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Are you a partner or stockholder in an LLC, partnership, S corporation or other form of 

pass-through entity (collectively referred to herein as “pass-through entity”) and you do not need 

to distribute all of the profits in your pass-through entity to support your current lifestyle and any 

of the following applies to you or your business: 

 

1. Your business is required to maintain at all times a certain amount of liquidity; 

 

2. Your business will be expending significant capital that will not generate a current 

income tax deduction such as acquiring another business or funding the future buy-out of another 

partner; 

 

3. Your business has incurred a significant amount of business debt; 

 

4. Your business needs to provide additional incentives to retain key employees; 

 

5. You have maximized your personal qualified retirement contributions and you want 

to save more for retirement;  

 

6. You are considering using an ESOP to exit your business; 

 

7. You are considering applying for certain types of SBA loans; or 

 

8. You want to separate your business and individual income tax reporting and reduce 

the amount of time and effort you spend in December decelerating income and prepaying expenses 

because of the pass-through entity rules. If one or more applies to your business, then, under the 

new 2017 Tax Cuts and Jobs Act (“Tax Act”), you may want to consider converting your business 

from a pass-through entity to a C corporation. Please note that every circumstance is different, 

and we strongly recommend speaking with your attorney or accountant to determine 

whether a conversion is right for you.  

 

Under the new Tax Act, C corporations are now being taxed at 21% down from 35% and 

C corporations receive a full deduction for state and local income taxes; however, excess after-tax 

income which is distributed to stockholders is then taxed as a dividend and taxed again at capital 

gains rates of 15% or 20% (“Double Taxation”). While pass-through entities are required to file 

income tax returns, no income tax is imposed on these entities, their income flows through and is 

taxed to the individual partners. Under the Tax Act, if the partner’s taxable income is less than 

$329,800 (Joint or $164,900 Single), then the Qualified Business Income (“QBI”) from your 

business would be subject to a tax rate of 20%, this produces an overall effective federal tax rate 

of 29.6%. This favorable tax benefit is phased out for joint taxpayers with taxable income of 
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$429,800 ($214,900 single) and certain types of income do not qualify as QBI, and therefore these 

taxpayers face a maximum tax rate of 37%. In addition, the Tax Act caps the deduction of state 

and local taxes at $10,000 per taxpayer ($5,000 married filing separately). Accordingly, most high-

income taxpayer will not be able to deduct most if not all of their state income taxes since any real 

property taxes also are included in this same limitation. The following table is intended to illustrate 

the effect of the Tax Act on all three situations: 

 

 
 

Please note that there several assumptions in this table that may not be applicable to all 

taxpayers. Accordingly, you should discuss any possibility of a conversion to a C corporation with 

your CPA and other tax advisor to confirm the applicability to your individual tax situation. 

 

The following are several other potential significant advantages of electing to become a C 

corporation: 

1. C corporations can have multiple classes of equity, which allows for establishing 

different classes of equity for potential investors and employees that have different rights than 

founder’s equity, including the following: 

 

 a. An investor class of stock can include preferential rights to income and/or 

return of their investment and with these preferences investors are less likely to demand significant  

control of management or voting from the business. In addition, many investors are more resistant 

to investing in a Flow-Through Entity because of the potential for phantom income (i.e., an 

allocation of income from the Flow-Through Entity in excess of cash distributions to the investors 

from the Flow-Through Entity).  

 

 b. Awarding of actual equity to key employees to increase retention can have 

the following benefits with proper planning: (i) increasing the value the owner will receive upon 

        Maximum Allowable QBI              NO QBI

/----------------------------------------\ /-----------------------------\

Individual 

NO QBI

Individual 

with QBI

Corporate  

Tax

Individual 

NO QBI

Corporate  

Tax

Taxable Income before State 

Income Taxes 340,000 340,000 340,000 700,000 700,000

State Income Taxes @ 6% 20,400 20,400 20,400 42,000 42,000

Qualified Business Income 

Deductions 40,000

Taxable Income After QBI 

Deduction 340,000 300,000 319,600 700,000 658,000

Federal Tax Rate 32.00% 24.00% 21.00% 37% 21%

Federal Income Tax 70,454 59,671 67,116 193,550 138,180

Net After Tax Income 249,146 259,929 252,484 464,451 519,820

Effective Income Tax Rate 27% 24% 26% 34% 26%
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sale by delivering an intact management team; (ii) increasing the likelihood you will get from LOI 

to closing by limiting a key employee’s ability to obstruct the acquisition without first receiving 

additional compensation; (iii) creating an asset that will allow the key employees to receive 

favorable capital gains treatment on this type compensation rather ordinary income; and (iv) a 

stronger and more enforceable restricted covenant for post-employment because the employees 

are also stockholders.  While this type of structure could be used with an LLC, under the Internal 

Revenue Code members are not allowed to receive a salary for services rendered to the LLC. This 

significantly increases the complexity of the employee’s income tax filing since they are now 

owners of the LLC who will be required to file and pay estimated income taxes rather than have 

their taxes withheld by their employer, and, therefore, it can negatively affect the employees’ view 

of the overall benefits of this plan. 

 

2. C corporations can establish defined benefit and medical reimbursement plans for 

its employees, as well as stockholders, on a non-discriminatory basis. A medical reimbursement 

plan, also known as a medical expense reimbursement plan (“MERP”), is substantially similar to 

a health reimbursement arrangement (“HRA”). In fact, they are basically synonymous, with an 

HRA just being the more common phrase used. However, unlike HRAs, there is no physical 

account linked to a MERP. Rather, the business will reimburse the employee for any health 

expenses after the medical services have been completed. With various new benefit plans now 

available through health care providers, many businesses are quite interested in MERPs. MERPs 

are merely a way for employers to give their employees tax-free money that can only be used to 

pay for medical expenses. 

 

3. Stockholders do not have to report health insurance premiums on their individual 

return. 

 

4. If the employee stockholder is already maximizing his or her contributions to a 

qualified retirement plan, then the employee stockholder can supplement their retirement with a 

non-qualified deferred compensation plan. A nonqualified deferred compensation plan (a 

“NDCP”) is a contractual agreement in which a participant agrees to be paid in a future year for 

services rendered this year. Deferred compensation payments generally commence upon 

termination of employment (e.g., retirement), death or disability. NDCPs are often geared towards 

anticipated retirement in order to provide cash payments to the retiree and to defer taxation to a 

year when the recipient is in a lower tax bracket. These types of plans are not subject to the non-

discrimination rules imposed on qualified plans. Therefore, if desired, benefits can be offered only 

to a select group of employees. Consequently, the cost of this benefit is lower since it accrues to 

fewer people. Please note that failure to comply with specific IRS rules, including that the funds 

of an NDCP cannot be permanently set aside for the participant, will cause an immediate tax on 

the balance of the NDCP. Accordingly, the owner must understand the risk that the funding for 

NDCPs will not be protected from creditors if the company that created them. then files for 

bankruptcy (NQDCP just for employees have a lower after-tax cost for owners when implemented 

in a C Corporation. 
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5. A C corporation can have a fiscal year other than 12/31, for example 9/30 would 

be a natural year end for a governmental contractor, which can allow for more annual income tax 

planning. 

 

6. A C corporation provides more flexibility for estate and gift tax planning for the 

owner compared to Flow-Through Entities where the family or a trust for the family will have an 

annual ordinary income tax filing and liability because they are owners of the Flow-Through 

Entity. Furthermore, irrevocable trusts which hold S corporation stock must meet certain 

requirements to maintain its S corporation status, which makes the trust a type of flow-through 

entity as well. On the other hand, an irrevocable trust receives the same favorable capital gains 

treatment as an individual. Therefore, having an irrevocable trust holding C corporation stock will 

allow the accumulation of profit in the trust for the use of the owner’s family with a lower income 

tax rate for when the owner decides that he/she wants to pass funds to the next generation. Note 

that operating LLCs generally should not be gifted to irrevocable trusts because the income will 

typically be ordinary, and an irrevocable trust reaches the maximum income tax rate of 37% at 

$13,451 of taxable income. 

 

 7. Only C corporation can issue Qualified Small Business Stock, which allows a 

stockholder to avoid paying capital gains and net investment income taxes on the sale of the QSBS 

up to the greater of $10 million or 10 times the adjusted basis of the investment, held more than 5 

years. If a non-corporate taxpayer sells QSBS, the tax on the gain is deferred if you (1) held the 

QSBS sold for more than six months and (2) buy, within 60 days of the sale, other QSBS 

(replacement stock) at a total cost at least equal to the total amount you realized from the sale.  The 

corporation must operate in one of the following lines of business: law, accounting, financial 

services, health care, engineering, architecture, performing arts, actuarial science, athletics, 

brokerage services, or another similarly situated industry where the type of trade involved relates 

to the skill of one or more of the employees. The stock must be purchased from the taxpayer 

directly from the company for money, property, or services.  The tax basis of the corporation’s 

total gross assets must be less than $50 million at all times after Aug. 10, 1993, until immediately 

following the date of stock issuance. Should the assets exceed this amount, the corporation can no 

longer qualify for QSBS treatment, even if the assets are reduced below the threshold at a future 

date. The corporation cannot own real property that is not being used in the operations of the 

business nor can the corporation own portfolio stock or securities with a value exceeding 10 

percent of the total assets of the company.  Therefore, if any of the above conditions change at any 

given point in time, the stock may no longer be treated as QSBS.  Many states, including California 

do not favorably tax QSBS. 

 

8. If the owner determines that the best exit strategy is an Employee Stock Ownership 

Plan (an “ESOP”), then the stockholder who sells stock to an ESOP may elect to defer the 

recognition of gain on the sale by reinvesting the proceeds in certain other securities. This deferral 

is not available where the corporation is an S corporation, however, if a stockholder elects this 

deferral, then such stockholder cannot be allocated any of the shares held by the ESOP. On the 

other hand, upon transfer of the stockholder’s stock to an ESOP is that the ESOP’s share of the 

https://www.sba.gov/blogs/qualified-small-business-stock-what-it-and-how-use-it
https://www.upcounsel.com/business-operations
https://www.upcounsel.com/securities
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corporation's income is not taxed. Since the S corporation is not subject to tax, the portion of the 

S corporation's income allocated to the ESOP escapes tax entirely.  Accordingly, if an ESOP is a 

viable option, election to C corporation status should happen as soon as possible, so that the 

corporation starts the 5-year period for a switch back to S corporation once the ESOP owns the 

corporation.  The disadvantages are that (i) the stock purchase price is  set by independent 

appraisal, (ii) cost of  transaction is $100,000 - $200,000 higher than non-ESOP transaction; (iii) 

annual maintenance costs of $10,000 - $25,000; and (iv) as a qualified retirement plan there are a 

number of additional regulatory provisions. 

 

9. If the business may need additional bank financing for operations or growth, both 

traditional and SBA loans to a C corporation are generally easier to get bank approval than Flow-

Through Entities because the owner’s personal tax returns and finances will become more relevant 

in the approval process. Additionally, the typical year-end tax planning by Flow-Through Entities 

of accelerating or decelerating income or expenses because of the tax liability that is imposed on 

the owner can affect banking ratios during the loan approval process. Finally, if the borrower is a 

C corporation and the C corporation is financially viable, then the owner may be able to limit or 

eliminate any personal guarantees, which most banks tend to require for loans to Flow-Through 

Entities. 

 

10. By becoming a C corporation, you can avoid having to make big cash distributions 

to the owners to fund their individual income tax liability from the Flow-Through Entities. 

Unfortunately, I have seen many situations where the entity or the owner(s) need to borrow 

significant funds to pay an unexpected tax liability. 

 

11. A C corporation is less likely to get audited compared to S corporations and LLCs 

under the current IRS guidelines. In addition, the owner can separate their business and individual 

income tax reporting and reduce the amount of time and effort spent in December decelerating 

income and prepaying expenses because of the pass-through entity rules. 

 

If you are in a highly competitive industry, the advantages listed above should significantly 

improve your business’ ability to hire and retain key employees without the negative implications 

of allowing employees to become stockholders in a pass-through entity. 

 

The following are the significant disadvantages of electing to become a Corporation: 

 

The following are some of the significant concerns that deter companies from electing to become 

a C corporation. However, as described below, these concerns can be minimized or eliminated for 

government contractors, in particular, because of their ability to control the timing of their revenue 

stream through billing and the typical approach to a third-party sale: 

 

1. Double Taxation. To the extent that a C corporation retains any after-tax profit, 

it will eventually be distributed to the stockholder as a dividend, which is taxed at 15% or 20% 

(this is referred to “Double Taxation”). The effect of Double Taxation was significantly reduced 
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by the Act since 21% + 15% = 36% or at worst 41% (21% + 20%) verses 37% for the individual. 

Again, the deductibility of state taxes by the C corporation further reduces the potential negative 

effect of Double Taxation. As further described below, there are several tax-efficient ways of 

spending this increased after-tax income for the benefit of the owners. 

 

From my experience, most government contractors are very knowledgeable about the 

consistency and timing for the payment cycle from their governmental agency customers, in 

particular, the amount of time that will generally elapse between sending the invoice to the client 

and when the client will make payment. With proper planning, the government contractor has the 

ability to look at its projected revenue for the entire year in October and November, then it can 

determine the amount of income it would like to report for the year. Then, they can determine to 

either accelerate or decelerate their billing in November and December to somewhat control their 

income recognition. Accordingly, with a well financially managed government contractor, the 

business should be able to reasonably predict its taxable profit and then determine how much profit 

can be utilized by the business in the subsequent year (as described below). Then it can compute 

the income taxes on the amount of retained profit and the remainder, if any, can be paid as a profit-

sharing bonus to owners with the only additional tax (assuming the owner is already in the 

maximum income tax brackets) being the Medicare taxes. This type of tax planning can 

significantly increase the financial benefits of the owners over many years. However, some 

government contracts contain limits on what benefits can be paid to the owners. That said, if an 

entity converts to a C corporation, then the owners’ benefits and compensation need to be reviewed 

in light of the benefits that can be offered to the owners of a C corporation and not Flow-Through 

Entities to comply with any governmental regulations regarding compensation. 

 

2. Sale of the Business. The two most prevalent methods of selling a business are 

either an asset sale or a stock sale. Generally, the acquirer prefers an asset sale in order to be able 

to expense substantially all of the purchase price through depreciation and amortization. In 

addition, under an asset sale, the acquirer can select the assets it will acquire and the liabilities it 

is willing to assume or pay for a seller. Sellers are required to pay ordinary income taxes on a 

portion of the purchase price and capital gains on the other portion based upon the allocation of 

the purchase price among the assets. If a C corporation sells its assets, the entire gain is subject to 

Double Taxation. This would in all likelihood increase the tax burden on sale depending on the 

allocation of the purchase price among the acquired assets. For example, if there will be significant 

ordinary income compared to capital gains on an asset sale because a significant portion of the 

purchase price is allocated to the value of the fixed assets, which are taxed at ordinary rates then 

an asset sale by a C corporation may produce an overall reduction in taxes because of the 16% 

difference in ordinary income rates and deductible state income taxes.  On the other hand, sellers 

generally prefer stock sales because they get capital gains treatment on the entire purchase price. 

However, acquirers do not like limited ability to write-off the purchase price and becoming liable 

for the seller’s pre-closing liabilities.  

 

While asset purchase transactions represent a substantial majority of most business sales, 

government contractors are generally the exception to this rule. Generally, most sales of 
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government contractors are stock sales because the acquirer does not want to risk a novation of the 

government contract, which is possible with an asset sale because the government contracts will 

need to be assigned to the acquirer. Therefore, a government contractor can elect to become a C 

corporation and avoid the potential negative tax consequences that would typically occur on a sale 

of the business. 

 

3. Accumulated Earning Tax. In the event the business stockpiles cash in excess of 

$250,000 ($150,000 Professional Corporation) for any reason not approved by the IRS (examples 

provided above), there is an imposition of a 20% accumulated earnings tax. Until the Act, this was 

not an issue of high IRS focus because the difference between corporate tax rates and individual 

tax rates was not significant. If you document the amount and reasons for any accumulation of 

profits in your annual minutes, the risk of a successful IRS challenge is minimized (i.e., “you 

cannot get in trouble if you tell the story right”)1. 

 

4. Change in the Law.  While there is always a risk that these low corporate tax rates 

will increase, most tax experts will tell you that individual tax rates are likely to rise 

proportionately higher than corporate tax rates. 

 

5. It is important to note that once you make a switch between S corporation and 

C corporation status, you are generally prohibited from switching back for five years. 

Accordingly, as noted above, we strongly recommend speaking with your attorney or accountant 

to determine whether a conversion is right for your business. 

 

I hope you will find this memorandum useful and if you have any questions, please call 

me. 

 

 
1 This quote is repeated by several cast members in the movie Basic. 


