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Presentation Overview

Benefits of Electing as an S Corporation

An S Corporation offers many benefits to its shareholders, including tax
savings, limited liability, and potential access to more capital.

Disadvantages of Electing as an S Corporation

Electing as an S Corporation has some drawbacks, including restrictions on the
number and type of shareholders, and limitations on deducting health
insurance premiums for the owner.

Key Takeaways

In summary, electing as an S Corporation has both advantages and
disadvantages, so it is important to carefully consider all factors before making
a decision.



Pros of Electing as an
S Corporation

Pass-Through Taxation

One major advantage of electing as an S Corporation is
that the profits and losses of the business are passed
through to shareholders, who report them on their
individual tax returns. This avoids double taxation that C
Corporations are subject to.

Limited Liability Protection

Another advantage of electing as an S Corporationis that it
provides limited liability protection for shareholders,
shielding them from personal liability for business debts
and lawsuits.




Assumptions

There are three key
assumptions that must
be considered when
calculating the income
range for electing S
corporation status: self-
employment tax,
reasonable salary, and
additional costs.
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Self-Employment Tax

Definition of Self-Employment Tax

Self-employment tax is a tax that is paid by self-employed individuals,
including sole proprietors, on their business profits. It includes both the
employer and employee portions of Social Security and Medicare taxes.

How Self-Employment Tax is Calculated

Self-employment tax is calculated by multiplying net business income by the
self-employment tax rate. For 2024, the self-employment tax rate is 15.3% on
the first $160,200 of income.

Payment of Self-Employment Tax

Self-employed individuals must pay self-employment tax as part of their
income tax return. They can do this by making quarterly estimated tax
payments or by paying the tax in full when they file their tax return.



Reasonable Salary
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S corporation owners
must pay themselves a
‘reasonable salary' for
their work, on which
they pay regular payroll
taxes (Social Security
and Medicare).
However, profits above
this salary are not
subject to self-
employment tax,
resulting in significant
savings for the owners.



Additional Costs
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S corporations have
additional
administrative costs
that may range between
$1,000 to $2,000 per
year. These costs may
include payroll
processing, tax
preparation, and other
expenses related to
compliance with S
corporation regulations.



Calculation Steps

To calculate the
approximate range of
profit where electing S
corporation status
becomes
advantageous, | need to
multiply the percentage
of shareholder's
ownership with the
profit and compare it to
the reasonable
compensation paid to
the shareholder.



Step 1: Reasonable Salary

T

he owner's salary will be set at 50% of the business profit.

Factors Determining Reasonable Salary

Duties and Responsibilities:

b

C

d

e

f.

The nature and extent of your work.
Decision-making authority and managerial responsibilities.
. Qualifications and Experience:
Your education, training, and experience relevant to the business.
Specialized skills or certifications that enhance your value.
. Industry Standards:
Salaries for similar roles in your industry and geographic location.
Benchmark data from industry surveys or compensation reports.
. Time and Effort Devoted:
Full-time vs. part-time commitment.
Hours worked and the level of involvement in day-to-day operations.
. Business Size and Complexity:
Revenue, profitability, and growth stage of the company.
Number of employees and operational complexity.
Economic Conditions:

Current market conditions and economic factors affecting your industry.



Step 2: Self-Employment Tax
Savings

Self-Employment Tax Savings can be calculated by
determining what part of the profit is not subject to this
tax. This can be done by deducting expenses and other
eligible items from the gross income. Once the netincome
is determined, only a portion of it is subject to self-
employment tax, resulting in tax savings.




Step 3: Additional Costs

Subtract the additional
administrative costs to
determine the final
costs.
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Income Range

S Corporation

S corporation status can be advantageous for businesses
or sole proprietorship when profits range from $30,000 to
$200,000, as it allows for pass-through taxation.

C Corporation

When profits exceed $200,000, switching to C corporation
status might be more beneficial for businesses, especially
when considering the Tax Cuts and Jobs Act of 2017.




Tax Savings

Electingasan S
Corporation can lead to
significant tax savings
for small business
owners. The business
can avoid paying
corporate income tax
and instead, the profits
and losses are passed
through to the
shareholders who
report them on their
individual tax returns.



Limited Liability

Shareholders of S
Corporations have
limited liability
protection, which
means their personal
assets are protected
from business debts
and lawsuits. This is
crucial for small
business owners who
want to safeguard their
personal assets from
business risks.



Disadvantages of
Electingas an S
Corporation

Limitations on Shareholders

S Corporations are subject to limitations on the number
and type of shareholders, which can restrict the ability to
raise capital and expand the business.

Restrictions on Health Insurance Premiums

S Corporations are restricted in their ability to deduct
health insurance premiums for the owner, which can be a
significant disadvantage for small businesses.



Limitations on
Shareholders

Limit on Number of Shareholders

S Corporations are limited to having 100 or felr
shareholders. This restriction can limit the ability of the
corporation to raise capital and expand the business.

One Class of Stock

S Corporations can only issue one class of stock, which
can limit the ability to raise capital and may not be
attractive to certain investors.



leltatIOnS Of Pr0f|t and LOSS S Corporations must allocate profits

and losses in proportion to each

Al_lOcath N ReStr|Ct|O ns shareholder's ownership percentage.

* This can restrict flexibility in
distributing income among

Wie. shareholders.
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* Unequal allocations cannot be
justified based on different
contributions or roles.



Lack of Deductibility of
Health Insurance

Difference between C and S Corporations

Unlike C Corporations, S Corporations are restricted in
their ability to deduct health insurance premiums for the
owner, which can result in higher taxes and reduced tax
benefits.

Impact of Non-Deductibility

The lack of deductibility of health insurance premiums for
S Corporation owners can result in higher taxes and
reduced tax benefits, which can have a significant impact
on their finances.



Limited Liability Protection

Key D Iffe re n C e S a n d Both C corporations and S corporations offer limited liability protection,

which means that the owners are not personally liable for the debts and

Si m i la riti eS obligations of the business.

Separate Legal Entities
Both C corporations and S corporations are separate legal entities from
their owners, which means that the business can enter into contracts,
borrow money, and own assets in its own name.

Il joxation | .
' One of the key differences between C corporations and S corporations is

how they are taxed. C corporations are subject to double taxation, while S
corporations are not.

Ownership Structures and Investors' Preferences

The ownership structures and investors' preferences can impact a
business's decision-making when choosing between a C corporation and
an S corporation.

% i




Tax
Considerations



Taxation of C
corporations

Double Taxation

C corporations are subject to double taxation, which
means that both the corporation and its shareholders are
taxed on profits. This can result in higher taxes for both the
corporation and its shareholders.

Deductions and Credits

C corporations can take advantage of certain deductions
and credits to reduce their taxable income. This can result
in lolr taxes for the corporation and its shareholders.



Taxation of S corporations

S corporations are taxed
as pass-through
entities, which means
that profits and losses
flow through to the
shareholders and are
taxed at their individual
tax rates.



Scenarios where C Corporation
Taxation is Favorable

Reinvesting Profits

C corporation taxation can be favorable for businesses that plan to reinvest
profits because C corporations can retain earnings without paying dividends to
shareholders.

Significant Capital Expenditures

C corporation taxation can be favorable for businesses that have significant
capital expenditures because C corporations can deduct these expenses from
their taxable income.

Venture Capital Funding

C corporation taxation can be favorable for businesses that want to attract
venture capital funding because C corporations can issue multiple classes of
stock, which can be attractive to investors.



Ownership and

Shareholder
Flexibility



Shareholder limits in
S corporations

Ownership Restrictions

S corporations have strict requirements for ownership.
They are limited to 100 shareholders and must be US
citizens or permanent residents, which can limit their
ability to attract investors.

One Class of Stock

S corporations can only issue one class of stock, which
can limit their flexibility in raising capital and growing their
business.
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Flexibility in ownership structures of C corporations

C corporations have a
greater degree of
flexibility in their
ownership structures
and can issue different
classes of stock to
attract investors and
access capital markets.



Investors' preferences for
C corporations

Flexibility in Ownership and Shareholder Structures

C corporations offer flexibility in ownership and shareholder structures,
allowing investors to retain control while also attracting outside investment.

Potential for Higher Returns

C corporations have the potential for higher returns, as they can reinvest profits
back into the business and are not limited by tax implications like pass-through
entities.

Better Access to Venture Capital Financing

C corporations have better access to venture capital financing, as they can
issue preferred stock and have more flexibility in their capital structures.



Raising Capital



Venture capital and
equity financing

C Corporations

C corporations are the preferred choice for venture
capitalists and angel investors because they offer
flexibility in issuing stock and have potential for high
returns on investment.

S Corporations

S corporations have restrictions on the types of shares that
can be issued, which can limit their attractiveness to
investors, especially venture capitalists and angel
investors.




Public offerings and stock
market considerations

C Corporations

C corporations have better access to public offerings and
capital markets, making it easier for them to raise capital
and grow. This can be beneficial for large companies with
expansive growth plans.

S Corporations

S corporations are limited in their ability to issue stock and
attract investors, limiting their growth potential. This can
be limiting for small businesses that want to expand their
operations.




Advantages in Attracting
Investors

Ownership and Shareholder Structures

C corporations offer more flexibility in their ownership and
shareholder structures, which can make them more
appealing to investors who are looking for opportunities to
invest their capital.

Access to Capital

The flexibility in ownership and shareholder structures of C
corporations can also provide greater access to capital, as
investors may be more inclined to invest in a company that
offers them the potential for higher returns on their
investment.




Operational
Flexibility and
Growth



Scalability and
expansion potential

C Corporations

C corporations have greater scalability and expansion
potential. They are able to access larger markets and grow
more quickly than S corporations due to felr restrictions on
ownership and shareholder structures.

S Corporations

S corporations are limited in their growth potential due to
restrictions on ownership and shareholder structures.
They have less scalability and expansion potential
compared to C corporations.




Employee Benefits and
Compensation Options

C Corporations

C corporations have more flexibility in offering employee
benefits and compensation options, such as stock options
and retirement plans, which can help attract and retain
talented employees.

S Corporations

S corporations have restrictions on the types of
shareholders and classes of stock, which limits their
ability to offer employee benefits and compensation
options.




International Business
Considerations

C Corporations

C corporations have greater flexibility in conducting
international business and accessing global markets. They
can easily issue stock and attract foreign investors, which
can help them expand their operations overseas.

S Corporations

S corporations are limited in their ability to issue stock and
attract foreign investors, limiting their international growth
potential. They may face difficulties in expanding their
operations overseas due to these limitations.
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Conclusion

Electingasan S
Corporation has both
benefits and
drawbacks. Small
businesses should
carefully ligh the pros
and cons before making
a decision.
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