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Under the check the box regulations, an LLC (or LP) can elect to be taxed as an S Corp.  For all other intents and purposes, the LLC remains such under state corporate law.  

Why Would Anyone Ever Do This???

1. An S Corp can have some tax benefits.

2. Under CA law, LLC’s pay a 1.5% gross receipts tax.  The tax is capped at $11,790.  The S Corp pays a 1.5% net profits tax.  Unlike the gross receipts tax, there is no cap or limit to the 1.5% net profits tax.  If the company is not very profitable, or operates at a loss, an S Corp could save money.  

3. Under federal law, an S Corp makes sense if the members are actively engaged in the day-to-day operations of the company (i.e., the company is operating a business, as opposed to an investment).  In such an event, with and LLC, all allocations are subject to social security and Medicare withholdings.  However, in an S Corp, you can pay yourself a “reasonable salary” (a term of art), and the remainder is not subject to withholdings.   For example, you expect to make $300,000, but a “reasonable salary” would be $100,000.  The $100,000 would be subject to withholdings, but the remaining $200,000 would not.  In most instances (for salaries over $109,000), this represents a 2.9% savings because social security (for now) stops at $109,000.  

4. There are other potential reasons an S Corp might be preferable.  For example, assume that someone is contributing appreciated property.  Under Sub K, when the property is sold, all pre-contribution gain is allocated to the contributing partner.  Under Sub S, pre-contribution gain is allocated to all members according to their percentage interests.  

Why Not Just Do a Corporation Under State Law and Elect Sub S Treatment

1. I generally hate S Corps.  However, if there are reasons for doing one (or if the client insists), the LLC taxed as an S Corp is vastly superior to using a corporation and election Sub S treatment.

2. One major drawback of an S Corp are its requirements.  In addition to number and makeup of the shareholders, there is the “one class of stock” requirement.  This creates a nightmare in the event of loans – especially loans from a member to the company, or loans from a lender other than a federally chartered bank. 

3. If the S Corp fails to meet the above requirements, it reverts to a C Corp and pays a 35% entity level tax.  Bad news.  However, if you are an LLC and you lose your Sub S treatment, you revert to being taxed as a partnership with no entity level tax.  Much better.  

4. Another advantage of using an LLC is from a corporate side.  Unlike a corporation, the operating of a LLC is far more flexible (e.g. no meetings, directors, etc.).

Changes to Standard LLC Operating Agreement

1. To account for the Sub S treatment, the agreement needs fairly significant changes.

a. Removal of all items directly relating to Sub K (e.g. minimum gain chargeback, special allocations, basically the entire Article dealing with allocations and distributions).

b. Prohibiting any transfer to a shareholder that would not qualify.  Removing any reference to impermissible shareholders (e.g. a corporation or partnership or other entity)

c. The most difficult changes related to the one class of stock requirement.  This is a bit tricky because there are some safe harbors in the regulations, but other than that, there are no black and white rules.  This requirement affects (1) remedies for failure to make capital contributions, (2) allowable loans to the company, (3) ordering of distributions.  Any reference to a loan or dealings with the company should be immediate red flags – not because they would create a second class of stock, but because they have the potential to.  

