
TAX AND LIABILITY DICTATE BUSINESS FORM 

ROBERT W. WOOD AND CHRISTOPHER A. KARACHALE 

YOU might start a business by quitting your day job, hiring employees, leasing 

space, and having a grand opening party. Or, you may start out part time in 

your garage or in cyberspace. Either way, you may think it doesn't matter whether 

you operate through a corporation, partnership, limited liability company (LLC), 

or individually as a sole proprietorship. 

The question of which business entity is appropriate for a particular venture 

involves an analysis of many different areas of the law. Lawyers and business peo

ple need to consider state law, which typically dictates the requirements for a par

ticular entity. An individual also should consider federal law for a variety of issues, 

not the least of which is the tax character of the particular business entity chosen. 

This article reviews some of the advantages and disadvantages of the various 

entities available for conducting business. In particular, we try to provide readers 

with the tax implications of choosing one of these business forms. Each type of 

entity has a unique mix of tax, liability, and other issues. Therefore, one size does 

not fit all. 
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Why have a separate business entity at all? There are many reasons to do PROFESSIONAL. 

business through a separate entity, but chief among them is limited liability. In general, the various corporate forms may shield an 

individual from personal liability for the acts and omissions of the business.1 

For example, let's say you start making widgets in your garage that make computers run at lightening-fast speed. You name your 

fancy new widget technology: "World Wide Widgets" and sell them on eBay. If you were running the business as an individual, and one 

of those widgets explodes or causes an accident, you would be sued individually. If you properly create an entity to run the business (and 

properly operate through that business), the entity would be liable in the first instance, and your individual liability would be limited.2 If 

World Wide Widgets operates as a corporation, the corporation is liable for debts, bad widgets, or computers that combust once the fancy 

widget is installed. That means the corporation's assets are principally at risk, not your house, the kids' college fund, etc} 

In some circumstances, creditors can "pierce the corporate veil" to reach your personal assets, but this usually requires proof the 

entity is undercapitalized, underinsured, or otherwise not functioning as a commercially reasonable separate legal entity.4 As long as 

you observe a few key formalities, the separate status and liability of World Wide Widgets will usually be respected. 

However, while entity choice can provide some protection, it is not a substitute for insurance. Once you have selected the appro

priate business entity, that business should consider purchasing insurance to cover anticipated business risks. Such insurance provides 

various types of protection, including general liability, products liability, employee fidelity, workers' compensation, unemployment 

insurance, and, in appropriate cases, director and officer insurance. Of course, this is not an entity choice or a tax concern but simply 

a matter of good business practice. 

Going it Alone: Sole Proprietorship 

If an entrepreneur chooses not to form a business entity to run the business, he or she will operate as a proprietorship, the oldest 

form of business. A sole proprietorship requires no magic language to form. It is not a separate legal entity.5 The worker simply starts 

making widgets. While proprietorships are a common way to test the waters of the business world, operating as a sole proprietor isn't 

good in the long term. 

Thus, the greatest shortcoming of a proprietorship is that it does not protect the proprietor from the debts and obligations of the 

business.6 There are, however, benefits to a sole proprietorship. It is easy, simple, and cost effective to create. Furthermore, anyone can 

be a sole proprietor. Indeed, most independent contractors are treated as sole proprietors. A proprietorship can only have one owner 
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although husband and wife are now considered one for this pur

pose? 

In terms of mechanics, all the income and expenses of a 

sole proprietorship go on Schedule C to your Form 1040. You 

pay tax on your profit, or if you lose money, you offset it against 

your other income (such as salary and interest). As a sole propri

etor, you may also be liable for self-employment tax if your net 

earnings from self-employment are $400 or more. S The tax rate 

on the earnings of a sole proprietor is a hefty 15.3% (12.4% social 

security tax plus 2.9% Medicare tax) and must be reported on 

Schedule SE to the Form 1040. 

But be careful. If World Wide Widgets has losses for a few 

years in a row, the IRS may question the nature of your enter

prise. Indeed, the IRS may argue your losses are nondeductible 

hobby 10sses.9 The key is to determine whether, based on the 

facts and circumstances of your activity, you had a profit motive 

in engaging in the activity.lO Additionally, Schedule C is generally 

regarded as the most likely of all tax forms to be audited." This 

makes sense since (without a separate legal entity) there may be 

a natural tendency for proprietors to mix personal and business 

assets and expenses. 

Beware of Double Tax 

After a sole proprietorship, the most classic business entity is 

the corporation. Like an LLC or limited partnership, a corporation 

begins its life through a simple flling with the secretary of stateY 

Its owners are the shareholders. They elect a board of directors and 

the directors in turn elect officers. Corporations offer limited lia

bility and an orderly structure that most people understand. Addi

tionally, the units of ownership-shares of stock-can (subject to 

compliance with securities laws) be freely traded. 

There are good reasons IBM, Google, Apple, and General 

Motors are all corporations. For big and public companies, it is 

the only viable alternative given the restrictions on other entity 

forms. Such a structure allows the issuance of shares, provides 

equity for the corporation, and ensures investment potential for 

the general public. 

For tax purposes, the Internal Revenue Code defines cor

porations broadly to include "associations, joint-stock compa

nies, and insurance companies:'13 Large corporations are known 

as "c corporations" since their activity is largely governed by 

subchapter C of the Int~rnal Revenue C04e. It is the tax structurE! 

of most corporations that limits their appeal. 

Corporations are separate legal entities and are separately 

taxed at up to a 39.5% rate.14 If the corporation pays dividends to 

10 

shareholders, it doesn't get a tax deduction because dividends are 

after-tax payments by the corporation. Nonetheless, the share

holders are taxed on the dividends, either as ordinary income or, 

in some cases, as qualified dividends entitled to a capital gains 

rate of 15%.15 This means that corporations effectively pay "dou

ble tax:' once by the corporation and once by shareholders. 

Of course, many corporations don't pay dividends, so you 

might think an end-run is to let a World Wide Widgets grow for 

thirty years and then sell, yielding a whopping capital gain to 

you upon retirement. Not so fast. There are generally still two 

levels of taxation. First, a corporation may be treated as selling its 

assets, incurring gain (and tax) at the corporate level.16 Of course, 

corporations aren't entitled to the lower capital gain rate, so this 

gain is taxed at 39.5%. Thereafter, the proceeds that have been 

taxed at the corporate level are distributed and, upon receipt by 

the shareholders, are again subject to tax, probably subject to 

capital gain rates. I? 

Partnership Basics 

Given the double tax imposed on corporations, pass

through entities-partnerships and LLCs-are often more attrac

tive. A general partnership can be formed with a handshake. 

Better practice is to reduce the agreement to a written form, as 

oral agreements foment disputes. For tax purposes, a partnership 

is a business entity that is not a corporation and that has at least 

two owners. IS 

With a general partnership, each partner has personallia

bility.19 A limited partnership has one or more general partners 

and one or more limited partners.20 The latter are usually inves

tors not actively running the business. Limited partners might 

lose their investment, but their other assets aren't at risk. Only 

the general partner(s) in a limited partnership have unlimited 

risk. You can get around the general partner's unlimited liability 

by having a corporation as the general partner. If that corporate 

partner's capital is inadequate, though, there can still be a kind of 

piercing the veil or alter ego liability. 

To get the benefits of limited partnership treatment, you 

must flle a certificate and pay annual fees. 21 Formalities count; if 

you fail to observe them, you'll be treated as operating a general 

partnership (meaning more liabilities). Furthermore, limited 

partners must be careful not to act too much like general part

ners. By making day-to-day business decisions, a limited partner 

can wind up with general partner liability.22 

Continued on Page 36 
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Pass-Through Tax Treatment Is Better 

Corporate double tax makes pass-through entities like part

nerships more attractive. Unlike C corporations, partnerships are 

not subject to a tax at the partnership leve1.23 Rather, each part

ner takes into account his distributive share of the partnership's 

income, gain, or loss in determining his or her income tax lia

bility.24 Furthermore, partners can normally contract to receive 

their respective portions of the partnership's income, gain, and 

loss according to whatever allocation they please, as long as it has 

substantial economic effect.25 

For an allocation to have economic effect, it must be consis

tent with the underlying economic arrangement of the partners. 

If there is an economic benefit or burden that corresponds to 

the allocation, the partner to whom the allocation is made must 

receive the economic benefit or bear such economic burden.26 If 

the partnership agreement provides for an allocation of income, 

gain, loss, deduction, or credit to a partner that does not have 

substantial economic effect, then the partner's distributive share 

of the income, gain, loss, deduction, or credit is determined in 

accordance with the partner's interest in the partnership.27 

Additionally, provided the proper election is in place, new 

partners in a partnership are allowed to assume a special basis 

in assets of the partnership based on that new partner's particu

lar interest in the partnership's respective assets.28 These factors 

make the partnership entity highly flexible. It also helps that 

the default corporate form, at least under the Internal Revenue 

Code, is now a partnership structure. Indeed, under the "check 

the box regulations;' all entities (other than a corporation under 

local law) will be taxed as partnerships unless the entity makes 

an affirmative election to be taxed as a C corporation.29 

Above all, the single level of taxation makes pass-through 

tax treatment better even if you lose money. In most cases, the 

partners receive Forms K -1 from the partnership reporting their 

share of the income or loss on their own tax returns. In contrast, 

if your corporation loses money, the corporation is entitled to 

the losses, not the shareholders. 

Most start-ups lose money before they make it, leaving 

losses locked up in the company that can only be used in the 

future if it later turns a profit. This may cause you to think a part

nership is always better, but not for everyone. 

After all, the amount reported on a Form K -1 by a partner

ship may not actually be paid to the member or partner. What 

if you receive a K -1 saying your share of the profits from World 
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Wide Widgets was $300,000, but World Wide Widgets does not 

distribute any of the cash to you? You have income, but no cash. 

Most partnerships will payout at least enough cash to enable 

members/partners to pay their tax, but it's not legally required. 

Thus, it is clear that the pass-though entity possesses many 

characteristics that make it preferable to the typical C corpora

tion with double taxation. However, pass-through treatment is 

not unique to partnerships. LLCs receive it too, as (in modified 

form) do S corporations. 

Don't Forget S Corporations 

There's one type of corporation that does receive pass

through tax treatment, and it's popular for small businesses: the 

S corporation. It is just like any other corporation, so there's no 

special type of articles or bylaws. But you do have to file a one 

page "S election" with the IRS (and the California FTB).30 An 

S corporation is taxed almost like a partnership because an S 

corporation can face corporate tax like C corporations if it pre

viously was a C corporation and, subject to certain limited excep

tions, elected S status within the last ten years.3' 

An S corporation can have no more than 100 shareholders,32 

only domestic shareholders (US citizens and resident aliens),33 

generally individual shareholders,34 and a calendar (not a fiscal) 

year,35 If there are multiple classes of stock, then only differences 

in voting rights are allowed,36 For most small businesses, these 

criteria are easy to meet. If the owners are more comfortable with 

the corporate form rather than with a partnership or an LLC, an 

S corporation can be a good choice. 

S corporations have been around since the 1950s, long before 

the more flexible LLC was available. Unfortunately, the accounting 

rules for S corporations are complicated,37 and it is hard for exist

ing C corporations to convert to S status. Many of these rules can 

be avoided if you start out from the beginning with an S corpora

tion. To do this you usually must file your S election with the IRS 

within 75 days of forming your corporation,38 

LLCs Are Most Flexible 

By far the most flexible business entity is the LLe. Adapted 

from European countries, most states enacted LLC legislation in 

the 1980s and early 1990s, and today LLCs exist in every state. 

They are closest to limited partnerships, but there is no general 

partner. Everyone is a "member" (not a partner), and there is 

almost infinite flexibility. 

The IRS first recognized the pass-through character of 

LLCs in 1998 under the Wyoming Limited Liability Company 

Act,39 Since that time, LLCs have become increasingly popular 
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combining the shield of limited liability with the flexibility of the 

pass-through entity structure. 

You can have different classes of members, different voting 

rights, different capital requirements and management roles, and 

more. LLCs start with a simple fill-in-the-blanks form filed with 

the secretary of state, listing only skeletal information.40 The lon

ger agreement is an "operating agreement" and is similar to a 

limited partnership agreement. In large part, LLCs have replaced 

limited partnerships as vehicles of choice for passive investments 

(like holding real estate) and for small business. 

For tax purposes, LLCs have many advantages. They receive 

pass-through tax treatment, and investors don't need to worry 

about acquiring unlimited liability if they are too involved. How

ever, some sales of interests in an LLC can be taxed less favorably 

than a disposition of stock in an S corporation. If 50% or more 

of the total membership interests in an LLC are transferred in 

any twelve-month period then it "terminates" the LLC for tax 

purposes, which is a major headacheY 

Despite these drawbacks, from both a liability and a tax 

perspective, choosing an LLC for World Wide Widgets may be a 

good option for a variety of reasons. 

Remember Accounting 

No matter which entity form you choose for World Wide 

Widgets, you also need to be cognizant of accounting issues. In 

general, taxpayers and entities have two choices with respect to 

accounting for income and expenses: cash vs. accrual. 

As a cash basis taxpayer, you (or your entity) would include 

income when it is actually or constructively received and account 

for expenses in the year in which they are actually made.42 This 

is typically how most individuals account for their income and 

expenses. 

Alternatively, you may be able to account for the income and 

expenses of World Wide Widgets as an accrual basis taxpayer. In 

fact, the IRS believes the accrual method is more accurate, and big 

businesses are nearly always on the accrual method. On the accrual 

method, you have income when all the events have occurred that 

fix the right to receive the income and the amount of the income 

can be determined with reasonable accuracy. 

For purposes of accounting for liabilities, you can deduct 

expenses in the year in which all the events have occurred that 

establish the fact of the liability, the amount of the liability can 

be determined with reasonable accuracy, and economic perfor

mance has occurred with respect to the liability.43 As an accrual 

basis taxpayer, you're more likely to be able to accelerate the time 

at which you can deduct expenses. 
The State Bar of California. Business law News 
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There are a variety of limitations on accounting methods. 

For example, unless its gross receipts are less than $5,000,000 

for any taxable year, a C corporation cannot account for income 

and expenses as a cash basis taxpayer.44 Similarly, while generally 

a partnership can choose to account for income or expenses on 

either the cash basis or accrual method, if one of the partners is 

a C corporation meeting the $5,000,000 gross receipts test, that 

partnership cannot choose the cash method.45 

Weighing Advantages and Disadvantages 

Now that you have the choice of entity building blocks, the 

hard part is weighing the plusses and minuses for World Wide 

Widgets. A C corporation may make no sense for a small busi

ness like World Wide Widgets due to the double tax that will be 

paid currently or when it is sold. If you are sure that your widget 

company will "go public:' it should be a C corporation, but it's 

easy to transition from another entity (such as an LLC or S cor

poration) to a C corporation when the time comes. 

Besides, if you incur losses during the first few years of wid

get production, you'll want to claim them personally, favoring an S 

corporation, LLC, or partnership. As between S corporations and 

LLCs, LLCs are more flexible. S corporations have more compli

cated accounting limitations on the losses a shareholder can claim, 

as well as a passive income tax. In contrast, an LLC is a pure pass

through with fewer tax traps than S corporations. Yet LLCs don't 

have the many decades of authority and practice experience of 

corporations, partnerships, or even S corporations. 

Conclusion 

Whatever type of business you start or run, the key is the 

business itself, not the structure through which it operates. 

You can probably make any of these choices work, no mat

ter which you select (or which you inherit). Still, you'll want 

something that complements your operation, not that is at 

odds with it. And taxes, both federal and California, should 

be considered. 

Whatever you choose, if you later sell the business or change 

it significantly, there's often a way to ameliorate some of the tax 

and other disadvantages noted here. So get expert help when 

the time comes, and don't feel like whatever entity you choose is 

engraved in stone .• 
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