
 
 
 
 
 
 

 
Choosing a Business Entity 

 
A sole proprietorship is easy to form and gives you complete control of your business. You’re automatically 
considered to be a sole proprietorship if you do business activities but don’t register as any other kind of 
business. Sole proprietorships do not produce a separate business entity. This means your business assets and 
liabilities are not separate from your personal assets and liabilities. You can be held personally liable for the 
debts and obligations of the business. Sole proprietors are still able to get a trade name. It can also be hard to 
raise money because you can’t sell stock, and banks are hesitant to lend to sole proprietorships. Sole 
proprietorships can be a good choice for low-risk businesses and owners who want to test their business idea 
before forming a more formal business. 
 
Partnerships are the simplest structure for two or more people to own a business together. There are two 
common kinds of partnerships: limited partnerships (LP) and limited liability partnerships (LLP). Limited 
partnerships have only one general partner with unlimited liability, and all other partners have limited liability. 
The partners with limited liability also tend to have limited control over the company, which is documented in 
a partnership agreement. Profits are passed through to personal tax returns, and the general partner — the 
partner without limited liability — must also pay self-employment taxes. Limited liability partnerships are 
similar to limited partnerships, but give limited liability to every owner. An LLP protects each partner from 
debts against the partnership, and they won’t be responsible for the actions of other partners. Partnerships can 
be a good choice for businesses with multiple owners, professional groups (like attorneys), and groups who 
want to test their business idea before forming a more formal business. 
 
A Limited Liability Company (LLC) lets you take advantage of the benefits of both the corporation and 
partnership business structures. LLCs protect you from personal liability in most instances, your personal 
assets — like your vehicle, house, and savings accounts — won’t be at risk in case your LLC faces bankruptcy or 
lawsuits. Profits and losses can get passed through to your personal income without facing corporate taxes. 
However, members of an LLC are considered self-employed and must pay self-employment tax contributions 
towards Medicare and Social Security. LLCs can have a limited life in many states. When a member joins or 
leaves an LLC, some states may require the LLC to be dissolved and re-formed with new membership — unless 
there’s already an agreement in place within the LLC for buying, selling, and transferring ownership. LLCs 
must typically file an annual report with the state in which it was formed. LLCs can be a good choice for 
medium- or higher-risk businesses, owners with significant personal assets they want to be protected, and 
owners who want to pay a lower tax rate than they would with a corporation. 
 
An S corporation, sometimes called an S corp, is a special type of corporation that’s designed to avoid the 
double taxation drawback of regular C corps. S corps allow profits, and some losses, to be passed through 
directly to owners’ personal income without ever being subject to corporate tax rates. Not all states tax S corps 
equally, but most recognize them the same way the federal government does and taxes the shareholders 
accordingly. Some states tax S corps on profits above a specified limit and other states don’t recognize the S 
corp election at all, simply treating the business as a C corp. S corps must file with the IRS to get S corp status, 
a different process from registering with their state. There are special limits on S corps. S corps can’t have more 
than 100 shareholders, and all shareholders must be U.S. citizens. You’ll still have to follow strict filing and 
operational processes of a C corp. S corps must hold initial and annual director and shareholder meetings, 
adopt and maintain updated bylaws, issue stock to shareholders, and record all stock transfers. S corps also 
have an independent life, just like C corps. If a shareholder leaves the company or sells his or her shares, the S 
corp can continue doing business relatively undisturbed. S corps can be a good choice for a businesses that 
would otherwise be a C corp, but meet the criteria to file as an S corp. 
 
A corporation, sometimes called a C corp, is a legal entity that’s separate from its owners. Corporations can 
make a profit, be taxed, and can be held legally liable. Corporations offer the strongest protection to its owners 



from personal liability, but the cost to form a corporation is higher than other structures. Corporations also 
require more extensive record-keeping, operational processes, and reporting. C corps must hold initial and 
annual director and shareholder meetings, adopt and maintain updated bylaws, issue stock to shareholders, 
and record all stock transfers. Unlike sole proprietors, partnerships, and LLCs, corporations pay income tax on 
their profits. In some cases, corporate profits are taxed twice — first, when the company makes a profit, and 
again when dividends are paid to shareholders on their personal tax returns. Corporations have a completely 
independent life separate from its shareholders. If a shareholder leaves the company or sells his or her shares, 
the C corp can continue doing business relatively undisturbed. Corporations have an advantage when it comes 
to raising capital because they can raise funds through the sale of stock, which can also be a benefit in 
attracting employees. Corporations can be a good choice for medium- or higher-risk businesses, businesses 
that need to raise money, and businesses that plan to “go public” or eventually be sold. Double Taxation is a 
significant drawback to forming a C corporation. The corporation pays a tax of 21%, and any distributions of 
the corporation’s after-tax income to owners/shareholders are taxed again at the following 2020 IRS tax rates: 
 

 Find your filing status and taxable income (line 11b of IRS Form 1040 for 2019) below: 
 

Rate 
 

Single 
 

Head of Household 
Married Filing Jointly 
Or Qualifying Widower 

Married Filing 
Separately 

10% $0 to $9.875 $0 to $14,100 $0 to $19,750 $0 to $9,875 
12% $9,876 to $40,125 $14,101 to $53,700 $19,751 to $80,250 $9,876 to $40,125 
22% $40,126 to $85,525 $53,701 to $85,500 $80,251 to $171,050 $40,126 to $85,525 
24% $85,826 to $163,300 $85,501 to $163,300 $171,051 to $326,600 $85,526 to $163,300 
32% $163,301 to $207,350 $163,301 to $207,350 $326,601 to $414,700 $163,301 to $207,350 
35% $207,351 to $518,400 $207,351 to $518,400 $414,701 to $622,050 $207,351 to $311,025 
37% $518,401 or more $518,401 or more $622,051 or more $311,026 or more 

 
A benefit corporation, sometimes called a B corp, is a for-profit corporation recognized by a majority of U.S. 
states. B corps are different from C corps in purpose, accountability, and transparency, but aren’t different in 
how they’re taxed. B corps are driven by both mission and profit. Shareholders hold the company accountable 
to produce some sort of public benefit in addition to a financial profit. Some states require B corps to submit 
annual benefit reports that demonstrate their contribution to the public good. There are several third-party B 
corp certification services, but none are required for a company to be legally considered a B corp in a state 
where the legal status is available. 
 
Close corporations resemble B corps but have a less traditional corporate structure. These shed many 
formalities that typically govern corporations and apply to smaller companies. State rules vary, but shares are 
usually barred from public trading. Close corporations can be run by a small group of shareholders without a 
board of directors. 
 
Nonprofit corporations are organized to do charity, education, religious, literary, or scientific work. 
Because their work benefits the public, nonprofits can receive tax-exempt status, meaning they don’t pay state 
or federal taxes income taxes on any profits it makes. Nonprofits must file with the IRS to get tax exemption, a 
different process from registering with their state. Nonprofit corporations need to follow organizational rules 
very similar to a regular C corp. They also need to follow special rules about what they do with any profits they 
earn. For example, they can’t distribute profits to members or political campaigns. Nonprofits are often called 
501(c)(3) corporations — a reference to the section of the Internal Revenue Code that is most commonly used 
to grant tax-exempt status. 
 
A cooperative is a business or organization owned by and operated for the benefit of those using its services. 
Profits and earnings generated by the cooperative are distributed among the members, also known as user-
owners. Typically, an elected board of directors and officers run the cooperative while regular members have 
voting power to control the direction of the cooperative. Members can become part of the cooperative by 
purchasing shares, though the amount of shares they hold does not affect the weight of their vote. 
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Which Business Entity Type Avoids Paying Tax? 

 
Unfortunately the answer is, NONE. No matter how many social media videos you’ve seen that imply you can 
avoid paying taxes by choosing the “right” business entity type, you can’t. The IRS has been in existence for 
decades, so they’ve had lots of time to identify and close loopholes. But it is important to understand the 
different ways in which the different business entity types pay taxes. 
 
Sole Proprietorship. From both a tax and a legal perspective, a sole proprietorship and its owner are the 
same entity. The owner pays taxes on the business earnings by reporting them on IRS Schedule C, which is 
filed with the owner’s individual tax return. Any profits increase the tax owed. In certain tax situations, if the 
business loses money, that business loss will decrease the tax owed. If the business has a profit, the owner(s) 
can use the company’s  cash reserves to pay their taxes, since both legally and taxwise the owner and business 
are one entity. 
 
LLCs. From a legal perspective, an LLC is a separate entity from its owner(s). But from a tax perspective, an 
LLC and its owners are the same entity. Just as with a Sole Proprietorship, the owner(s) report their share of 
the company’s profits on Schedule C of their individual tax returns. When the LLC is formed, usually the 
owners (if more than one) draw up a written agreement as to how the profits are split. And business losses are 
also split in the same way and reported on Schedule C. In certain tax situations, a business loss will decrease 
taxes, while a business profit will increase them. If the business has a profit, the owner(s) can take what is 
called an Owner’s Draw from the cash reserves of the company, with which to pay their higher tax bill. 
 
S Corps. From both a tax and a legal perspective, an S Corp is a separate entity from its owner(s). However, 
profits from the business still flow through to each owners’ individual tax return. At the end of the tax year, the 
S Corp issues a Schedule K-1 to each owner, reporting that owner’s share of the business profits or loss. Again, 
a profit increases taxes owed for each owner, while a business loss can (in certain tax situations) decrease the 
taxes owed. If the business has a profit, the owner(s) can take what is called an Owner’s Draw from the cash 
reserves of the company, with which to pay their higher tax bill. 
 
C Corps. From both a tax and a legal perspective, a C Corp is a separate entity from its owner(s). Profits from 
the business remain with the business, and the C Corp must pay taxes on any profits. Unlike sole 
proprietorships, LLCs, and S Corps, a C Corp files its own tax return. C Corps are taxed at a higher corporate 
tax rate, and in certain situations are subject to Double Taxation. For more information on Double 
Taxation, see the section on C Corps on the previous page. 
 
B Corps, Close Corporations, and Cooperatives function much the same as a C Corps, from a legal and 
tax perspective.  
 
Nonprofit Corporations must file for tax exempt status. Unless they engage in charity, education, religious, 
literary, or scientific work, they don’t qualify for  tax-exempt status. Furthermore, all profits (except salaries) 
must be used in the course of their work. Profits cannot be distributed to members, for example. 
 
Partnerships, from a tax law perspective, are complex, and are therefore often not tax advantageous for most 
small business owners. Therefore, we won’t discuss them here except to say that the earnings and tax 
obligations flow through to the partners, much as with an LLC or S Corps. In other words, partnerships don’t 
avoid taxes either. 
 
A word about salaries. LLCs and S Corps can pay their member(s) a salary. These salaries are subject to the 
usual payroll taxes (federal income tax, FICA, state income tax, etc.). However, they are also an expense that 
offsets the company’s income, thus reducing the company profit at the end of the year. In this way, members 
can still draw income from the company, but pay their taxes in smaller increments throughout the year. In 
other words, members can take money out of the company periodically throughout the year as a salary, and pay 
their taxes periodically, or they can have it show up on their personal tax return at the end of the year and pay 
taxes in one lump sum. 


