individual’s Social Security and Medicare tax, is computed at 15.3% of the
general partner’s total income. Note, however, that one-half of this tax is deductible in computing individual adjusted
gross income.

Complexity
The most difficult aspect of using the partnership form of business entity can often be the complexity in both state
organization matters and, even more so, in the Internal Revenue Code. The provisions of Subchapter K – Partners and
Partnerships, as well as the Treasury regulations supporting the Code, are exceedingly complicated and lead unwary
practitioners and business owners to resulting situations neither contemplated nor desired.

© Grossman Yanak & Ford llp

Chapter II • Page 21

Attorney CLE Series – June 14, 2012

Business Entity Selection & Structuring Transactions
Chapter III – Limited Liability Companies (LLCs)
		
and Limited Liability Partnerships (LLPs)
Limited liability companies and limited liability partnerships are fairly new entity structure options when compared
to the entities already discussed. While a long statutory history does not necessarily exist, these entities have been around
for several decades. It has only been over the last decade and a half or so, however, that LLCs and LLPs have become
the most widely-used entities for newly-formed businesses. There are several reasons for the increase in popularity of
these structures, including the limited liability protection that they provide to their owners, the increased flexibility
with respect to business decisions and, of course, the increased flexibility with respect to tax-related matters.

Limited Liability Companies (LLCs)
A limited liability company (LLC) is a business entity created under state law. Every state (and the District of
Columbia) has specific LLC statutes that govern the formation and operation of these entities. An LLC has certain
characteristics of both a corporation and a partnership, which has led to its increased popularity. Similar to a corporation, the owners of the LLC (called members) are usually not personally liable for the liabilities and other debts of the
LLC. Like a partnership or sole proprietorship, an LLC has extensive flexibility in the way it operates and does not need
to follow burdensome corporate formalities, such as holding shareholder meetings with its owners and directors.
The owners of an LLC have the flexibility to determine how the entity will be taxed. The LLC can choose to be
taxed as one of several different entities, including a partnership, an S corporation, a C corporation, or if there is only
one owner (referred to as a single-member LLC), it can choose to be disregarded as an entity for Federal tax purposes.
If an LLC elects to be taxed as a partnership or an S corporation, or if a single-member LLC elects to be disregarded
as an entity, the profits and losses of the LLC are reported on the member’s individual Federal income tax return.
Most LLCs with multiple members choose to be taxed as a partnership, and most single-member LLCs elect to be
disregarded as an entity for Federal tax purposes. These options generally provide the owners with the best income
tax results, while at the same time, provide the owners with the much-desired liability protection.
Limited liability of the investors
The main advantage of structuring your entity as an LLC is that your members are generally not personally liable for the debts of the business. Members of LLCs have protection from personal liability for business obligations
similar to that of shareholders in a corporation or limited partners in a limited partnership. An LLC is different from
a partnership, in that a partnership requires that there must be at least one general partner who is personally liable
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for the debts of the business. In an LLC, even those LLCs that are taxed as partnerships, no member is personally
liable for the debts of the LLC. This advantage has led many new business owners, who desire pass-through taxation,
to elect LLC status as opposed to electing to be formed and structured as a partnership.
Flexibility to choose tax treatment
A second significant advantage of the LLC structure is the flexibility to choose its Federal tax treatment. The
check-the-box rules allow an LLC to be taxed as a partnership, a C corporation or an S corporation for Federal
income tax purposes. Additionally, a single-member LLC will be disregarded for Federal income tax purposes or
taxed as an association (corporation), unless otherwise elected. Under the right circumstances, a single-member LLC
can elect to be taxed as an S corporation or even a C corporation. Either one of these entity selections are made by
making a specific “check-the-box” election. If no check-the-box election is made, the tax consequences of the LLC
will be automatic depending upon the number of members owning the entity. If more than one member exists, the
LLC will automatically be taxed as a partnership. If there is only one member, the LLC will be a disregarded entity
(discussed in Chapter IV).
Why are LLCs so popular?
In addition to the liability protection and tax flexibility provided by an LLC, the entity is useful in situations
where S corporation status is unavailable. Unlike S Corporations, LLCs are not subject to restrictions on the number
and types of shareholders or the one-class-of-stock rule.
Another favorable benefit of LLCs is that their members have flexibility to allocate income or loss in a manner
other than according to each member’s ownership percentage (using the rules for taxation of partnerships). In an S
corporation, all income allocations must be based strictly on the stock ownership interest of each shareholder (the
one-class-of-stock rule). The allocation rules for S corporations must be strictly followed to prevent a situation in which
the S corporation is busted with the unfortunate result being the creation of a C corporation, a tax-paying entity.
When should an LLC be used?
Any business that is not contemplating an initial public offering (IPO) in the near future should consider using
an LLC as its entity of choice. LLCs are typically used for entrepreneurial enterprises with small numbers of active
participants, family and other closely-held businesses, real estate investments, joint ventures and investment partnerships. Deciding to convert an LLC to a corporation later generally has no Federal tax consequences. This is rarely the
case when converting a corporation to an LLC. Therefore, when in doubt between forming an LLC or a corporation,
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it is often wise to opt to form an LLC. In today’s environment, it is becoming rare that a new entity is formed that is
not an LLC. Even large, multi-billion dollar entities are opting to form (single-member) LLCs as opposed to some
other type of entity. In many situations, newly-formed LLCs are established simply to provide additional liability
protection to the owners while at the same time, providing no additional tax consequences or reporting requirements
for the owners.
State statute issues
Most state taxing jurisdictions follow the Federal tax rules for LLCs and treat pass-through entities the same
way they are taxed under Federal law. This means that, in most situations, pass-through treatment is allowed, and
corporate entity-level income taxes can be avoided. This is especially important in a jurisdiction like Pennsylvania
where there is nearly a seven-percentage-point difference between the corporate tax rate (9.99%) and the individual
tax rate (3.07%).
Some states may impose other taxes on LLCs, such as a franchise tax, business and occupation tax or registration
fees. Pennsylvania is one such state with a requirement that a capital stock tax return be filed for any LLC that has a
presence in the Commonwealth of Pennsylvania. This filing burden is often overlooked for smaller, less-sophisticated
businesses but, fortunately, certain exemption provisions ensure that there is no, or very low, tax for smaller businesses.
This filing burden is, nonetheless, a minor nuisance for entities doing business in Pennsylvania.
Most state statutes allow LLCs to have a perpetual life. “Modern” LLC statutes, commonly known as “flexible
statutes,” also permit less-than-unanimous consent of the members to continue the business if certain events occur,
and allow members to transfer their ownership interests freely. States that base their LLC statutes on earlier Federal
tax law may require limits be placed on the life of the LLC.
Prior to the check-the-box regulations, an entity could only be taxed as a partnership if it lacked continuity of life.
To conform to this rule, the law required either the articles of organization – the document filed with the respective
secretary of state – or the operating agreement to provide that the LLC would have a life span of no more than 30
years. The LLC documents also had to provide for the unanimous consent of the members to continue the business
of the LLC if certain events, such as a member’s death occurred, or to transfer an ownership interest in an LLC to a
third party.
Management of the LLC
An LLC has tremendous flexibility with regards to its management. The management of an LLC may be centralized or decentralized. Virtually all states and tax professionals use the term “manager” to refer to a person who has
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been elected to manage the LLC, in the case of centralized management. In the case of decentralized management,
the term “manager” usually applies to all members. As a general rule, a manager does not need to be a member.
The flexibility of the LLC’s management is just one more of the advantages that an LLC provides, as compared to
a corporate entity structure. Whereas most corporations are required to follow very strict, state-mandated, formal
administrative procedures, the (formal) rules relative to the management of an LLC are mostly non-existent, and
most state-mandated administrative rules are fairly simple to satisfy.
How are LLCs taxed for Federal income tax purposes?
An LLC is not a Federal tax-paying entity, and LLCs are not specifically mentioned in the Internal Revenue Code.
Additionally, there are no special IRS regulations governing the taxation of LLCs comparable to the (voluminous)
regulations for C corporations, S corporations and partnerships.
The tax consequences of an LLC are determined by the number of members it has. If there is only one member
of the LLC, the LLC will automatically be considered a disregarded entity (unless an affirmative election is made
under the check-the-box regulations). As a disregarded entity, the activity of the LLC will automatically flow-up to
the member who holds the interests in the LLC. For example, if a C corporation owns 100% of an LLC, the income
or loss from the LLC will be included on the return of the C corporation. In effect, the LLC is treated in the same
manner that a division would be treated. For Federal income tax purposes, the C corporation’s investment in the LLC
is accounted for in the same manner that any other asset that is held by the C corporation would be treated. There
is no additional Federal tax filing for the LLC, nor is there any requirement that the LLC be separately-reported or
disclosed on the return of the C corporation.
Likewise, if an individual owns 100% of an LLC, the LLC’s income or loss would be reported on the return of
the individual as if no LLC existed. Generally, the activity would be reported on a Schedule C, and the individual
would personally pay the tax on any income that is earned by the LLC. For a sole proprietor who operates a business,
whether the individual sets up an LLC or chooses not to set up any type of entity, there are no Federal tax differences on the individual’s Federal income tax return. The return will look exactly the same under both scenarios. The
important distinction is, that by forming an LLC, the individual has ensured that his personal assets are not at risk
for satisfaction of business debts and obligations.
If an LLC has more than one member, unless otherwise elected, the LLC is automatically taxed as a partnership. The
income or loss will flow through to the members in the same manner as if the entity was formed as a partnership.
If the LLC member(s) desire to have any other type of tax consequences, other than the automatic default designation, they can specifically elect to be some other type of structure for Federal tax purposes. For example, a C corporation
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that forms a wholly-owned LLC can specifically elect to treat the single-member LLC as either a C corporation or an
S corporation by filing Form 8832 (Entity Classification Election) with the IRS. This election is referred to in the
Treasury Regulations and is called the “check-the-box” regulations.
The check-the-box regulations provide a step-by-step analysis for determining the appropriate Federal tax classification of an entity. Under these regulations, certain entities, including LLCs, can elect one of several types of tax
classifications, depending on whether the entity has only one member or more than one member.
An LLC with only one member can elect to be classified as:
•

Disregarded entity (automatic designation, no election required)

•

S corporation (accomplished by electing to be taxed as a corporation, then filing an S corporation election)

•

Corporation

An LLC with more than one member can elect to be classified as:
•

Partnership (automatic designation, no election required)

•

S corporation (accomplished by electing to be taxed as a corporation, then filing an S corporation election)

•

Corporation

Typically, an LLC with more than one member will desire to be taxed as a partnership, whereas a single-member
LLC will desire to be disregarded and taxed as a sole proprietorship or a division of its owner.
For Federal tax purposes, an LLC provides the members with the option to be taxed as any type of entity.
Whether C corporation taxation is preferred or if the desire is to have flow-through taxation, both of these options
are available for an entity formed as an LLC. There are certain automatic LLC designations that require no specific
elections. If the automatic designations are not satisfactory, the members can elect to be taxed as some other type of
entity. This flexibility provides the members with many different options regarding the most optimal tax structure
to be established.
Self-employment tax
The applicability of self-employment tax to LLC members is a question that tax practitioners, tax professionals
and the IRS have disputed for years. Unfortunately, the IRS has not conclusively determined whether income allocated to LLC members is subject to self-employment tax. LLC members may be subject to self-employment tax
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if their interest is more closely-related to a general partnership interest than to a limited partnership interest. LLC
members are not subject to self-employment tax if their interests are viewed as comparable to limited partnership
interests. Recent cases have held that for purposes of the passive activity loss rules, LLC members are to be tested
under the standards of material participation applied to general partners, and these cases may cause LLC interests to
also be viewed as comparable to general partnership interests for purposes of self-employment tax.
Net earnings from self-employment derived by an individual are generally subject to self-employment tax. Since
most multi-member LLCs are taxed as partnerships, the partnership tax rules are used to determine the tax consequences to the members of the LLC. Under normal partnership tax law, general partners are subject to self-employment
tax on their distributive shares of income from a partnership’s trade or business. In contrast, the distributive share of a
limited partner is generally excluded from the self-employment tax, except to the extent that this share is a “guaranteed
payment.” A guaranteed payment is an amount paid to a partner for services rendered to, or on behalf of, the partnership, paid without regard to the income of the partnership. Limited partners are excluded from the self-employment
tax rules under the theory that they are more like passive investors than self-employed persons.
The IRS issued proposed regulations that attempted to define which partners in a partnership will be treated as
limited partners who are exempt from self-employment tax. A “limited partner” would be any person classified as a
partner, unless the partner:
(1) had personal liability for the debts or obligations of the partnership by reason of being a partner;
(2) had authority to enter into contracts on behalf of the partnership; or
(3) participated in the partnership’s trade or business more than 500 hours annually.
An exception in the proposed amendment provides that service partners in professional service partnerships
would never be treated as limited partners for self-employment tax purposes. If substantially all of the activities of a
partnership involved the performance of services in the fields of health, law, engineering, architecture, accounting,
actuarial science or consulting, any individual who provided more than a de minimis amount of services as part of
that trade or business would not be considered a limited partner.
The self-employment uncertainty and the potential for paying more tax (as a result of the increased self-employment
tax liability) has caused some advisors to avoid the LLC entity structure and recommend that such entities choose to
be taxed as S corporations. While this may be a good option for some, there is no fixed rule that can be relied upon.
All the facts and circumstances need to be considered before a definitive decision can be made with respect to this
issue.
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What are the advantages and disadvantages of LLCs compared to other business entities?
For U.S. tax purposes, as noted above, there are a number of business entity choices available to a newly-formed
entity. No single form of business entity is ideal for all businesses in all situations, and all of the facts and circumstances
need to be considered. All of the five major business entity choices available under state law (i.e., sole proprietorship,
partnership, limited partnership, corporation and LLC) have advantages and disadvantages.
The most significant and widely-discussed factors to consider when choosing the most suitable entity structure are:
(1) liability for business obligations (limited liability); and
(2) impact of Federal taxes.
There are, however, other factors, such as flexibility, formality and the cost of forming and operating the business
that are important.
Over the past two decades, the S corporation and the limited partnership have been the entity of choice for
those seeking both limited liability and pass-through taxation. Tax professionals and business owners have always
recognized, however, that these traditional choices had certain limitations or negative factors. Over the last decade
or so, the LLC, providing both limited liability and pass-through taxation without the operational drawbacks, has
become the entity of choice for many new and existing business owners.
LLCs vs. other pass-through entities
An entrepreneur who desires the benefit of pass-through taxation should consider the following areas in determining which pass-through entity form is best suited to the needs of the business.
•

Liability for entity debts and obligations – Both LLCs and S corporations generally protect members and
shareholders from personal liability for the debts and obligations of the business. Alternatively, general partners in a general or limited partnership are personally liable for the debts and obligations of the partnership.
Limited partners are usually protected from personal liability. As such, the number of entities that are being
formed as partnerships has diminished dramatically over the last decade.

•

Participation in management by all the members – LLC members, S corporation shareholders and partners
in a general partnership may freely participate in the management of the entity without any restrictions.
However, in a limited partnership, the participation by limited partners is generally restricted as a condition
of the limited partners maintaining their limited liability for the partnerships debts and obligations. The
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Revised Uniform Limited Partnership Act (2001), removes this restriction. However, until states adopt the
Model Act or incorporate this provision into the state’s limited partnership statutes, limited partners open
themselves up to personal liability if they materially participate in the management and day-to-day activities
of the limited partnership.
•

Ownership restrictions – All state statutes allow a single person or entity to form an LLC. There are no upper limits on the number of LLC members and no restrictions on the type of persons/entities that may be
members. Alternatively, S corporations may only have from one to 100 shareholders. There are significant
restrictions on the types of shareholders an S corporation may have. For example, no corporations, partnerships,
nonresident aliens, foreign entities and only certain qualifying trusts may be shareholders of an S corporation.
A limited partnership must have at least two partners – a general and a limited partner. However, there are
no restrictions on the types of persons or entities that may be partners.

•

Types of ownership interests – There are no restrictions on the types of ownership interests in an LLC or
limited partnership. An S corporation may only have a single class of stock, but differences in voting rights
are allowed.

•

Ownership of subsidiary entities – There are no restrictions on ownership of subsidiary entities for LLCs
and limited partnerships. An S corporation is permitted to own (any amount of ) stock of a C corporation,
and 100% of a qualified subsidiary (QSub).

•

Dissolution events – Generally, the LLC’s operating agreement will determine what events will lead to dissolution. Similarly, an S corporation dissolution ordinarily does not result from changes in shareholder ownership.
In a limited partnership, death, retirement, resignation, expulsion or bankruptcy of a general partner results
in the dissolution of the limited partnership unless the remaining general partner(s) or all remaining partners
agree to continue the business.

•

Contributions of appreciated or debt-encumbered property – These are nontaxable events in an LLC and
limited partnership unless the contribution results in the net reduction of a member or partner’s liabilities in
excess of the member’s basis in the LLC or partnership. In an S corporation, these are taxable events, unless
the shareholder has control immediately after the contribution.

•

Special allocations of income, gain, loss, etc. – Special allocations are permitted in both LLCs and limited
partnerships. They are not permitted in an S corporation. With an S corporation only pro rata allocations
are allowed due to the single-class-of-stock requirement.
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•

Distributions of property (other than cash) – With an LLC or limited partnership there is generally no
recognition of gain or loss until the member or partner disposes of the distributed property. There is an exception for a distribution that is deemed to include a member or partner’s share of a “hot asset.” With an S
corporation, distributions of appreciated property are treated as a sale by the corporation and will cause pro
rata recognition of gain at the shareholder level.

•

Liquidation – In both LLCs and limited partnerships, liquidations are nontaxable to the extent of the member or partner’s basis in the LLC or partnership. Generally, with an S corporation, liquidation is not taxable
at the corporate level, but taxable at the shareholder level, due to the pass-through of corporate tax items.

•

Basis adjustment on transfer of interest – With both an LLC and limited partnership, an election is permitted to adjust the basis of LLC or partnership assets to reflect the transferee’s basis in the LLC or partnership
interest. Basis adjustments of S corporation assets are not permitted.

LLC vs. Corporation
Usually the LLC, rather than the corporation, is a better choice for small business owners. This is mainly because the
LLC is a low-cost, simpler alternative to a corporation, and the tax and non-tax benefits are much more advantageous.
Typically, the LLC’s advantages over the corporation include:
•

Lower state formation and renewal fees (in many states),

•

Less-complex and burdensome rules and no need for formalities, such as annual meetings,

•

Ability to structure an LLC as the members desire because many state LLC statutory provisions serve only as default provisions with LLC members free to decide for themselves the LLC’s structure and internal operations,

•

Simplified taxation and more beneficial taxation,

•

More flexible options with regards to the distribution of income to its owners, while a corporation is required
to distribute based on ownership percentages.

A corporation might have an edge on an LLC in three limited circumstances:
•

When the business owner intends to make a public offering of securities that is broad-based, a corporation
is generally more appropriate than an LLC. While the same objective can be accomplished with an LLC,
the investing public is more accustomed to purchasing common stock in a corporation than a membership
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interest in an LLC. However, this trend is changing since so many more entities are being formed as LLCs,
and as a result of the more favorable tax consequences of LLCs.
•

It is possible, although not likely in many cases, that the corporate form would result in lower self-employment
taxes than the LLC.

•

Currently, the C corporation can provide a greater amount and more kinds of fringe benefits, tax free, to its
owners, as compared to an LLC. However, small business owners operating a corporation generally will elect
S corporation status. This election will mean that the business will enjoy no fringe benefit advantage over
the LLC. Further, the most important fringe benefit, tax-free health insurance, has been phased-in for LLC
owners (and all self-employed individuals) by Federal law. Finally, the LLC can simply elect to be taxed as a
C corporation and enjoy the same tax-free fringe benefits advantage, although the benefits derived from the
election will almost never outweigh the disadvantages associated with being taxed as a C corporation.

In short, the small advantages the corporation may seem to have over the LLC, particularly for the small business,
usually turn out to be immaterial differences that would generally lead an informed decision-maker to fall back to
the LLC form of business.
LLC vs. Limited Partnership
While tax considerations are not likely to determine the choice of entity between an LLC classified as a partnership
and a limited partnership, since both are subject to the Federal partnership tax rules, it is important to recognize that
the LLC is a different type of entity. While most partnership tax provisions are easily applied to the LLC, significant
unresolved Federal tax issues do remain, primarily arising out of two crucial differences between a partnership and
an LLC.
•

There is no distinction among LLC members that is comparable to the distinction between general and
limited partners. In a partnership, at least one member (the general partner) is always liable for the debts of
the entity. In the LLC, no member is liable for the obligations of the entity.

•

LLC members generally can participate in the management of the LLC’s business (unless such management
is vested in a designated group of managers), while limited partners generally are prohibited from taking an
active management role in the partnership.

LLC vs. S Corporation
See Chapter VI in these materials for a detailed discussion of LLCs and S corporations.
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Limited Liability Partnerships (LLPs)
The Limited Liability Partnership (LLP) is essentially a general partnership in form, with one important difference.
Unlike a general partnership, in which individual partners are liable for the partnership’s debts and obligations, an
LLP provides each of its individual partners protection against personal liability for certain partnership liabilities.
The limit of an individual partner’s liability depends on the scope of the state’s LLP legislation. Many states provide
protection only against TORT claims and do not extend protection to a partner’s own negligence or incompetence
or to the partner’s involvement in supervising wrongful conduct. Other states provide broad protection, including
protection against contractual claims brought by the partnership’s creditors.
In states that recognize LLPs, the partnership qualifies as an LLP by registering with the appropriate state authority and fulfilling various requirements. Some states require proof that the partnership has obtained adequate liability
insurance or has adequate assets to satisfy potential claims. All states require a filing fee for registration and also require
that an LLP include the words, “Registered Limited Liability Partnership,” or the abbreviation, “LLP” in its name.
A partnership that renders specific professional services may form an LLP and register as a professional limited
liability partnership (PLLP). A PLLP is generally the same as an LLP, except that it is an association solely of professionals. Each state specifies the qualifying professions for a PLLP. This business form is typically available to attorneys,
physicians, architects, dentists, engineers and accountants.
It is important to note that for limited liability protection, there is almost always an exception for an LLP member’s own negligence. However, there is a major extension of this exception to the limited liability rule for tort claims
involving supervision. More so than the LLC statutes, the majority of the LLP statutes extend direct personal liability
not just for one’s own actions, but also for the actions of another under one’s direct supervision and control.
Some of the more important distinctions related to LLPs are:
•

The LLP offers partners with liability protection similar to that of limited partners with the ability to participate in management

•

In many states, the liability protection does not extend to contract claims against the entity and general tort
liability, although partners do have vicarious liability for acts of professional misconduct (as opposed to LLCs,
which generally offer protection)
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•

LLPs are basically partnerships for state law purposes, which offers two advantages:
– It is generally quite easy to convert an existing state law partnership to an LLP (in contrast, converting a state
law partnership to an LLC would require termination of the partnership and creation of a new LLC)
– Existing state law interpretations of partnership law should apply to LLPs, providing a greater degree of
certainty with respect to potential legal conflicts than would be the case with LLCs

The formation and conversions of entities to LLPs has increased over the last decade. The ability to provide additional protection to certain service partnerships has been a favorable event for service providers, who generally have
no better options than to establish LLPs. Even though LLPs have increased in popularity, they are still not as popular
as LLCs. The main reason for this difference is because LLPs are primarily used for certain specific, service-providing
entities, whereas, LLCs are available for all other entities.
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Chapter IV – Disregarded Business Entities
Generally, when one thinks about disregarded business entities, they generally think of either a single-member
LLC (SMLLC) or alternatively, a Qualified Corporation subsidiary (QSub). For Federal income tax purposes, a
“disregarded entity” is an entity, that for tax purposes, is not recognized as an entity separate from its owner. It is
considered a disregarded entity, and any activity from it flows up to its single owner and is taxed as part of the owners’ entity or on the owners’ return. In effect, the entity exists for state regulatory purposes, but is not recognized (as
a separate filing entity) for Federal income tax purposes.
A disregarded entity may generally be one of two entities:
•

A single-member limited liability company (SMLLC)
– May be (wholly) owned by any type of taxpayer
– Considered, by default, a disregarded entity

•

A qualified Subchapter S subsidiary (QSub)
– Must be wholly-owned by an S corporation
– An election must be made to establish a QSub as a disregarded entity
– A QSub is a fiction of Federal tax law and may be formed (under corporate law) in any state

The remaining sections of this chapter will include a discussion of these two types of disregarded entities.

Single-Member Limited Liability Companies (SMLLCs)
All 50 states (and the District of Columbia) allow an LLC to form with only one member, thus allowing SMLLCs to
exist. However, most state LLC statutes do not provide special rules for the formation of a single-member LLC. All state
laws recognize an SMLLC as an entity separate from the single-member, and in virtually every situation, a state taxing jurisdiction will not require an SMLLC to file an income tax return separate from its owner (who owns 100% of the entity).
For Federal income tax purposes, an SMLLC is by default, considered disregarded, unless the SMLLC specifically elects to be taxed as some type of entity. A single-member LLC can elect to be taxed as a corporation (and in
come cases an S corporation), although this is generally not done unless very specific circumstances exists. While an
SMLLC can elect to be taxed as a corporation, a single-member LLC cannot elect to be taxed as a partnership because
a partnership must have at least two partners.
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Prior to states enacting single-member LLC statutes, the solely-owned business was generally operated as a sole
proprietorship, unless the business was incorporated. As a sole proprietorship, the single owner was personally liable
for all of the debts and obligations of the business and, thus, the benefit of limited liability protection did not exist.
This means that if the business were sued, the sole proprietor had his business and personal assets put at risk.
Since the enactment of state single-member LLC statutes, previously-formed sole proprietorships, and new start-up,
solely-owned businesses have made single-member LLCs their primary choice of entity. Today, as a result of the favorable LLC statutes in each state, there are really very few situations when it would be advisable for a sole proprietorship
to be formed and not be structured as an LLC. This type of structure would provide the sole proprietor with at least
some level of liability protection, while at the same time, create no effect on the ultimate tax consequences of the sole
proprietor. There are no situations in which we would not recommend sole proprietorships be formed as an LLC.
The recent rush of solely-owned businesses to form single-member LLCs was primarily based on the desire to
obtain personal liability protection (i.e., limit liability for business obligations and debts to the business assets) with
the secondary purpose of enabling the owner to obtain the tax consequences that were desired. Tax considerations
were not a primary concern because a single-member LLC had the option to either:
•

Be disregarded, with all income reported on the single-member’s personal income tax return, or

•

Be taxed as a corporation.

Both of these options existed prior to states enacting single-member LLC legislation, so the income tax consequences really did not change as a result of the enactment of these statutes.
The primary concern regarding SMLLCs is whether the personal liability protection actually exists. Generally, if the
single-member LLC operates as a business that is separate from the sole owner, the personal liability protection is real.
However, some recent IRS and bankruptcy court decisions have caused tax professionals to question whether single-member
LLCs should convert to two-member LLCs, even if the second person receives only a minor interest in the LLC.
Single-member personal liability and asset protection
As a rule, all LLCs must operate as entities that are separate and distinct from their member(s) or they risk having
their veils pierced, just as corporations, which operate as an alter ego to their shareholders, risk the piercing of their
veils. When a court finds that an LLC is not an entity that is separate from its members, the limited liability of the
members will be set aside and personal liability imposed on the member(s). The rationale is that it would be unfair
to allow LLC members to hide behind the personal liability protection if they treated the LLC as nothing more than
an extension of their personal finances and other personal and business relationships.
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Maintaining the separation between the single-member LLC and the sole member is obviously very important. Following are some general rules with respect to maintaining a proper separation between the individual owner and the LLC:
•

The sole member must observe the formalities of the business and operate the business as an LLC. This means,
at a minimum, the LLC should have a bank account separate from the sole member and maintain books and
ledgers that relate only to the LLC’s business dealings.

•

The sole member must enter into contracts through the LLC, and not personally. In some cases, lenders will
want the sole member to personally guarantee a loan. In these cases, the sole member is personally liable for
any guarantees that he or she makes.

•

Third parties doing business with the sole member must know that they are dealing with the member as the
agent/owner of the LLC.

•

The LLC needs to be adequately capitalized.

Federal tax consequences of single-member LLCs
For Federal income tax purposes, the sole member of a SMLLC disregards the separate legal status of the SMLLC
under state law. The SMLLC does not file a separate Federal tax return. Rather, the SMLLC’s income and loss is reported on the tax return filed by the single-member. If the sole owner is an individual, the SMLLC’s income and loss
is reported on his Form 1040 (U.S. Individual Income Tax Return). This method is similar to a sole proprietorship
filing, and the income tax consequences under the two methods are exactly the same.
If the owner of the SMLLC is a corporation, the SMLLC’s income or loss is reported on the corporation’s Form
1120 (U.S. Corporation Income Tax Return). If the owner is a Subchapter S corporation, the income or loss is reported on Form 1120S (U.S. Income Tax Return for an S Corporation). This treatment is similar to that applied to
a corporate branch or division.
Example 1
•

In 2012, Jane Doe formed Duck Soup, LLC in Pennsylvania as a limited liability company. Jane will be the
only owner or member of Duck Soup, LLC.

•

Since Duck Soup, LLC was formed in Pennsylvania, it is a domestic business entity. Because it was formed as
an LLC and not as a corporation, Duck Soup, LLC is an unincorporated business entity. Since Duck Soup,
LLC has only one owner, it will be classified as a disregarded entity for Federal income tax purposes.

•

Similar to a sole proprietorship, Jane will include all the income and expense from Duck Soup, LLC’s operations on her personal Form 1040. Duck Soup, LLC does not file a separate Federal tax return.
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Example 2
•

In 2012, Dynamo, Inc, a Delaware corporation, formed Widget Group, LLC, a Pennsylvania limited liability
company. Dynamo formed Widget Group to conduct its business operations in Pennsylvania. Dynamo, Inc.
will be the only owner or member of Widget Group, LLC.

•

Since Widget Group, LLC was formed in Pennsylvania, it is a domestic business entity. Because it was formed as
an LLC and not as a corporation, Widget Group, LLC is an unincorporated business entity. Since Widget Group,
LLC has only one owner, it will be treated as a division of Dynamo, Inc. for Federal income tax purposes.

•

Dynamo, Inc. will include all the income and expense from Widget Group, LLC’s operations on its corporate
Form 1120. Widget Group, LLC does not file a separate Federal income tax return.

Many newly-formed entities today are formed as SMLLCs. Even the largest entities in the country are forming
entities that are SMLLCs. The significant increase in the number of new SMLLCs is due to the increased flexibility
that comes with owning an LLC, in addition to the limited liability of owning this type of entity. The fact that the
owners of the newly-formed LLC can enjoy an extra layer of liability protection, while at the same time enjoying
favorable tax consequences, makes the utilization of SMLLCs a desired entity structure. Over the past several years,
large, multi-billion dollar entities have moved inherently-risky assets and investments into SMLLCs to provide an
extra layer of legal protection to shield the main operating entity from potential risks associated with risky business
lines and products.
An SMLLC is not the only entity treated as a disregarded entity. Two corporate forms are also disregarded. A
qualified Subchapter S subsidiary and a qualified REIT subsidiary are also treated as disregarded entities. All the assets, liabilities and items of income, deduction and credit of these disregarded entities are treated as those of the single
owner. Therefore, a target corporation may merge directly into an SMLLC owned by the acquiring corporation. The
merger will be treated as if made directly into the acquiring corporation. For Federal tax purposes, the SMLLC is
deemed to not exist. All its assets and liabilities are treated as owned by the acquiring corporation.
Other tax consequences of single-member LLCs
Even though a disregarded entity’s tax status is transparent for Federal tax purposes, it is not transparent for state
law purposes. For example, an owner of an SMLLC is not personally liable for the debts and obligations of the entity.
However, since the entity is disregarded, the owner is generally treated as the employer of the disregarded entity’s
employees. However, liability rules also prevail. For example, the disregarded entity is generally not liable for the
owner’s tax liabilities. Also, the owner is not liable for tax liabilities of the disregarded entity that occurred when the
entity was not disregarded.
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Disregarded entities are treated as separate entities for purposes of employment taxes and certain excise taxes.
Eligible disregarded entities, which are treated as separate entities for certain excise tax purposes, are treated as corporations for tax administration purposes related to those excise taxes. Although liability for excise taxes is not dependent
upon an entity’s classification, an entity’s classification is relevant for certain tax administration purposes, such as
determining the proper location for filing a notice of Federal tax lien and the place for hand-carrying a return.
A disregarded entity may not have more than one owner. Accordingly, if for any reason a domestic unincorporated business entity originally classified as a disregarded entity admits another owner, its classification will change.
It will automatically be classified as a partnership as soon as it has two members. Our firm’s tax practice has encountered several situations where this has occurred. In addition to the Federal tax consequences associated with such a
transaction, state and local tax consequences need to be considered, as well as the potential tax consequences to any
flow-through owners.
Single-member LLC tax liability
The LLC’s hybrid status presents unique issues for single-member LLCs in the Federal tax liability context. Unlike
issues relating to contractual or tort liability, a single-member LLC cannot look to corporate case law for guidance
in tax issues if it has elected to be disregarded as an entity separate from its owner.
For example, the IRS allows single-member LLCs to separately calculate, report and pay their employment tax
obligations under the LLC’s name and Employment Identification Number (EIN). The IRS makes it clear, however,
that reporting employment tax obligations under the name and EIN of the LLC does not absolve the sole member
from employment tax liability. As a result, the single member of the LLC “retains ultimate responsibility for the employment tax obligations incurred with respect to the employees of the disregarded entity.” However, for employment
taxes related to wages paid on or after January 1, 2009, a disregarded entity is treated as a corporation for purposes of
employment tax reporting and liability. These specific issues are important because they could cause an owner to be
at risk for certain liabilities that are out of his control. This particular risk should be known by the owner since the
responsibility is still placed upon the owner or person in charge with liabilities.

Qualified S Corporation Subsidiaries (QSubs)
The second, less-used type of disregarded entity is the Qualified S Corporation Subsidiary (QSub). The QSub
is a wholly-owned subsidiary of an S corporation that is a disregarded entity for Federal income tax purposes. The
disregarded status means that all of the activity of the entity automatically flows up to the S corporation parent that
owns 100% of the entity.
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An S corporation can own another S corporation as a subsidiary, if the subsidiary would otherwise qualify as an S
corporation; and, if 100% of the subsidiary stock is owned by the parent; and, the parent elects qualified S corporation
status for the subsidiary. Separate existence of the qualified S corporation subsidiary is ignored for tax purposes, and
all assets, liabilities, and items of income, deduction and credit of the qualified S corporation subsidiary are treated
as assets, liabilities, and items of income, deduction and credit of the parent S corporation.
A qualified Subchapter S subsidiary is a domestic corporation that (1) would be eligible to be an S corporation if
the stock of the corporation were held directly by the shareholders of the parent S corporation; (2) 100% of the stock
of the subsidiary is held by its S corporation parent; and (3) the parent elects to treat it as a qualified Subchapter S
subsidiary.
Except for determining whether the 100% stock ownership requirement is met, the stock of a qualified S corporation subsidiary is disregarded for all Federal tax purposes. Although a qualified S corporation subsidiary is not
generally treated as a corporation separate from the S corporation, there are exceptions:
•

Federal tax liabilities of the subsidiary with respect to any taxable period for which the qualified subsidiary
was treated as a separate corporation;

•

The Federal tax liabilities of any other entity for which the qualified subsidiary is liable;

•

Refunds or credits of Federal tax;

•

Federal employment taxes paid on or after January 1, 2009; and

•

Certain Federal excise taxes paid on or after January 1, 2008.  

In addition, effective August 14, 2008, a QSub is considered a separate entity for information return purposes.
For state income tax purposes, all 50 states allow the activity from a QSub to be automatically passed through and
taxed to its parent S corporation. Note, however, that certain states (including Pennsylvania) require some type of
filing for the QSub, and in some cases (including Pennsylvania), a franchise tax or filing fee is required to be paid.
The ability to drop certain assets into a qualified S corporation subsidiary has allowed S corporations to diversify
or spread out their risk when lines of business that are risky or speculative exist. For example, assume that an S corporation has been in business for the past 20 years. In 2012, the entity enters a new line of business that causes a great
deal of environmental-related concerns. The owners wish to utilize the projected loss from the new line of business
to reduce the taxable income from the old S corporation.
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One alternative in this situation is to form a QSub and operate the more-risky business out of the QSub to protect the assets of the non-risky business from creditors. For Federal income tax purposes, all of the activity from the
existing S corporation will be combined (or netted) with the activity from the QSub. For legal liability protection,
the fact that two separate legal entities exist will provide some protection for the profitable, non-risky entity. Under
this scenario, the tax consequences of the group will not change, but the liability-related issues are better protected.

Final Thoughts
Disregarded entities have become very popular over the last decade, as existing entities have discovered that using
such an entity is a good way to diversify risk and segregate risky businesses. The simplistic tax compliance methods
permitted for these entities has provided even more reasons to use disregarded entities. We expect that these structures
will continue to be very popular in the future.
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Chapter V – Special-Purpose Entities
Numerous business entity structures have evolved within the tax law to accomplish specific Congressional initiatives within the United States economy. Some of these entity structures are creations of Federal tax law and are
limited in impact to those guiding statutes within the Internal Revenue Code. Others have evolved as variations of
those entity structures already discussed in these materials. The following listing is simply intended to provide the
reader of these materials with a sample of special-purpose entities intended to accomplish very specific taxpayer and
business goals. An in-depth discussion of each of these special-purpose entities could last well beyond the time available for this session. As such, use of these entities will require substantial additional research and analysis beyond
the information set forth herein.

Real Estate Investment Trust (REIT)
A real estate investment trust is a corporation, or a trust or association taxable as a corporation, that invests in real
estate, mortgages and similar assets and that elects to be treated as a REIT. The effect of a REIT election is that the
REIT’s undistributed income and capital gains are taxed at corporate rates. Income that the REIT distributes to its
shareholders is taxed directly to the shareholders, rather than being taxed twice – once at the REIT level and, again,
at the shareholder level.
The ability to avoid double taxation, while garnering the other benefits of corporation tax status, is the key benefit afforded by making a REIT election. Note, however, that the attribute of limited liability will depend on state
organization statutes and the underlying entity structure in place under those statutes.
To be eligible for a REIT election and to maintain REIT status, an entity must satisfy numerous requirements
relating to organizational structure, source of income, nature of assets, distribution of income and record-keeping. A
REIT must comply with rules designed to ascertain its actual ownership, or be subject to a penalty of $25,000.
An entity cannot elect REIT status unless:
•

It qualified as a REIT for all tax years beginning after February 28, 1986; or

•

As of the close of the tax year, the entity has no earnings and profits accumulated from any non-REIT year.

The effect of the above-noted limitation is that either the entity has to be a newly-electing REIT, or any preexisting operating entity will have to have distributed all earnings and profits prior to the REIT election. The point
is that a newly-electing REIT cannot be used as a device to distribute earnings and profits from an operating business
and, thus, bypass the two layers of tax regime generally in place for regular Subchapter C corporations.
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The same rules apply to a company that succeeded to earnings and profits of a corporation not taxable as a REIT
in a reorganization.
The source of a REIT’s income may include rents from real property that do not depend on the lessee’s profits or
are not from related parties. Its income may also include interest, including mortgage interest; qualified temporary
investment income; commitment fees; and income from foreclosure property and shared appreciation mortgages.
Note that a REIT cannot derive income from an independent contractor managing property.
If a REIT’s gross receipts are more than $5MM, it must employ the accrual method of accounting. In addition, an
entity electing REIT status must use a calendar year as its annual accounting period. REIT taxable income is reported
on a special tax return, Form 1120-REIT (U.S. Income Tax Return for a Real Estate Investment Trust).

Regulated Investment Company (RIC)
A domestic corporation that qualifies as a regulated investment company and satisfies distribution requirements
is taxed only on the amount of its undistributed net income and undistributed capital gains. The investment company
must affirmatively elect to be treated as a RIC.
A domestic corporation is a RIC if it is registered with The Securities and Exchange Commission as an investment company. In addition, the company must derive at least 90% of its income, dividends, interest and gains from
the sale of stocks, securities or foreign currencies.
A company cannot qualify as a RIC unless it satisfies diversification requirements for its investments at the close
of each calendar quarter. There are less-stringent requirements for diversification in the case of venture capital investment companies.
If a RIC also satisfies the distribution requirements for a tax year, it is generally taxed as a pass-through entity,
and may deduct the amount of its dividends paid to shareholders in computing its taxable income and capital gain
income. A RIC may qualify for pass-through treatment only if it distributes at least 90% of its investment company
taxable income for the tax year (computed without taking into consideration the deduction for dividends paid).
There are rules in place whereby specified capital gains and distributions are disregarded for purpose of meeting the
90% distribution test.
A RIC that does not distribute, prior to the end of each calendar year, an amount equal to at least the sum of 98%
of its ordinary income and capital gain net income and any shortfall distribution from a prior year, is required to pay
an excise tax of 4% on the net excess of this amount over the amount actually distributed. A RIC must also distribute
all of its earnings and profits for any non-RIC years to qualify for tax treatment as a pass-through entity.
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The character of income passed through to shareholders in this entity is permitted to remain as it was in the hands
of the corporation. Thus, capital gains, taxed at preferential rates, and tax-exempt interest income will retain their taxbeneficial status under a RIC. Dividends declared before the due date of a return, and paid within 12 months after the
tax year ends, may be counted as paid during the tax year for purposes of the distribution requirements, computation
of RIC taxable income and determining capital gains and tax-exempt interest and dividends paid.
Payment of a deficiency dividend after the close of a taxable year may avoid disqualification of the RIC for failure
to meet the 90% distribution requirement.

Real Estate Mortgage Investment Conduit (REMIC)
A REMIC is another example of a special-purpose vehicle. Sometimes referred to as “Collateralized Mortgage
Obligations,” this vehicle is used for the pooling of mortgage loans and the issuance of mortgage-backed securities.
Created by the Tax Reform Act of 1986, the REMICs were first utilized in 1987.
Essentially, REMICs are investment vehicles that hold commercial and residential mortgages in trust. REMICs issue securities that represent an undivided ownership interest in these mortgages. The Tax Reform Act of 1986 eliminated
the double taxation of income earned at the corporate level by an issuer of dividends paid to securities holders.
The REMIC is the entity structure by which the Federal Home Loan Mortgage Corporation (Freddie Mac) and
the Federal National Mortgage Association (Fannie Mae) issue mortgage-backed securities.

Publicly-Traded Partnership
Publicly-traded partnerships, as the name implies, are partnerships whose interests are traded on an established
securities market, secondary securities market or the substantial equivalent of a secondary market. Substance, rather
than form, dictates whether the partnership is publicly-traded. Trading on an established securities exchange is not
determinative. Note that the rules regarding the public-trading requirements are quite extensive and complex.
An interest in a partnership is any interest in the capital or profits of the partnership, including any right to
partnership distributions. It is also a financial instrument or contract, the value of which is determined in whole or
in part by reference to the partnership, including the amount of partnership distributions, the value of partnership
assets or the results of partnership operations. An interest in a partnership does not include non-convertible debt or
an interest in a partnership or a corporation that holds an interest in a lower-tier partnership.
Publicly-traded partnerships are treated as corporations unless 90% or more of their income is from passive
sources. This test must be met for each tax year and all previous tax years during which the partnership or its predecessor was in existence.
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Passive-type income is specially-defined for purpose of the publicly-traded partnership exception. Note that the
definition is different from many other areas of the Internal Revenue Code where passive income is defined. Qualifying passive-type income for these purposes includes:
•

Interest, but not interest earned in the conduct of a financial or insurance business, or if its amount is determined by the income and profits of any person;

•

Dividends;

•

Real property rents, not including substantial services provided directly or indirectly to the tenant;

•

Gain (not reduced by inventory costs) from the sale of real property, including real property that is inventory
or held for sale to customers in the ordinary course of business;

•

Income and gain from extraction, production processing, transportation and other activities related to minerals
and natural resources, and to industrial-source carbon dioxide and certain fuels (effective October 3, 2008);

•

Gain from the sale or disposition of a capital asset or property held for the production of passive-type income;

•

Income that qualifies as taxable income of a regulated investment company (RIC);

•

Income that qualifies as real estate investment company income.

Employee Stock Ownership Trust (ESOT)
Employee stock ownership plans (ESOPs) are stock-bonus plans or combination stock-bonus plans and moneypurchase plans. The ESOP is a qualified retirement plan, and the vehicle that holds the plan assets is the Employee
Stock Ownership Trust (ESOT).
ESOTs holding ESOPs are designed to invest primarily in the securities of the employer sponsoring the plan. ESOPs
are generally separated into two broad categories – those that are non-leveraged, and those that are leveraged.
ESOPs can be structured to garner favorable tax treatment designed to make it easier to acquire employer securities. The prohibited-transaction rules are relaxed with respect to qualifying ESOPs.
A significant benefit of an ESOP is that a selling Subchapter C shareholder can sell his/her shares to an ESOP
for fair market value and defer all Federal taxes due on the sale by investing qualifying U.S. securities (so long as the
shareholder sells at least 30% of the total outstanding shares to the ESOP).
A significant benefit of the transaction from the buying-trust side is that debt borrowed to fund the purchase of
the shareholder’s shares is funded by the annual contributions to the plan by the sponsoring company. The sponsoring
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company reaps a benefit, as well, in this transaction structure. The effect of providing an annual plan contribution
sufficient to meet the debt service needs of the ESOT means that the sponsoring company, in effect, has a tax deduction for both the principal and interest on the debt. This deduction and the corresponding tax savings work to make
the stock acquisition transaction more affordable.
ESOPs can be very useful in transitioning senior shareholders out of the corporation in a cost-efficient manner. Furthermore, the many positive attributes of employee ownership can allow for improved employee relations and retention, as
well as improved business performance, by virtue of employees taking a greater interest in the success of the enterprise.

Family Limited Partnership (FLP)
As its name implies, a family limited partnership is a limited partnership. The primary purpose for an FLP is to
garner those Federal and state income and estate tax advantages afforded taxpayers under current law, while allowing
for the management and protection of family assets in a single business entity.
Initial considerations in an FLP should include an assessment as to whether the partner(s) own sufficient assets
to ensure that those contributed to the partnership in exchange for its partnership ownership interests will not be
required to sustain the partner(s) going forward. To avail oneself of the Federal estate tax benefits associated with
the transfer of the property or assets into the FLP, it is necessary that the partner(s) creating the partnership will not
need those resources in the future.
To fully understand the estate-planning advantages created by the use of an FLP, it is first necessary to understand
how discounts benefit the organizing partner(s). The most significant advantage of the family limited partnership as
an estate-planning vehicle is the ability to leverage the annual gift tax exclusion amount, as well as the lifetime giving
exclusion. Currently capped at $13,000 per year and $5,000,000, respectively, use of an FLP can work to expand the
amounts transferable under these thresholds by applying the discounts for lack of control and lack of marketability.
In other words, assuming a discount for lack of control at 25% and a discount for lack of marketability at 20%,
yields an overall discount of 40%. Using these numbers as an example, the application of the discounts, in effect, could
provide a transfer of property having a “pre-discount” value of nearly $8,400,000 with no transfer tax. At the current
highest estate tax rate of 35%, the savings is substantial. Note that while the current lifetime exclusion amount is
$5,000,000, most commentators look for Congress to have the amount significantly reduced for 2013 and beyond.
Mechanically, an FLP is a relatively-simple device. However, complexities abound, which require careful analysis and
focus to allow for planning and implementation that will hold up to challenge from the Internal Revenue Service.
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In contemplation of moving forward with the formation and execution of an FLP, consideration must be given
to the particular assets that will be transferred to the partnership. Again, it is most beneficial to consider those assets
that are expected to appreciate over time, as these assets will then leverage the transfer tax benefits of having those
assets held by the partnership.
A key consideration in the selection of assets will be the value of those assets expected to be transferred. As such,
it is not unusual at this point that appraisals of real property and other collectible assets will be required. For publiclytraded securities and financial instruments, value can be determined from available financial reporting services and
publications. If the assets to be transferred include equity interests in privately-held operating enterprises, it will be
necessary to have those entities valued, as well.
The next steps will be to form the partnership, create the partnership agreement and register the limited partnership. This is a process requiring careful focus and attention from legal advisors and is beyond the expertise of the
authors of these materials. It should be noted that many of the various provisions in the partnership agreement will
have an influence in the applicability and level of discounts. Given this influence, it may be worthwhile to have business valuators review the agreement prior to finalization to enable all parties to understand which of the provisions
will affect the final valuation, and whether the influence will result in higher or lower discounts.
It should be noted that the senior generation will likely hold the general-partner ownership interests in most FLPs.
To address concerns over the exposure of remaining senior-generation family assets to general liabilities of the partnership, a new liability-limiting organization is very often created to hold the general-partner ownership interest.
In most cases, the general partner is a limited liability company, but in certain instances corporations can be used.
It is important to note that if using a corporation, an S-election converting the corporation to a pass-through business
entity is desirable. LLCs serving as general partners in an FLP are usually taxed as partnerships under default rules
of the Internal Revenue Code, if both parents are involved in the FLP.
The initial contribution to the limited partnership is accomplished by providing capital to the general-partner
entity in exchange for its capital ownership interests and through the contribution of assets to the partnership for
all of the limited-partner ownership interests. The general-partner entity (LLC or S corporation) then contributes
capital to the limited partnership in exchange for its general-partner ownership interests.
The next step in the process is valuation of the limited-partner ownership interests, with the inclusion of discounts
for lack of control and lack of marketability. This valuation is in addition to any valuation or appraisals of the underlying assets undertaken earlier in the process. The conclusions of value set forth in this valuation will set the course for
the manner in which or the number of limited-partner ownership interests to be transferred in accordance with the
planning strategy developed by legal counsel.
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The final step in the process is to prepare gift tax and state transfer tax returns, if necessary, to comply with tax
authority filing requirements.
While FLPs are generally easy to understand, and the benefits associated with the use of these entities can prove
very meaningful, it is important that users of these planning devices understand that the Internal Revenue Service
has focused substantial resources in this area and is very good at challenging the strategies on a number of key issues.
It cannot be stressed enough that an understanding of the advantages and disadvantages of using FLPs, as well as a
working knowledge of the mechanics of the strategy, must be accompanied by a thorough understanding of the different avenues of attack put forward by the Internal Revenue Service over the last decade to undermine this planning.

Homeowner Association
A homeowner association is a corporation formed by a real estate developer for the purpose of marketing, managing and selling homes and lots in a residential subdivision. It grants the developer privileged voting rights in governing
the association, while allowing the developer to exit financial and legal responsibility of the organization, typically
by transferring ownership of the association to the homeowners after selling off a predetermined number of lots. It
allows a civil municipality to increase its tax base, but without requiring it to provide equal services to all of its citizens. Membership in the homeowners association by a residential buyer is typically a condition of purchase; a buyer
is not given an option to reject it. Some homeowner associations hire and retain property management companies.
The board of directors is responsible for the retention of these companies.
Most homeowners associations are incorporated, and are subject to state statutes that govern non-profit corporations and homeowner associations. State oversight of homeowner associations is minimal, and mainly takes the form
of laws which are inconsistent from state to state.

Estate-Planning Trusts
The flexibility offered by various trusts, and the rules governing those trusts, makes these vehicles extremely useful
in the realm of estate planning, in particular, as well as for overall asset protection and management planning.
Trusts are formed for many purposes. In one way or another, trusts supply one or more qualifications for dealing
with the trust’s assets, qualifications which the beneficiaries of the trust may lack, or that the person creating the trust
(the trust settlor) thinks they may lack. These qualifications include a lack of maturity, prudence, management or
investment skill and experience, physical capacity, mental competence or, simply, a lack of interest or time.
In conjunction with dealing with these beneficiary qualification shortcomings, very often tax advantages afforded
certain trust structures are sought in the planning process to minimize or eliminate income and estate taxes.
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Not intending in this program to delve into any particular trust in detail, the following listing (not all inclusive)
is intended to simply identify certain trusts in common use today.
•

Irrevocable Living Trust – This type of trust is used as a planning tool to allow for asset protection and management and to address beneficiary limitations. The settlor must contribute assets in an irrevocable transfer
and retain no rights to the transferred assets. The transfer is subject to gift tax but, ultimately, the appreciation
in contributed assets will not be included in the settlor’s estate.

•

Revocable Living Trust – A revocable living trust is, in many ways, an alternative to a personal will. As the
name implies, the trust is revocable, meaning that assets transferred can be altered by the settlor in the future.
As such, transfers to this type of trust do not allow for the transferred assets to be excluded from the settlor’s
estate. A revocable living trust can assist with avoidance of the publicity, expense and delay of probate in most
cases. In addition, there are many non-tax benefits of using such trust structures.

•

Grantor Retained Annuity Trust (GRAT) – A GRAT allows an individual to transfer property to an irrevocable trust and retain an annuity interest for a specified term of years. If the GRAT is structured so that the
retained annuity’s value is almost equal to the value of the assets transferred, there will be little to no gift tax
consequences. At the end of the term, the assets will transfer to the designated beneficiaries. Any appreciation
of the assets in excess of the applicable IRS rate will be removed from the grantor’s taxable estate.

•

Grantor Retained Unitrust (GRUT) – A GRUT is conceptually similar to a GRAT, except that instead of
an annual payment amount, which is set up upon creation, the trust payment is a specified fixed percentage
of the value of the trust assets, determined annually.

•

Grantor Retained Income Trust (GRIT) – In a GRIT, the grantor retains a right to receive all of the income
that is generated by the trust assets for a period of time referred to as the “initial term.” When the trust expires,
the remainder of the principal can be distributed to the beneficiaries. Beneficiaries of the GRIT cannot be
lineal descendents of the grantor or the spouse of the grantor.

•

Qualified Personal Residence Trust (QPRT) – A properly-structured QPRT will freeze the value of the taxpayer’s residence at the time the trust is created. The grantor creates a QPRT for a term of years and designates
beneficiaries. The grantor then contributes the residence to the trust, creating a taxable gift. The fair market
value of the residence is discounted for gift tax purposes. The residence passes to the beneficiaries at the end
of the trust term.

•

Q ualified Terminable Interest Property Trust (QTIP) – This estate-tax planning tool provides a surviving
spouse with an income interest for life. If an election is properly-made, the QTIP transfer will qualify for the
marital deduction. The executor of the transferring spouse’s estate must make the QTIP election.
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•

Irrevocable Life Insurance Trust (ILIT) – An ILIT is used as a tax planning tool that holds life insurance.
Its primary purpose is to remove life insurance proceeds from of the estate of the grantor.

•

Charitable Remainder Unitrust (CRUT) – A CRUT allows an individual to make a charitable contribution
to an irrevocable trust while retaining the right to receive income generated by the property for life. The primary incentive is a charitable deduction for the amount of the gift. A CRUT requires that a fixed percentage
(generally 5%) of the annual value of the trust assets be paid to the income beneficiary. The remaining assets
pass to a predetermined charity at the donor’s death.

•

Charitable Remainder Annuity Trust (CRAT)– A CRAT is conceptually the same as a CRUT, except that
the income received by the income beneficiary is in the form of a fixed annuity amount.

•

Crummey Trust – A Crummey Trust allows an individual to take advantage of tax planning using the annual
gift exclusion. In order to be a valid gift, the beneficiary must receive actual notice of contributions made to
the trust and the right to withdraw the contributions within a reasonable period of time, generally 30 days.
If the beneficiary does not withdraw the gift within the granted time period, the withdraw right lapses and
the money remains in the trust.

•

Credit Shelter Trust – This estate-tax planning tool, also known as a bypass trust, allows individuals to fullyutilize their federal estate tax exemption. The trust is generally funded with assets that fully utilize the federal
estate tax exemption and allows the first spouse to die the ability to fully utilize his/her estate tax exemption.

•

Intentionally Defective Grantor Trust (IDGT) – A properly-structured IDGT creates a completed transfer
for estate tax purposes, but an incomplete transfer for income tax purposes. The property transferred to the
trust will be excluded from the grantor’s gross estate. For income tax purposes the trust will be treated as a
grantor trust, with income taxed at the individual tax rates.
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Chapter VI – Comparing LLCs to S Corporations
Determining the type of entity to select when forming a new business is a complex, daunting task. Once the
decision is made to utilize a pass-through entity, the next step is generally deciding whether to utilize an LLC or an
S Corporation. Unfortunately, this question does not have a correct answer as each situation and each taxpayer is
different. Both an LLC and an S Corporation can provide pass-through attributes to the owners. While an S Corporation is a fixed, definitively-structured entity, an LLC is a chameleon for income tax purposes, and as noted in
previous sections, an LLC can be anything the owner wants it to be. For example, an LLC with one owner can be a
sole proprietorship, a C corporation or an S corporation. An LLC with multiple owners can be a partnership, a C
corporation or an S corporation.
The S corporation has often been the traditional entity of choice for operating a closely-held business that desires
to have pass-through tax attributes. However, the LLC possesses clear tax and non-tax advantages over the S corporation, whose use is severely hampered by an assortment of restrictions. The LLC, with its offer of more-complete
pass-through tax treatment and its greater operational flexibility, has in many cases, replaced the S corporation as the
entity of choice for the closely-held business. While the LLC is not the right answer in every case, it is very often the
most logical choice in today’s business environment.
Any comparison between an LLC classified as a partnership and an S corporation largely focuses on their comparative Federal tax treatment. The following items are generally the most relevant factors in determining which of
these two structures to choose:
•

First, which legal entity will provide the best protection for legal-related issues?
– Being that LLCs are very similar to corporations from a legal protection standpoint, there does not seem
to be much difference between an LLC and an S corporation when it comes to legal protection, although
the S corporation statutes have been around much longer than LLC statutes.

• The second important question is which entity provides the best tax advantages?   
– As noted earlier, an LLC can be just about anything. Both an LLC and an S corporation can receive
flow-through tax treatment if desired.
While a limited liability company and an S corporation share many similar qualities, they also have distinct differences, and these differences go well beyond issues related to liability protection and tax treatment. The following
section considers the similarities and differences between the two entity structures.
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Similarities
•

Limited liability protection – With both, owners are typically not personally responsible for business debts
and liabilities.

•

Separate entities – Both are separate legal entities created by a state filing.

•

Pass-through taxation –Both are typically pass-through tax entities, and while S corporations must file a business tax return, LLCs only file business tax returns if the LLC has more than one owner. With pass-through
taxation, no income taxes are paid at the business level. Business profit or loss is passed through to owners’
personal tax returns. Any necessary tax is reported and paid at the individual level.

•

Ongoing state requirements –Both are subject to state-mandated formalities, such as filing annual reports
and paying the necessary fees.

Differences in Ownership and Formalities
•

Ownership – The IRS restricts S corporation ownership, but not that of limited liability companies. IRS
restrictions include the following:
– LLCs are allowed an unlimited number of members; S corporations can have no more than 100 shareholders
(owners).
– Non-U.S. citizens/residents can be members of LLCs; S corporations may not have non-U.S. citizens/
residents as shareholders.
– S corporations cannot be owned by C corporations, other S corporations (unless they are 100% controlled),
LLCs, partnerships or many trusts. This is not the case for LLCs.
– LLCs are allowed to have subsidiaries without restriction. S Corporations can only be subsidiaries of
other S Corporations if they are wholly (100%) owned.

•

Ongoing formalities – S corporations face more extensive internal formalities. LLCs are recommended, but
not required, to follow internal formalities.
– Required formalities for S corporations include: adopting bylaws, issuing stock, holding initial and annual
director and shareholder meetings and keeping meeting minutes with corporate records.
– Recommended formalities for LLCs include: adopting an operating agreement, issuing membership
shares, holding and documenting annual member meetings (and manager meetings, if the LLC is managermanaged) and documenting all major company decisions.
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•

Differences in management
– Owners of an LLC can choose to have members (owners) or managers manage the LLC. When members
manage an LLC, the LLC is much like a partnership. If run by managers, the LLC more-closely resembles
a corporation; members will not be involved in the daily business decisions.
– S corporations have directors and officers. The board of directors oversees corporate affairs and handles major
decisions, but not daily operations. Instead, directors elect officers who manage daily business affairs.

Other Differences between LLCs and S Corporations
•

Existence – An S corporation’s existence is perpetual, but some states require LLCs to list a dissolution date in the
formation documents. Certain events, such as death or withdrawal of a member, can cause the LLC to dissolve.

•

Transferability of ownership – S corporation stock is freely transferable, as long as IRS ownership restrictions
are met. LLC membership interest (ownership) typically is not freely transferable – approval from other
members is often required.

•

Self-employment taxes – S corporations may have preferable self-employment taxes compared to the LLC
because the owner can be treated as an employee and paid a reasonable salary. FICA taxes are withheld and
paid on that amount. Corporate earnings after payment of the salary may be able to be treated as unearned
income that is not subject to self-employment taxes.

•

Tax losses from entity – Tax losses are more easily passed through to LLC members than to S corporation
shareholders because of the more-favorable rules relating to the tax bases of LLC ownership interests.

•

Contributions and distributions – The LLC may have tax advantages over the S corporation relating to the
distribution of property, especially the distribution of appreciated property.

•

Contributions of cash to the entity – While the contribution of cash to either an LLC or an S corporation is
basically treated the same (that is, the member or shareholder’s basis in the entity is increased by the amount
contributed), when property other than cash is contributed – particularly appreciated or debt-encumbered
property – there are clear tax advantages for the LLC over the S corporation.

•

Allocation of income – Unlike the S corporation, an LLC treated as a partnership for tax purposes also has
greater flexibility in tailoring certain ownership interests, including provisions for guaranteed payments, preferred
returns and special allocations of income or loss. (Note, however, that these permissible partnership allocations
must have substantial economic effect, meaning that the allocations, for tax purposes, must have a real economic
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impact. If the LLC agreement does not contain allocation provisions or if the provisions do not have substantial
economic effect, the allocations should be made in accordance with the partners’ interests in the partnership).
In contrast, an S corporation may only have a single class of stock. Although various “work-arounds” have been
devised to provide the S corporation with some flexibility in dealing with the single-class-of-stock restriction,
such as the use of certain debt instruments called “straight debt” that cannot be treated by the IRS as a second
class of stock, such work-arounds can be quite involved and in some cases, risky.
•

Tax basis differences – Two significant rules concerning the computation of an owner’s tax basis for his/her
ownership interest also generally favor the LLC over the S corporation:
– The ability to include entity-level liabilities in basis, and
– The ability to make a basis adjustment election whenever an LLC interest is sold or exchanged.
A member of an LLC qualifying as a partnership can include his or her allocable share of the LLC’s liabilities
in the basis of his/her LLC interest. By contrast, an S corporation shareholder is not able to use the corporation’s debt to increase the basis for his/her stock, even if he/she guarantees the debt. A shareholder in an S
corporation may only deduct losses up to the sum of his/her basis in his/her stock, plus the amount of any
loan made by the shareholder to the S corporation.

•

Benefits of basis differences – The basis increase resulting from the inclusion of entity-level liabilities in tax
basis, however, gives the LLC member two tax advantages not available to the S corporation shareholder:
– Tax losses may be claimed in excess of the LLC member’s capital investment, and
– A greater amount of money and property may be distributed tax-free to the LLC member.
An LLC member also receives the flexibility and tax advantages associated with the partnership tax rules
that allow the LLC to elect a basis adjustment of its assets, at the time that an interest in the entity is sold,
exchanged or inherited. An adjustment to the basis of LLC assets is also permitted to reflect gain recognized
by a member on the receipt of a property distribution.
The two primary tax advantages to consider when electing to adjust the basis of LLC assets are:
– Increased cost recovery deductions for the incoming LLC member to reflect the extent to which the fair
market value of the LLC assets exceeds their tax basis, and
– The avoidance of excess capital gain allocated to the incoming LLC member when appreciated LLC assets
are sold.
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Other Considerations
Despite all of these LLC tax advantages, the S corporation does possess at least one distinct advantage over the
LLC. Since there is no counterpart to Code Sec. 704(c) in the corporate setting, in the situation where appreciated
or depreciated property is contributed to a business, the S corporation may present an opportunity for shifting precontribution gain or loss where it does not exist for partnerships.
While every situation is different and all the facts and circumstances need to be considered, there has certainly
been a tremendous push by the legal community to make the LLC the structure of choice. When we consider the
number of new businesses formed over the last decade, it is apparent that for our firm’s clients, the preference has
certainly been the LLC. While we have recommended the S corporation in certain situations, the split between these
two choices is around 90%-10%, favoring the LLC. The more flexible allocation of income and cash distribution
options are certainly the more important reasons for this split.
It is important to note that in many situations, the LLC structure has been selected because electing to be an
S corporation was not an option. An example of this would be a situation in which a C corporation starts a new
business line or has new projects that are inherently risky. In these situations, the formation of an LLC allows for a
diversification of the risk, while at the same time providing no additional tax consequences.
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Chapter VII – State Tax Considerations
In addition to the numerous federal tax considerations, one must also take into account the state tax consequences of
choosing one entity structure over another. Many of our clients have more tax problems relating to state tax notices and
questions compared to issues related to Federal income tax. With so many state jurisdictions facing budget shortfalls,
there has been increased scrutiny on state taxing matters with special attention paid to income, franchise and sales and
use tax. The state tax collectors have become more aggressive and focused on taxpayer issues, and many are taking the
position that they assess now and substantiate later. This methodology is painful to deal with because in many cases, it
will cost the tax practitioner/taxpayer more to fix the problem than simply to pay the (incorrectly) assessed tax.
Unfortunately, this reality is what we have to face, and the situation is not getting any better. While many of these
issues cannot be changed, the selection of the most appropriate entity for a business is still a very important decision,
with both the Federal and state tax consequences requiring consideration, as they are both important going forward.
This chapter addresses many of the issues that are relevant to this decision and, specifically, matters that need to be
considered before a final decision should be made.

Overview
The United States is generally understood to be a “Federal” system of government. Under a common understanding
of this concept, a Federal system of government is one that divides the powers of government between the national
(Federal) government and state and local governments. Any time a state jurisdiction asserts the right to assess a tax,
Federal constitutional challenges may arise. These challenges are more profound in situations in which the taxpayer
in not physically located within the borders of the jurisdiction assessing the tax. The constitutional limitations in
most state taxation matters arise under the Due Process Clause and/or the Commerce Clause.
Before it may impose a tax, a state jurisdiction must have some connection with the person, property or transaction
from which or as a result of, it is attempting to collect tax. The concept of “nexus” refers to the minimum connection
that is required to permit a state jurisdiction to assess and collect tax from a taxpayer that conducts business within
the state’s borders. A state taxing jurisdiction is generally not permitted to extend its jurisdictional reach beyond its
own geographical boundaries. This is an important concept, as a taxing jurisdiction cannot go beyond its own borders
and expect to have any jurisdictional or legal rights to collect any type of tax.
There are both constitutional and state statutory constraints on what portion of a taxpayer’s income a state jurisdiction can tax. However, absent a Federal constitutional requirement or state statutory provision, a corporate taxpayer
would be taxable in a state on its entire tax base, if it were determined to have nexus in a particular jurisdiction. States
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are, however, required to provide fair apportionment for taxpayers that operate within and outside of their borders
(referred to as “multistate taxpayers”). These limitations and restrictions are important, and it is necessary to have a
general understanding of the rights available to state taxing jurisdiction to assess tax on certain entities who conduct
business within their borders.

Business Entities
When selecting a business entity, the specific tax implications, as well as the overall business objectives and estate
planning goals of the business owners, need to be considered. While the state income tax consequences are generally
not the most important factor when selecting an entity, the state tax consequences do need to be considered.
As previously discussed, for Federal income tax purposes only, a C corporation incurs and pays tax on its income. The other entity options are pass-through entities, and any tax liability related to these entities is paid by the
members/owners. For state income tax purposes, the answer is generally the same, with only C corporations being
subject to income tax on their profits. Following is a brief summary of the more-relevant state tax issues relative to
the alternative entity structures.
C corporations
A state’s corporate income tax may be imposed on corporations for the privilege of conducting business, earning
or receiving income in a state or being a domestic corporation. The C corporation is a taxable entity, and the entity
is subject to tax on any income earned within the state. The statutory definition of a “corporation” for the purposes
of the corporate income tax usually provides specific exclusions from the tax for specified entities.
As a tax-paying entity, an entity organized as a C corporation incurs two levels of tax on its income. The corporation pays tax on the income that it earns and then, if dividends are paid to its shareholders, a second layer of tax is
realized by the shareholders. This double taxation is incurred for both Federal and state income tax purposes, and is
the primary reason that many business choose to avoid the C corporation status.
If a C corporation has taxable income, it will typically apportion its income, within and without specific states in
which it operates, generally using some type of three-factor apportionment formula. While the specific apportionment methods differ by state, they are generally similar overall and are certainly similar in their theoretical approach
to apportioning the taxable income.
State statutes generally define a “corporation” for the purposes of a state’s corporate income tax act. Accordingly,
the definition of a corporation can vary from state to state, and the taxability of an entity within the same state can
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vary depending upon the type of tax. For example, for Pennsylvania Capital Stock/Franchise Tax purposes, S corporations and LLCs are taxable entities, and are both considered “corporations” for purposes of the capital stock/
franchise tax. However, both of these entities are generally exempt from Pennsylvania’s Corporate Net Income Tax
since they are pass-through entities.
Other states may have different taxes or tax rules that may cause certain flow-through entities to be treated in the
same manner as C corporations. Each state will need to be considered independently to ensure that the proper tax
reports are being filed.
Pass-through entities (S corporations, partnerships, LLCs)
Consistent with the Federal tax treatment of pass-through entities, state taxing jurisdictions generally allow the
same flow-through treatment for purposes of passing through the entities’ income or loss to the entities’ owners. While
most states generally exclude pass-through entities from the imposition of the state corporate income tax, some states
impose entity-level taxes on pass-through entities. Often, states subject S corporations to fees and taxes not characterized as “income” taxes. These may be franchise taxes based on capital or net worth, license fees for doing business in
a state or intangibles taxes. In addition, some states impose a surcharge on pass-through entities.
Under the Model S Corporation State Income Tax Act, each state is required to provide general pass-through treatment for S corporations. The state elects whether to forego imposing corporate-level taxes or to impose the same
corporate-level taxes as are imposed by the tax statute.
Generally, for income tax purposes, state taxing jurisdictions still require pass-through entities to calculate income
that is taxable in the state, utilizing the state’s respective rules and regulations, and to report the taxable income amount
to the respective state agency, as well as the pass-through entity owners. This informational income tax return filing
then produces a filing requirement for the owners, either individually or on a nonresident composite/consolidated
individual income tax return, in states that permit such filings on behalf of nonresident owners.
Disregarded entities
For federal tax purposes, disregarded entities are ignored for tax purposes, and their income or loss is reported
on the tax returns of their owners (who own 100% of the entity). This treatment is generally favorable, as it provides
the owners with the limited liability protection that they desire, while at the same time affords the owners a single
level of tax. For state income tax purposes, the tax treatment is generally the same, with some very minor situations
where differences exist.
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From a state tax point of view, the disregarded tax treatment is simply another benefit of forming a disregarded
entity. In most state taxing jurisdictions, the individual tax rate is lower than the corporate tax rate, thus, providing some tax savings to the owners. The state of Pennsylvania is a very good example of this benefit. The corporate
tax rate in Pennsylvania is a flat 9.99%, whereas, the individual tax rate is a flat 3.07%. This difference in tax rates is
significant, especially when one considers that the same liability protection can be obtained by selecting some other
type of entity. As a result, for state tax purposes, choosing a pass-through entity will generally provide a better tax
result, as compared to electing to be taxed as a C corporation.
It is important to note, however, that certain states assess taxes on disregarded entities in the same manner that
they assess taxes to other entities. Whether they call it a franchise tax, a registration fee or some other creative name,
the fact is that there are other statutes that exist that will cost a business money. Generally, it will not matter what type
of entity is selected, as each structure is required to at least report certain information to the taxing jurisdiction. The
states have found alternative ways to collect more tax from businesses who operate within their borders. Care needs
to be taken to ensure that the proper forms are filed and the proper tax or fee is paid in the jurisdiction, as required.
Generally, for these “special” taxes, the selection of one entity over another will not change or alter the ultimate tax
liability required to be paid.

General State Tax-related Issues
When a business entity crosses state borders and conducts business in other jurisdictions, numerous potential issues and filing responsibilities arise. Each state is different in its specific application of the law, but in general, they all
will want a piece of the pie. Whether the entity is subject to income, franchise, capital stock, net worth or sales tax,
the issues associated with filing, collecting and/or paying the tax can become very complex. This section addresses
certain filing alternatives available in this area.
Unitary reporting
Under the Due Process Clause, a state, in determining the value of activities on which it may assert a tax, can only
consider those activities that have a minimal connection between the interstate activities and the taxing state, as well
as a rational relationship to those conducted within its boundaries. The U.S. Supreme Court has determined that this
rational relationship is satisfied by the unitary business principle. Because the unitary business principle is a product of
the Due Process Clause, it places limits upon what activities a state may consider, but it does not require it to consider
activities beyond its boundaries. The unitary business principle is the concept that a taxing authority may treat a business
that is conducted within and outside the state as one unit in determining the taxable values attributable to the state.
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The theory underlying the unitary business principle is derived from real property tax law, where the issue of apportionment arose in the context of railroad taxation. The U.S. Supreme Court recognized that the value of a railroad
line could not be measured merely by looking to the value of the property located within a specific geographic area. The
Supreme Court found that a “separate mile or two of its length is almost valueless by itself,” and approved the method
enacted by a city that taxed the value of the track within its city limits as a percentage of the value of the entire railroad
line. The value attributed to the city was calculated by determining the value of the entire line, and dividing this value
by the total number of miles of line, to generate a valuation per mile of track.
In 1897, the Court expanded this concept of “unit” valuation in a case involving a non-railroad, by recognizing
that unity of use and management of a business that was scattered through several states may be considered when a
state attempts to impose a tax on an apportionment basis. The first application of the unitary theory to income taxes
was in a 1920 U.S. Supreme Court decision. In that case, the Court approved a formula used by a state to determine
the amount of income from a multistate business that was attributable to the state for state tax purposes.
The unitary business principle has two applications in the area of state income taxation. First, it controls what income
is subject to apportionment. Under the Uniform Division of Income for Tax Purposes Act (UDITPA) this is the distinction between business and nonbusiness income. Second, it controls what entities a state may consider in determining
the income attributable to activities within its boundaries. This is commonly referred to as combined reporting.
Combined reporting
Combined reporting is the mechanism by which the income of a multistate, unitary business is calculated for
purposes of determining the amount of income that is properly-attributable to a specific geographic area. There is
typically no document or form entitled “combined report,” and use of the combined report approach does not disregard the separate corporate entities of the group. Rather, the combined report is simply the method of computing
the amount of unitary business income derived from or attributable to a particular state.
Traditionally, the term is applied to describe how to determine and apportion the income of a unitary business
that involves more than one commonly-controlled entity. But the mechanism is equally applicable to a single entity
that (1) has both apportionable business income and allocable nonbusiness income; or (2) is engaged in more than
one unitary business.

Overview of Nexus
An entity generally is subject to income tax in the state in which it is organized, and also may be subject to income
tax in any other states in which its property, employees or other agents are physically present on a regular and system© Grossman Yanak & Ford llp
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atic basis. Nexus is the term used to describe the types of contacts necessary to establish a state’s right to impose a tax.
While taxpayers clearly have nexus in each state in which they have offices and other facilities, along with employees,
a more difficult issue is determining in which, if any, other states the taxpayer has nexus.
Due process and commerce clause restrictions
Historically, states have aggressively asserted that any type of in-state business activity creates nexus for an outof-state entity. The reason for this aggressive position is to drive more tax revenue from out-of-state entities instead
of raising taxes on in-state businesses. This desire of state officials has been limited by the Due Process Clause and
Commerce Clause of the U.S. Constitution.
The Due Process Clause provides that no state shall “deprive any person of life, liberty or property, without due
process of law.” The U.S. Supreme Court has interpreted this clause as prohibiting a state from taxing an out-of-state
corporation unless there is a “minimal connection” between the company’s interstate activities and the taxing state.
The Commerce Clause expressly authorizes Congress to “regulate Commerce with foreign Nations, and among the
several States.” The Supreme Court has interpreted the Commerce Clause as prohibiting states from enacting laws
that might unduly burden or otherwise inhibit the free flow of trade among the states. More specifically, with respect
to the nexus issue, the Supreme Court has interpreted the Commerce Clause as prohibiting a state from taxing an
out-of-state corporation unless that company has a “substantial nexus” with the state.
Public Law 86-272
In Northwestern States Portland Cement Co. v. Minnesota [358 U.S. 450 (1959)], the Supreme Court held, for the
first time, that the Commerce Clause did not prohibit a state from imposing a fairly-apportioned, direct corporate
income tax on an out-of-state corporation carrying on an exclusively-interstate business within the taxing state. This
ruling created concern among the business community, which lobbied Congress to exercise its Commerce Clause
powers to limit the ability of the states to tax out-of-state corporations.
Congress responded in 1959 by enacting Public Law 86-272, which provides multistate corporations with a limited
safe harbor from the imposition of state taxes imposed on “net income.” Specifically, Public Law 86-272 prohibits
a state from taxing the income of an out-of-state corporation if the company’s only in-state activity is solicitation of
orders by company representatives for sales of tangible personal property.
Although Public Law 86-272 can provide significant protections for a multistate business, it has several important limitations. First, it applies only to taxes imposed on net income and, therefore, provides no protection against
the imposition of a sales and use tax collection obligation, gross receipts taxes (such as the Ohio commercial activity
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tax, or Washington business and occupation tax) or corporate franchise taxes. Second, the protection of Public Law
86-272 is available only to businesses that sell tangible personal property. It provides no protection to businesses that
provide services, lease tangible personal property, or sell or license intangibles. Third, for businesses that do sell tangible
personal property, their employees must limit their in-state activities to the solicitation of orders that are sent outside
the state for approval, and if approved, are filled by shipment or delivery from a point outside the state.
Affiliate or agent nexus
Some states have taken the position that the existence of common ownership between an entity that has a physical
presence in a taxing state (i.e., an in-state brick-and-mortar retailer) and an out-of-state entity that has no physical
presence in the state but makes substantial sales into the state (i.e., an out-of-state mail-order or Internet vendor), is
sufficient to create nexus for the out-of-state affiliate. Borders Online, Inc. was one of the first taxpayers to face this
issue in which states challenged that the brick-and-mortar Borders book stores acted as affiliates for the online stores.
While most of these affiliate challenges are in the area of sales and use tax, some states have expanded the challenge
to income and franchise tax.
Similar to affiliate nexus, agency nexus is a theory used by states that considers the use of independent agents by
businesses, in place of employees or dependent agents, to still be considered a nexus-creating activity.
Economic nexus
Many states have adopted this standard, which is based on the amount of income or sales derived from sources
within a state. For example, the Connecticut corporate income tax applies to “[a]ny company that derives income
from sources within this state and that has a substantial economic presence within this state, evidenced by a purposeful direction of business toward this state, examined in light of the frequency, quantity and systematic nature of a
company’s economic contacts with the state, without regard to physical presence, and to the extent permitted by the
Constitution of the United States.” Some states that have adopted the economic nexus standard have also adopted
“bright-line tests” for determining economic nexus. These tests provide specific thresholds (i.e., sales in excess of
$500,000) that constitute a significant economic presence within a state, which creates nexus.

Overview of Apportionment
In general, the state in which a corporate taxpayer is commercially-domiciled can impose certain conditions that
must be satisfied before a company can apportion its income for state income tax purposes. However, these state statutory
“conditions” can be overruled by constitutional considerations regarding a taxpayer’s right to apportion its tax base.
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If an entity derives taxable income in multiple states, then, in order to tax the entity’s income “fairly,” under constitutional standards, a state must use a permissible method to divide the tax base. Common methods to divide the
tax base are:
•

Separate accounting

•

State-specific allocations

•

Formulary apportionment

Separate accounting
This method seeks to identify a corporation’s operations within a given state and separate them from those operations occurring outside the state. In particular, separate accounting seeks to identify income and related expenses
attributable to in-state activities.
State-specific allocations
As the name implies, this method requires the specific allocation of income to a taxing state, based on the tracing
of the income to its geographic source. Once a state-specific determination is made, the income is wholly-attributed
to that state and taxed accordingly.
Formulary apportionment
This method is the most-commonly used method by states and taxpayers. The usage by states of formulary apportionment dates back over 100 years. Formulary apportionment is the assignment of income, which arises from
the collective operations of a business conducted in multiple states, to a particular jurisdiction. The assignment is
accomplished by use of a mathematical formula that compares an entity’s activities in the taxing jurisdiction with the
same activities of the entity everywhere.
The process of apportionment results in a determination of how much income is attributable to sources within
the state. Apportionment is required when income is derived from sources both within and without the state and
spreads the business income to multiple states.
A variety of apportionment formulas have been used by the states. They may include a single apportionment factor or several apportionment factors that are averaged. An apportionment percentage is computed by dividing the
numerator of the factor, which is the amount of activity in the state, by the amount of the activity everywhere. That
apportionment percentage is then applied to the overall income base to determine the amount of income assignable
to the particular jurisdiction.
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Historically, the most-common factors utilized in states that incorporate an average apportionment factor are
sales, payroll and property. While the weight placed on these factors had historically been even in most states, over
the past decade, there has been a significant movement by the states to more-heavily weight the sales factor, as states
attempt to move more of the state tax burden off in-state taxpayers to out-of-state businesses.
The methods available by an entity to divide their income between states may be dependent upon the type of
entity, as various states, including Pennsylvania, may permit a particular method or weight factors differently for a C
corporation versus a pass-through entity.

Other Apportionment Matters
Nonbusiness income
While business income is generally divided by one of the methods discussed above, nonbusiness income is generally still allocated to the single state from which it is was derived. Nonbusiness income can include investment
income such as interest, dividends and capital gains; however, the state’ definitions of nonbusiness income vary and
can significantly impact an entity’s ability to either apportion or allocate a particular item of income.
For example, a capital gain derived from the sale of a business’s subsidiary could be required to be apportioned
using an average factor in one state as “business” income, but be required to be allocated as “nonbusiness” income in
another state. These situations can lead to potential double taxation of the same capital gain in two or more states,
depending upon the particular facts and circumstances.
Through-back or nowhere sales
Many states have adopted a UDITPA exception, which specifies that if the taxpayer is not taxable in the state of
the purchaser, the sale is attributed to the state in which the property is shipped from. Generally, the sale of tangible
personal property is attributed to the state of destination in calculating an entity’s sales factor fraction. However,
because the sale alone by a taxpayer into a particular state may not create “nexus” for that taxpayer to be taxable
within that state, under this UDITPA exception, the taxpayer would be required to, instead, include that sale in the
numerator of the state in which the property was shipped.
This exception is intended to minimize the potential for “nowhere” sales, which are sales that would be attributed
to states in which the taxpayer does not file a tax return. This exception can significantly impact taxpayers that have
a substantial amount of sales to foreign countries, as well.

© Grossman Yanak & Ford llp

Chapter VII • Page 63

Attorney CLE Series – June 14, 2012

Business Entity Selection & Structuring Transactions
Other Taxes
In addition to income taxes, many states impose some other form of tax to draw additional tax revenue from business being conducted within the state. Even pass-through entities are often subject to these non-income base taxes,
while they are generally exempt from the income taxes. Examples of other types of taxes are described briefly below.
•

Franchise/net worth tax – While the taxable base for these taxes may vary from state to state, the majority
of these taxes are, in some way, based on the assets or capital that a taxpayer uses within the specific state. For
example, the Pennsylvania Capital Stock Tax base includes the average equity of a taxpayer in the determination of the taxable capital stock value. Georgia, North Carolina and Tennessee are other examples of states
that impose an additional net worth or franchise tax on entities, based on their assets within the state.

• Gross receipts tax – Some states impose a tax or fee on entities conducting business within the state, which
is based solely on the level of sales within the state in the reporting period. The Ohio Commercial Activities
Tax (CAT) and Washington Business & Occupation (B&O) tax are two examples in which this tax structure
accounts for a majority of the state’s tax revenue. Other states, such as California and New York, incorporate
an entity’s level of sales to assess fees based on certain ranges of sales within the state.
•

Hybrid tax – A few states impose a tax on a base that alters the Net Worth or Gross Receipts tax concepts. The
most notable example is the Texas Margin Tax, which is a franchise tax that taxes an entity’s “gross margin,”
thus altering the gross receipts concept, to allow for a reduction to the gross receipts amount of the greater
of three calculated margin amounts (costs of goods sold, compensation or a 30% safe harbor). The recentlyrepealed Michigan Business Tax, which existed for several years, also provided for certain deductions (based
on the state’s statutes) to reduce the “Modified Gross Receipts Tax” portion of the Michigan Business Tax.

The Final Word on State Tax Matters
With so many state taxing jurisdictions failing financially, there has been much more attention paid to ways to
collect tax from businesses operating within the jurisdictional boundaries of a taxing jurisdiction. In many ways, the
structure of a business is less important than the fact that a business exists, and the business may be required to file
and pay tax in a state. While being a pass-through entity will generally cause a lower tax liability (as compared to a
C corporation), the fact that there is even a filing requirement at all is often overlooked. In addition to the normal
income and franchise taxes, the most-overlooked area is related to sales and use tax. This area can be very complex,
and non-compliance can be very costly and can destroy a business that is not in compliance with the law.
Chapter VII • Page 64

© Grossman Yanak & Ford llp

Attorney CLE Series – June 14, 2012

Business Entity Selection & Structuring Transactions
While Public Law 86-272 protects many businesses from income tax issues, sales taxes are not included within
its guidelines. As such, many entities are technically required to collect and remit sales tax, but they are not aware it.
Furthermore, in many cases, an entity is statutorily required to collect sales tax on its sales in a jurisdiction, and it is
not complying with the law. This can be a very difficult situation when the entity gets audited, and a large tax assessment is issued against the taxpayer. This issue is even tougher to handle when the tax assessed is merely the tax that
should have been collected from the taxpayer’s customers.
At the end of the day, the taxpayers are required to pay a tax liability that was not even their liability. The fact that
they did not collect the tax caused them to suffer a financial hardship, generally without the possibility of them getting
the money back. This area needs to be carefully structured prevent an unfortunate situation for the business.
State tax consequences can have a significant impact on a business, and they need to be carefully monitored.
While the cost of compliance can be high, the price of non-compliance can be even greater. Careful consideration of
the state tax situation is critical to ongoing business success.
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Chapter VIII – Transaction Implications
When a proprietor is considering the type of entity to form, there are many unanswered questions that are unknown
at the time of formation. How long will the business exist? How long will the current owners hold their interests in
the business? Will the current tax rates stay the same, or will there be significant changes between now and the time
that the owners will ultimately dispose of their interests? When the current owners exit the business, will they sell
the assets of the business, or will they sell the stock or ownership interests in the business?
While it is impossible to know the answers to these questions, it is important to at least consider these questions
so an exit strategy can be preliminarily considered. Deciding which type of entity to select would be easy if all of the
facts were known at the date of inception. Obviously, this is not the case, and one must make certain assumptions
about the future and how a deal may be structured in the future.
This chapter will focus on some of the critical aspects of entity selection that apply to the acquisition, sale and
transfer of ownership interests in the entity. We will first briefly discuss the implications of selling assets of an entity
versus selling the “ownership interests” (i.e. the stock, LLC membership units or partnership interests) when a transaction occurs. These issues are important in every transaction discussion because of the significance of the differences
between an asset sale, as compared to the sale of an ownership interest in a business. As we discuss these differences,
please note that when we use the term “ownership interests,” we are referring to the units of ownership that represent
interests in a business. For a corporation, these “interests” would be the stock of the corporation; for a partnership,
the interests would be the partnership units and for an LLC, the interests would be the membership units.

Asset Sales vs. Ownership Interest Sales – Differences Between These Alternatives
General objectives of the buyers and the sellers
An existing business entity can be acquired in two basic ways. The buyer can acquire (and the seller can sell) the
assets of the business, or the buyer can acquire the “ownership interests” of the business. In any transaction, the buyer
and the seller generally have different preferences with respect to how the business will be transferred. In most situations, the buyer desires to purchase the assets of the business; whereas, the seller desires to sell the ownership interests
of the business. These conflicting objectives often lead to differences that cannot be easily negotiated and reconciled
and can lead to material differences in the purchase price desired by each party.
From a buyer’s perspective, an asset sale is generally preferred because of the favorable tax consequences related
to the “step-up” of the assets for tax depreciation purposes. Further, under an asset acquisition, unknown and underChapter VIII • Page 66
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reported liabilities are not the concern of the buyer since he/she is only responsible for the liabilities that are specifically
assumed as part of the purchase. Conversely, the seller will generally enjoy better tax consequences if the ownership
interests are sold. With respect to unknown and underreported liabilities, the seller is better off if he can divest himself
from these liabilities by transferring the ownership interests of the entity.
There are many factors to be considered on both sides of the transaction, and an intricate understanding of the
tax issues is critical from both the buyers’ and the sellers’ points of view. The following section briefly discusses some
of the factors that should be considered by the parties to the transaction.

Considerations from the Buyer’s Perspective
•

Factors favoring asset purchases – Purchasing assets, rather than ownership interests, means the buyer is
protected from unknown or contingent liabilities (including federal, state, and local income taxes) of the
acquired business. The buyer in an asset purchase transaction becomes responsible only for the liabilities
that encumber acquired assets (such as a mortgage on real estate) and liabilities specifically assumed in the
purchase/sale agreement.
It is important to ensure that the due diligence process identifies any potential exposures related to any liabilities
that could follow the purchase of assets. If ownership interests are acquired, the buyer generally acquires not
only the entity, but also all known and unknown liabilities to which it is exposed. While the liabilities will
be contained within the entity, their existence diminishes the value of the acquired business. Other factors
that tend to favor asset purchases over ownership interest purchases include:
– An asset purchase allows the buyer to purchase only the assets desired. With a purchase of ownership
interests, all of the entity assets are acquired. While unwanted assets normally may be sold later, a buyer
may want to avoid additional transactions and the risk that the value of unwanted assets is less than assumed when the purchase was made.
– An asset purchase allows the buyer to allocate the purchase price to the assets acquired for tax basis
purposes. If, as is usually the case, the purchase price exceeds the seller’s tax basis in the assets, the result
is that the buyer effectively “steps up” the tax basis of the acquired assets, which generates higher tax
deductions. If the purchase is made by acquiring the ownership interests, the purchase price will generally
not be reflected in the tax basis of the underlying assets.
– An asset purchase may allow the buyer to terminate existing unfavorable employee collective bargaining
agreements; however, this can sometimes be difficult even in an asset purchase scenario.
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– An ownership interest purchase may require the buyer to assume legal responsibility for underfunded
employee benefit plans; whereas, an asset purchase carries no such obligation
– An asset purchase allows the buyer to avoid minority shareholder problems that could arise with an entity
acquisition.
In most purchase/sale situations, a buyer’s primary concerns are:
– Obtaining a stepped up tax basis that reflects the fair market value (FMV) of the acquired business assets,
– Avoiding unknown or contingent liabilities of the target business, and
– Avoiding the purchase of unwanted assets.
All these considerations weigh strongly in favor of purchasing assets rather than ownership interests. Most
small business sale transactions involve the purchase of assets, as the buyer typically holds the upper hand in
such a transaction.
•

Factors favoring purchases of ownership interests (i.e. stock, membership units, partnership interests, etc.) –
While buyers generally prefer asset rather than ownership interest purchases, some factors favor ownership
interest purchases from the buyer’s perspective. These factors include:
– The legal and transaction costs and difficulties of an asset purchase are normally higher than for the
acquisition of ownership interests. In a legal sense, the acquisition of ownership interests involves the
acquisition of one asset instead of the many assets actually owned by the entity. With an asset purchase,
legal title to each asset must be transferred, and this can be expensive.
– If the entity holds valuable contractual rights (leases, franchises, etc.), these will usually be unaffected by
the acquisition of ownership interests. With an asset purchase, the consent of the other parties (lessor,
franchisor, etc.) may have to be obtained to continue the contractual relationships.
– With the acquisition of ownership interests, the buyer is able to retain the use of favorable tax accounting
methods and depreciation methods used by the target entity. And, subject to rather severe limitations,
the target entity may be able to utilize tax attributes such as net operating loss (NOL) and capital loss
carryovers after an acquisition. These tax attributes are unavailable to the buyer with an asset purchase.
– If the entity has favorable employee collective bargaining agreements or insurance or credit ratings, these
can generally be retained with an entity purchase.
– The entity may have a favorable debt structure that cannot be retained with an asset purchase.
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– With an asset purchase, the buyer may not receive the right to use the seller’s name, which can be a significant disadvantage if that name is well-recognized and respected in the industry.
– The acquisition of ownership interests will avoid disputes between the buyer and seller over the allocation
of the purchase price to specific assets.
Many of the potential advantages of entity purchases depend on legal issues such as whether the change in
ownership of the entity allows the company to continue favorable contractual relationships with third-parties
(such as franchisors, lessors, etc.). Advice of legal counsel should be obtained to evaluate the non-tax advantages and disadvantages of entity purchases to ensure that the post-purchase outcomes are consistent with
the assumptions made by the buyer at the time of the purchase.

Considerations from the Seller’s Perspective
•

Factors favoring asset sales – While sellers generally favor selling ownership interests, they may prefer an asset
sale in the following circumstances.
– Business being sold is a sole proprietorship, a single-member LLC business, or an unincorporated division of a corporation that does not qualify for a tax-free reorganization, which results in an asset sale by
definition. If the entity is owned by a partnership (or a multi-member LLC treated as a partnership),
an asset sale followed by a liquidation or sale by the partners of their partnership interests will lead to
essentially the same tax results as if they sold their partnership interests.
– Seller is a corporation with unused NOL or capital loss carryforwards that can offset any entity-level gain
on the sale of its assets.
– Assets to be sold have a high basis, thus there may be no entity-level gain from the sale. If owners’ basis
exceeds the value of the liquidation proceeds, gain at their level could also be avoided.
– Sellers plan to use the proceeds to acquire a new entity to be operated in the same shell as the old entity,
thus, avoiding the second level of tax since proceeds are not distributed to shareholders.
When appreciated assets are held by a C corporation, the issue of double taxation is present. If an asset sale
occurs, the double taxes must be paid immediately if (as is usually the case) the selling corporation is liquidated
shortly after the sale. In effect, the taxes due after an asset sale are “the seller’s problem,” but that immediate
double taxation generally results in the seller demanding a higher sale price. If there is a taxable stock sale, the
corporate-level taxation of the appreciation in the value of assets is deferred, and any eventual corporate-level
taxes effectively become “the buyer’s problem.” This reduces the amount the buyer will pay, but the seller
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may still net more because of the benefits of the corporate-level tax deferral. If a tax-free stock acquisition can
be arranged, taxes are deferred at both the selling shareholder level and at the target corporation level. The
buyer probably will consider this double tax advantage for the seller when determining the offering price.
•

Factors favoring ownership interest sales – Business owners generally realize capital gain when they sell their
ownership interests in a business. The maximum tax rate for noncorporate shareholders for long-term capital
gains is 15%. No entity-level gain arises from an ownership interest sale. Because of the single level of taxation
associated with an ownership interest sale, sellers usually prefer it to an asset sale followed by liquidation of
the entity.
An ownership interest sale allows the selling owners to convert their investment to cash, while deferring the
entity-level tax consequences present when the value of a entity’s assets exceeds their basis. This deferral is
an economic advantage that, all other things being equal, increases the value of the deal for the seller, and
perhaps, for the buyer as well. (Sellers benefit directly because of the tax deferral, while buyers may benefit
indirectly if the seller is willing to accept a lower price due to the deferral.)
A sale of the entire business will allow the sellers to avoid any unrecorded or underrecorded liabilities that
may not be known.
Some factors that favor ownership interest sales from a seller’s perspective include:
– The tax results of an asset sale are generally less favorable to the seller. An asset sale by a corporation is
often followed by a liquidation of the corporation to get the cash into the shareholder’s hands. Thus,
for a C corporation, such a sale can result in taxable gain at two levels. First, the corporation is taxed on
the gain from the asset sale. Then, the shareholders are taxed on any liquidation gain, which is cash and
property received in excess of their stock basis. (IRC Sec. 331)
– A stock transaction sometimes can be structured as a tax-free reorganization under IRC Sec. 368(a)(1).
Essentially, a tax-free reorganization involves the selling shareholders exchanging their shares in the target
corporation for stock in the purchasing corporation. This allows the selling shareholders to indefinitely
defer any gain on their shares (until they sell the shares of the purchasing corporation). A selling shareholder who continues to hold the purchasing corporation’s shares can permanently avoid any income
tax on the transaction because the tax basis of shares held at death is stepped up to FMV.
The target corporation also avoids recognizing any gain. The purchasing corporation obtains a carryover
basis in the assets of the target corporation and, subject to IRC Sec. 382-384 limitations, succeeds to its
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tax attributes (NOLs, capital loss carryovers, etc.) The target corporation retains its tax accounting and
depreciation methods. It should be noted that a tax-free reorganization can also include an acquiring
corporation trading its stock for the target’s assets.
– If the transaction involves an S corporation, a sale of stock can help the seller avoid problems caused by
“inside/outside basis differences.”

Entity Formation Decisions Related to Future Transactions
As noted above, at the time that an entity is formed, there are many uncertainties relating to the final exit of the
ownership group. The specific entity structure selected has a great deal of importance with regards to the tax and non-tax
matters that will ultimately be realized by the owners, once an exit occurs. The following section is provided to briefly
address the alternatives with respect to transaction-related issues as they apply to different entity structures.
Entities taxed as C corporations
As previously discussed, there are two ways in which a business can change hands – an asset sale or (in the case of
a C corporation) a stock sale. As highlighted throughout these materials, there are not many C corporations being
formed today. One of the primary reasons relates to the unfavorable tax consequences and double-taxation effect of
owning a C corporation. However, this double taxation generally only occurs in situations in which dividends are paid
to shareholders. In a transaction scenario, if the stock of a C corporation is sold by the shareholders, the double-taxation
issue disappears (for the old owners). Under this scenario, owning a C corporation may not have had any negative tax
consequences to the owner since the double-taxation issue has been avoided.
Unfortunately, avoiding the double taxation would limit the owners of the entity to only selling the stock of
the business and, in some cases, would “scare away” potential purchasers. In some situations, a stock deal would be
beneficial to both parties, but this is generally not the case. This is certainly a case-by-case situation but, for the most
part, being a C corporation reduces the potential positive outcomes of a transaction event. In many cases, forming a
new entity as a C corporation generally will not produce the most-favorable tax results during the operational years
of the business, nor will it generally produce the most-favorable tax results upon disposition of the investment.
Entities taxed as S corporations and partnerships
We have combined this discussion to include both S corporations and partnerships because in many respects, the
tax consequences upon a disposition of the interests in each of these entities are similar. The issue related to double
taxation does not exist with these two entity structures, as long as the S corporation has always been an S corpora© Grossman Yanak & Ford llp
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tion. If an S corporation was at one time a C corporation, there could be some double-taxations issues. This specific
discussion is beyond the scope of this presentation.
The tax consequences related to the disposition of either an investment in an S corporation or a partnership will be
very similar under either an asset sale or the sale of ownership interests. The reason for this similar treatment is due to the
basis-adjustment rules under each taxing regime. As such, in many cases, the tax consequences to the owners of either
of these entities will not materially change whether the assets are sold or whether the ownership interests are sold by
the owners. This assumes that careful planning is done to ensure that certain timing related matters are considered.
The fact that the end results can be similar under either type of sale provides more-favorable results to a seller, as
there are multiple options from which to choose with similar tax consequences. Having these options available to a
seller allows the seller to be in a better negotiating position when discussions begin with a potential buyer. Knowing
that the buyer desires an asset sale provides the seller with better options with respect to negotiating better terms and
conditions. In many cases, the seller will realize higher proceeds by having these additional options and being able to
offer a potential buyer a more-favorable transaction structure.
Disregarded entities
Transactions involving disregarded entities can take many different forms, and the complexity related to these
transactions can be significant. Since a disregarded entity is not a tax-paying entity for income tax purposes, transactions
involving disregarded entities will generally be treated as asset sales for both the buyer and the seller. For income-tax
purposes, this treatment benefits the buyer since the assets acquired will get a stepped-up tax basis.
For the seller, the transaction will also be treated as an asset sale, and any gain from the asset sale will be reported
on the owner’s income tax return. Assuming that the owner is a pass-through entity, there will be a single level of tax
on any gain from the transaction. If the owner of the disregarded entity is a C corporation, the gain from the asset
sale will be reported on the C corporation return, and there will only be a double layer of tax if cash is distributed to
the shareholders from the C corporation.
With the recent proliferation of disregarded entities (mostly LLCs), tax professionals are now realizing the
complexities associated with the dispositions of such entities. For example, assume that for state law purposes, a
SMLLC (owned by a partnership) is sold to an outside party. For income tax purposes, the transaction is reported
by the partnership as a sale of individual assets that were held by the LLC. This treatment is common – it is simply a
sale of assets. However, for state law purposes, the transaction is a transfer of an LLC interest and, as such, the LLC
still exists for state law purposes. Does this mean that transfer taxes do not apply at the state level? Are contracts that
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existed at the LLC automatically deemed to still be binding on the original parties (the LLC and the other party)? Is
the LLC transfer treated in the same manner as a stock sale in all respects except for income tax purposes?   
These are very important and complex questions, and the technical guidance related to these questions fails to
provide a concise roadmap with respect to reporting this type of transaction. When such a transaction occurs, or is
going to occur, it is important for both the buyer and seller to carefully review and understand the law, as well as the
potential tax and non-tax consequences of such a transaction.
Sole proprietorships
Any sale of a sole proprietorship will be treated as an asset sale from both the buyer’s and the seller’s point of view.
Such treatment, while generally favorable to the buyer, can have mixed results for the seller.
The buyer of a sole proprietorship will benefit from being able to obtain a step-up in the basis of the assets acquired, while avoiding the potential risk of being responsible for any unrecorded or under-reported liabilities. While
these benefits are important, there are some negative consequences related to a transaction that is structured as an
asset sale. As discussed earlier in this chapter, while an asset sale is favorable to the buyer for income tax purposes,
there are certain non-tax-related matters that need to be considered, such as contractual-related transfer issues, asset
transfer-tax issues, sales-tax issues, favorable debt structure matters and other similar issues. These matters are often
not considered when an asset sale is contemplated.
The seller of a sole proprietorship will generally realize both ordinary income and capital gain income on the
disposition of its assets. The tax results for a seller of a sole proprietorship are generally not as favorable as an outright
sale of ownership interests in a business entity, due to the differences between ordinary tax rates and long-term capital
gains tax rates. In addition, the non-tax related issues are generally more difficult to deal with in asset sales and often
take a great deal of effort to properly transition to a new owner.

Final Thoughts
While the tax consequences of a business disposition may not be the most critical factor in determining the type
of business entity to form, it is important to understand that there are alternatives and options with regards to the end
result of a transaction. Both tax and non-tax factors are important considerations for the proprietor who is starting
a business, and these factors should be considered at the inception of the business.
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Conclusion and Practical Considerations
The selection of the appropriate entity structure at the inception of a business enterprise is, perhaps, the most important aspect of initial business planning. While the ability to modify the structure at some future point is generally
possible, the conversion or modification can often prove costly, both in terms of tax costs, as well as administrative costs.
Many times, these barriers to later modification can prove exceedingly costly to the equity owners of the enterprise.
In addition, as has been discussed in this session, careful consideration of any entity selection requires an assessment of the entire lifecycle of the business so the decision can incorporate, to the extent possible, the exit planning
strategies of the parties acquiring equity positions in the new business.
While the difficulties in establishing a credible exit plan at the inception of the entity’s life are challenging, it
should be remembered that in many cases, a substantial portion, if not the bulk of the equity owner’s return on investment, occurs at the exit event. Allowing for a tax-inefficient entity structure at the front of the business’ lifecycle
when such can be prevented will end up costing the equity owners money.
Another element of consideration is that of centralized management and continuity of life. In choosing the appropriate entity structure for any new enterprise, assessment of these two attributes are critical to choosing the best
entity structure.
Personal asset protection and liability considerations are always relevant. With the number of entity structures
available that provide for limited liability, it seems unnecessary to run any business in a fashion that leads to exposure
beyond the investment in the business.
Finally, financing objectives and self employment taxes are two other issues that should be considered when
selecting an entity.
Even though today’s program focused on just a few of the anomalies and nuances of the various entity structures
available for use in daily practice, it should be apparent that the process of advising clients on which entity structure
is best in their situation is one that requires an intimate understanding of the desires and needs of the client and their
business, both in the near-term as well as the long-term.
Understanding the many legal and tax issues is paramount to providing this advice in a diligent manner. Oftentimes, the best approach is one that incorporates consideration by a team of advisors that includes legal consideration,
as well as tax and accounting considerations. To that end, we are always happy to team with members of the legal
community to ensure that our clients are receiving the very best advisory services available.
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As noted at the front of this program, today’s session is not intended to be a complete discussion and conversation on every aspect of the business entity selection process. It is our hope, however, that everyone, no matter your
experience level, is able to take some information away from the program that will prove valuable and helpful in your
practices as you visit with clients now and in the future.
We do appreciate the continued referrals and support that you have shown our Firm and our professionals. We
respectfully request that you keep us in mind in the event you encounter a client in need of quality accounting, tax,
technology, valuation or litigation support services, and we hope to have the opportunity to work with you in the
near future.
Should you have questions regarding any of the information which was shared with you today, please feel free to
contact either Bob Grossman or Don Johnston as follows:
Bob Grossman

Don Johnston

Direct: 412.338.9304

Direct: 412.338.9309

Email: grossman@gyf.com

Email: Johnston@gyf.com

Thanks for attending today!
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Business Entity Planning -- Choice of Entity at a GlanceChapter 19. Comparison
of Entities
Figure 2
Comparison of Entity Attributes
MULTI-MEMBER
LIMITED LIABILITY
FACTOR

PARTNERSHIP

CORPORATION

S CORPORATION

COMPANY *

Liability of Owners

General partnership:
Unlimited. Limited
partnership: Limited
partner limited to the
amount of capital
contribution. General
partner: Unlimited.

Generally limited to
assets of the
corporation, unless
loans or notes are
guaranteed by the
shareholders.

Generally limited to
assets of the
corporation, unless
loans or notes are
guaranteed by the
shareholders.

Generally limited to
assets of the LLC,
unless loans or notes
are guaranteed by
the members.

Management

General partnership:
Not centralized; all
general partners
usually participate.
Limited partnership:
Centralized; only
general partners may
participate—limited
partners are
prohibited from
participating in
control.

Centralized. In a large
corporation, control is
often in the hands of
top management. In
a closely held
corporation,
management is often
exercised by the
owners.

Centralized. In a large
corporation, control is
often in the hands of
top management. In
a closely held
corporation,
management is often
exercised by the
owners.

May be managed by
members in their
membership capacity,
by members as
managers or by
non-member
managers.

Continuity of Life

Indefinite, unless
Indefinite, unless
Generally for a
limited by state law or limited by state law or
specific or
terms of the charter. terms of the charter.
agreed-upon term.
The death,
withdrawal,
insolvency or legal
disability of a general
partner may
terminate the
partnership.

Generally, unlimited
or perpetual duration
unless limited by
state law or terms of
the operating
agreement.

Legal Status

Generally recognized Recognized as a
as a separate legal
separate legal entity.
entity.

More closely
resembles a
corporation for
purposes of legal
status.

Recognized as a
separate legal entity.
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Transferability of
Interest

Generally subject to
partners' approval.
Limited partners may
freely assign.

Generally, freely
transferable unless
the bylaws of the
corporation provide a
restrictive right.
Rights of first refusal,
options and
mandatory buy-sell
agreements usually
exist for a specific
company.

Same as corporation.
Charter should
provide that a
transfer cannot be
made to an ineligible
shareholder (as this
will terminated the S
election) unless
agreed to by the
other shareholders.

Generally, an LLC
more closely
resembles a
partnership in this
area, although many
states have relaxed
their requirements
since finalization of
the “check-the-box”
regulations.

* Single-member LLCs are disregarded as entities for federal tax purposes. Items of income and loss are recognized
directly by the owner.

FACTOR

LIMITED
LIABILITY
COMPANY

PARTNERSHIP

CORPORATION

S CORPORATION

Ease of Formation

Few formal
restrictions; small
amount of expense.
Limited partnership
required to file a
Certificate of
Limited Partnership.
Formation of a
limited partnership
and syndication
costs can be
expensive.

State law requirements
for incorporation must be
satisfied. Expenses
higher than for forming a
partnership.

Same as corporation.
Since these entities are
closely held, costs tend
to be less than for a
corporation.

The LLC must file
articles of
organization with
the secretary of
state in the state
of formation. The
formation
requirements
more closely
resemble those of
corporations.

Availability of
Outside Capital or
Financing

Normally limited to
capital
contributions, loans
from partners and
bank loans.

Very flexible. Can sell
common or preferred
stocks or bonds to the
public.

Limited. The S
corporation is restricted
to one class of stock.

Generally parallels
partnership
treatment.

Same as corporation.

Generally parallels
partnership
treatment.

Normally shareholders'
Liquidation of Entity Ordinarily,
agreement among approval is required.
partners will cause
liquidation of the
partnership, unless
the partnership
agreement provides
otherwise.
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Number of
Shareholders
/Partners/Owners

Generally,
Unlimited. Security laws
unlimited. However, must be complied with.
security laws must
be complied with
for a large
partnership.

Limited to 100.

Eligible
Investors/Owners

No restrictions.

No restrictions.

Only certain individuals, No restrictions.
estates and trusts are
eligible shareholders.

Different Classes of Different classes of
Ownership Interest limited partners and
general partners
can exist.

No limitations on classes
of voting stock. Also,
different classifications
of debt are permitted.

Only one class of stock Generally parallels
is permitted. Although
partnership
voting differences are
treatment.
acceptable, outstanding
stock must have
identical liquidation and
dividend rights to all
shareholders. Straight
debt is not treated as a
second class of stock.

Distribution Rights

No restrictions.

No restrictions.

Distribution rights must
be equal.

Adoption of Tax
Year

Same as the
majority interest
partner(s). If this
test does not
establish a year
end, same year end
as principal
partners (5-percent
interest in profits
and capital). If the
principal partners
have differing year
ends, a calendar
year end must be
adopted. 9/30,
10/31 and 11/30
year ends allowed if
partnership pays for
deferral privileges.

A calendar or fiscal year
end may be adopted. No
deferral of income since
no pass through of
income or losses.

Generally parallels
Generally, a calendar
partnership
year must be adopted
unless a business
treatment.**
purpose can be shown.
Like a partnership, a
deferral of three months
or less is allowed if S
corporation pays for
deferral privileges.

Corporation taxed on its
taxable income,
regardless of
distributions to
shareholders.

Shareholders taxed on Generally parallels
their share of income,
partnership
whether or not
treatment.**
distributed. Losses may
be deducted by

Taxation of Income; Partners taxed on
Deductibility of
their share of
Losses
income, regardless
of distributions.
Losses may be

No maximum. All
states allow
single-member
LLCs.

No restrictions.
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deducted by
partners to the
extent of basis.

shareholders to the
extent of adjusted basis
in stock.

Allocation of
In accordance with Not applicable. No
passthrough items to the
Income, Deductions the partnership
and Credits
agreement, as long shareholders.
as there is
“substantial
economic effect”
(i.e., special
allocations). If not,
amounts are
allocated to
partners based on
interest in the
partnership
pursuant to Code
Sec. 704(b).

Determined by pro rata
stock ownership
allocated on a daily
basis under Code Sec.
1366(a).

Distribution of
Earnings
Subsequent to Year
End

No tax
consequences
unless cash,
unrealized
receivables and
inventory exceed
partner's adjusted
basis.

Taxable as a dividend to
the shareholder if
current or accumulated
earnings and profits
exist.

No tax effect, unless
Generally parallels
distribution exceeds
partnership
shareholder's balance in treatment.**
accumulated
adjustments account
(AAA) and tax basis in
stock. A distribution in
excess of AAA will
constitute a dividend to
the extent of C
corporation earnings
and profits.

Interest of
Partnership or
Corporation
Received Tax-Free
in Exchange for
Property

Nonrecognition
treatment.
Significant liabilities
transferred can
pose a problem.

Same as corporation.
Nonrecognition
treatment if 80-percent
control requirement is
satisfied after transfer.
Liabilities attached to
property transferred may
limit tax-free treatment.
Only a limited amount of
stock can be transferred
in exchange for services
rendered upon
incorporation.

Equal to the
Basis of
Interest/Stock upon amount of money
Formation
and adjusted basis
of property
transferred to the

Equal to money and
adjusted basis of
property contributed
under Code Sec. 358(a).
Share of corporation's

Same as corporation,
except that basis is
important consideration
if losses are generated.

Generally parallels
partnership
treatment.**

Parallels
partnership
treatment.**

Parallels
partnership
treatment.**
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partnership. Plus,
partner's pro rata
share of
partnership
liabilities will
increase basis
under Code Sec.
752.

liabilities does not
increase basis.

Subsequent Basis
Adjustment

Under Code Sec.
705, gains and
losses increase and
decrease basis,
respectively.
Distributions of
cash, property and
relief of liabilities
decrease basis.

Only distributions in
excess of earnings and
profits (which do not
constitute a dividend)
decrease basis.

Under Code Sec. 1367, Parallels
income and losses
partnership
increase and decrease treatment.**
basis, respectively. Like
a partnership,
distributions of money
or property decrease
basis.

Effect of Liabilities
on Basis

Partner's pro rata
share of liabilities
determined under
Code Sec. 752
increases basis.

Debt does not give rise
to basis, unless debt is
recharacterized as
equity and an interest
deduction with regard to
the recharacterized debt
is not allowed.

Only direct loans from
shareholder to an S
corporation increase
basis.

Limitation on
Deductibility of
Losses

Deductible by the
partner to the
extent of the
partnership basis
under Code Sec.
704(d) and subject
to the at-risk rules
of Code Sec. 465.
Nondeductible
losses may be
carried over
indefinitely to future
years. Passive
losses subject to
special rules.

No limitation on losses
deducted by the
separate corporate
entity. Losses may be
carried back or over in
accordance with the
general net operating
loss rules of Code Sec.
172. Limitations on use
of losses following an
ownership change under
Code Sec. 382.

Code Sec. 1366(d)
Parallels
limits losses to the
partnership
shareholder's basis.
treatment.**
Similar to a partnership,
adjustments for
distributions are taken
into account before
applying the loss
limitation for the year.
Also, losses are subject
to the at-risk rules
under Code Sec. 465.
Losses suspended
under the at-risk rules
are carried over to the S
corporation's
post-termination period.
Carryover of losses to
future years is allowed.
Passive losses subject
to special rules. Losses
of a C corporation year
cannot carry over to an
S corporation.

Parallels
partnership
treatment.**
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Step-Up of Basis of Code Sec. 754
Entity's Assets upon provides that if the
Transfer by Owner partnership elects,
the underlying
assets of the
partnership can be
adjusted with
respect to the
purchaser of an
interest or
transferee by
reason of death.

The corporation's basis Parallels partnership
in the assets is not
treatment.
adjusted by transfers of
stock by sale or death.
Code Sec. 338 election
is available to a
corporation acquiring 80
percent of the stock of a
corporation. S
corporation may have an
80%-owned active
subsidiary; Code Sec.
338 applies. Generally,
however, a basis
adjustment is not
available for S
corporation assets.

Parallels
partnership
treatment.**

Cash Distributions
Tax-free to the
Not in Liquidation or extent of adjusted
Redemption
basis in the
partnership interest.
Code Sec. 751 may
apply to a
disproportionate
distribution.

Similar to a partnership, Parallels
Taxable as dividend
tax-free to the extent of partnership
income to the extent of
stock basis.
treatment.**
earnings and profits.
Distributions in excess of
earnings and profits and
stock basis result in
capital gain.

Distribution of
Appreciated
Property Not in
Liquidation or
Reorganization

Code Sec. 731
provides no gain or
loss to the
partnership or
partner unless
Code Sec. 751
applies. Partner's
basis in property is
usually equal to the
partnership's basis
under Code Sec.
732.

Code Sec. 311(b)
requires the corporation
to recognize gain as if it
sold the property. Gain
may be ordinary under
Code Sec. 1239.

Same as corporation.
Gain is allocated to
shareholders.

Parallels
partnership
treatment.**

Distribution in
Redemption of
Interest/Stock

Taxability of
withdrawing
partners is
governed by Code
Sec. 736.
Payments received
in exchange for
property, including
goodwill if such
allocation is made,
are treated as a

If requirements of Code
Sec. 302(b) are met, will
result in capital gain. If
such requirements are
not met, may result in a
dividend.

Tax-free distribution to
the extent of stock
basis. Any excess
distribution results in
capital gain.

Parallels
partnership
treatment.**
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sale or exchange.
All other payments
are taxed as
guaranteed
payment or
distributive share of
income.
Complete
Liquidation

Distribution is
tax-free as long as
money, inventory
and unrealized
receivables
distributed do not
exceed adjusted
basis in interest.
Code Sec. 751 also
applies.

Gain is recognized by a
corporation on
distributions of property.
Under Code Sec. 331,
shareholder is treated as
having sold stock for
distribution received in
liquidation; therefore,
gain is usually capital
gain. Gain is taxed at
both corporate and
shareholder levels.

Similar to a corporation. Parallels
Gain at S corporation
partnership
level increases basis of treatment.**
S corporation
shareholder's stock.
Basically, only one tax is
paid.

Gain on Sale of
Stock/Interest

Code Sec. 741
provides for capital
gain, unless Code
Sec. 751 applies.

Capital gain treatment.

Parallels
Same as corporation.
Income of S corporation partnership
increases shareholder's treatment.**
basis in stock, which
reduces gain upon a
sale.

Collapsibility of
Entity upon Sale or
Exchange

Code Sec. 751
requires ordinary
gain treatment to
the extent of
unrealized
receivables and
substantially
appreciated
inventory (i.e. , hot
assets). Code Sec.
751 no longer
requires the
partnership's
inventory to be
substantially
appreciated to give
rise to ordinary
income treatment
following a sale or
exchange.

Substantially appreciated
inventory and unrealized
receivables may be used
by the IRS as evidence
of collapsibility. If
collapsibility applies for
tax years beginning
before 2003, all the gain
from the sale of stock is
recognized, not just the
portion attributable to
ordinary gain. Code Sec.
341 (prior to repeal by
P.L. 108-27) does not
apply to less than
5-percent shareholder.

Same as corporation.
Code Sec. 341 (prior to
repeal by P.L. 108-27)
rarely applied.

Fringe Benefits

Partner required to
include value of

Available to all
Fringe benefit payments Parallels
shareholders/employees. on behalf of
partnership

Parallels
partnership
treatment.**
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Cannot be discriminatory
in favor of highly
compensated employees
or may be taxable to
such individuals.

shareholders owning 2 treatment.**
percent or less are
treated as deductible
business expenses. The
2-percent shareholder is
treated like a partner of
a partnership.

Retirement Plans

Partners may
participate in
self-employed
qualified plans.
Limitations are
generally on a par
with corporate
plans.

Shareholders/employees Same as corporation.
can be included in
corporation's regular
qualified plan. Top-heavy
rules apply.

Capital Gains and
Losses

Code Sec. 702
requires capital
gains and losses to
flow through to the
partners.

Capital gains are taxed
to the corporation.
Capital losses are not
currently deductible but
may be carried back or
carried forward.

Interest in Entity
Acquired in
Exchange for
Services Rendered

The receipt of only
profits interest does
not trigger income.
On the other hand,
the receipt of an
interest in capital is
subject to the rules
of Code Sec. 83.

Same as corporation.
Subject to the general
rules of Code Sec. 83. If
there is a substantial risk
of forfeiture and stock is
non-transferable, Code
Sec. 83(b) election may
be appropriate.

Salaries Paid to
Owners

Since partners are
not employees,
amounts paid are
considered a
distribution of
earnings, unless
they qualify as a
guaranteed
payment.
Self-employment
tax on general
partner's share of
business income is
imposed.

Generally, the same as
an S corporation. In
addition, salaries must
be reasonable if
shareholder/employees
are to avoid the
unreasonable
compensation issue ( i.e.,
treat part of
compensation as a
dividend).

Parallels
partnership
treatment.**

Capital gains and losses Parallels
flow through to
partnership
shareholders. If a prior treatment.**
C corporation, gain may
be taxable to the S
corporation.

Salaries are taxable to
shareholders/employees
and deductible by the S
corporation. FICA and
FUTA taxes are
applicable to
compensation for
services rendered.

Parallels
partnership
treatment.**

Parallels
partnership
treatment, for
members actively
involved in the
management of
the LLC.**

** Assuming the LLC is classified as a partnership for federal tax purposes.
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Grossman Yanak & Ford llp

H

eadquartered in Pittsburgh, Grossman Yanak & Ford

llp

is a regional certified public accounting and con-

sulting firm that provides assurance and advisory, tax planning and compliance, business valuation and

technology services. Led by five partners, the 21-year-old firm employs approximately 55 personnel who serve corporate and not-for-profit entities in Pennsylvania, Ohio, West Virginia and New York.
Our firm was founded on the idea that the key to successful, proactive business assistance is a commitment to a
high level of service. The partners at Grossman Yanak & Ford llp believe that quality service is driven by considerable involvement of seasoned professionals on a continuing basis. Today’s complex and dynamic business environment requires that each client received the services of a skilled professional with a broad range of experience and
knowledge who can be called upon to provide efficient, effective assistance.
Grossman Yanak & Ford llp combines a diversity of technical skills with extensive “hands-on” experience to address

varied and complex issues for clients on a daily basis. We pride ourselves on bringing value-added resolution to
these issues in a progressive and innovative manner. Our ability to produce contemporary, creative solutions is
rooted in a very basic and ageless business premise – quality service drives quality results. Our focus on the business basics of quality technical service, responsiveness and reasonable pricing has enabled the firm to develop a
stable portfolio of corporate clients as well as sophisticated individuals and nonprofit enterprises.
Our professionals understand the importance of quality and commitment. Currently, the majority of the professional staff in our Assurance and Advisory Services and Tax Services Groups hold the Certified Public Accountant
designation or have passed the examination and need to complete the time requirements for certification. Each of
our peer reviews has resulted in the highest-level report possible, attesting to the very high quality of our firm’s
quality control function. The collective effort of our professionals has resulted in our firm earning an exemplary
reputation in the business community.

Grossman Yanak & Ford llp…Quality You Deserve!
Three Gateway Center, Suite 1800 p P ittsburgh, PA 15222
Phone: 412-338-9300 p Fax: 412-338-9305 p www.gyf.com

