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It is critical for those starting 

a business or other enterprise, 

as well as for those in 

existing businesses or other 

enterprises, to take a fresh look 

at choice of tax entity in the 

wake of the Tax Cuts and Jobs 

Act of 2017.

Introduction
 An important decision for any trade, business, investment 
activity, or other enterprise is selection of  the tax regime to which 
it shall be subject. In most cases, the choice will be between the 
C corporation regime, the S corporation regime, the partnership 
regime, and, in the case of  single owner unincorporated 
enterprises, disregarded entity status. 
 There is no single tax regime choice that is always – or even 
usually – correct, and the best choice of  entity for a particular 
enterprise can change throughout the life of  the enterprise. 
Accordingly, the choice of  tax entity analysis involves identifying 
the potential decision factors and applying those factors to a 
reasonable set of  assumptions about the enterprise on a case by 
case basis. Those assumptions often include, but are not limited 
to: taxable income or loss; cash flow; sources of  funds; uses of  
funds; and exit strategy. 
 Generally speaking, a state law corporation can choose 
between C corporation and S corporation tax status; a state law 
partnership or multi-member limited liability company (“LLC”) 
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can choose among C corporation, S corporation, and 
partnership tax status; and a single member LLC can choose 
among C corporation tax status, S corporation tax status, 
and disregarded entity tax status.2 While there are certainly 
other potential choices of  tax regime, non-tax considerations 
involved in the choice of  entity, state and local tax considerations 
involved in the choice of  entity, and tax consequences of  
changing entity choice, the focus of  this article will be limited to 
analysis of  the federal tax considerations involved in choosing 
among C corporation, S corporation, and partnership tax 
status, or disregarded entity status in the case of  single owner 
unincorporated enterprises. 
 Although the choice of  tax regime has long played a 
fundamental role in business planning, some of  the decision 
factors have changed as a result of  the recent enactment of  
the Tax Cuts and Jobs Act of  2017 (hereinafter referred to as 
the “Tax Act”).3 The provisions of  the Tax Act significantly 
impacting choice of  tax entity include, among other things: 
significantly lowering the corporate income tax rate; lowering 
the individual income tax rate; limiting the individual deduction 
for state and local property, sales, and income taxes to $10,000; 
eliminating the alternative minimum tax for C corporations; and 
enacting a 20 percent qualified business income deduction for 
taxpayers other than C corporations. 
 This article will proceed in two parts. The first part will 
identify and briefly describe what the author believes are 
often the paramount, but by no means only, choices of  tax 
entity decision factors following the Tax Act. The second part 
will, based on some of  these factors, offer some examples of  
circumstances where a choice of  one of  the tax entities over the 
others is often likely to be compelling. 
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Some Decision Factors The Author Considers 
Paramount
Individual Income Tax Rates Applicable to Ordinary Income
 The Tax Act reduced the maximum rate imposed on ordinary 
income for individuals from 39.6 percent to 37 percent.4 These 
new rates apply to tax years “beginning after December 31, 
2017, and before January 1, 2026.”5 Ordinary income is 
generally income that is not taxed under special capital gains 
rates. Ordinary income rates are applicable, for instance, to 
income from wages, interest income, income from operations 
conducted as a sole proprietor, and income from operations 
that passes through to individuals as owners of  interests in S 
corporations, partnerships or disregarded entities (hereinafter 
sometimes collectively referred to as “pass through entities”). 

Individual Income Tax Rates Applicable to Long Term Capital Gains and 
Qualified Dividends
 The prior law maximum individual income tax rates 
applicable to long term capital gains and qualified dividends 
remains at 20 percent, unchanged by the Tax Act.6 In general, 
the holding period for long term capital gain treatment is 
twelve (12) months,7 and a qualified dividend must generally be 
paid from a domestic corporation or certain qualified foreign 
corporations.8 The prior law special maximum capital gains rates 
of  28 percent for collectibles and 25 percent for unrecaptured 
depreciation also remain unchanged.9 These rates are applicable 
to individuals on this type of  income from pass through entities. 

The Complete Exclusion of  Gain from Certain Sales of  C Corporation Stock
  In certain cases, corporate stock is permitted to be sold 
without any federal income tax being incurred.10 Application of  
the exclusion requires the meeting of  certain tests, including: the 
issuer of  the stock being a C corporation; a selling shareholder 
who is not a corporation; a holding period in the stock of  at least 
five years; a maximum exclusion amount per year per issuer of  
the greater of  $10 million or 10 times the aggregate adjusted 
basis of  the disposed of  stock; original issue stock; the assets 
of  the issuer not having exceeded $50 million on, before, or 
immediately after the issuance; and 80 percent or more of  the 
assets of  the issuer being used in the active conduct of  a qualified 
trade or business. Qualified trades or businesses generally 
exclude personal services businesses, banking, insurance, 
financing, leasing, investing, farming, mining, and operating a 
hotel, motel, or restaurant.

The 3.8 Percent Tax on Net Investment Income, Wages and Income from 
Self‑Employment
 Beginning in 2013, a 3.8 percent tax was imposed on the net 
investment income in excess of  a threshold amount of  modified 
adjusted gross income.11 The tax is imposed on individuals, trusts 
and estates, but not on C corporations. Net investment income 
generally includes: net income from interest, dividends, annuities, 
royalties, and rents, other than derived in the ordinary course 
of  a trade or business which is not passive to the taxpayer or 
trading in financial instruments or commodities; gross income 
derived from a trade or business that is passive to the taxpayer 
or includes trading in financial instruments or commodities; 
and gain from sales of  property other than property held in a 
trade or business that is active to the taxpayer. The tax does not 

apply to income from trades or businesses in which the taxpayer 
is actively engaged, other than for the “trade or business of  
trading in financial instruments or commodities.”12 These rates 
are applicable to individuals on this type of  income from pass 
through entities. Beginning in 2013, the Medicare tax on wages 
over a threshold amount and on self-employment income over a 
threshold amount correspondingly increased to 3.8 percent.13

Income Tax Rates Imposed on a C Corporation and Repeal of  the Corporate 
Alternative Minimum Tax
 Under the Tax Act, the previous four-tier structure with a top 
rate of  35 percent was replaced with a flat 21 percent corporate 
income tax.14 There is no longer a special rate for personal 
service corporations, which were taxed at a flat 35 percent rate 
under prior law. The previous law affording no special capital 
gains rates for a C corporation was retained, although the 
corporate alternative minimum tax was repealed.15

The Double Tax Imposed on C Corporations as Compared to the Single Tax 
Imposed on Pass Through Entities
 C corporations and their shareholders are each distinct tax 
persons. Accordingly, when a C corporation earns income from 
operations as well as gains from the disposition of  assets, and 
distributes the proceeds to its shareholders as a dividend, the 
C corporation must pay an income tax on its earnings and gains, 
and the shareholders must pay an additional income tax on the 
distribution received.16 A C corporation receives no deduction 
on a distribution of  a dividend to its shareholders of  income 
previously taxed to the C corporation. Pass through entities do 
not generally incur any income tax liability. Rather, items of  
income and gain of  a pass through entity are passed through to 
the owners and taxable to only the owners.17

Ability of  a C Corporation to Defer the Second Level of  Tax
 Although C corporations incur a double tax, the second level 
of  tax – the tax on shareholder dividends and other distributions 
– is not recognized until dividends or other distributions are 
actually paid. Accordingly, in some cases, the second level of  tax 
can be deferred indefinitely. Although use of  S corporations and 
partnerships generally cause only a single tax at the owner level, 
it is incurred annually regardless of  whether any of  the earnings 
are actually distributed to the owners. In addition, with the new 
flat 21 percent corporate income tax, the rate on the income 
passed through to individual owners will generally be higher 
than the corporate rate. There is no way to defer the tax on the 
owners of  pass through entities. 
 That is not to say the ability of  a C corporation to defer the 
second level of  tax is not without any limits. Under the so-called 
“accumulated earnings tax,” an additional 20 percent corporate 
level tax is imposed on the accumulated taxable income of  
C corporations formed or availed of  for the purpose of  avoiding 
the shareholder level tax on dividends by permitting earnings 
and profits to accumulate instead of  being distributed.18 The fact 
that earnings and profits are permitted to accumulate beyond the 
reasonable needs of  the business is determinative of  the purpose 
to avoid income tax unless the corporation can prove to the 
contrary by the preponderance of  the evidence.
 Moreover, under the so-called “personal holding company 
tax,” an additional 20 percent corporate level tax is imposed on 
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the undistributed personal holding company income of  every 
personal holding company.19 A personal holding company is 
a C corporation meeting certain ownership thresholds, where 
at least 60 percent of  the adjusted ordinary income is personal 
holding company income. Personal holding company income 
is, with various exceptions, dividends, interest, rents, royalties, 
annuities, and amounts received under certain personal service 
contracts. A corporation will not be liable for the accumulated 
earnings tax if  it is a personal holding company.20

Ability of  Owners to Use Entity Level Losses on their Personal Returns
 In the case of  a C corporation, losses of  the corporation can 
be carried forward only by the corporation itself  and never pass 
through to the shareholders to be used on their personal returns. 
This follows from the concept that C corporations and their 
shareholders are separate tax entities. 
 In the case of  a pass through entity, items of  loss – such as 
items of  income – pass through to the owners and may, subject 
to limitations, be used on their personal returns.21 There are 
various limitations on the ability of  owners to enjoy pass-through 
loss.22 One such limitation is the basis limitation. Under the 
basis limitation, an owner cannot currently use losses passed 
through if  the losses exceed the owner’s basis. In the case of  
S corporations, a shareholder’s basis for loss purposes is equal to 
the shareholder’s basis in the shareholder’s stock plus the basis 
of  any indebtedness of  the corporation to the shareholder.23 A 
shareholder of  an S corporation is not entitled to any basis for 
other debt of  the S corporation, even if  personally guaranteed 
by the shareholder. Under the more favorable partnership 
rules, the basis for loss purposes includes not only the partner’s 
adjusted investment in the partnership, but the partner’s share of  
partnership indebtedness to third parties, even if  such third party 
debt is nonrecourse debt.24

The Deduction for 20 Percent of  Qualified Business Income 
Under the Tax Act
 The Tax Act provides a new deduction equal to 20 percent 
of  qualified business income.25 Accordingly, income to which 
this new 20 percent deduction is applicable will be taxed at 
a maximum effective rate to individuals of  29.6 percent, i.e., 
80 percent (100 percent minus 20 percent) of  37 percent. This 
new deduction does not apply to C corporations.26 “In the case 
of  . . . partnership[s] and S corporation[s],” the deduction 
“applie[s] at the partner or shareholder level.”27

 This deduction for a taxable year is generally equal to the sum 
of  20 percent of  the taxpayer’s qualified business income from 
each qualified trade or business carried on by the taxpayer. The 
deduction for a taxable year cannot exceed 20 percent of  the 
taxable income of  the taxpayer for the tax year minus any net 
capital gains.28

 The deduction for each qualified trade or business is further 
limited to a threshold based on the wages paid and qualified 
property used in the business. The so-called W-2 wages/qualified 
property limit is the greater of  (x) “50 percent of  W-2 wages 
with respect to the qualified trade or business, or [(y)] the sum of  
25 percent of  the W-2 wages with respect to the qualified trade 
or business, plus 2.5 percent of  the unadjusted basis [of  qualified 
property] immediately after the acquisition.”29

 The W-2 wages/qualified property limit does not apply 

if  taxable income of  the taxpayer does not meet an income 
threshold amount.30 That amount is $157,500, but $315,000 
for marrieds filing jointly. For those who exceed the income 
threshold amount by $50,000 or less and marrieds filing jointly 
who exceed the income threshold amount by $100,000 or less, 
only a pro-rated portion of  the W-2 wages/qualified property 
limit applies.31

 For purposes of  computing the deduction, “[q]ualified 
business income [does] not include . . . reasonable compensation 
paid” to shareholders or guaranteed payments paid to partners 
for services.32 For purposes of  computing the deduction, qualified 
business income also excludes items that are not “effectively 
connected with the conduct of  a trade or business within the 
United States”33 and investment items such as capital gains and 
losses, dividends, “interest [not] properly allocable to a trade 
or business,” income from certain commodity and currency 
transactions, notional principal contracts, and annuities.34

 The type of  business to which the deduction applies, i.e., a 
“qualified trade or business,” is broadly defined as “any trade 
or business [except] a specified service trade or business,  or  . . . 
the trade or business of  performing services as an employee.”35  
“[S]pecified service trade[s] or businesse[s] [include] the 
performance of  services”36 in the following fields: “health, law, 
… accounting, actuarial sciences, performing arts, consulting, 
athletics, financial services, brokerage services, or any trade or 
business where the principal asset of  such trade or business is the 
reputation or skills of  1 or more of  its employees or owners”;37  
and investing and investment management, trading, or dealing 
in securities, … partnership interests, or commodities….38 
Engineers and architects are excluded.39 However, if  for any 
taxable year the taxable income of  the taxpayer is less than or 
equal to the threshold amounts ($157,500 or $315,000), then 
a “specified service trade or business . . . [will] not fail to be 
. . . a qualified trade or business” for that reason.40 But if  the 
threshold amount is exceeded by up to $50,000 or $100,000, a 
prorated portion of  qualified items of  income or loss, W-2 wages, 
and unadjusted basis of  qualified property shall be taken into 
account.41

 The 20 percent deduction is applicable for taxable years 
beginning after December 31, 2017 and ending on or before 
December 31, 2025.42

Limitation on Individual Deduction for State and Local Taxes
 As a result of  the Tax Act, the individual deduction for state 
and local sales, income, and property taxes is limited to $10,000 
generally for taxable years beginning after December 31, 2017 
and before January 1, 2026. Property taxes and sales taxes can 
be deducted in connection with a trade or business without 
regard to the limit of  $10,000.43 These limitations, particularly 
the limitation on deduction of  individual state and local income 
taxes, are not applicable to C corporations. 

Restrictiveness of  S Corporations
 Acquiring and maintaining S corporation status is subject to 
various requirements and restrictions that are not applicable to 
C corporations or other pass through entities. These include: 
1) the necessity of  filing a timely and correct election; 2) one 
hundred (100) or fewer shareholders; 3) shareholders limited to 
individuals, estates, and certain trusts, with nonresident-alien, 
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continued on page 206.  

corporation, and partnership shareholders expressly excluded; 
4) the requirement of  having only a single class of  stock; 5) the 
requirement of  being a domestic corporation; and 6) the 
exclusion of  various types of  corporations, including certain 
financial institutions, insurance companies, and DISCs.44

Flexibility of  Partnerships
 Partnership tax status enjoys certain flexibilities not enjoyed 
by S corporation tax status, and certainly not enjoyed by 
C corporation tax status. Examples of  this flexibility include, but 
are not limited to, the following:
 1) A person may transfer an appreciated asset to a partnership 
in exchange for an equity interest in the partnership without 
incurring any tax.45 In the case of  the transfer of  an appreciated 
asset to a corporation (C or S) in exchange for stock of  the 
corporation, gain can be avoided only if  the transferor is part of  
a group of  transferors owning 80 percent or more of  the voting 
stock and 80 percent or more of  all other classes of  stock.46

 2) Distributions of  appreciated property by a partnership 
to a partner are generally tax-free.47 However, distributions 
of  appreciated property by a C corporation to a shareholder 
are generally subject to a tax at both the corporation and the 
shareholder level,48 and distributions of  appreciated property 
by an S corporation to a shareholder are generally subject to a 
single level of  tax.49

 3) On certain transfers of  partnership interests, an election is 
available by the partnership to permit the transferee to increase 
the basis of  the transferee’s share of  the assets of  the partnership 
by the excess of  the transferee’s basis in the transferee’s 
partnership interest over the transferee’s share of  the basis of  
partnership property.50 A similar provision does not apply in the 
case of  sales of  stock (of  a C or an S corporation), although a 
similar result can be achieved in the much narrower case of  a 
sale of  80 percent or more of  the stock of  an S corporation with 
respect to which a proper election is made.51

 4) Special allocation of  partnership items of  profit and loss 
are permitted if  the allocations have substantial economic 
effect.52 While a C corporation can sometimes achieve similar 

results through the issuance of  multiple classes of  stock, 
an S corporation cannot because of  the restriction against 
S corporations having more than a single class of  stock.53

Certain Disadvantages of  Partnership Taxation
 There are certain unique features of  partnership taxation that 
are negative and are not shared by C or S corporations. These 
include the following:
 1) Partnerships are not able to participate in tax-free corporate 
mergers and other corporate reorganizations, although these 
provisions apply to both C corporations and S corporations.54

 2) When debt is reduced in a workout situation, the borrower 
often recognizes income from cancellation of  indebtedness.55 
An exception exists if  the debt cancellation occurs when the 
borrower is insolvent.56 In the case of  a corporate debtor (C 
or S), insolvency is determined at the corporate entity level.57 
However, in the case of  a partnership debtor, insolvency is 
determined separately for each partner at the partner level.58 In 
most cases, this will make the exception more difficult to meet in 
the case of  a partnership borrower.
 3) If  stock in a corporation (S or C) with a 12-month holding 
period is sold, any gain recognized is typically taxed at favorable 
capital gain rates regardless of  the nature of  the underlying 
assets of  the corporation. In the case of  the sale of  a partnership 
interest, however, to the extent the underlying assets consist of  
unrealized receivables, inventory, or specified other ordinary 
income assets, gain from the sale of  the partnership interest will 
be recharacterized as ordinary.59

 4) In the case of  a partnership only, when equity is issued to 
employees, the employees can no longer be treated as employees 
for tax purposes.60 Employees often do not like this result because 
it requires the payment of  estimated taxes instead of  having 
taxes withheld and, in some cases, less favorable fringe benefit 
treatment.
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Examples of  Situations Where a Particular Entity 
Choice is Often the Most Favorable
Where Passing Losses Through is Desirable
 A partnership (or disregarded entity, if  applicable) is often 
the entity of  choice where the owners desire to use entity level 
losses on their personal returns. In this case, a C corporation 
would be the poorest choice because any losses generated by 
the entity do not pass through to the shareholders at all. While 
S corporation losses do pass through to the shareholders, loss 
pass through is limited to the basis of  shareholders in their 
stock and their loans to the corporation, with no basis credit for 
funds borrowed by the S corporation from third party lenders. 
In the case of  a partnership however, partners are credited with 
basis for borrowings of  the partnership from third parties, even 
nonrecourse borrowings.
 Example 1. Entity A, owned by two high tax bracket 
individuals, plans to borrow $1 million from a bank to acquire 
a building, operate at breakeven cash flow, and generate 
an annual tax loss of  $25,000 based solely on depreciation 
deductions. Owner investment will be minimal. If  Entity A was 
a C corporation, none of  the $25,000 annual loss would pass 
through to the owners because C corporation losses do not pass 
through. If  Entity A was an S corporation, the portion of  the 
$25,000 annual loss that would pass through would be limited to 
the nominal investments in stock. None of  the $1 million of  third 
party debt could be used to increase the basis of  the shareholders 
for loss pass through purposes. If  Entity A was a partnership, 
however, the entire $1 million of  third party loan would increase 
partner basis in Entity A and support flow through of  the 
$25,000 of  annual losses. 

Where the Primary Activity Will Be to Hold Real Estate or Other 
Appreciating Assets
 A partnership (or disregarded entity if  applicable) can be the 
entity of  choice where the primary activity of  the entity will be 
to hold real estate or other assets likely to appreciate in value. 
This is so for a number of  reasons, including: 1) the better ability 
to flow through losses to owners; 2) the ability to sell the assets 
and liquidate with a single tax, often at capital gain rates; 3) the 
ability to liquidate or otherwise distribute the appreciated assets 
tax-free;61 and 4) the ability to permit a purchaser of  an interest 
to make an election to step up the basis of  the purchaser’s share 
of  partnership assets. A C corporation shares none of  these 
attributes and the S corporation shares only the ability to sell 
assets and liquidate with a single tax. 
 Example 2. S corporation, C corporation, and Partnership 
each have two (2) 50 percent owners, A and B, each of  whom has 
a $500 basis in their equity interest. Each entity owns two parcels 
of  undeveloped land, which the entity acquired directly from a 
third party, each parcel having a basis of  $500 and a fair market 
value of  $1,000. A and B have a falling out and wish to separate 
in a tax efficient manner. Partnership or S corporation could 
each sell both of  their parcels and liquidate for a single capital 

gains tax, triggering all of  the gain in the parcels. In the case of  
C corporation, the sale and liquidation would cause a double 
tax. Partnership could alternatively liquidate and distribute a 
different one of  the parcels to A and to B without Partnership, A 
or B incurring any taxable gain or loss. Such a transaction would 
generally result in a double tax in the case of  C corporation 
and a single tax in the case of  S corporation.62 In the case of  
Partnership, A or B could purchase the interest of  the other for 
$1,000 and make an election to increase the basis of  the parcels 
by the purchaser’s $500 excess basis in purchaser’s Partnership 
interest over the basis of  Partnership in the parcels. Such election 
permitting an increase in the basis of  the entity in its assets is not 
permitted in the case of  S corporations or C corporations.

Significant Distributions Anticipated and the 20 Percent Qualified Business 
Income Deduction Will Apply
 A pass through entity is often preferable in the case of  a highly 
profitable trade or business that wishes to distribute all operating 
profits where the 20 percent qualified business income deduction 
will be available. In the case of  a C corporation, the combined 
federal corporate income tax rate (21 percent), individual income 
tax rate on qualified dividends (20 percent), and net investment 
income tax rate (3.8 percent) which would be incurred would 
yield an overall federal tax of  39.8 percent if  all taxable income 
is distributed as dividends annually.63 In the case of  a pass 
through entity, where the 20 percent deduction is available, 
the overall federal tax rate would be only 29.6 percent if  the 
3.8 percent tax does not apply and 33.4 percent if  it does apply.

Significant Distributions Anticipated and the 20 Percent Qualified Business 
Income Deduction Will Not Apply
 In the case of  a highly profitable trade or business, the rate 
differential alone will not offer a basis of  choice of  entity if  
the 20 percent deduction for qualified business income is not 
available. As previously discussed, there would be an overall 
federal tax of  39.8 percent in the case of  a C corporation. In the 
case of  a pass through entity, where the 20 percent deduction 
will be unavailable, the overall federal income tax rate would be 
37 percent if  the 3.8 percent tax does not apply and 40.8 percent 
if  it does apply. An example of  this type of  business would be a 
professional service partnership, such as one practicing law or 
medicine, where all of  the partners are in the highest tax bracket. 

Entities That Will Accumulate Profits 
 A C corporation is often the entity of  choice for an entity that 
wishes to accumulate profits rather than distribute them. In this 
case, there would be an overall 21 percent federal income tax 
in the case of  a C corporation. In the case of  a pass through, 
there are four possibilities for computing the overall tax: 1) If  the 
20 percent deduction applies and the 3.8 percent tax does not 
apply, 29.6 percent; 2) if  the 20 percent deduction applies and 
the 3.8 percent tax applies, 33.4 percent; 3) if  the 20 percent 
deduction does not apply and the 3.8 percent tax does apply, 
40.8 percent; and 4) if  the 20 percent deduction does not apply 
and the 3.8 percent tax does not apply, 37 percent. 
 In the case of  such an entity, the C corporation structure 
might offer the further benefit of  the unlimited corporate 
deduction for state and local income taxes that is no longer 
available to individuals. However, a C corporation that 
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accumulates profits without distributions should take steps 
to avoid the possibility of  imposition of  the accumulated 
earnings tax (20 percent) or the personal holding company tax 
(20 percent). 

Asset Sale and Liquidation as Contemplated Exit Strategy
 Pass through tax treatment will often be preferable in the case 
of  an entity that views asset sales and liquidation as the most 
likely exit strategy. In the case of  a sale of  assets at the entity 
level followed by a distribution of  the proceeds of  sale to the 
owners, an overall federal tax of  39.8 percent would apply to a C 
corporation. In the case of  a pass through entity, the appreciated 
assets of  which are capital assets with a 12-month or greater 
holding period, such as goodwill, an overall 20 percent tax could 
be attained, with the additional 3.8 percent tax if  applicable.

Sale of  Equity as Contemplated Exit Strategy
 In the case of  an entity that views a sale of  equity as an exit 
strategy, either a C corporation or a pass through entity could 
be the entity of  choice, depending on the overall circumstances. 
In the case of  a sale of  all of  the stock of  a C corporation: 
1) generally, a 23.8 percent federal tax would be imposed on 
the shareholders on the sale of  their stock;64 2) there will have 
been no increase in the basis of  the shareholders in their stock 
by virtue of  undistributed corporate earnings; 3) there would 
be no recharacterization of  the gain on sale as ordinary income 
regardless of  the character of  the assets of  the corporation as 
capital or ordinary; 4) most significantly, a 0 percent federal tax 
would be imposed on the gain on sale if  the stock meets various 
requirements outlined earlier;65 and 5) the purchasers would not 
generally be entitled to increase the basis of  the assets of  the 
C corporation in the hands of  the C corporation without an 
additional level of  tax being incurred.
 In the case of  a sale of  all of  the interests in a pass through 
entity: 1) generally, a 23.8 percent federal tax will be imposed on 
the selling owners, unless the 3.8 percent tax can be avoided;66 
2) the owners of  the entity will have increased the basis of  their 
interests by the amount of  undistributed earnings of  the entity;67 
3) in the case of  a partnership, to the extent the assets of  the 
partnership include unrealized receivables and inventory, gain on 
the sale of  the partnership equity interests can be ordinary and 
taxable at 37 percent (plus the 3.8 percent tax in some cases);68 
4) there is no possibility of  achieving the 0 percent tax;69 and 
5) the purchasers could be permitted to increase the basis of  the 
entity in its assets without incurring an additional level of  tax.70

 In the case of  an entity that intends to retain earnings to 
expand and be sold tax-free under the special provision for 
C corporations,71 or to be acquired in a tax-free reorganization,72 
being a C corporation could afford tremendous tax savings 
over a partnership or S corporation. In the case of  such a 
C corporation, an overall federal tax of  21 percent would be 
incurred during the operating phase and a 0 percent overall 
federal tax would be incurred during the exit phase. In the case 
of  a pass through entity in such a situation, there would be an 
overall federal tax of  37 percent incurred on the operational 
phase (29.6 percent if  the 20 percent deduction is applicable, 
plus an additional 3.8 percent if  the net investment income tax 
is applicable) and an additional overall federal tax of  at least 
20 percent or 23.8 percent on the sale of  the interests in the 

pass through entity. To the extent a partnership has unrealized 
receivables or inventory, the gain on sale would be subject to 
even higher ordinary income rates.73

 On the other hand, in a situation where a sale of  stock is not 
likely to qualify for tax-free treatment, a pass through entity 
could be favored over a C corporation because of  the ability of  
the purchaser to obtain an increase in the basis of  the entity in its 
assets, without incurring an additional entity level tax.74

Using Life Insurance to Fund a Restrictive Stock Agreement
 An entity intending to use life insurance to fund a restrictive 
stock agreement now has the C corporation as a viable choice. 
Prior to the repeal of  the corporate alternative minimum tax 
by the Tax Act, C corporations were at a disadvantage because 
life insurance proceeds received or accrued were subject to 
the corporate alternative minimum tax.75 Having the policies 
held by the C corporation shareholders to fund cross purchases 
instead of  redemptions was a flawed work around because of  
the “transfer for value” rules. Under these rules, transfer of  the 
policies among shareholders could cause the proceeds to be 
taxable.76 With the repeal of  the corporate alternative minimum 
tax, a C corporation will no longer necessarily be an inferior 
choice for an entity with an insurance funded redemption 
agreement.

Providing Services as a Disregarded Entity or Single Owner S Corporation; 
New Considerations Involving Independent Contractor Status vs. Employee 
Status
 A self-employed individual providing personal services in a 
qualified trade or business, as a disregarded entity or as the sole 
owner of  an S corporation (whether or not the W-2 wages/
qualified property threshold will be met), would be entitled to the 
20 percent deduction as long as certain income limits ($315,000 
for marrieds filing jointly or $157,500) are met. Wages in 
employment are never entitled to the 20 percent deduction. On 
the other hand, from the standpoint of  the owners of  the service 
recipient entity meeting the W-2 wages test, wages to employees 
count while payments to independent contractors do not.

S Corporations Will Remain the Favorable Pass Through Entity for 
Minimizing the 3.8 Percent Net Investment Income Tax
 A common planning technique for minimizing the 3.8 percent 
tax on income from a trade or business is to use an S corporation 
and pay salary to active shareholders that is not unreasonably 
low, but is not high enough to zero out all entity level taxable 
income. In such case, neither the undistributed S corporation 
income nor S distributions is subject to the 3.8 percent tax 
because they neither constitute wages nor net investment income 
because of  the active trade or business exception to the net 
investment income tax.77 This planning technique is not available 
with a C corporation because money coming out as wages will 
be subject to the 3.8 percent Medicare tax and money coming 
out as a C corporation dividend will be subject to the 3.8 percent 
net investment income tax. In the case of  a partnership, the 
distributive share of  business income from operations of  active 
partners is generally subject to the 3.8 percent Medicare tax 
because it is self-employment income and passive partners would 
be subject to the 3.8 percent net investment income tax on their 
distributive share of  business income. Operating income of  
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a disregarded entity owned by an individual is also subject to 
self-employment tax.

Maximizing the Benefits of  the 20 Percent Deduction
 Careful planning between an S corporation and a partnership 
may be appropriate when seeking to maximize the benefits of  
the 20 percent deduction. Although regulations will be needed to 
clarify these results, presumably an S corporation will sometimes 
be the less favorable pass through in terms of  maximizing the 
benefit of  the 20 percent deduction because compensation 
cannot be unreasonably low in the case of  an S corporation. 
At least this is the case under current law with respect to 
unreasonably low compensation designed to avoid employment 
taxes.78 However, if  owners must be paid W-2 wages to meet 
the W-2 wage threshold, Subchapter S could be more attractive 
because of  the IRS position that partners cannot be paid W-2 
wages.79

 Example 3: Attorney earning $100,000 per year may 
prefer a sole proprietorship (or single member LLC) over an 
S corporation because presumably a proprietorship will not 
be required to pay salary that is not unreasonably low, but an 
S corporation will. Such salary would not be subject to the 
20 percent deduction and would decrease the $100,000 of  net 
income that would be subject to the 20 percent deduction. On 
the other hand, the owner of  a business that qualifies for the 
20 percent deduction, has minimal employees or assets, and 
earns $1 million per year may prefer an S corporation over a 
proprietorship because the owner will be able to pay himself  or 
herself  some amount of  W-2 wages to help meet the W-2 wage 
limit; the owner of  a sole proprietorship presumably cannot pay 
himself  or herself  a wage to help meet the W-2 wage limit. 

Do Not Fail to Consider the Unknown
 For example: 1) One might convert to a C corporation for the 
lower 21 percent rate and suffer adverse tax consequences going 
back to pass through status if  the 21 percent rate is increased by 
future legislation;80 or 2) one might incur tax to convert a
C corporation to a partnership for the 20 percent § 199A 
deduction, although the 20 percent deduction is currently set to 
expire at the end of  2025. 

Conclusion
 Choice of  tax entity has always been a fact and circumstances-
based analysis. Following the Tax Act, there are more facts and 
circumstances to be analyzed. 
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your client enters into a settlement agreement with the board or 
a licensing agency, he or she must be sure to abide by its terms. 
 The attorney should also consider how a settlement that 
results in the practitioner parting ways with the health care entity 
will affect the practitioner’s day-to-day practice. Does the health 
care entity provide software or online technology to practitioners 
with privileges to which the practitioner will lose access after the 
settlement? If  so, the parties should consider whether they can 
come to an agreement in which the practitioner is permitted to 
use the software for a period, until he or she is able to transfer 
his or her files to a new system. Otherwise, the practitioner may 
be locked out of  his or her record-keeping system or be forced to 
utilize an inefficient system.
 Lastly, the settlement agreement should resolve all pending 
and future claims between the parties. This is particularly true in 
a situation involving members of  a practice group seeking to part 
ways. All issues should be resolved by the settlement agreement. 
For any issues that cannot be contemplated and remedied at 
the time the settlement agreement is signed, the parties should 
agree that if  any such unintended situation arises (such as an 
audit), the parties will work in good faith to remedy the situation 
cooperatively.

Business Divorce
 Health care practitioners regularly enter into business 
agreements with colleagues to open and jointly own and 
run health care practices. When relationships sour, and the 
practitioners seek a “business divorce,” business attorneys must 
keep in mind the following issues.

 Records. Hopefully, the divorcing partners will have 
implemented an organized filing system that permits the easy 
separation of  records upon a splitting up of  the practice. 
However, many times this is not the case. As such, the parties 
will have to determine how records will be divided and which 
practitioner retains which records. During this determination 
process, practitioners must ensure compliance with the Health 
Insurance Portability and Accountability Act (“HIPAA”), which 
sets forth strict privacy requirements for patient health records 
and information. It is essential that the parties designate one 
of  the practitioners to retain the records and be the “records 
custodian.” This is important because, if  peer review is triggered 
in the future based on an event that took place while the parties 
were in practice together, those records might ultimately be 
subpoenaed by a peer review group or health care entity. The 
practitioner should be familiar with the location of  those records 
to ensure he or she can obtain access to them if  necessary.

 Business Operating Agreement. In dealing with a 
business divorce, the operating agreement can, of  course, 
provide helpful insight and a potential roadmap to how the split 
will proceed. Among other things, the operating agreement 
may explain how assets will be divided, the process for handling 
patents and other intellectual property, and the division of  
business and patient records. While it would be helpful for 
health care professionals entering into practice together to have 
an operating agreement that covers all potential issues and 
outcomes, it is likely the parties may inadvertently leave out 
important subjects. Clients should be aware that the parties may 
amend the operating agreement or add an addendum to address 
any issues that were missed when the operating agreement was 
first drafted. Importantly, for purposes of  peer review, some 
operating agreements may include a trigger clause, which 
requires the practitioner to exit the practice, sell his ownership 
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