


The Entrepreneur's Guide to Forming a Business Entity 
_____________________________________________ 

 

_________________________________________________ 
1 

 

 

 

 

 

 

 
The Entrepreneur's Guide to Forming a Business Entity  

 
Issues every business owner should consider before 

starting or restructuring their business 

 
 
 

Michael J. McCormick, CPA  
 

 
Cincy Tax Coach 

 
10260 Alliance Rd,  Suite 130 

Cincinnati, Ohio 45242 
(513) 488-1121 voice/fax  
(877) 852-0243 toll free 

 
Mike@CincyTaxCoach.com 

 
Http://www.CincyTaxCoach.com 

 
 
 
 
 
 
 

 



The Entrepreneur's Guide to Forming a Business Entity 
_____________________________________________ 

 

_________________________________________________ 
2 

 

All rights reserved.  No part of this book may be used or reproduced 
in any matter whatsoever without written permission of the author, 
except in the case of brief quotations embodied in critical articles or 
reviews.   
 
This book presents information that is factual as of the time of 
publication.  The information presented here is of a general nature.  
How the IRS rules and regulations should best be applied is different 
in every taxpayer’s unique case.  Accordingly, no liability can be 
assumed in how the information is applied to your particular 
personal situation.   
 
No client relationship has been created or can be inferred by 
purchase of this book. 
 
Copyright © 2010, Travis Financial Press 
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Why I wrote this Book  
 
One of the first and possibly most important decisions that you as a 
business owner must make is how your business will be organized.  
So it's no surprise that one of the most common first questions I 
receive is “should I be a ____”.  The blank could be filled with LLC, 
S-Corp, or any of the other various possibilities. 
 
There are many tax strategies that can be implemented by 
business owners to reduce their tax liability.  In reality the first 
strategy to consider is, in what form should this business operate.  
This decision will affect most if not all of the other tax strategies 
implemented by your business. 
 
Information related to entity selection is available in many places in  
“bits and pieces”.  So I decided to consolidate as many of the issues  
as I could into a single, logical framework.  So I had one source to 
share with my business owner clients to help them determine the 
areas most important to them and help them evaluate their options.  
 
In this book, I have summarized all of the entities from which a 
taxpayer may choose to operate, provided an overview, a description 
of how they work, most of the tax and non-tax considerations, and 
some of the advantages and disadvantages of each entity type.   I've 
tried to describe for whom the entity is best suited, and for whom the 
entity may not be the best option.   
 
Please remember that each entity type will have strengths and 
shortcomings when it is applied to your specific situation.  The best 
you can do is try to select the entity that has more of the former 
while trying to limit exposure to the latter.   
 
I hope that you find this information useful in your quest to find the 
best entity type for your business. 
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Introduction 

 
As a taxpayer, whether as an individual or a business owner, there 
are many things to consider when you begin a new business. 
 
Over your lifetime, taxes are the single largest expenditure that a 
taxpayer makes.  Much more than their mortgage or even their cars. 
 
The Tax Foundation, a Washington, D.C., tax research organization, 
calculates that Tax Freedom Day®, the day of the year in which 
taxpayers have earned enough to pay all of their tax obligations, was 
April 13th for 2009, and comes around that time in April for any 
other given year as well. For 2009, the effective tax rate was 28.2% 
of the nation’s income, taken as a whole. 
 
One of the biggest challenges you'll face on a regular basis is how to 
minimize the taxes that you pay.  
 
As a small business owner, you have the opportunity to implement 
various tax strategies to help you reduce the taxes that you pay.  
Some of these options can literally save you thousands of tax dollars.  
And many of these options are unavailable to taxpayers who 

have a job and are employees, rather than being their own boss. 
 
You must take positive, proactive steps to structure your affairs to 
legally pay the least amount of tax as possible. 
 
Selecting the form of business entity you choose to operate your 
business is the single biggest decision you will make.  It will have a 
direct impact on how you operate your business, what benefits you 
will personally receive, and how much you will pay in tax. 
 
Selecting the best business entity for your business is the sole focus 
of this book. 
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What is tax planning? 

Tax planning is the process of evaluating various options and 
strategies available, to determine when, whether, and how to conduct 
both business and personal transactions to either reduce or eliminate 
taxes.   
 
Courts have upheld your right to structure your affairs in a manner 
that legally lowers your tax liability.  Known as tax planning or tax 

avoidance, this is completely legal. 
 
Tax evasion, however, is the reduction of tax through illegal, 
fraudulent means.  What distinguishes tax avoidance from tax 
evasion generally is a result of fraud. 
 
Tax evasion occurs when you have already incurred a tax but attempt 
to change the facts, to avoid the resulting tax implications. 
 
Some of the main areas in which taxpayers commit fraud include: 
 

Accounting irregularities, including failure to keep adequate 
books and records, or reporting less income on one’s tax 
returns than have been reported in the accounting records. 
 
Understating income by failing to report all daily cash receipts 
or interest and dividends. 
 
Overstating expenses by claiming fictitious expenses or large 
deductions for which no verification exists. 

 
All of the topics discussed in this book regarding selecting a business 
entity are perfectly legal strategies and are regularly used in tax 
planning. 
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Selecting the best entity for your business 

 
Every entity from which you can choose has both tax and non-tax 
aspects that need to be considered when selecting an entity in which 
to do business. 
 
Tax considerations include how income is taxed, what taxes are 
involved, and who is responsible for reporting and paying the tax, 
among other things. 
 
Non-tax considerations include how many owners the business can 
have, the legal standing of the business, legal liability exposure of 
the business owners, the legal life of the business, and the non-
taxable benefits available to the owners. 
 
There are six structures available under which you can operate your 
business: a Sole Proprietorship, a General Partnership, a Limited 
Partnership, a C Corporation, an S Corporation, or a Limited 
Liability Company. 
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Sole Proprietorship 

 

What is a Sole Proprietorship?  By definition, a sole proprietorship 
is an unincorporated business which is owned by a single person. 
 
Ownership.  A sole proprietorship can only be owned by a single 
person.  A person is defined as an individual, not another entity such 
as a corporation or a partnership. 
 
A business owned by more than one person cannot be operated as a 
sole proprietorship.  Some other form of business entity that allows 
multiple owners must be used. 
 
Ease of formation. A sole proprietorship is the easiest business 
entity to form. All a taxpayer must do is: declare you are open for 
business, and begin business operations.  It is generally a good idea 
to register your business name with the appropriate authority to 
ensure no one else is using the business name, and to reserve your 
right to use the selected name. 
 
No formal legally recognized entity.  No formal separate legal 
entity is required.  Thus, there is no legal separation between the 
proprietor and the business.  The income and personal assets of the 
business owners are treated as those of the sole proprietorship.   
 
Even though there is no formal legal separation of business assets 
from personal assets, it is suggested your business be operated from 
a business checking account, separate and distinct from your 
personal checking account.  This makes the accounting process 
much easier, as all business transactions are segregated from your 
personal transactions.  Additionally, this can potentially limit the 
IRS looking at personal transactions in the event of an audit. 
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Tax reporting 

No separate tax filing is required for a sole proprietorship.  The net 
income or loss of the sole proprietorship is reported on Schedule C, 
“Profit or Loss from a Business,” which is a separate detailed 
schedule included on the owner’s Federal Income Tax Return (Form 
1040). 
 
How is income allocated? 

Since there is only one owner in a sole proprietorship, there is no 
allocation of income.  All of the income is reported by the owner. 
 
Tax paying 

The sole proprietor pays tax on the personal tax return, Form 1040, 
of the business owner.   
 
What taxes are involved? 
The business’s net income is subject to federal income tax.  The 
income of the business is considered self-employment income, and is 
also subject to self-employment tax.  Self-employment tax is 
analogous to Social Security and Medicare taxes that are paid by 
employees and their employers, and is calculated at 15.3% of self-
employment income. 
 
How is the owner paid? 

The owner is paid by taking a distribution of profits.  Since all the 
profits of the business already belong to the owner, the owner simply 
needs to write a check to himself.  This is known as an owner’s 
draw.   
 
Draws are not an expense of the business, and do not serve to reduce 
taxable income.  They are simply how the owner chooses to 
distribute the profits. 
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Advantages of a Sole Proprietorship 

 

Very easy to set up—All you need to do is to begin doing business.  
No formal organization or legal paperwork is required.  The IRS is 
notified of your intention to form a sole proprietorship when you file 
your tax return and include a Schedule C, on April 15 of the year 
following the end of your first year of business. 
 
Simplified payroll—There is no need to set up the owner as an 
employee and write a payroll check, or deal with additional 
responsibilities such as quarterly payroll tax filings, paying 
employment taxes, and preparing an annual W-2. 
 
Note:  Regardless of the type of entity chosen, if a business has 
employees, it must meet and follow additional requirements which 
are beyond the scope of this book. 
 
“Pass-through” of losses—Losses “pass through” to the owner's 
personal tax return.  These losses can be used to offset any other 
taxable income of the owner.  This can be important if the business 
will be generating losses at the inception of the business. 
 
Tax reporting is simplified—Income and expenses of the business 
are reported on the tax return of the owner.  No separate tax returns 
for the business need to be prepared. 
 
Of course, if the sole proprietor hires employees, they must comply 
with all recordkeeping and filing requirements for their employees. 
 
 

Disadvantages of a Sole Proprietorship 

 

Single owner—A sole proprietorship can only have one owner.  If 
more than one owner is desired, another form of entity must be used. 
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Taxed on income—The business owner is personally responsible 
for the tax due on the profits of the business, regardless of whether 
or not cash was taken out of the business. 
 
Unlimited personal liability—The business owner is subject to 
unlimited personal liability.  The owner is personally liable for all 
debts and other liabilities and judgments of the business, even if in 
excess of the amount invested or loaned to the business. 
 
Not only are the assets of the business at risk, but all assets 
personally owned by the sole proprietor are also subject to the risks 
of the business. 
 
Difficulty raising capital—It can be much tougher raising capital as 
a sole proprietor.  Capital used in a sole proprietorship is limited to 
the personal funds contributed by the owner and the ability of the 
owner to borrow.   
 
Assets of the owner will serve as the primary collateral for loans, 
which may not be enough for some lenders.   
 
Additionally, the creditworthiness of the owner will be analyzed in 
making a credit decision. 
 
No continuity of life—Since a sole proprietorship is owned by a 
single individual, when this individual dies, the business technically 
ceases to exist.  Their heirs may be able to sell the business, but it 
may be more difficult. 
 

Who Should Operate as a Sole Proprietorship? 

 

A sole proprietorship is usually considered by individuals with 
businesses that are just beginning operations.  Ease of formation and 
minimal legal expenses are a big plus. There are no expenses of 
formation, other than registering the business name.  If a business is 
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being started on a limited budget, a sole proprietorship may be a 
good choice.   
 
Many new businesses are not profitable in the first year and generate 
losses.  Losses that are generated by a sole proprietorship can be 
used by the owner to offset taxable income from other sources such 
as a working spouse, rental properties, investment income or other 
employment. 
 

Who Should Not Operate as a Sole Proprietorship 

 
Since sole proprietors can only have a single owner, if there will be 
more than one owner, another entity must be considered.   
 
Be aware that sole proprietors are responsible for the financial 
obligations of the business.  Additionally, the owner’s personal 
assets are at risk for any business debts or court judgments.   
 
If there could be significant liability exposure, it may be wise to 
consider another type of entity that will limit the owner’s liability. 
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General Partnership 

 

What is a General Partnership?  A general partnership is an 
association that is owned by two or more persons to conduct 
business as co-owners for a profit.   
 
“Persons” is defined as individuals, partnerships, corporations, and 
limited liability companies (much broader than a sole proprietor). 
 
Ownership.  A general partnership is owned by two or more 
persons.  There is no limit to the number of persons who can be 
owners of a general partnership.   
 
All partners can act as an agent of the partnership for the purpose of 
conducting its business.  All partners are legally bound by the 
actions of any partner who acts within the scope of the partnership’s 
business. 
 
A single person cannot own a general partnership. A single 
individual must operate as either a sole proprietor or a single-
member limited liability company, a C corporation, or an S 
corporation 
 
Ease of formation.  Like a sole proprietorship, a general partnership 
is also a relatively easy business entity to form. All the owners need 
to do is declare they are open for business and to begin operations.  
It is generally a good idea to register the business name with the 
local authority to ensure no one is using the name and to reserve 
your right to use the selected name. 
 
It is also suggested that a partnership agreement be adopted and 
signed by all of the partners.   
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Items that should be included in the agreement: 
 

• The term of the partnership 

• How changes to the partnership ownership will be 
handled upon the death, disability, retirement or 
withdrawal of a partner 

• Requirements for the admission of new partners 

• How income/losses will be allocated 

• How and when partner distributions will be made and 
how they will be determined 

• What the capital contributions of the partners will be and 
how the partner interests will be divided 

• Listing of duties and responsibilities of the partners 

• How the partnership will handle management of the 
partnership 

 
Partnerships are not a formal legally recognized entity.  A 
general partnership is a legal entity, but not formal in the sense that it 
does not have to be registered with the state.   
 
The personal assets of the partners are treated as available for the 
settlement of partnership debts.   There is no separation between the 
assets of the partners and the assets of the partnership.  Basically, if 
the partnership gets sued, then the assets of the partners are at risk. 
 
Legal liability 

All partners in a general partnership are jointly and severally liable 
for the actions of their partners and also for the debts, obligations 
and liabilities of the partnership. 
 
Joint and several liability means that a creditor can pursue any or all 
partners to collect on debts.  Generally, creditors can pursue ALL 
partners, to try and obtain a settlement, since there is no formal legal 
separation of partnership assets from a partner’s personal assets.   
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It is suggested that a partnership maintain a business checking 
account, separate and distinct from the personal checking accounts 
of the partners.  
 
Tax reporting 

A separate tax filing is required for a general partnership.  The 
activities of the general partnership are reported on a Form 1065, “U. 
S. Return of Partnership Income.”  Allocable partner income or loss 
is reported to the partners on Schedule K-1, “Partner’s Share of 
Income, Deductions and Credits.” 
 
How is income allocated? 

Income is allocated on a pro-rata basis (based upon ownership) 
among the partners.  Generally, the net income or losses are 
allocated to the partners based upon the ownership percentages, 
unless the partnership agreement indicates otherwise. 
 
However, a general partnership is very flexible in how income and 
losses can be allocated to the partners.  Income and losses are not 
required to be allocated based upon the percentage ownership of the 
partners.   Income and losses can be allocated to partners in any 
manner in which they agree, as long as the allocation has real 
economic effect and is not being done to evade taxes.  
 
For example, all of the losses can be allocated to one partner and all 
of the profits can be allocated to another partner.   Or an allocation 
can be made on a 75/25% basis, when in fact, there are only two 
partners who each own 50%.  The only requirement is that the entire 
amount of income or loss be allocated to someone and that evasion 
of tax is not the reason for the allocation. 
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Tax paying 

The general partnership is a tax reporting, but not a tax paying entity.  
Income is allocated to each individual partner, who must report and 
pay taxes on their pro-rata portion of the income or loss on their 
personal tax return. 
 
What taxes are involved? 

The partner’s reported net income is subject to federal income tax.  
Because the income of the general partners is considered self-
employment income, it is also subject to self-employment tax.  Self-
employment tax is analogous to Social Security and Medicare taxes 
that are paid by employees and their employers. 
 
How are the owners paid? 

A partner can receive two types of income from the partnership: 
guaranteed payments and cash distributions.   
 
Partners can be paid guaranteed payments from the partnership for 
their efforts.  Guaranteed payments to partners are an expense of the 
partnership and reduce the net income of the partnership, and the 
amount of income reported to the partners.  Guaranteed payments to 
partners are reported on Schedule K-1, and also have to be reported 
on a W-2. 
 
Partners can also receive cash distributions from the partnership.  
Partnership distributions are usually considered to be a distribution 
of income, similar to owner draws taken by a sole proprietor.   
 
Accordingly, partnership distributions are not considered income to 
the shareholder and are not subject to self-employment tax. 
 
Partners can have distributions made in any amount agreed to by the 
partners, subject to cash availability. 
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Partnership distributions up to the amount of the partners’ capital 
account are considered a return of capital and are not taxable.  
 
Distributions in excess of the balance in their partners’ capital 
account would be reported as capital gain income. 
 

 

Advantages of a General Partnership 

 

Relatively easy to set up—All that a general partnership must do is 
to begin operations.  No formal organization or legal paperwork is 
required.   
 
A newly formed general partnership must obtain an Employer 
Identification Number (EIN) by completing Form SS-4, 
“Application for Employer Identification Number.”  This identifying 
number will be used by the partnership on all of their tax filings. 
 
Multiple owners—By definition, a general partnership must consist 
of two or more partners (owners).  An unlimited number of partners 
can be in a general partnership. 
 
Easier to raise capital—Having more than one partner can allow 
multiple partners to contribute capital to the business and have the 
ability to borrow money on behalf of the business.  It may be easier 
to get a loan with more people signing as responsible parties. 
 
More depth of management—Having more than one owner 
diversifies the management talent available to the business.  The 
more partners involved, the more talent, experience, and skill-sets 
available to help grow and run the business. 
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Simplified payroll—Partners are not employees so there are no 
payroll tax filings, employment taxes and no need to prepare annual 
W-2s. 
 
Of course, if the partnership hires employees, the partnership must 
comply with all recordkeeping and filing requirements for their 
employees. 
 
“Pass-through” of losses—Losses “pass through” to the partner’s 
personal tax return.  This can be important if the partnership is 
generating losses.  These losses can be used to offset any other 
taxable income of the partner, subject to the following limitations.   
 
Limitation on losses—Losses can only be deducted up to the 
amount of one’s basis in the partnership.   
 

Basis in the Partnership is calculated as  
   Cash initially contributed to the partnership 
+ Cash contributed after initial contribution 
+ Value of property contributed to the partnership 
+ Debt personally guaranteed by partner 
+ Income that was taxed to you in the past, not received 
- Partnership distribution received 
- Losses passed through to you 
Adjusted basis of partnership 

 
Deductibility of health insurance premiums—Partners may deduct 
up to 100% of health insurance premiums for themselves and their 
family, limited to the extent of profit reported by the partner.   The 
deduction is an adjustment to income on the partners Form 1040, 
rather than a business expense. 
 
No double taxation of profits—Since a partnership is not a tax 
paying entity, tax is only paid by the individual partners.  All profits 
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flow through to the partners who pay their portion of the tax on their 
personal tax returns.   
 

Disadvantages of a General Partnership 

 

More management—Although many may consider having more 
partners and the additional talent that goes along with more partners 
as an asset, this may not always be the case.   
Human nature will always come into play.  Sometimes 
disagreements will arise concerning business decisions that can be 
tough to settle.   
 
Complaints about money and draws—There can be major 
disagreements between the partners concerning money.  This can be 
the single largest problem faced by general partnerships.  More 
partnerships break up over money than all other reasons combined. 
 
Reasons for disagreements can include uneven distributions of profit 
based upon capital contributed, effort expended or results achieved. 
 
A well-drafted partnership agreement should thoroughly address 
how partnership distributions will be handled. 
 
Taxed on income—Partners are personally responsible for the tax 
due on their pro-rata profits of the business, regardless of whether 
cash was distributed from the business.   
 
However, it is quite common for the partnership to make 
distributions to the partners (which are not considered income) to 
cover the tax liability incurred by the partners, attributable to partner 
income. 
 
Unlimited personal liability—Partners are subject to unlimited 
personal liability.  All partners are personally liable for all debts and 
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liabilities and judgments of the partnership.  This includes any 
actions taken by any other partners on behalf of the partnership.  
 
This may the single biggest disadvantage of a general partnership. 
 
Difficulty raising capital—It can be tough raising capital as a 
partnership.  The assets of the partners and the partnership serve as 
the primary collateral for loans, which may not satisfy some lenders’ 
requirements. 
 
No continuity of life—A general partnership is owned by the 
partners.  When there is a 50% or greater change in ownership, the 
partnership technically ceases to exist.  A new partnership must be 
established for the remaining partners, which would entail additional 
paperwork and possible legal fees.  
 

Who is a General Partnership Best Suited For? 

 

A general partnership might be considered by individuals with 
businesses that are just commencing operations.   
 
Many new businesses are not profitable in the first year or two, and 
generate losses that can be used by the partners to reduce their 
taxable income from other sources of income such as a working 
spouse, rental properties, or investment income. 
 
If there will be more than one owner, the owners may want to 
consider a general partnership.  If there will be only one owner, 
another entity should be considered.   
 
There are no expenses of formation, other than registering the 
business name.  A general partnership is a good choice if the owners 
are working with a limited budget. 
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Who Should Not Operate as a General Partnership 

 
If there is significant potential for liability exposure in your chosen 
business, you may want to consider another form of business with 
limited liability exposure for the owners, such as a corporation or 
limited liability company.  Potential liability exposure could include 
anything from someone slipping and falling on your property to an 
employee suing you. 
 
Be aware that all general partners are responsible for all financial 
obligations of the business.  Additionally, the partner’s personal 
assets are at risk for any business debts or court judgments.  If being 
held responsible for the actions of your partner(s) concerns you, you 
may want to consider a different type of entity. 
 
I suggest that you know your partners very well before going into 
business with them.  Because you will be held responsible for the 
actions of your partner, you should ensure that any potential partners 
are trustworthy and exercise good judgment.  Make sure, and do a 
thorough background check on your partner.  Hopefully, you’ll 
know the people you’re going into business with. 
 
Ideally, you should find a partner who brings a different set of skills 
to the business than you do.  For example, if you are exceptionally 
talented in marketing, choose a partner with complementary skills 
such as finance or operations.   
 
The truth contained in an age-old saying, “Two heads are better than 
one,” can be very helpful in a small business partnership. 
 
Finally, having a buy-sell agreement already in place will help the 
partners amicably end the partnership when they decide to do so. 
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Limited Partnership 

 

A limited partner is a partnership which is formed by two or more 
persons.  A limited partner has some attributes of a general 
partnership and some attributes of a corporation.   
 
There must be at least one or more general partners.  There can be 
one or more limited partners. 
 
General partners are responsible for managing the partnership’s 
business activities.  General partners have unlimited liability for all 
debts and obligations of the partnership.   
 
Limited partners are generally only liable for the amount of their 
initial capital contribution/investment and any subsequent 
investments.   
 
They are not liable for the debts and obligations of the limited 
partnership.   
 
Limited partners should not in any way participate in management.  
If a limited partner participates in management, or is significantly 
involved in the operations of the business, they may lose their 
limited liability protection. 
 
The formation and operation of a limited partnership requires more 
formality than does the formation and operation of a general 
partnership.   
 
Generally, a limited partnership must file a certificate of limited 
partnership with the Secretary of State and must have a written 
partnership agreement.  These documents govern the business 
operations of the entity.  A written partnership agreement is strongly 
suggested. 
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Tax reporting 

Similar to a general partnership, a separate tax filing is required for a 
limited partnership.  The net income or loss of the limited 
partnership is reported on Form 1065, “U. S. Return of Partnership 
Income.”  Partner income or loss is reported to the partners on 
Schedule K-1, “Partner’s Share of Income, Deductions and Credits.” 
 
How is income allocated? 

Income is allocated on a pro-rata basis among the partners, based 
upon the ownership percentages.   
 
However, a limited partnership is very flexible in how income and 
losses can be allocated to the partners.  Income and losses are not 
required to be allocated based upon the percentage ownership of the 
partners.   Income and losses can be allocated to partners in any 
manner in which they agree, as long as the allocation has real 
economic effect and is not being done to evade taxes.  
 
For example, all of the losses can be allocated to one partner and all 
of the profits can be allocated to another partner.   Or an allocation 
can be made on a 75/25 % basis, when in fact, there are only two 
partners who each own 50%.  The only requirement is that the entire 
amount of income or loss be allocated to someone and that evasion 
of tax is not the reason for the allocation. 
 
Tax paying 

A limited partnership is a tax reporting, not a tax paying, entity.  
Income is allocated to each individual partner, who then report and 
pay taxes on their pro-rata portion of the income on their personal 
tax return. 
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What taxes are involved? 

For all partners, the reported net income is subject to federal income 
tax.   
 
Income of the general partner(s) is considered self-employment 
income, and is also subject to self-employment tax, if the general 
partner(s) is an individual.  Self-employment tax is analogous to 
Social Security and Medicare taxes that are paid by employees and 
their employers. 
 
Income of the limited partners is not considered self-employment 
income, and thus not subject to self-employment tax.  The income 
would also be subject to passive activity rules.  
 
How is the owner paid?   

A partner can receive two types of income from the partnership.  The 
general partner can be paid “guaranteed payments to partners” for 
effort expended, analogous to wages. 
 
Guaranteed payments to general partners are an expense of the 
partnership and reduce the net income of the partnership, and the 
amount of income reported to the partners.  Guaranteed payments to 
partners are reported on the partner’s Schedule K-1. 
 
Since limited partners cannot actively participate in the operation of 
the business, they cannot be paid guaranteed payments for the 
services they perform. 
 
Partners can also receive cash distributions from the partnership.  
Partnership distributions are usually considered to be a distribution 
of income, similar to owner draws for a sole proprietor.   
 
Partners can have distributions made in any amount agreed to by the 
partners, subject to cash availability.  
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Partnership distributions up to the amount of the partner’s capital 
account are considered a return of capital and not taxable.  
Partnership distributions that are in excess of the balance in their 
capital account would be reported as capital gain income and are 
taxable. 
 

Advantages of a Limited Partnership 

 

Multiple owners—There can be an unlimited number of owners.  
The only requirement is that there must be at least one general 
partner and at least one limited partner.  Usually, there is only one 
general partner, but there can be more.  The number of limited 
partners is usually only limited by the amount of money needed by 
the partnership. 
 
Limited liability—Limited partners’ liability exposure is limited to 
their investment in the partnership.  Limited partners are not liable 
for the debts and general obligations of the partnership.   
 
Limited partners should not participate in management or perform 
significant personal services for the partnership. 
 
Partnership distributions—Partners may receive cash distributions 
without affecting their tax liability.  Partners are liable for the tax on 
their pro-rata share of the partnership's profits, whether or not they 
are distributed.  At a minimum many partnerships distribute enough 
money to allow the partners to pay for the partners’ taxes on the 
partnership income. 
 
Centralized management—Management is centralized under the 
control of the general partner.  Limited partners are not and should 
not be involved in the operations of the business.  Limited partners 
basically serve as investors only. 
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Raising capital—There is no limit to the number of limited partners.  
The amount of capital raised by the limited partnership is only 
limited by the number of limited partners that can be recruited for 
the capital requirements of the limited partnership.  This can be one 
of the main reasons for using a limited partnership to raise money for 
businesses requiring large investments. 
 
Continuity of life—Unlike general partnerships, most limited 
partnerships don't terminate on the death or disability of a limited 
partner.   
 
However, if a general partner dies or becomes disabled, this could 
become a problem unless the partnership agreement allows limited 
partners to recruit or assign a new general partner. 
 
“Pass-through” of income—Partnerships are tax reporting and not 
tax paying.  Income and losses of the partnerships are “passed 
through” to the partners who pay tax at their individual rates.  Losses 
can be used to offset other taxable income of the partners. 
 

Disadvantages of a Limited Partnership 

 

Limited marketability—There usually isn't a strong secondary 
market for limited partnership interests.  This can make the sale of a 
limited partnership interest difficult.   
 
Usually, in the cases of privately-held limited partnerships, the only 
people interested in buying your partnership interest are the other 
limited partners and/or the general partner.  (If it’s a publicly traded 
limited partnership, the scenario would be different.) 
 
Normally, the general partner must approve the sale of a partnership 
interest to another party. 
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Unlimited liability for the general partner—The general partner 
has unlimited liability for the debts and obligations of the limited 
partnership.  One of the ways around this is that the general partner 
can be organized as either a corporation or a limited liability 
company, which enjoy limited liability protection.  
 
More costly to organize and administer—Because most people 
usually consult an attorney to help set this up, it is frequently costly 
to establish a limited partnership due to the filing of “Certificate of 
Limited Partnership” and the complexity of the partnership 
agreement, and the requirement for good accounting and proper tax 
reporting to the partners. 
 
No control over the general partner—General partners control the 
day-to-day activities of the partnership.  Limited partners have little 
control over how the general partner operates the business. 
 
Limited partners may not participate in management—If limited 
partners participate in management they may lose their limited 
liability status.  Businesses which require the personal services of 
limited partners should consider other types of entities. 
 
Passive loss limitations—Limited partnerships are generally treated 
as passive activities.  You may be limited as an individual in how 
much or whether you will be able to deduct the losses generated by 
your partnership interest.   
 
Passive losses can only be offset against passive income.   “Passive 
activities” are those in which you’re generally not involved in the 
operations of the business yourself, but where you are an “investor” 
instead.  If your passive losses are limited, then they are written off 
against passive income, or they can be carried over to subsequent 
years when you might be able to utilize them, or until the investment 
is sold or otherwise disposed of. 
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Who is a Limited Partnership Best Suited For? 

 

Limited partnerships can be very useful entities.  They limit the 
liability of limited partners and can be used to raise significant 
amounts of capital.  However, limited partners can not be actively 
involved in the business. 
 
Businesses that own, develop, and operate real estate or drilling and 
mining activities can most effectively utilize limited partnerships.  
This is because limited partners can make an investment and not be 
subject to all the underlying liabilities involved in owning and 
running the partnership. 
 
Again, a limited partner of the business may not be directly involved 
with running the business, because this is being done by the general 
partner. 
 

Who Should Not Use a Limited Partnership? 

 
Limited partnerships should not be used by entities in which all 
partners render services to the business or will be actively involved 
in the management of the business.   
 
Active participation by limited partners in their businesses will 
nullify their limited liability status. 



The Entrepreneur's Guide to Forming a Business Entity 
_____________________________________________ 

 

_________________________________________________ 
29 

 

C Corporation 

 
A corporation is a legal entity, formed under state law, that exists 
separate and apart from its owners and shareholders.   
 
The word incorporate means to create a “separate body.”  
Corporations have all the rights and powers of a “natural person” (as 
opposed to a “fictitious person”), including the right to conduct 
lawful business, to own property, to enter into contracts, to be 
responsible for its own debts, and to sue and be sued in its corporate 
name.   
 
Corporations are a “fictitious person” that are granted their legal 
status by filing the appropriate legal documents such as the Articles 
of Incorporation and by-laws with the Secretary of State in the state 
of organization. 
 
Since the business is a separate legal entity, owners of the business, 
called shareholders, have legal liability protection.   
 
Generally, all debts and obligations of the corporation remain 
exclusively with the corporation, and not the shareholders.  The 
liability of the shareholders is limited to the amount of money 
invested into the corporation. 
 
A corporation, by default, is called a C corporation.  C corporations 
are named after Subchapter C of the Internal Revenue Code. 
 
Tax reporting 

A C corporation is a tax reporting and tax paying entity.  A separate 
tax filing is required for a C corporation.  The net income or loss of a 
C corporation is reported on a Form 1120, “U.S. Corporation Income 
Tax Return.”   
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How is income allocated? 

There is no income allocation for a C corporation, such as with 
“pass-through” entities.  All income of the corporation is the 
responsibility of the corporation. 
 

Tax paying 

A C corporation reports and pays taxes on 100% of its income.  
Losses not tax deductible currently by the corporation are carried 
forward or backward to offset profits. 
 
What taxes are involved? 

A C corporation’s reported net income is subject to Federal 
Corporate Income Tax.  This corporate income tax is separate from 
the federal income tax paid by the shareholders on their individual 
income tax return and is not the responsibility of the shareholders. 
 
How is the owner paid? 
A shareholder/owner of the corporation can receive two types of 
income from the corporation.  Shareholders can be paid wages from 
the corporation, just like any other employee.   
 
If a shareholder works for and provides services for a C corporation, 
they are an employee of the corporation and must be paid wages for 
the services that they perform.  
 
Wages paid to shareholders are an expense of the corporation and 
reduce the net income of the corporation.  Wages paid to 
shareholders are reported on a Form W-2, just like wages paid to any 
other employee.  
 
Shareholders can also receive dividends from the corporation.  
Dividends paid to shareholders are considered to be a distribution of 
retained earnings and are not tax deductible by the corporation.  
However, dividends are considered income to the shareholder and 
included in the shareholder’s taxable income, thus causing double 
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taxation, once at the corporate level and once at the shareholder 
level. 
 

Advantages of a C Corporation 

 
Limited liability—The single greatest non-tax reason to establish a 
corporation is limited liability protection.   
 
When the corporation is properly set up and the owners adhere to the 
corporate formalities, a shareholder’s liability is limited to their 
investment in the corporation.  Because a corporation is a fictitious 

person, it is responsible for its own debts and obligations.  They are 
not debts and obligations of the shareholders. 
 
Reasons for losing the limited liability status of the corporation 
include fraud, malpractice, and failure to adhere to the corporate 
formalities, such as having annual shareholder meetings and 
documenting these meetings in the corporate minutes. 
 
Transferability of ownership—Unlike general partnerships or 
limited partnerships, an owner in a C corporation can usually sell his 
or her stock without the approval of the corporation or other 
stockholders.  However, in many non-public small corporations, 
shareholder agreements are in place which may restrict the transfer 
of shares. 
 
Continuity after the death of shareholders/owners—If a 
shareholder dies, the corporation continues to exist.  Generally, the 
heirs of the shareholder will inherit their shares, or they will pass in 
accordance with the deceased’s  will. 
 
Ease of raising capital—If you need to raise additional cash for 
your business, you can sell authorized, but previously unissued, 
shares of stock in your C corporation to outside investors.  These 
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investors are investing money in your business, but may not 
normally be involved in the operations of the business. 
Large businesses traded on a national stock exchange are usually 
organized as C corporations and can sell as many shares to the public 
as are authorized. 
 

Specialized management—Corporations may hire as many officers 
and managers as they can afford.  A corporation can hire people to 
handle many different aspects of the business, such as finance, 
marketing, and operations. 
 
Accumulation of capital—Unlike pass-through entities, 
corporations are subject to their own tax rates.  This allows 
corporations to pay tax on their earnings and accumulate capital 
within the corporation.  There is no requirement for a corporation to 
pay a dividend. 
 
Capital can be accumulated for any valid business purpose such as 
expansion of the business, purchase of inventory, or marketing. 
 
Tax-free benefits for employees—Employees of C corporations 
can receive fringe benefits on a tax-free basis.  These benefits can 
include health insurance, disability insurance, and group term life 
insurance up to $50,000. 
 
Ordinary loss on sale of stock—If planned correctly during the 
formation of the corporation, you can elect for the stock in your 
corporation to be classified as small business stock (section 1244).  
Losses realized on the sale of small business stock are considered 
ordinary losses, and can be written off directly against any other 
income of the shareholder in the year of the loss. 
 
Normally, losses on the sale of stock (capital losses) are limited to a 
net capital loss deduction of $3,000 per year.  Any losses greater 
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than $3,000 must be carried forward to future years to be deducted, 
with the same $3,000 per year limitation. 
The requirements to qualify as Small Business Stock are as follows:  

1) The stock was issued by a domestic corporation which was 
a “small business corporation” at the time the stock was 
issued;  
2) The stock was issued by such corporation for money or 
other property (other than stock and securities); and  
3) The aggregate amount received for the stock was less than 
one million dollars; and 
4) The corporation, during the period of its five most recent 
taxable years ending before the date the loss on such stock 
was sustained, derived more than 50% of its aggregate gross 
receipts from sources other than royalties, rents, dividends, 
interests, annuities, and sales or exchanges of stocks or 
securities.  

 
Exclusion of gain on small business stock—Shareholders of small 
business stock may exclude up to 50% of the gain they realize on the 
disposition of their stock.  To qualify, the stock must have been 
issued after August 10, 1993 and held by the shareholder for more 
than five years. 
 

Disadvantages of a C Corporation 

 
Double taxation—C corporations report and pay their own taxes.  
This tax must be paid by the corporation.  Dividends paid out to 
shareholders are taxed to the shareholders as dividend income when 
received.  This is considered “double taxation.” 
 
Some business owners reduce their corporate income (and corporate 
income tax) to zero, by monitoring the income at year end, and 
paying out enough in bonus and salaries to the owners to reduce the 
corporate income tax to zero. 
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This serves to reduce corporate income tax and shifts the income tax 
to the shareholder and mitigates “double taxation” of corporate 
income. 
 
In some instances, it may be beneficial to incur the “double taxation” 
by taking advantage of the lower corporate tax rates.  For example, if 
a corporation is in a lower tax bracket than an individual, then the 
tax to the corporation would be less.  Ultimately, I still consider this 
to be “double taxation,” and I don’t see it done very often in the real 
world.   
 
All of this takes proper accounting and planning, which increases the 
costs of maintaining the corporation. 
 
No “pass-through” of losses—Because the corporation is a separate 
tax reporting and tax paying entity, any losses generated by the 
corporation can only be used by the corporation.  There is no tax 
benefit to the shareholders. 
 
Losses do not “pass through” to the shareholders to be used to offset 
their personal income.  Thus, in the early years of the business or in 
years in which the business generates a loss, there is no tax benefit to 
the shareholders/owners for losses generated. 
 
Additional paperwork—Properly operating a C corporation 
involves much additional paperwork.  Corporate formalities that 
must be addressed include annual shareholder meetings, board 
meetings to elect officers, and approval of major issues within the 
corporation such as debt, and approval of major purchases and 
business strategies.  These must all be formally documented in the 
corporate minutes. 
 
Additionally, separate and distinct bank accounts in the 
corporation’s name must be maintained for the corporation, as well 
as a proper accounting system and books and records. 
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More expensive to form—A corporation must pay its Secretary of 
State an incorporation fee to be established.   
 
Added administrative costs—Operating a corporation involves 
preparing a corporate income tax return, including all of the 
accounting required to prepare the return.  A corporation has 
employees, which involves preparing payroll, and preparing 
quarterly and annual payroll reports. 
 
Potential tax issues—Corporations have many potential traps 
established to defeat potential abuses by taxpayers. 
 
Additional taxes can be assessed for: 
 
●Personal holding companies—Corporations with excessive 
unearned income such as interest, dividends and capital 
gains. 
 
●Accumulated earnings tax—Corporations with excessive 
accumulated earnings that have not been paid out in 
dividends. 
 
●Personal service corporations—Corporations which render 
personal services such as medicine, law, accounting, 
engineering and consulting are assessed a flat 35% tax on all 
income. 
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Who Should Operate as a C Corporation? 

 
Business owners who have significant potential liability exposure 
and desire to protect themselves.   
 
Businesses that need to accumulate capital for inventory, marketing, 
and expansion.   
 
Businesses that expect to go public sometime in the future.  
 
Businesses that want tax deductible fringe benefits including health 
insurance. 
 

Who Should Not Operate as a C Corporation 

 
Businesses that determine they do not need limited liability 
protection. 
 
Businesses that offer personal services that would be classified as a 
Personal Service Corporation, as defined above.   
 
Businesses that cannot afford the cost of incorporation, the cost of 
accounting, and the additional costs of maintaining the corporate 
documents. 
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S Corporation 

 
S corporations are corporations organized just like C corporations.  
They are granted their legal status (known as a charter) by the 
Secretary of State in their state of incorporation.  S corporations have 
the same corporate formalities as C corporations such as stockholder 
meetings, board of directors meetings, and the keeping of corporate 
minutes. 
 
However, an S corporation is a hybrid entity.  It has the limited 
liability structure of a corporation, but it is taxed like a partnership.  
S corporations are named after Subchapter S of the Internal Revenue 
Code. 
 
S corporation status must be elected after forming the entity by filing 
a Form 2553, “Election by a Small Business Corporation.”  This 
election must be agreed to and signed by all shareholders. 
 
The qualification for being an S corporation are: 
 
●The corporation must have 100 or fewer shareholders.  
A husband and wife count as only one shareholder. 
 
●The corporation must be a domestic corporation formed 
in the United States.  Corporations formed in other 
countries cannot elect S status. 
 
●Only individuals, estates and certain types of limited 
trusts can be shareholders.  Partnerships, other 
corporations and most trusts can’t own stock in an S 
corporation. 
 
●All stock must be owned by a U.S. resident or U.S. 
citizen.  Foreign investors are not allowed.  
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●There can be only a single class of stock.  If you have 
more than one class of stock, you can’t be an S 
corporation. 

 
You must meet all of the above requirements at the time the S 
corporation election is made, and continue to meet them to be an S 
corporation.   
 
If you meet all five requirements at the inception of the business, and 
violate even one of the requirements at any time in the future, your S 
corporation status terminates on the date of the violation. 
 
Since all business is conducted in the name of the corporation, 
owners of the business, called shareholders, have limited liability 
protection.  All debts and obligations of the corporation remain 
exclusively with the corporation, and not the shareholders.  The 
liability of the shareholders is limited to the amount of money 
invested in the corporation and any debts personally guaranteed. 
 
Tax reporting 

A separate tax filing is required for an S corporation.  The net 
income or loss of an S corporation is reported on a Form 1120S, 
“U.S. Income Tax Return for an S Corporation.”   
 
How is income allocated? 

Income is allocated on a pro-rata basis among the shareholders.  The 
net income or losses are allocated to the shareholders, based upon 
ownership percentages.  There is no flexibility in the allocation of 
profit and loss. 
 

Tax paying 

An S corporation is a tax reporting, but not a tax paying entity.  No 
tax is paid by the corporation.  The income is allocated to each 
individual shareholder, who each report and pay taxes on the pro-
rata portion of their income on their personal tax return. 
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What taxes are involved? 

Shareholders pay Federal Income Tax and Social Security on all 
wages they receive.  
 
Income allocated to the shareholders is not considered self-
employment income, and is not subject to self-employment tax.   
 
How is the owner paid? 

A shareholder/owner of an S corporation can receive two types of 
income from the corporation.  Shareholders can be paid wages from 
the corporation, like any other employee.  
 
If a shareholder works for and provides services for an S 
corporation, they are an employee of the corporation and must be 
paid wages for the services that they perform. 
Wages paid to shareholders are reported on a Form W-2, similar to 
wages paid to any other employee.  
  
Wages paid to shareholders are an expense of the corporation and 
reduce the net income of the corporation.   
 
Shareholders may also receive shareholder distributions from the S 
corporation.  Shareholder distributions are made in accordance with 
the shareholder’s percentage of ownership.   
 
Shareholder cash distributions are considered to be a distribution of 
income and are not a tax deductible expense of the corporation.   
 
Shareholder cash distributions are not considered income to the 
shareholder and are not subject to self-employment tax.   
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Advantages of an S Corporation 

 

No double taxation—S corporations report their own income, 
however the taxes are paid by shareholders on their personal returns.  
There is no income tax at the corporate level, such as with a C 
corporation.   
 
Continuity of life—If a shareholder of an S corporation dies, the S 
corporation continues to exist.  There is no need to reform the 
corporation upon the death of the shareholder.  Generally, the heirs 
of the shareholder would receive their shares through inheritance,or 
they will pass in accordance with the will. 
 
“Pass-through” of losses—Losses “pass through” to the 
shareholders based upon their pro-rata share of stock ownership and 
can be used to offset other income of the shareholder.   
 
Shareholders are compensated for their work with wages—If a 
shareholder works in the business, they must be paid fair and 
reasonable wages for the work performed.  These wages are 
considered earned income and are taxable to the shareholder.  This 
earned income can qualify you for participation in a retirement plan 
which is based on earned income. 
 
Shareholders can receive cash distributions—Shareholders can be 
paid a profit distribution, commonly called a shareholder’s 
distribution.  Shareholders’ distributions are not a deductible 
expense of the corporation, and do not reduce corporate income nor 
are they taxable income to the shareholder.   
 
It is common for S corporations to make cash distributions to the 
shareholders at least in the amount of tax paid by the shareholder on 
their pro-rata share of the corporate income. 
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Limited liability—S corporations have the same limited liability 
protection as C corporations.  Of course all legal formalities must be 
adhered to such as board meetings, shareholder meetings, and the 
keeping of corporate records. 
 

Easier accounting and tax planning—Because there is no tax at 
the corporate level, the double taxation involved with C corporations 
is eliminated.  This elimination of one level of tax makes planning 
simpler. 
 
Ordinary loss on sale of stock—Similar to a C corporation, an 
election can be made for the stock in your corporation to be 
classified as small business stock (section 1244).   
 
Losses on the sale of small business stock are considered an ordinary 
loss, and can be written off directly against any other income of the 
shareholder in the year of the loss, rather than the limitation of the 
net capital loss deduction of $3,000 per year.   
 
See C corporations for requirements of being classified Section 1244 
Small Business Stock. 
 
Ability to split income—Income is allocated to shareholders based 
upon their pro-rata share of stock ownership.  Having family 
members who are in lower tax brackets become co-owners of the 
business may allow some income to be taxed at their lower rates, 
thereby lowering income tax payments. 
 
Exclusion of gain on small business stock—Shareholders of small 
business stock may exclude up to 50% of the gain they realize on the 
disposition of their stock.  To qualify, the stock must have been 
issued after August 10, 1993, and held by the shareholder for more 
than five years. 
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Specialized management—Similar to a C corporation, S 
corporations can also have centralized management.  All  
Corporations have a board of directors whose job is to oversee 
management on behalf of the shareholders. 
 
Less potential for tax traps—Because an S corporation is a “pass-
through” entity and does not have its own tax rates nor pay its own 
tax as a C corporation does, it is less likely to encounter the tax 
problems that are possible with C corporations.  Some of these 
problems can include being classified as a Personal Services 
Corporation or a Personal Holding Company, or having the 
Accumulated Earnings Tax assessed. 
 

Disadvantages of an S Corporation 

 
Restrictions on qualifying for S corporation status— 
There are restrictions that must be met to qualify as an S corporation.  
If you don’t meet these requirements at the inception of the business, 
or at any time in the future, a business cannot operate as an S 
corporation and the election will be terminated. 
 
Increased accounting cost—An accurate accounting must be made 
to prepare the corporate tax return and to properly allocate income 
and expense to the shareholders. 
 
Additional paperwork—Because an S corporation is a legal 
corporation, operating an S corporation involves additional 
paperwork, as does a C corporation.   
 
Corporate formalities that must be addressed include annual 
shareholders meetings, board meetings to elect officers, and approval 
of major issues within the corporation such as debt and approval of 
major purchases and business strategies.  These must all be formally 
documented in the corporate minutes. 
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Limitation on losses—Losses can only be deducted up to the 
amount of the shareholder’s basis in the stock.   
 

Basis in the stock is calculated as  
   Cash initially paid for stock 
+ Cash contributed after initial investment 
+ Value of property contributed for stock 
+ Income that was taxed to you in the past, not 
received/distributed 
- Dividends Received 
- Losses passed through to you 
Adjusted Basis of Stock 
 

“Pass-through” of earnings—Because an S corporation is a “pass-
through” entity, capital cannot be accumulated at lower corporate tax 
rates within the corporation, as can be done with a C corporation. 
 
Phantom income—The pro rata share of S corporation income is 
taxed to shareholders whether or not they received the cash.  At a 
minimum, shareholder distributions should be made to the 
shareholders to cover the tax paid on behalf of the S corporation. 
 
Less ability to raise capital—Because of the limitation on the 
number of shareholders allowed, an S corporation is limited to 
whatever assets the allowed shareholders can contribute. 
 
Limitations on fringe benefits—Generally, fringe benefits such as 
health insurance are includable in the wages of the shareholders, 
rather than being treated as a business expense. 
 
Distributions of profit—Distributions of profit must be made in the 
same proportion as ownership interest.  No other type of allocation is 
permitted. 
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Who Should Operate as an S Corporation? 

 

Businesses that are looking for limited liability protection. 
 
Businesses that can afford the cost of incorporating and the ongoing 
cost of accounting and the cost of maintaining corporate documents.   
 
Businesses that will be generating losses at the corporate level.  
These losses can be used by shareholders to reduce other income on 
their personal tax return.  Deductible losses are limited to the 
shareholder’s basis in the stock. 
 
Businesses that are concerned about the possibility of double 
taxation.  There is no tax at the corporate level for S corporations.  
All S corporation income is taxed at the individual shareholder level.  
Thus, there is little need to monitor the income of the corporation at 
year-end to determine if it is necessary to pay additional salary or 
bonuses to the shareholders to reduce the Corporate Income Tax. 
 
Businesses that wish to split income between family members in 
lower tax brackets.  Having family members who are in lower tax 
brackets own shares in the corporation shifts income and lower 
taxes. 
 

Who Should Not Operate as an S Corporation? 

 

Businesses that have more than 100 shareholders, or that anticipate 
having more than 100 shareholders in the future should not consider 
forming an S corporation due to the limitation on the number of 
shareholders. 
 
Any business contemplating having shareholders consisting of either 
partnerships or other corporations.  S corporations cannot be owned 
by partnerships or other corporations. 
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Any business that has foreign shareholders.  All shareholders of an S 
corporation must be U.S. citizens. 
 
Businesses that would like to accumulate capital within the 
corporation at lower tax rates.  All income is taxed at the 
shareholders’ tax rates which may be higher than the graduated rates 
of a C corporation, regardless of whether or not cash is distributed. 
 
Businesses that cannot afford the additional cost of incorporating the 
business, proper accounting, and the additional costs of maintaining 
the corporate documents. 
 
Businesses that wish to allocate profit and losses in a manner other 
than on a pro-rata basis.  S corporation profit and loss must be 
proportionately allocated in the same percentage as stock ownership. 
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Limited Liability Company 

 

What is a limited liability company?  A limited liability company 
is a hybrid entity.  A formal entity, organized and registered with the 
Secretary of State, an LLC has the limited liability protection 
provided by a corporation and is generally taxed like a partnership or 
sole proprietor, by default.  
 
Ownership.  A limited liability company can be owned by one or 
more persons.  There is no limit on the number of persons that can 
be owners of a limited liability company.   
 
If only one person owns the business, it is known as a single member 
LLC.  If there is more than one owner is it known as a multiple 
member LLC. 
 
An LLC can be member-managed, or managed by a manager. 
 
Ease of formation. The LLC must register “Articles of 
Organization” with the Secretary of State.  Other than tax reporting, 
there are no further documents that need to be maintained, unlike the 
requirements for a corporation. 
 
It is generally a good idea to register your business name with your 
local authority to ensure no one else is using the name and to reserve 
your right to use the selected name. 
 
It is also suggested that a formal LLC operating agreement be 
adopted and signed by all of the LLC members.   
 
Items that should be included: 
 

• Listing of duties and responsibilities of the members 

• How the management of the LLC will be handled  
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• How changes to the LLC ownership will be handled upon 
the death, disability, retirement or withdrawal of a 
member 

• Requirements for the admission of new members 

• How income/losses will be allocated 

• How and when member distributions will be made and 
how they will be determined 

• What the capital contributions of the member will be and 
how the member interests will be divided 

 
LLCs are a formal legally recognized entity.  A limited liability 
company is a formal legal entity whose status is granted by the state 
in which it is organized.   
 
Legal liability 

The members of a limited liability company enjoy limited liability 
protection from the debts and other obligations of the business.  This 
is generally considered to be one of the main advantages in the 
forming of an LLC. 
 
It is suggested that an LLC maintain a business checking account, 
separate and distinct from the personal checking accounts of the 
members.  
 

Tax reporting 

LLCs are unique in that they can elect their tax treatment and even 
change how they are taxed as their businesses evolve. 
 
The default treatment of a single member LLC is to be taxed like a 
sole proprietor.  All business activity is reported on Schedule C of 
the LLC member’s personal tax return. 
 
The default treatment of a multiple member LLC is to be treated like 
a general partnership.  All business activity is reported on Form 
1065, “U. S. Return of Partnership Income.” 
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If however, the LLC member(s) decide that the default treatment 
does not meet their needs, they can make an Entity Classification 
Election using Form 8832, and select the taxation structure that 
meets their needs.   
 
The LLC may choose to be taxed as a C corporation or an S 
corporation.  If it elects to be taxed as a particular entity, it must 
report their activities on the corresponding form.  C corporations 
must use a Form 1120, “U.S. Corporation Income Tax Return.”  S 
corporations must use a Form 1120S, “U.S. Income Tax Return for 
an S Corporation.” 
 
Careful consideration must be made before making an election.  
While an entity election may be changed, that change is irreversible 
for five years. 
 
How is income allocated? 
How income is allocated depends upon the number of members and 
any elections made. 
For a single member LLC, all of the income belongs to the single 
member. 
 
For a multiple member LLC, net income is allocated by default on a 
pro-rata basis among the members.   
 
However, a limited liability company, absent an entity election is 
flexible in how income can be allocated to the members.  Income 
and losses are not required to be allocated based upon the percentage 
ownership of the members and can be allocated to members in any 
manner in which they agree.  
 
For example, all of the losses can be allocated to one member and all 
of the profits can be allocated to another member.   Or an allocation 
can be made on a 75/25 % basis, when, in fact, there are only two 
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members who each own 50%.  The only requirement is that the 
entire amount of income or loss be allocated to someone. 
 
Tax paying 

How income is paid depends upon the number of members and any 
elections made. 
 

For a single member LLC, all of the tax on the LLC income is paid 
by the single member. 
 
For a multiple member LLC, income is allocated to each individual 
member, who must report and pay taxes on their pro-rata portion of 
the income or loss on their personal tax returns. 
 
What taxes are involved? 

The member’s reported net income is subject to federal income tax.  
For a single member LLC, the income of the business is considered 
self-employment income, and is subject to self-employment tax.  
Self-employment tax is analogous to Social Security and Medicare 
taxes that are paid by employees. 
 
For multiple member LLCs, the managing member’s income of the 
business is considered self-employment income, subject to both 
federal income tax and self-employment tax. 
 
Members who have non-managing status are subject to federal 
income tax but may not be subject to self-employment tax, if it’s a 
manager-managed LLC. 
 
How are the members paid? 

A member can receive two types of income from a limited liability 
company.  Members can receive guaranteed payments to partners for 
services performed, if those members are actively involved in the 
business. 
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Guaranteed payments to members are an expense of the LLC and 
reduce the net income of the LLC, and therefore the amount of 
income reported to the members.  Guaranteed payments are reported 
on the appropriate member’s Schedule K-1. 
 
Member distributions are usually considered to be a distribution of 
income, similar to owner draws for a sole proprietor.   
Members can have distributions made in any amount deemed 
appropriate by the members.  They do not have to be made in 
accordance with percentage of ownership.   
 
Member distributions are not considered income to the shareholder 
and are not subject to self-employment tax. 
 
Member distributions that are made in excess of the balance in their 
capital account would be reported as income. 
 

Advantages of a Limited Liability Company 

 

Limited liability—LLCs generally have the same limited liability 
protection as corporations.  The liability of members is limited to 
their investment in the LLC, plus any debts personally guaranteed. 
 

Relatively easy to set up—A limited liability company must file 
Articles of Organization with the Secretary of State.  No other 
formal organization or legal paperwork is required, such as holding 
annual shareholder meetings or keeping of corporate minutes, as is 
required with corporations. 
 
A newly formed limited liability company must obtain an Employer 
Identification Number (EIN) by completing Form SS-4, 
“Application for Employer Identification Number.”  This identifying 
number will be used by the LLC in all of its tax filings. 
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Flexibility in how the entity will be taxed—An LLC can change 
how it chooses to be taxed, as its needs change, by completing a 
Form 8832, “Entity Classification Election.”  This can only be done 
once every five years. 
 
Multiple owners—A limited liability company may have one or 
more members (owners).  An LLC operating with a single member 
would generally be taxed as a sole proprietor.  An LLC with multiple 
members is generally taxed as a partnership. 
 
There can be an unlimited number of partners in a limited liability 
company, unless a multiple member LLC chooses to be taxed as an 
S corporation. 
 
Easier to raise capital—Allowing multiple members to contribute 
capital to the business and having the ability to borrow money on 
behalf of the business, and not relying on a single or small number of 
members’ personal credit, increases the capital raising ability of the 
entity. 
 
More depth of management—Having more than one owner 
diversifies the management available to the business.  The more 
members involved, the more talent, experience, and skill-sets are 
available to help grow and run the business. 
 

Simplified payroll—There is no requirement to set up the members 
as employees and write payroll checks, or handle other 
responsibilities of having employees such as quarterly payroll tax 
filings, paying employment taxes and preparing an annual W-2. 
 
If the LLC hires employees, then the entity must comply with all 
recordkeeping and filing requirements for their employees. 
 
“Pass-through” of losses—Losses “pass through” to the member’s 
personal tax return.  These losses can be used to offset other taxable 
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income of the members.  This can be important if the LLC generates 
losses at the beginning of the business. 
 
Deductibility of health insurance premiums—The managing 
members may deduct up to 100% of health insurance premiums for 
themselves and their family, limited to the extent of profit reported 
by the member.   Non-managing members are unable to deduct 
health insurance premiums.   
 
If the member is treated as being self-employed, health insurance 
premiums do not reduce the LLC’s income, but the member can 
deduct the health insurance premium as an adjustment to income on 
their personal tax return. 
 
Continuity of life—The death or resignation of a member will not 
end the life of the LLC.  The remaining members can continue 
operating the business. 
 
No double taxation of profits—All profits flow through to the 
members who pay tax on their personal tax returns.  There is no 
income tax paid by the LLC such as would be paid by a C 
corporation, if the LLC has accepted the default tax treatment or if 
they’ve elected to be taxed as an S corporation, both of which are 
“pass-through” treatments (which means there is no “double 
taxation”).  
 

Disadvantages of a Limited Liability Company 

 

More management—Although many people may consider having 
more partners/members and the additional talent that goes along with 
more partners as an asset, this may not always be the case.   
 
Human nature will always come into play.  Sometimes 
disagreements will arise concerning business decisions that can be 
tough to settle.   
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Complaints about money and draws—There can be major 
disagreements between the members concerning money.  This can be 
the single largest problem faced by limited liability companies.  
More LLCs break up over money than any other reason. 
 
Reasons for disagreements can include uneven distributions of profit 
based upon capital contributed, effort expended or results achieved.  
For example, two members may put equal time into the business but 
one may bring in 90% of the sales and the other only 10%.  The 
fellow who brings in 90% of the clients may begin to feel taken 
advantage of.  It’s human nature.  
 
A well-drafted LLC agreement should thoroughly address how 
member distributions should be handled. 
 
Taxed on income—Members are personally responsible for the tax 
due on their pro-rata profits of the business, regardless of whether 
profits or money were taken from the business.   
 
However, it is quite common for the LLC to make distributions to 
the members (which are not considered income) to cover the tax 
liability incurred by the members as a result of LLC income. 
 
Difficulty raising capital—It can be much tougher raising capital as 
an LLC.  The assets of the members and the LLC serve as the 
primary collateral for loans, which may not be enough for some 
lenders. 
 

Who is a Limited Liability Company Best Suited For? 

 

A limited liability company should be considered by businesses who 
wish to limit their exposure to liability. 
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A limited liability company should be considered by individuals 
with businesses that are just commencing operations.  LLCs offer 
new businesses with much flexibility. 
 
Many new businesses are not profitable in the first year or two and 
generate losses.  Losses generated by the LLC can be used by the 
members to reduce their taxable income from other sources of 
income such as a working spouse, rental properties or investment 
income. 
 
Limited liability companies have flexibility in ownership.  An LLC 
can have as many owners as desired (assuming an S corporation 
election has not been made). 
 
The only expense of formation is organizing with the Secretary of 
State.  No other formal documentation is required, other than a 
formal accounting for business and tax purposes.   
 
 

Who Should Not Operate as a Limited Liability Company 

 
Businesses that are not concerned with any potential liability 
exposure.  This is one of the main non-tax features of an LLC.  If 
you don’t require limited liability, you can save money on 
organization costs by not forming an LLC. 
 
Business with multiple members who are not familiar with one 
another.  It is suggested that you know your member/partner very 
well before going into business with them.  Working closely together 
is like being married – and you want make sure you know your 
partner very well before embarking on such a venture. 
 
Ideally, partners/members should bring different sets of skills to the 
business, such as having one member exceptionally talented in 



The Entrepreneur's Guide to Forming a Business Entity 
_____________________________________________ 

 

_________________________________________________ 
55 

 

marketing, and another member/partner with complementary skills 
such as finance or operations.   
 
An age-old saying, “Two heads are better than one” can be very 
helpful in a small business partnership. 
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Final Thoughts 
 
I trust you found the information in this book helpful. 
 
My goal in sharing it with you was to give you the basic information 
needed to help you select the appropriate entity for your business so 
that you can accomplish your non-tax objectives and at the same 
time legally minimize the taxes that you pay. 
 
I hope you now better understand the many choices available to you 
in selecting an entity that will best accomplish your business and tax 
needs. 
 
As you have seen, when evaluating which form of business will best 
suit your tax and non-tax business needs, there is not a one-size-fits-
all single best answer.   
 
There are many factors that must be evaluated, taking into account 
your personal situation. 
 
Now you must take the next step. 
 
I understand that making changes in life can be scary, and not 
something that you may look forward to doing without at least a 
little apprehension.  However, starting a business can be an 
extremely rewarding experience. 
 
In many cases, a business is the single largest investment that a 
person makes.  How you choose to structure and operate your 
business will ultimately determine how much the business will 
benefit you, the lifestyle you’re going to lead, how you’re going to 
educate your children, how you’re going to retire, and how much 
money you get to keep and put in your pockets. 
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But I promise you, after you adopt the appropriate entity for your 
business and begin to reap the benefits of lower taxes, the time spent 
analyzing entities will have been worth it. 
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The Types of Clients I Accept 
 
 I am selective about the clients that I accept into my practice. 
 
I've found that I am able to have a greater positive impact on 
taxpayers that own or have an ownership interest in a business. 
Many of the strategies I suggest and have clients employ are only 
available to taxpayers who own their own business. That's not to say 
that I cannot help a person who only receives income through 
employment.  
 
I work with people who are interested in preserving their capital, 
managing life's risks, and improving their overall lifestyle. To help 
them meet their goals I focus on the oversight of cash flow and 
income taxes in relation to their portfolios in an effort to meet their 
objectives. 
 
Direct access to the key decision maker(s) is a must. If my contact 
does not have the authority to make the final decision on a tax 
strategy my efforts could be wasted. Implementation is critical to 
saving tax dollars. 
 
Prospective clients must be open to new ideas and willing to make 
changes. If a taxpayer is resistant to change it will be difficult to 
implement strategies that will reduce the taxes that they pay and 
improve their life. 
 
Clients must be honest, ethical, and willing to work within the rules 
and regulations of the ever changing internal revenue code. I do not 
knowingly work with taxpayers interested in intentionally 
understating income or overstating expenses. The risks to my 
practice and other clients is far too great. 
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Glossary of Terms 

 

Accelerated Depreciation a method of recording depreciation faster 
than with straight line depreciation.  More depreciation is recorded 
in the earlier years than in the later years.   
 
Accrual Basis the method of accounting that looks at whether 
income has been earned (whether or not received), and whether an 
expense has been incurred (whether or not paid). 
 
Buy-Sell Agreement an agreement detailing the future buyout of 
partners or owners. 
 
C Corporation a corporation that chooses to be taxed at the 
corporate level. 
 
Capital an account that tracks an owner’s or partner’s interest in the 
business. 
 
Cash Basis the method of accounting that records income when 
actually received, and expenses when actually paid. 
 
DBA “doing business as” – the registering of your business name 
with the local city or state authorities. Also known as a fictitious 

name. 
 
Double Taxation describes the situation where an entity pays tax 
once at the corporate level, and the income is taxed a second time 
when it is paid to the taxpayer. 
 
Estimated Tax Payment a quarterly tax payment made during the 
year for estimated annual tax liability. 
 
Effective Tax Rate total tax paid divided by total income. 
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Form 1040 the form used to file an individual's personal tax return. 
 
Form 1065 the form used to file a partnership tax return. 
 
Form 1120 the form used to file a C corporation tax return. 
 
Form 1120S the form used to file an S corporation tax return. 
 
Form 2553 the election form used to request S corporation status. 
 
Form 8823 the election form used to select the desired method of 
taxation when forming an LLC. 
 
General Partner an owner of a general partnership, or the managing 
partner in a limited partnership. 
 
General Partnership an unincorporated business operated by two or 
more individuals. 
 
Limited Liability Company an entity owned by one or more owners 
in which the owners have limited liability. 
 
Limited Partnership a partnership in which the limited partners have 
limited liability.  One or more general partners have unlimited 
liabilities. 
 
Marginal Tax Rate the tax rate that applies to the next dollar a 
taxpayer earns. 
 
Member an owner of a limited liability company (LLC). 
 
Multiple member LLC an LLC that has more than one 
owner/member. 
 
Partner an owner of a partnership. 
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Pass-through entity an entity that reports their taxes, but doesn't pay 
their taxes.  Income or loss is “passed through” to the owners of the 
business who pay the tax. 
 
Owner Draw profit distribution taken by a sole proprietorship from 
their business. 
 
Partnership distribution money paid from a partnership to a partner. 
 
S Corporation Distribution money paid from an S corporation to a 
shareholder. 
 
Schedule C form used to report income and expenses of a sole 
proprietorship. 
 
Self employment tax tax paid on the earnings of a self-employed 
individual.  Similar to the Social Security and Medicare tax. 
 
Shareholder an owner of a corporation. 
 
Single Member LLC a limited liability company with only one 
member/owner, as opposed to multiple member/owners.  Treated as 
a sole proprietor for tax purposes. 
 
Sole Proprietorship an unincorporated business operated by a single 
individual. 
 
Tax Credit an item on a personal tax returns that reduces the tax 
owed dollar for dollar ($1 dollar tax credit equals $1 dollar of tax 
savings). 
 
Tax Deduction an expense item on the tax return that reduces 
taxable income dollar for dollar.  Tax reductions reduce tax by the 
amount of the marginal tax bracket. 
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Tax Savings a reduction in tax that would otherwise have been paid 
before tax planning. 
 
Taxable Income the net income amount subject to federal income 
tax.  Represents total income less adjustments less itemized or 
standard deduction and less personal exemptions. 
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Frequently Used Forms 
 

Form SS-4- Application for Employer Identification Number pg 1 
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Form SS-4- Application for Employer Identification Number pg 2 
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Form 8832- Entity Classification Election pg 1
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Form 8832- Entity Classification Election pg 2
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Form 2553- Election by a Small Business Corporation pg 1 
S Corporation Election
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Form 2553- Election by a Small Business Corporation pg 2 
S Corporation Election
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Form 2553- Election by a Small Business Corporation pg 3 
S Corporation Election
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Schedule C- Profit or Loss from Business pg 1 
Sole Proprietorship
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Schedule C- Profit or Loss from Business pg 2 
Sole Proprietorship
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Form 1065- Partnership Return pg 1 only
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Form K-1- Partner’s Share of Current Year Income, Deductions, Credits 
and Other Items pg 1 only 

For Form 1065 Partnership Return 
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Form 1120-C Corporation Return pg 1 only
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Form 1120S S Corporation Return pg 1 only 
 



The Entrepreneur's Guide to Forming a Business Entity 
_____________________________________________ 

 

_________________________________________________ 
76 

 

 
Form K-1 Shareholder’s Share of Current Year Income, Deductions, 

Credits and Other Items pg 1 only 
For Form 1120S S Corporation Return 
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