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Re:  Sole Proprietor, General Partnership, LLC, S-Corp & C-Corp Comparison

SOLE PROPRIETOR

The sole proprietor entity form is only available to companies owned by one person. However, even if you are the sole owner, you may still elect the corporate business entity form (normally through an S-Corp) or, better yet, elect to be taxed as an S-Corp through a Limited Liability Company (LLC).

The primary advantages of the sole proprietor entity form are 1) the one-time legal formation costs and the annual tax prep costs and 2) the ability to hire your children under age 18 without being liable for any payroll withholding liabilities, including FICA and unemployment taxes.

The major disadvantages of a sole proprietor are in the personal liability area and the fact that 100% of the company’s net earnings are subject to the 15.3% FICA taxes.

S-CORPS & LLC’s

S-Corps are corporations that are taxed similar to partnerships with some exceptions. Their major advantage over a partnership (other than one operated under the LLC regulations) is that your personal liability is usually limited to company assets, i.e., your personal assets are protected in most cases.

A Limited Liability Company (LLC) is a relatively new business entity form (it first came into existence in 1997) that offers the same limited liability protection as an S-Corp but may be treated for tax purposes as either a corporation or a partnership. Unlike C-Corporations, an S-Corp was not subject to any Kentucky corporate income taxes until 2005, when the law was changed. However, the tax is normally considerably lower as it is limited to $175 in most cases.
LLC TAX ELECTION FORM

An LLC is a hybrid entity that combines the most favorable features of both partnerships and corporations. Furthermore, it allows more flexibility than an S-Corp in that you have the option to have it taxed as either a corporation or a partnership.

S-Corp shareholders must pay themselves reasonable wages, which are subject to unemployment taxes (both state and federal). If you elect the LLC route and operate your LLC as a partnership, you are not required to pay yourself any wages (and therefore not subject to the unemployment taxes). However, your net earnings (business income less business deductions) are fully subject to the 15.3% FICA (Social Security and Medicare) taxes.

Since FICA taxes are considerably higher than Unemployment taxes, the main consideration in deciding whether to elect the corporate or partnership taxation route for an LLC is your expected net earnings. However, even if you expect to make little or no income, you will probably still want to elect the S-Corp taxation route since a reasonable wage in that instance would be zero. If you make this election initially, you won’t have to change it later when your company becomes profitable. Remember, under the S-Corp taxation election, only your wages are subject to the 15.3% FICA taxes; i.e., distributions in excess of wages are not subject to these taxes.

Another advantage of being taxed as an S-Corp is in the manner in which reasonable wages are calculated. You can add any employer/owner fringe benefit expenses to your wages; however, the 
fringe benefit portion of the wages is not subject to the 15.3% FICA taxes. The primary example of an employer/owner fringe benefit expense would be premiums paid to an insurance company for health, dental and disability insurance that covers you and your family.
The one instance where you would probably want to elect the partnership route in an LLC is if you are in the real estate business and expect to show losses for many years due to depreciation, fix-up expenses, etc. In this field, you could experience more significant losses by being taxed as a partnership, versus the corporate taxation route, due to the stepped-up basis adjustment applicable in partnership taxation.

C-CORP COMPARISON

The major advantage of both a partnership and S-Corp (or LLC) over a C-Corp is their ability to pass through items of income and expense to its partners/shareholders. The net income of the business is subject to only one level of taxation (35% maximum) whereas shareholders in a C-Corp are subject to two levels (73% maximum). The owners can receive cash distributions and avoid payroll withholding. More importantly, their respective shares of any operating losses can normally be used to offset other income whereas a C-Corp shareholder can only carryover losses to offset future or past C-Corp income.

SUMMARY
In summary, if your company has more than one owner and you must therefore operate under either the partnership of corporate entity form, I would recommend the LLC route. An LLC offers all the advantages of an S-Corp, but allows more flexibility.

If you are the sole owner of your business, I would recommend the LLC route only if 1) you absolutely demand the limited liability protection, and/or 2) you are operating or expect to operate as a profitable company.
Call if you have any questions,
David L. Allgeier

David L. Allgeier, CPA
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