
APPENDIX B 

The Best Business Entity When It Comes to Taxes 

I realize that many of you may find this whole topic of entity selection either too 

boring, overly complex, or one you already have a handle on.  

As I presented in the preceding story, however, there are various issues and factors to 

consider when choosing your form of doing business, especially from a tax perspective. 

Many of the differences between the forms of doing business come down to tax issues. 

It was difficult to explain many of the pros and cons of each type of entity in the 

context of the story, so I am including this section to give you what I feel to be absolutely 

critical information for the small-business owner. 

So many business owners make the wrong choice in this area of their business 

planning, and it costs them dearly later on in time and money. PLEASE don’t rely on 

what your friend suggests, a family member’s advice, or, most importantly, a non-

licensed “advisor” that accuses lawyers of being liars and CPAs of being too conservative 

or out of touch with on-the-street strategies.  

I STRONGLY encourage you to know the basics and then consult with your CPA and 

attorney to decide on the correct business entity given your situation. It’s not too much to 

ask to get these two folks on the same page with your small-business goals. 

The following is what I consider to be the TRUTH about the five forms of doing 

business: 

1. Sole Proprietorship 

2. C-Corporation 

3. S-Corporation 

4. Limited Liability Company (LLC) 

5. Limited Partnership (LP) 



Sole Proprietorship 

The Sole Proprietorship is really not an “entity” per se; yet interestingly, it is the most 

common form of doing business in America. But just because it is the most popular, 

doesn’t mean it’s the best choice for everyone.  

The reality is that there are very distinct pros and cons of operating under this form. 

Most business owners simply “fall” into doing business as a Sole Proprietor because it is 

so cheap and easy. Anyone can literally open a personal lemonade stand up tomorrow 

and become a sole proprietor. It’s the American way! 

The Benefits 

As I said above, the Sole Proprietorship is simple and affordable to form. It occurs 

literally by default if you don’t actively form an entity with the state. You are in startup 

mode the moment you start incurring expenses and officially “in business” once you 

make that first sale. There is no formal filing required with a city, county, or state. In fact, 

you can use your own Social Security number and don’t need federal or state tax ID 

numbers unless you are going to have payroll or sales tax filings. 

The Drawbacks 

There are essentially three major problems with sole proprietorships: exposure to 

liability, the self-employment tax (SE tax), and audit risk. 

This is not a book about asset protection, but most everyone knows that your personal 

assets are completely exposed when operating your business as a Sole Proprietorship. I 

suggest you read my book Lawyers Are Liars—The Truth About Protecting Our Assets 

for an explanation of what really works in asset protection and scams to avoid. 

The second drawback is the SE tax that blindsides many, many Sole Proprietors. This 

is a tax of 15.3 percent on the net income of your business. It is actually 15.3 percent on 

the first approximate $100,000 (this threshold amount is adjusted yearly based on 

inflation) and then 2.9 percent on everything above that amount. Also, it’s important to 

note that the actual rate of tax may also vary with special legislation from time to time. 

But no matter what the rate is, far too many small-business owners overpay this tax. 

Therefore, it’s important for Sole Proprietors to maximize all of their expenses to 



keep their income down and to monitor their net-income levels to make sure they convert 

to an S-Corporation when the time is right (see the S-Corporation discussion below). 

Figure B.1 is a diagram of how the dreaded SE Tax can add up so quickly. 

 

 

Figure B.1: Sole Proprietorship for Operations 

 

The third problem with Sole Proprietorships is that they are the most likely to be 

audited by the IRS. Historically, they have been audited more frequently than any other 

form of doing business. If I have clients that are more aggressive with their tax write-offs, 

I recommend they consider operating under a different form of doing business simply for 

the purpose of significantly reducing their chances of an audit. 

When Do They Make Sense 

There are two primary instances where operating as a Sole Proprietorship may be a smart 

choice for you to consider.  

First, if you are just getting started with a business concept, a Sole Proprietorship may 



be a great fit for you. You might be selling something on the web or just developing your 

product or service and really aren’t in full operation yet. I think it can be overkill to set up 

a formal company when your company is in its infancy and you aren’t yet sure if you’re 

going to follow through with the concept.  

However, once you are committed to the project and liability protection becomes a 

concern (as with a rental property) or you are starting to make 20K+ a year in net income 

(thus your SE Tax bill is starting to rise), consult with your CPA and attorney to consider 

which entity is best for you in your situation.  

The second situation where I like to use sole proprietorships is when hiring children in 

the family under age 18. I discussed this concept in Concept 6. This type of family support 

company can be extremely helpful for families in saving additional taxes if they can 

legitimately involve their children in the business. This company may also charge one of 

your other formal business entities to provide support and management services. 

Other Considerations 

DOING BUSINESS AS (DBA) 

Filing a DBA is basically the method of reserving a name for your business. It 

truly doesn’t provide any asset protection benefit and is primarily a marketing tool to 

reserve or protect your company name in your locale from another business using it. 

Remember, you don’t need to complete such a filing to be “in business” in the eyes of the 

IRS or potential creditors; it is simply a marketing or banking necessity. 

BUSINESS LICENSES 

A business license may be required, depending on the type of business you 

operate. If you have an official location or are working out of your home, rules for a 

business license will vary among states, counties, and local municipalities. You will want 

to do some basic research to see what the requirements are for your type of business and 

where you operate. 

EMPLOYEES 

If you have employees in your business, extra licensing and insurance will be 

required. It still doesn’t mean you have to form a formal entity; you can have 



employees in a Sole Proprietorship. HOWEVER, you will need to obtain a state and 

federal identification number, register with the requisite unemployment agency, and 

acquire workers’ compensation insurance, just to name a few. Again, you will want to 

consult with your CPA and attorney, and complete some basic research about reporting 

requirements for having employees in your area of the country. 

PARTNERS 

It may not seem like it on the surface, but a General Partnership is very similar to 

a Sole Proprietorship. A General Partnership is essentially taxed just like a Sole 

Proprietorship. They also have the same personal liability exposure, if not more. They 

truly hit you with a little more than you bargained for in regards to liability. You are now 

personally liable for the actions of your partner. Again see Lawyers Are Liars for an in-

depth discussion of this topic. Remember, you have the same exposure to SE Tax in a 

General Partnership that you would have with a Sole Proprietorship. 

Summary 

You may start out as a Sole Proprietorship with any one of your business 

ventures, but please know that this time should generally be short-lived. PLEASE, if you 

are just getting started, I suggest you stay away from an incorporation service. There are 

many questions that need to be answered and instructions you should receive with the 

formation of your first company. I suggest you continue to meet with your CPA and 

attorney on at least an annual basis to make sure you are organized properly and making 

the transition to the correct formal entity, at the right time and in the proper place.  



C-Corporation 

Until 1958, the C-Corporation was the only option other than Sole Proprietorship. 

Maybe because of its extensive history, the C-Corporation is oftentimes oversold to small-

business owners and should primarily be used by companies going public and selling stock 

to thousands of shareholders.  

The Benefits 

There are two central benefits to operating as a C-Corporation. First is the benefit of 

asset protection and the corporate veil. The owners and officers of a corporation are 

personally protected from the operations of the company, assuming they act with due care 

and within the scope of their duties and responsibilities.  

The second benefit is ease in raising capital or, I should say, the ability to raise 

capital. Ease is a whole other issue. However, the C-Corporation allows you to sell stock 

to capitalize your business as long as you follow various securities laws and procedures 

in issuing stock. If you want to go down this route of selling stock to investors, you will 

want to get careful guidance from a securities attorney.  

A third benefit that some planners suggest is that a C-Corporation is allowed to write-

off more expenses than any other form of doing business. I question this argument in 

regards to the situation most small-business owners face and debate this in Appendix C: 

The C-Corp vs. S-Corp Debate—Who Wins? 

The Drawbacks 

The primary drawback to operating as a C-Corp is the double taxation on corporate 

profits. Essentially, the C-Corp pays corporate tax on its profits and then the individual 

shareholders pay individual income tax on the dividends they receive. 

Some suggest that the cost of formation and the maintenance responsibilities are also 

a drawback. I suppose these may be considered a burden compared to that of a Sole 

Proprietorship but are generally insignificant compared to the drawback of double 

taxation. 

In fact, I consistently argue that the requirement to have annual or regular meetings is 

a fantastic tax deduction opportunity and also functions to keep us thinking about our 



management issues (see Figure B.2). 

 

 

Figure B.2: C-Corporation for Operations 

 

When They Make Sense 

There are really three instances when a C-Corp makes sense: 

1. If you are going to go public or have more than 100 shareholders, then a C-Corp is 

a must. (Hint: Talk to an investment banker before choosing this path with regard 

to your plans so you know what to expect about going public.) 

2. If you are single and have at least $4,000 in out-of-pocket medical expenses, over 

and above insurance, a C-Corporation could be a good fit. It doesn’t mean you still 

won’t have an S-Corp in the mix, but it may pay to have a C-Corp for medical 

expenses. See the discussion on Health Reimbursement Arrangements in Appendix 

G: Selecting the Best Health-Care Strategy to Save Taxes. 

3. Finally, maybe, just maybe, you have the right type of situation with income and 

expenses, and want to run your operational business as a C-Corp. It is rare that this 



works for my clients; I want them to make more money than the few deductions 

this form of business may offer them. (Hint: Run the numbers, and again see 

Appendix C: The C-Corp vs. S-Corp Debate—Who Wins?). 

Potential Scams to Avoid 

There are a number of half-truths promoters use to push their C-Corp strategy on the 

unwary:  

1. You get better asset protection with a C-Corp than an S-Corp or LLC. Hogwash! 

Both give you the same asset protection. Read my book Lawyers Are Liars where I 

back up this point repeatedly with footnotes and real law. 

2. You will get more write-offs with a C-Corp than an S-Corp or LLC, and thus will 

save taxes. Another half-truth. Yes, there are some good fringe benefit write-offs, 

but by the time you try to get around the corporate tax with loans, higher payroll, or 

a separate entity so you can run the C-Corp at zero profit, it is a complete waste of 

time and money. Again see Appendix C. 

3. All the Fortune 500 Companies are C-Corps so you should be one, too. It’s another 

misleading statement. Yes, all of these companies are C-Corps, but it’s because 

they have to be. They have thousands of shareholders. You don’t need these extra 

headaches in a small business. 

4. Finally, promoters will add insult to injury and want you to form your entity in 

Nevada or Delaware. This is under the guise of saving state tax or because all of 

the Fortune 500 companies have done so. Please note that you will not save any 

state tax by incorporating in Nevada if you live or operate your business in a state 

imposing an income tax. Please see Chapter 3 in my book Lawyers Are Liars 

where I again back up my position with plenty of footnotes citing the law. 

Summary 

Again, if you are just getting started, I suggest you stay away from an 

incorporation service. There are many questions that need to be answered and 

instructions you should receive with the formation of your first company. Consult with 

the CPA that is actually going to do your tax return and show you literally how the C-

Corp is going to save you taxes in years to come. Run the numbers and anticipate future 



profit and growth in your business and the difficulty of getting profits out of your 

company without paying corporate tax. With a little research and consultation, the proper 

entity will immediately show itself.  



S-Corporation 

In 1958 the S-Corporation was born. It was created specifically for small-business 

owners who needed asset protection but did not want to deal with the problems of double 

taxation and the dreaded corporate tax. 

I’m convinced that the overwhelming majority of business owners creating ordinary 

income (commissions, sales of services, products, or 1099 income, etc.) can benefit from 

the S-Corporation. Moreover, these same people should stay away from the C-Corporation 

and only use a Limited Liability Company (LLC) for partnering with others or holding 

assets. 

The Benefits 

There are really two primary benefits to operating as an S-Corporation, although there are 

also a number of ancillary benefits. First is the benefit of asset protection and the 

corporate veil just as with the C-Corporation. Both are identical in asset protection 

benefits. The owners and officers of a corporation are personally protected from the 

operations of the company, assuming they act with due care and within the scope of their 

duties and responsibilities.  

The second benefit, one that is unique to this form of doing business, is the ability to 

save on the self-employment tax. Those with an S-Corporation still need to pay their fair 

share of Social Security and Medicare taxes; however, they can legitimately minimize 

this amount by taking what is called a reasonable salary and pushing the rest of the profit 

out the bottom as net income.  

There is no corporate tax or self-employment tax on the net income of an S-

Corporation. It flows through to the individual shareholders through what is called a K-1. 

This form is generated when the S-Corporation files its 1120S tax return. Figure B.3 is a 

diagram of how this strategy plays out. 

 



 

Figure B.3: S-Corporation for Operations 

Reasonable Salary 

This is probably one of the greatest debates in tax law when it comes to small-business 

owners. In fact, Congress has repeatedly tried to address this issue through legislation. On 

one extreme are CPAs that actually don’t suggest S-Corporations at all to their clients. 

Maybe it’s because they are too conservative, think it’s too much work, or simply don’t 

like the strategy. I don’t know. But then you have the other extreme where certain planners, 

usually not CPAs, recommend no salary at all and abuse the system. Of course, these are 

the folks that are going to ruin it for the rest of us. 

Bottom line, most CPAs wish that Congress and/or the IRS would simply issue some 

regulations with objective criteria for a reasonable salary that is justifiable and 

reasonable. No pun intended.  

For now, it has been my consistent position (upheld under audit) that your salary level 

can be a percentage of your overall net income and should never be less than one-third of 

your total net income. In fact, at the lower levels of income your percentage of salary to 

net income can increase dramatically.  

Therefore, as Figure B.3 shows, if your net income is projected to be $75,000, your 



salary should be at least $25,000. If your net income is $36,000, your salary may need to 

be $18,000 or higher. It simply depends on the position you and your CPA decide to take. 

It is truly a subjective analysis you need to complete with your tax planner. 

The Drawbacks 

There really aren’t any significant structural drawbacks to the S-Corporation. 

However, if I had to pick out a few minor ones, I would mention the following three: 

First, you have the formation and maintenance costs. However, these are going to be 

similar to the costs of a C-Corporation or LLC. These would only be a drawback if you 

were to compare the S-Corporation to the Sole Proprietorship. 

Second, we need to discuss the payroll procedure. When you have an S-Corporation, 

it is absolutely critical you complete payroll reports at least quarterly. I discuss this 

procedure more fully below. 

Finally, it’s important to note that S-Corporations are really inflexible for tax 

planning. You almost never want to put buy-and-hold property in an S-Corporation 

because it is very difficult to distribute appreciated property out of an S-Corporation, and 

being creative with 1031 exchanges is challenging at best. It is also difficult to get 

creative with partners and how you distribute partnership profits. I generally suggest an 

LLC, or LLP for professional partners, where their individual S-Corporations are the 

partners and they can funnel their income through their own S-Corporation for payroll 

planning and various other tax strategies.  

Payroll Procedures 

When you have an S-Corporation, payroll becomes an important consideration. On 

one hand you have those payroll services and anal-retentive CPAs that want to do 

biweekly payroll for you and try to get you in the “take-a-paycheck” mode. This is 

complete overkill and a waste of your time, and generally increases the fees to those 

suggesting you use this format. 

At the other end of the spectrum, you have advisors out there, typically not CPAs, 

that try to get away with doing a payroll report once a year and erroneously believe the 

IRS won’t care that you aren’t giving them their withholdings on a more regular basis. 

Don’t make this mistake either. You are asking for an audit in this situation. 



In the middle of these two extremes is where most of us reasonable CPAs operate. 

You simply need to do a quarterly payroll report, and you don’t have to wait to take a 

paycheck. You take “draws” out of the S-Corporation whenever you need cash and then 

quarterly allocate a portion of those draws to payroll expense and send in your quarterly 

deposit. The IRS is satisfied with this, and you save time and money compared to either 

other extreme. Hint: Just get a payroll service for around $150 a quarter to take care of 

your payroll reporting. 

When They Make Sense 

It’s time to get an S-Corporation when you are creating ordinary income (as defined 

in Concept 3 of the preceding story) and then in two instances.  

The first instance when an S-Corporation makes sense is if you just need it for asset 

protection. You have started your business, you are creating ordinary income, and there is 

liability exposure. There may not be a tax reason yet, but you know that you will 

ultimately grow into the tax benefits and just need the protection now. 

The second situation is when you will start to save on self-employment tax. I believe 

this is generally the case when a small-business owner has net income of at least $30,000. 

If the business owner has net income of less than $30,000, then the reasonable salary 

percentage may be too high to show significant tax savings.  

Summary 

The S-Corporation is for ordinary income business operations and not for holding 

assets. The main benefits are asset protection from the business operations and the ability 

to save on self-employment tax. And even if the naysayers pooh-pooh the reasonable 

salary procedure, the reality is that this strategy has been around a long time and many 

believe it will continue for many years to come. I firmly believe that even if we receive 

some sort of legislative guidance on reasonable salary levels, there will still be room for 

savings that far outweigh the cost of setup and maintenance.  



Limited Liability Company 

In 1977 the Wyoming State Legislature passed the first law in the United States 

creating the Limited Liability Company or LLC. Now they exist in every state in the 

country.  

The main purpose of the LLC was asset protection, and that is still the case. They are 

not primarily built for tax planning, and there are just a few IRS rules that can make them 

very easy to work with. Therefore, please don’t think you will get any tax benefits by 

forming an LLC, except for the flexibility it may afford you in a partnership situation.  

The Benefits 

The primary benefit of an LLC is asset protection. Thus holding assets in an LLC is 

what they are most commonly used for. However, it is important to note that this asset-

protection benefit has numerous variations. For example, the LLC can protect “you” from 

a liability “in” your business, and in some states they can actually protect your assets 

from “your” liabilities “outside” of your LLC. Obviously, this asset protection issue is 

outside the scope of this particular book. I discuss this topic in Chapter 12 of my book 

Lawyers Are Liars—The Truth About Protecting Your Assets. 

A secondary benefit of an LLC is the role they can play in a partnership when 

assigning income and expenses. From a tax perspective, an LLC is very flexible and can 

allocate profit or loss between partners in unique ways (something that can’t be done in 

an S-Corporation). It’s interesting to note that it is able to do this not because of some 

LLC tax law but because the LLC is taxed as a partnership in the eyes of the IRS.  

The third significant benefit is in regards to asset protection. Partners are not liable 

for each other’s actions if you use an LLC for the partnership. This can be a critical 

ancillary strategy in and of itself for using an LLC. As I mentioned earlier, the individual 

exposure of a general partnership can be frightening when partnering. An LLC can 

dramatically reduce this risk. 

Figures B.4 and B.5 depict the two instances when LLCs are most commonly used. 

 



 

Figure B.4: LLC Holding Rental Property 

 

 

 

 

 

Figure B.5: LLC Operating Partnership for Ordinary Income 



 

The Drawbacks 

Really, there are not many drawbacks to the LLC except for its formation and 

maintenance costs. However, these are going to be similar to the costs of using a C-

Corporation or an S-Corporation. These would only be a drawback if you were to 

compare the LLC to the Sole Proprietorship. 

When They Make Sense 

The two instances when an LLC makes most sense are 1) When you have an asset, 

for example, a rental property or investment account, and have a goal of asset 

protection, or 2) When you have a partnership in any sort of business venture. The 

LLC is essentially critical in those two situations. However, there are also a couple 

unique strategies that many are unaware of. 

• Single Member LLC. This is an LLC owned 100 percent by either an individual or 

another entity. It can give asset protection and save you accounting fees. If you 

only have one owner of the company, then you don’t have to do a separate tax 

return. 

• S-Election LLC. Another unique characteristic of an LLC is you can “elect” them 

to be “taxed” as an S-Corp, if necessary. Let’s say, for example, you are starting a 

small business and estimate that your income will be quite low in the beginning so 

an S-Corporation could be an unnecessary cost. You can start out as an LLC then 

“convert” to an S-Corporation when the time is right. This can save you a lot of 

money in accounting fees, but get you asset protection in the meantime.  

Summary 

The scary part is that an LLC can be too easy to use. Some lawyers will 

recommend an LLC for all their clients and then tell them to go talk to their CPAs about 

taxation. This type of reckless advice can cost clients a lot of wasted time and money. 

The LLC is so flexible it can be used in a lot of unique ways, but then it can also be used 

incorrectly and is difficult to unwind. Please take the time to get a tax consultation before 

setting up your LLC.  



Limited Partnership 

Limited Partnerships (LP) have been a part of this country since its formation. In fact, 

they were first adopted under a specific law as far back as 1673. As such, they have 

evolved to provide a variety of benefits in a number of situations, and although they can 

be very useful, they also come with some hidden drawbacks if one is not careful. 

As a preliminary matter, I need to point out that an LP is made up of one or more 

limited partners and typically one general partner (GP). The General Partner is liable for 

the operations of the LP and most certainly should not be a role you serve personally. It is 

common practice to have a shell company or operational entity serve as GP in order to 

have it be the target of any potential lawsuits. 

Also, you may have heard of the term FLP or Family Limited Partnership. This is 

essentially the same thing as an LP, except all of the Limited Partners are family 

members and thus may avail themselves of special IRS tax laws regarding gifting of 

partnership interests. 

The Benefits 

There are actually so many different uses for the LP, I need to list them.  

• Asset protection. Because this is a tax book and I address this issue in Lawyers Are 

Liars, I won’t go into detail regarding the asset protection benefit. Suffice it to say, 

it comes down to the term “charging order protection,” essentially protecting the 

assets of the LP from outside creditors. Please note, however, that this protection 

varies from state to state. I include a table in Lawyers Are Liars showing the 

differences from state to state. 

• Gifting and transfer of income. These two tax-planning benefits can be quite 

significant. When parents want to transfer assets to children or grandchildren, an 

FLP can reduce the value of an estate for estate, gift, and generation-skipping tax 

purposes. Past cases demonstrate that the value of FLP interest typically will be 

reduced by valuation discounts in the 30 to 35 percent range. Also, an FLP can 

shift the income tax burden from a parent who is in a high-income tax bracket to a 

child or other relative who is in a lower-income tax bracket. 



• Family property and parental control. When retention of ownership of assets 

within the family unit is desired and a parent wants to maintain control over assets 

that will eventually be transferred to younger generations, the LP could arguably be 

the best non-tax reason for creating an FLP. The partnership agreement allows the 

family to keep either land or a business under the control of the family for many 

years to come and provides a mechanism that is much easier to control than the 

typical business structure or trust. This is a wonderful benefit because parents can 

still be in control yet at the same time get younger family members involved. 

Generally, the parents will be designated the general partners and other family 

members the limited partners. 

• Estate planning. Finally, a parent can use an LP in order to protect assets that are 

being transferred to younger generations from being dissipated through 

mismanagement or divorce. Special provisions can be drafted into the buy-sell 

sections of the LP agreement requiring ownership to remain with the immediate 

family. Hence, if a divorce occurs in the family, it automatically triggers a buyout 

of certain interests so a divorced spouse will be cut out of the ownership. The LP 

can also be used to discourage family members from fighting over family assets 

and to provide a forum for the resolution of disputes among family members when 

they arise. Unlike an irrevocable trust created upon a parent’s death, an FLP can be 

controlled through the vote of the family members owning the remaining 

partnership interests, and it increases the likelihood of keeping the assets in the 

family in perpetuity.  

Figure B.6 depicts the general structure and shows how some of the benefits I 

describe above may be utilized. 

The Drawbacks 

In my opinion, there are really three primary drawbacks to the LP. 

1. Administrative costs. As I discussed earlier, the basic structure of an LP requires a 

General Partner (GP). This GP is the liable party for the operations of the LP, 

which is great for the limited partners, but requires the formation of a GP entity. 

Now, if you already have an operational entity that doesn’t have a lot of assets or 



equity, that’s great. But if not, you have to set up a new entity that costs to form 

and maintain. Also, an LP must always file federal and state tax returns, where the 

LLC may avoid this with the single member LLC strategy (discussed above). Just 

keep this in mind before jumping feet first into an LP structure. 

 

 

 

 

Figure B.6: Benefits of a Family Limited Partnership 

 

 

2. Passive loss carry forwards. As I discussed earlier, rental real estate is one of the 

best wealth building and tax-saving strategies in America today. HOWEVER, you 

have to be careful which entity you use to hold your rental properties. If you are 

generating rental losses from your properties, which is the typical situation, those 

losses may be deductible against other ordinary income on your tax return if you 

meet certain participation tests. But if your LP holds your rental properties, rather 

than an LLC, those losses are strictly considered “passive,” and even if you qualify 

as a real estate professional, those losses will only be deductible against passive 

gains. As such, an LP is really a strong candidate to hold second homes, brokerage 

accounts, notes, farms, or lots, BUT not rental real estate. Be careful. 



3. Securities law. Finally, I want to briefly mention that you need to be very, very 

careful regarding “partnering” with others or using “investors” in LPs. The limited 

partnership interest held by an investor may very likely be considered a “security” 

under federal and/or state security law, which will require additional duties and 

requirements for the promoter of the business to comply with. If these rules during 

the formation and operation of the business are not followed, severe criminal and 

civil sanctions could be applied. Make sure to always consult with an attorney 

before taking money from others in a business and calling them investors or “silent 

partners.”  

Summary 

Obviously, there are multiple instances where an LP could be an excellent choice 

for you in your business and/or assets. There also drawbacks that need to be carefully 

considered before embarking on the setup and operation of an LP. Generally, I feel the 

LP is oversold by practitioners around the country and are not properly understood by 

general practitioners for their true potential and drawbacks. Don’t rush to set up an LP 

without meticulous planning regarding your objectives and its likely consequences. 

 



 



APPENDIX C 

The C-Corp vs. S-Corp Debate—Who Wins? 

Ironically, the cost to set up and maintain an S-Corp or a C-Corp is essentially the 

same. Moreover, the asset protection they provide is identical. (See my book Lawyers Are 

Liars—The Truth About Protecting Your Assets.)  

Nevertheless, some may be surprised to learn that from a tax perspective, which 

entity is better is a heated debate. In fact, many on both sides are very passionate about 

their opinions and fiercely defend their position. The arguments essentially boil down to 

this:  

The advocates of the C-Corporation would argue that 1) the C-Corp offers more tax 

deductions to a business owner, 2) double tax can be avoided completely, 3) the lower 

corporate tax rates can be utilized if there is taxable income, 4) S-Corporations are on the 

verge of being eliminated by Congress, and 5) the salary/net-income split is oversold and 

a reasonable salary definition is abused. 

The advocates for S-Corporations would argue that 1) the deductions for the C-Corp 

are limited at best for the average small-business owner, 2) the onerous double-tax 

problem ultimately has to be dealt with and can’t be avoided, and 3) the S-Corp will 

continue to be utilized because the savings on FICA through a salary split is a reality. 

Frankly, my opinion is the C-Corp strategy can sometimes be the better choice in 

certain situations. However, this is only in very limited and unique situations. In fact, I 

think the C-Corp strategy is oversold to the public and oftentimes by non-CPAs not 

realizing what they are really getting their customers into.  

My partners and I have found through the preparation of thousands of individual and 

corporate tax returns over the years that the S-Corp is generally the best entity for the 

small-business owner or professional creating ordinary income. 

Let me briefly address each of these arguments and suggest that you use these as a 

starting point for a careful consultation with your CPA or tax attorney. 

The C-Corp Double Tax Can be Avoided Completely 



Advocates for the C-Corp will first contend that because of all of the extra tax 

deductions (discussed below), there will never be a concern about double tax because the 

C-Corp won’t have any income. I have grave concerns with this argument. 

In the last argument below I clearly show that the C-Corp deductions are minimal at 

best and that if you have any reasonable success in your business and make money, 

which is the primary goal anyway, you’re going to have a double-tax problem.  

Seriously! Where are you going to hide all of the profit you plan on making? 

Invariably, when the C-Corp advocate is faced with the corporate income issue they will 

suggest two options: 1) take a greater salary to wipe out the income, or 2) set up multiple 

corporations or entities to try to hide the income. 

First, let’s think about the salary strategy. If you take a larger salary to wipe out the 

net income of the corporation, what do you pay more of? Payroll tax. You’re right! That 

self-employment tax of 15.3 percent is what we are trying to minimize by incorporating 

in the first place, and if we are required to take more payroll with a C-Corp, then what’s 

the point? In the S-Corp we could take a lower salary and not have any corporate tax on 

the net; obviously the S-Corp wins the argument. Pretty straightforward point. 

Well, then comes the more aggressive and expensive strategy in my opinion. What 

some non-CPA types (typically) will recommend is setting up multiple corporations or 

paying fees to other companies to try to move or hide your corporate income. Can I just 

say the word “scary”? 

The IRS has been very clear that one cannot shelter income in multiple corporations 

in an effort to hide income and lower tax rates. If you are ever presented with this 

strategy, may I say, “Run Forest, Run?” However, if you feel the argument is compelling 

and it makes sense, please get a second opinion from a licensed CPA that will actually 

sign your tax return and “run the numbers.” 

Finally, I would just say, “Do you really want to be maintaining more entities and sets 

of books in order to implement this strategy?” It can be quite an expensive proposition, 

and do you need this extra headache? 

In my opinion, on this issue the score is S-Corp–1 and C-Corp–0. 

Lower Corporate Tax Rates Can be Utilized and Are Better than Individual Rates  



The next argument is that if eliminating the income doesn’t work and you actually 

have corporate income, the C-Corp promoter will try to convince us that because the C-

Corp only has a 15 percent tax rate on the first $50,000 of income and a lower rate than 

the personal income tax rates, you will somehow experience savings. Trust me, this is a 

shell game you can lose fast if you aren’t very, very careful. 

Now, before I get the C-Corp advocates so upset that they won’t even read any 

further, let me say that I know there have been and may be lower tax rates on dividends 

from C-Corps. Also, I know that in certain situations a C-Corp can provide tremendous 

short-term and long-term savings. However, I think many of you must also admit that it is 

usually the exception and not the rule that C-Corps give the average small-business 

owner savings. 

So, with that said, I don’t think we can say that there is always a savings with the C-

Corp lower tax rate, especially when income is high or tax rates change in regards to C-

Corp dividend income. 

This is when a classic fallback position is to “leave” money in the C-Corp because 

you don’t want to pay the double tax. The problem with this contention is the ultimate 

outcome that you will have income stuck in the corporation if you pay the corporate tax 

and leave the net income there. Inevitably, someday you will want to get the income out 

of the corporation, and you will have to pay individual income tax.  

Again, the advocate will come up with a Hail-Mary and argue that you can take this 

income as deductible personal fringe benefits out of the C-Corporation. (Again, I discuss 

this point more fully in the final argument.) Let me guess, these are the same folks that 

will sign your tax return, are going to be by your side in the audit, and will take 

responsibility under their malpractice insurance if they gave you bad advice? I don’t 

think so.  

Now again, IF, and I repeat IF, you are going to have minimal income and the 

expenses of your business will eat up all of your corporate income, then great—no 

problem. But heaven forbid you actually experience success in your business and make 

money. This double-tax threat will blindside you like a truck running a red light. Be 

careful, and run the numbers with a second opinion. Maybe, just maybe, do the 

background on your C-Corp supporter and also have them ensure in writing they will 



cover any penalties and interest for bad advice after they prepare your tax return and sign 

it! 

Again, S-Corp wins the majority of the time because you don’t have to worry about 

double-tax and profits you may be leaving in the corporation. 

A C-Corp Can Have a Fiscal Year-End Different from Your Calendar Year 

Reporting 

I won’t even justify this argument with a significant discussion. If you really think that 

the time value of pushing income to the next tax reporting period is going to “save you 

money,” your math is off somewhere. 

Think about it. If you are delaying the recognition of income to a later tax period, 

then obviously you have corporate income. If you have corporate income, then you have 

corporate tax, which is the mess we just talked about. Then you’re going to tell me that 

your saving interest on a tax bill that you shouldn’t be paying anyway is somehow going 

to save you? Give me a break! 

Is the S-Corp Really a Strategy That Is Here to Stay? 

The C-Corp advocates have been telling me for years that the S-Corp salary/net-

income split is going to get killed by Congress and/or the IRS in a matter of months. 

But guess what? It hasn’t been killed. It’s still alive and well, and has been for 50-

plus years. 

Yes, in 2010 the House of Representatives kicked around a bill that would have 

eliminated this strategy for many small-business owners. But, the Senate voted it down, 

and the Senate and others, including the AICPA and numerous other lobby 

organizations, asked the IRS to please give us some “reasonable” salary definitions so 

the S-Corp strategy isn’t abused. 

This is what some of our politicians and the IRS are upset about: People take 

advantage of the S-Corp strategy and are not paying their share of FICA.  

Social Security and Medicare funds are clearly not where they should be, so there are 

those who want to kill the S-Corp. I won’t deny it. However, Congress has repeatedly 

asked for clearer regulations from the IRS rather than taking a large swipe at the S-Corp 



strategy as a whole. 

My opinion is this: At the very least, use the S-Corp while it’s still available. If it’s 

modified in the future, then all of us will simply have to move over to the C-Corp. But 

until then, I don’t want to just do nothing and sit on the sidelines paying tax in the 

meantime. Let’s get the gettin’, while the gettin’ is good.  

The C-Corp Offers More Tax Deductions  

Than the S-Corp 

This is the most technical of the arguments, so I thought I would tackle it last. For 

you anal accountant/engineering types, I assume you will love this. 

Essentially, there is “this list” that writers in tax books will set forth that contain all of 

these cool tax deductions that we can only use in a C-Corp.  

Now, let me say first that their point is a valid one that in an S-Corp there are certain 

write-offs owners can’t take. Technically, the rule is that if you are a greater than 2 

percent owner, you can’t take these write-offs, nor can your spouse.  

So here is the list: 

• Disability Insurance 

• Health Reimbursement Arrangement 

• Day-Care Assistance Plan 

• Educational Assistance Program 

• Cafeteria Plan 

These sounds pretty good, don’t they? However, the S-Corp advocates will make four 

important arguments: 1) Not everyone can actually use these write-offs; 2) They don’t 

add up to enough to make a long-term difference; 3) If you have other employees, you 

have to give the same benefits to them that you receive; and 4) These write-offs are even 

further limited if you own more than 5 percent of the corporation. 

So how many of you actually are planning on paying for and can afford disability 

insurance? How many of you have kids in day care, or are going back to school and need a 

write-off for tuition other than the other write-offs available? How many of you are married 

and thus can completely avoid the need of a C-Corp? (See Appendix G regarding health-

care strategies.) 



And finally, heaven forbid you have other employees in your company, or you have a 

controlled group of companies with other employees for which you will be required to 

provide these benefits. 

The list goes on and on as you get closer to the bottom line when you analyze this. I 

am convinced that promoters and other CPA writers on this topic fluff up and discuss the 

C-Corp strategy for small-business owners because they can’t think of anything else to 

talk about, or they want to try and sell you a corporate entity setup to boot. Watch out! 

But to be fair and silence the critics, I’ll take a wild leap of faith and assume that you 

can get $15,000 more in write-offs in your C-Corp that you could get anywhere else—an 

assumption, I think, that is extremely aggressive. What do the numbers look like when 

the dust settles?  

Just as before in Appendix B, let’s compare apples to apples when it comes to the 

income and other expenses you may incur. Assume you have $100,000 in gross income, 

$25,000 in general expenses, and thus $75,000 net income. Then, you take out your 

salary of $25,000, which you would have to do in both an S-Corp and a C-Corp. Figure 

C.1 is what it would look like. 

 

 

 

 

Figure C.1: S-Corp vs. C-Corp with the same amount of expenses*/** 

 

But what if the C-Corp digs up $15,000 more in expenses? What would it look like? 



See Figure C.2. 

 

 

Figure C.2: Same comparison, but the C-Corp has $15,000 more in deductions*/** 

 

* In both Figures C.1 and C.2, I assume you have an individual federal income tax 

rate of 25 percent. I did this to make a fair compromise. I think it is unfair to the 

S-Corp advocate to assume you will always be in the highest marginal individual 

rate and that you will get the lowest possible corporate dividend tax rate, 

something that fluctuates like the wind in Congress. I feel 25 percent is a good 

compromise. 

** Moreover, you will notice I kept the corporate tax rate at 15 percent, an 

assumption that is fair to the C-Corp advocate. Nevertheless, heaven forbid you 

make more money than that in your C-Corp and have to pay a rate higher than 15 

percent. 

So here is the bottom line. When giving the C-Corp advocate a generous $15,000 in 

additional deductions and keeping tax rates fair and reasonable in the equation, it’s a 

break-even proposition. 

What this tells me is that if you have any more income in the C-Corp than expected or 

a lack of write-offs, you’re hosed! The S-Corp wins again.  

Now could you wipe out all of the corporate income? Maybe. But if not, where is the 

savings?  



Summary 

Obviously, you can probably tell that I fall into the S-Corp camp and think small-

business owners should think twice, if not three times, before embarking on a C-Corp 

strategy. I truly discourage most small-business owners from even considering the C-

Corp. 

But again, are there still limited situations where a write-off for a C-Corp fits your 

situation perfectly? Absolutely! But they are rare, and therefore I suggest you get a second 

opinion before using the strategy and keep in mind it may only be a short-term strategy. 

Once the write-off disappears, generally you’ll want to switch over to the S-Corp and use 

the more traditional long-term strategy of making a profit and minimizing FICA. 

Bottom line, I should say too that I am not presumptuous and self-righteous enough to 

believe that I have presented the conclusive or absolute truth in this matter. If someone 

wants to echo my feelings, add some insights, or completely disagree with my analysis, I 

welcome your comments on my blog on this topic at WhatYourCPAWontTellYou.com. 



APPENDIX G 

Selecting the Best Health-Care  

Strategy to Save Taxes 

As I discuss in Concept 7 of the story, there are several strategies to consider when it 

comes to tax planning and our health care. Regrettably, millions of Americans aren’t 

aware of these tactics and CPAs aren’t talking about them as much as they should be with 

their clients. 

When it comes to writing off our health care there are really only four options. I guess 

five, if you count not even trying, but here is a brief description of the four that actually 

may work for you in your situation.  

 

1. Itemizing. This is the method of reporting your total medical expenses as an 

Itemized Deduction on your Schedule A of your 1040. The problem with this 

technique is that the deduction is limited and you can only deduct those expenses 

over 7.5 percent of your Adjusted Gross Income (AGI). So, effectively this means 

if you make $100,000 as your AGI, and you have $8,000 in medical expenses, you 

can only deduct $500 (the amount over 7.5 percent of your AGI or $7,500). It’s 

ridiculous! Itemizing is really the worst possible option and it rarely works for the 

average taxpayer. In fact, some studies report that over 95 percent of Americans 

“try” to itemize and have no success whatsoever. I try to use any of the remaining 

three strategies for my clients and only use itemizing as a last resort.  

 

2. Flexible Spending Account or FSA. Many people know this as the “use it or lose it” 

cafeteria option. This essentially involves an employee choosing a certain amount 

to be withheld from their paycheck (before taxes), and having those funds set aside 

in their FSA. Then, the employee needs to pull those monies out of the FSA for 

qualifying medical expenses before year-end. If they don’t pull out all of the 

money, then the monies are lost and forfeited back to their employer. I don’t think 



this is a terrible strategy, so long as my clients don’t leave any money in the FSA at 

year-end. I tell my clients if they can participate in an FSA, go for it—just use the 

funds. Admittedly, it is a little nerve-racking for my clients to use this strategy, but 

it can still be worth it. 

 

3. Health Reimbursement Arrangement or HRA. This strategy can only be used by 

small-business owners, and if I can get my client into an HSA strategy (discussed 

below), I won’t even suggest the HRA. Nevertheless, they can still be useful and 

are used when I have clients with high medical expenses. Some families have very 

high medical expenses due to prescription drugs, permanent medical conditions, 

disabilities, or handicapped children. This is a fantastic method to get some 

deductions, but again they have to have a small business to make it work. As I 

mentioned in Appendix C debating the benefits of a C-Corp, this is the one area 

where a C-Corp may actually make sense. However, if my client is married, I can 

accomplish the HRA strategy without using a C-Corp. Here are two diagrams 

illustrating the two methods when either married or single: 

 

 

 

Figure G.1: HRA Strategy if Married 

 

 



 

Figure G.2: HRA Strategy if Single 

 

   In summary, remember you must have a profitable small business to implement 

the HRA, you should have medical expenses of at least $4,000 (or more) a year to 

justify the additional administrative cost of the structure, and get some professional 

advice regarding your situation. Run the numbers and make sure your advisor 

understands the documentation and reporting requirements. The HRA isn’t 

particularly expensive or difficult to implement, but this is something the average 

person shouldn’t try to figure out on their own. Get some technical support and 

guidance if you think the HRA is a potential strategy for you.  

 

4. Health Savings Account or HSA. My favorite strategy for my clients, when possible, 

is utilizing the HSA. These plans are tax-favored savings accounts combined with a 

qualifying high-deductible health insurance plan. They allow taxpayers to deposit 

tax-deductible funds into a health savings account that can be used to cover medical 

costs (the contribution limits change each year and are adjusted for inflation, but are 

generally similar to IRA contribution amounts). You don’t have to have a small 

business to set up an HSA, however, you must have a qualifying high-deductible 

insurance policy. There are several key benefits of an HSA I think are amazing: 

• You save money on your insurance premiums with the high-deductible 

insurance. 

• The HSA contribution is deductible on the front page of your tax return and is 

not affected by AMT adjustments or how much money you make. 

• If you don’t use the money in the HSA by year-end, it carries forward for the 



rest of your life 

• You can pull out the money for qualifying health-care expenses tax free 

• If you don’t want to use the funds for health care, you can pull out the funds like 

a traditional IRA and pay taxes after you turn 59 ½. 

• You can invest the money in essentially anything and grow the account tax-free. 

• Finally, the HSA enables you to take control of your own health-care decisions 

because you are paying directly for your medical care out of your savings 

account. 

Now, although the HSA sounds like a no-brainer, like any insurance plan or tax 

strategy, one needs to do their research and understand all of the ramifications of 

implementing such a plan. The insurance plan options and issues can be the most 

daunting to understand, and most people are immediately concerned about a higher 

deductible and what that could mean if a big medical bill arose. However, once they 

understand that the savings in premiums could easily exceed the higher deductible and 

those funds can be set aside in a tax-deductible and tax-free growth scenario, the 

concerns seem to fade away. Bottom line, do your research and talk with a tax planner 

and insurance planner that advocate the HSA so you don’t get steered into a plan where 

you just end up trying to itemize your medical expenses, and end up nowhere. 

See Figure G.3 to help you better understand the difference between these three main 

types of plans. 

 

 Flexible Spending 

Arrangement 

(FSA) 

Reimbursement 

Arrangement 

(HRA) 

Health Savings 

Account  

(HSA) 

Overview An employer-

funded 

arrangement under 

a cafeteria plan 

that is a “use it or 

lose it” salary 

deferral by the 

employee 

An employer-

funded benefit plan 

without any salary 

reduction that 

reimburses 

employees for 

qualified medical 

expenses 

A savings account 

created in 

conjunction with a 

high-deductible 

health ins. plan 

(“HDHP”) to pay 

for medical 

expenses 



Eligibility C-Corporation 

employees, non-

owner employees 

of an LLC or sole 

prop., less than 2% 

shareholders of an 

S-Corporation 

C-Corporation 

employees, non-

owner employees 

of an LLC or sole 

prop., less than 2% 

shareholders of an 

S-Corporation 

Any individual 

covered under a 

HDHP, under age 

65, and not 

covered under a 

non-qualifying 

health insurance 

plan 

Funding Employee-funded 

out of salary; 

employer sets limit 

Employer-funded 

and employer sets 

amount 

Employer- and/or 

employee-funded 

Health Plan 

Requirements 

None None Must be HDHP; 

amounts adjust 

each year 

Contribution 

Limits 

Unlimited; 

employer 

determines amount 

Unlimited; 

employer 

determines amount

Amounts adjust 

each year 

 Flexible Spending 

Arrangement 

(FSA) 

Reimbursement 

Arrangement 

(HRA) 

Health Savings 

Account  

(HSA) 

Tax Treatment Employer may 

deduct any 

contributions; non-

taxable to the 

employee; no 

payroll tax 

withholding 

Employer may 

deduct any 

contributions; non-

taxable to the 

employee; no 

payroll tax 

withholding 

Employer may 

deduct any 

contributions; not 

subject to payroll 

tax withholding; 

employee 

contribution is 

deductible on the 

front page of the 

1040 

Carryover and 

Investment 

Lose unused funds; 

no investment 

options 

No carry forward 

of reimbursement 

amount; no 

investment options 

Unused funds 

carry forward; 

funds may be 

invested and self-

directed 

Administration Employer- Employer- Third-party 



administered administered administered 

 
Figure G.3: Three Main Types of Plans 



 



APPENDIX I 

Maximizing Write-Offs: A List You Have to Have! 

Everywhere I go, every time I speak at an event, and even at dinner with friends, I 

constantly get asked the question: “So what’s a write-off?” 

Well, surprisingly, there isn’t some master list included in the Internal Revenue Code, 

or even created by the IRS. There is simply the tax principle set forth in Code Section 62 

that a valid write-off is any expense incurred in the production of income. 

So some may say, “Well Mark, prepare a list of what you think is deductible and I’ll 

rely on that.” I have included such a list (see below), but it is really more than that.  

There are some critical approaches to your behavior that can help you maximize your 

deductions and save you thousands of dollars a year and much, much more over a 

lifetime.  

As I discussed in the preceding story, a good CPA should be teaching their clients to 

think above the line. That line is your Adjusted Gross Income or AGI. That is the number 

in the bottom right-hand corner on the front page of your tax return. What I mean by 

thinking above this line is constantly trying to think of any and all personal expenses that 

may have a business purpose. So many Americans blindly pay taxes, then pay for every 

one of their personal expenses “after taxes.” With a small business venture in your life 

and on your tax return, you can regularly succeed at converting personal expenses to 

business expenses.  

Seasoned business owners over the years get proficient at keeping good records and 

thinking of a business purpose for many of their expenses. They have changed their 

behavior. They have become entrepreneurs and use that mentality in all of their 

purchases. Frankly, I have fallen in love with this approach to purchases and saving 

money.  

Over the years my attitude about this has driven my wife crazy. She has consistently 

asked, “Do we have to find a tax reason for every one of our purchases?” I don’t think 

this is a particularly annoying habit, but that’s just me. I suggest you get in the practice. A 

penny saved is a penny earned. 



So with all of that said, here is the list. Remember, it’s just a start, and not every one 

of these items is always a deduction. It can depend on the character of your business and 

the overall approach to designing your tax return. Nevertheless, try to track every 

expense you can and comb over them with your CPA at the end of the year. 

 

All necessary business expenses 
Accounting fees  
Advertising  
Amortization  
Annual meetings 
Attorney’s fees Auto expenses 
Bad debts (if previously income) 
Banking fees 
Board meetings 
Building repairs and maintenance 
Cafeteria plan (requires plan) 
Casualty damages 
Charitable deductions 
Child care (requires plan) 
Cleaning/janitorial 
Collection expenses 
Commissions to outside parties 
Computers and tech supplies 
Consulting fees 
Continuing education 
Conventions and trade shows 
Cost of goods sold (if have inventory) 
Depletion  
Depreciation  
Dining  
Discounts to customers  
Dues (professional or club)  
Education asst. (requires plan)  
Embezzlement losses  
Employees  
Entertainment  
Equipment 
Exhibits for publicity  
Family members on payroll 
Freight or shipping costs  
Furniture and fixtures  
Gifts (within limits)  
Group insurance (if qualifying)  
Health insurance  

Interest 
Internet hosting and services 
Investment advice and fees 
Laundry while traveling 
License fees 
Lobbying (if qualifying) 
Magazines 
Management fees 
Materials 
Maintenance 
Medical expenses (with plan) 
Membership dues 
Moving  
Newspapers  
Office supplies and expenses  
Outside services  
Payroll taxes for employees  
Parking 
Pension plans  
Periodicals  
Postage  
Publicity 
Prizes for contests  
Real estate related expenses  
Rebates on sales  
Rent  
Repairs 
Research and development  
Retirement plans  
Royalties  
Safe-deposit box  
Safe Storage rental  
Subcontractors  
Taxes  
Theft  
Telephone  
Tolls Travel  
Unemployment compensation  
Utilities 



Home office Website design  
Workers Compensation 
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