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ENTITY SELECTION FOR BUSINESS OWNERS: 

S CORPORATION OR LLC? 

I. S Corporation/LLC Comparison 

A. Governance with IRS Qualification S Corporation should abide by corporate 

requirements of electing directors and officers; LLC may follow suit, but no requirement per se. 

B. S Corporation has restrictions and requirements regarding number of shareholders, 

identity of trusts or other entities; LLC may be owned by any number of persons or entities and by 

any form of entity. 

C. LLCs with more than one owner are typically taxed as partnerships and have great 

flexibility as to structuring preferences for distribution to members; S Corporations must have only 

one class of stock with distributions made pro rata according to ownership. 

D. S Corporations may have voting and nonvoting shares; LLCs may vary voting nghts 

also. Both entities may have nonvoting interests that are conducive to obtaining discounts for estate 

and gift tax planning purposes of owners. 

EB. S Corporation typically has a shareholders’ agreement if it has more than one 

shareholder; LLC has an operating agreement for both sole member and multi-member entities; buy- 

sell terms are typically included in S Corporation shareholders’ agreement and may be covered in 

operating agreement or separately in a buy-sell agreement for LLC members. 

2. Compensation Issues 

A. C Corporations: Maximize Compensation, Minimize Dividends 

Traditionally, shareholder-employees of closely held C Corporations have avoided 

having the corporation pay dividends because the payment effectively would be taxed twice.



Dividend payments cannot be deducted by the corporation, thus resulting in income taxable to the 

corporation. At the same time, the dividends payable to the shareholder would be taxed as ordinary 

income. 

To the extent possible, a shareholder-employee would generally prefer to receive 

compensation for services rendered instead of dividends. While payments of compensation mean 

that social security payments are also made, compensation is deductible to the corporation, unlike 

the “double tax” effect if dividends are paid. The key requirement is that compensation must be 

reasonable in order to be deductible to the corporation as an ordinary and necessary business expense 

under IRC Section 162. 

B. S Corporations: Minimize Compensation, Maximize Dividends 

An S Corporation is generally not subject to the federal corporate income tax. 

Instead, after payment of compensation and other expenses, the net income earned by the corporation 

is taxed to the shareholders. In contrast to the C Corporation setting, the shareholder-employee of 

an S Corporation who has the discretionary control to be paid compensation or dividends in a given 

year will likely opt to receive a lesser amount of compensation as an employee and a greater amount 

of dividends as a shareholder. Amounts paid to a shareholder-employee as compensation or 

dividends are subject to the same federal income tax rates as ordinary income. However, salary or 

bonus payments received as compensation are subject to Social Security taxation of 7.65 percent on 

the “wage base” of $113,700 in 2013 (which will increase to $117,000 in 2014). Beyond that 

amount, compensation is subject to a 1.45 percent Medicare tax. For the sole shareholder-employee 

who receives compensation above the wage base, the Medicare tax is effectively 2.9 percent, which 

consists of 1.45 percent paid by the corporation as the employer and 1.45 percent paid by the 

employee. 

Everything else being equal, the desire of the C Corporation shareholder-employee 

to maximize compensation and the desire of the S Corporation shareholder-employee to minimize 

compensation are nonetheless governed by the same standard: compensation must be reasonable in 

relation to services performed as an employee of the corporation.



Far more case law exists on the reasonable compensation question for C Corporations 

than for S corporations. C Corporations have a longer history than S Corporations and more dollars 

are at stake for both the IRS and the taxpayer for a possible recharacterization of compensation as 

dividends for C Corporations than vice versa for S Corporations. Nonetheless, compensation paid 

to a shareholder-employee of an S Corporation should be carefully structured to be supported as 

reasonable compensation. 

C. S Corporation: Active or Passive Shareholder? 

Dividends paid by an S Corporation to an active shareholder are not subject to the 3.8 

percent Medicare tax that joint filers with modified adjusted gross income (“MAGI”) of more than 

$250,000 must pay for net investment income, in the amount of the lesser of: net investment income 

or the amount by which MAGI exceeds $250,000. 

On the other hand, dividends paid to a passive shareholder of an S Corporation are subject 

to the 3.8 percent Medicare tax, subject to the $250,000 MAGI threshold, as just stated. 

Compensation paid to an active shareholder-employee with taxable income above $250,000 

(for joint filers) is subject to a .9 percent Medicare tax as well as the 2.9 percent tax payable at 1.45 

percent by the corporation and 1.45 percent by the employee. In effect, compensation paid to the 

shareholder-employee is subject to the same 3.8 percent Medicare tax that is incurred by the passive 

shareholder with net investment income above the income figures mentioned above. 

It should be noted that an active shareholder-employee with a reasonably low salary and 

reasonably high dividends avoids the 3.8 percent Medicare tax on the dividends. However, the 

shareholder-employee who draws an unreasonably low salary may be at risk of being considered a 

passive shareholder for purposes of the 3.8 percent Medicare tax on investment income.
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NON-TAX CONSIDERATIONS FOR CHOICE OF ENTITY: CORPORATIONS V. LLCS 

Steven Rosard, Esq. 

Rosard Law LLC 

Structure and Ownership: 

Corporations are constructs of statute, and their structure is well defined by their enabling 

statutes. They have been in existence for a long time, and their structure and operations are 

generally well understood by the general public. Their basic structure is that ownership is 

vested in stockholders, management is vested in the board of directors, and execution of 

the board’s directives is carried out by officers. The ability of stockholders to participate in 

the operations and decisionmaking is clearly limited. Stockholders elect directors, and vote 

to approve fundamental corporate transactions such as mergers, Sales, liquidations, charter 

amendments, etc., although the corporation can, to the limited extent permitted by statute, 

vary voting rights of stockholders. 

S corporations, which are taxes as partnerships, must comply with a number of limitations 

to qualify as S corporations. An S corporation must be a domestic corporation with no 

more than 100 shareholders, who must (with certain limited exceptions) be individuals or 

certain qualifying trusts or non-profit organizations. Corporations and LLCs cannot be 

stockholders (except for an S corporation that is a 100% owner). Nonresident aliens may 

not be stockholders. An S corporation may not have more than one class of stock, but the $ 

corporation can have common stock with differing voting rights. Treasury regulation 

1.1361-1 contains detailed definitions as to what constitutes a second class of stock. None 

of these restrictions apply to C corporations or LLCs. If the company desires to grant 

preferred returns or liquidation preferences, to issue below-market options or warrants, or 

grant special allocations of income, gain or loss, an LLC may be preferable to an S 

corporation. 

LLCs, on the other hand, are extremely flexible entities by design. Section 18-1101 of the 

Delaware Limited Liability Company Act (“DLLCA”) states: “Tt is the policy of this chapter to 

give the maximum effect to the principle of freedom of contract and to the enforceability of 
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limited liability company agreements,” and also states: “The rule that statutes in derogation of 

the common law are to be strictly construed shall have no application to this chapter.” The intent 

is clear: freedom of contract in an LLC is to be broadly construed. The Pennsylvania Limited 

Liability Company Act (“PLLCA”), incorporates the same freedom of contract. Committee 

comment to sec. 8913. A common introductory phrase in both LLC acts is “except as provided in 

the operating agreement . . .” This is a major distinction: corporate charters, bylaws, and 

stockholder agreements are limited by the statutory mandates, while the LLC Act is in effect a 

set of default rules which describe the normal operation of an LLC, but which may be changed or 

overridden by the operating agreement. As a result, an LLC can be structured to mimic the 

structure of a corporation (with members acting as stockholders, managers acting as directors, 

and officers acting at the direction of the board); a limited partnership (with members acting as 

limited partners, and managers acting as general partners, but with limited liability); or a general 

partnership (with members acting as general partners, and no managers). The flexibility of the 

LLC statutes can be a curse as well as a blessing. Because LLCs are relatively recent statutory 

creations, the interpretation of the LLC rules and governance are not as well settled as for 

corporations. In addition, operating agreements can often be far more complex than corporate 

organizational documents, especially the provisions describing allocations of income, gains, and 

losses, which must comply with detailed and highly technical tax regulations. 

Management Authority: 

A default provision of both PA and DE LLC Acts is that management of the LLC is vested in the 

members, and each member has authority to bind the LLC. DLLCA 18-402, PLLCA sections 

8904 and 8941. If manager-managed, each manager has authority to bind the LLC. Under the 

PLLCA, a PA LLC must state in its certificate if it is to be managed by managers instead of 

members, while the DLLCA permits either the certificate or the operating agreement to define 

whether the company is to be managed by managers or members. In either case, a statement in 

the certificate is not constructive notice to third parties that the company is manager-managed. 

Section 18-207 of the DLLCA provides that the certificate is constructive notice only of the 

name of the LLC and the registered agent, and of an election by the LLC, if made, to be a 

“series” LLC. In PA, the certificate is not constructive notice to third parties of anything. 

Committee comment to PLLCA 8913. The company may choose to alter the default rules to 
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require that managers (or members, in a member-managed LLC) may only act by a vote of the 

managers (or members), and that no single manager or member has power to act on his or her 

own. This provision can be in the operating agreement or in the certificate. In either case, it is 

binding only on the parties to the operating agreement, unless the provision is specifically 

disclosed to a third party. Since an LLC operating agreement is a private contract, not readily 

accessible to third parties doing business with the LLC, a contracting party would not otherwise 

know or be charged with knowledge of the terms of the LLC operating agreement. Therefore, an 

LLC is at risk for the actions of a rogue member or manager acting outside his or her authority, 

although the company may have a claim against the rogue for damages. By contrast, significant 

corporate actions are usually assumed to require board approval to be valid, and corporate | 

actions are usually taken by an officer, not a director. Parties contracting with a corporation are 

generally aware of this process, and are more likely to require at least a representation regarding 

valid corporate authority before accepting a contract signed by a corporate officer or director. 

Unlike a corporation, in which the stockholders must elect directors and have the right to remove 

them, an LLC agreement can provide otherwise with respect to election and removal of 

managers. Thus, a manager can be appointed until he resigns, or the board of managers can be 

given sole power to remove and replace individual managers. 

Employment status of participating equity owners: 

Members of an LLC, like partners of a partnership, cannot be “employees” of the LLC. Their 

pay from an LLC may be salary-based or based on their ownership interest, or both. Both types 

of pay are treated as self-employment income, subject to self-employment taxes, social security, 

etc. Owner-managers of a corporation, whether a C corporation or an S corporation, are 

employees of the corporation, and only their salary and bonus is treated as employee income 

subject to employment, social security and other payroll taxes. Any dividends or distributions 

based on their ownership of the company are not subject to such taxes. This distinction between. 

LLCs and S corporations is sometimes a reason for an LLC to elect to be taxed as an S 

corporation. 

Under Pennsylvania law, employers must pay unemployment compensation tax and workers 

compensation insurance payments on compensation paid to employees. Since a member of an 
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LLC is not an employee, members of an LLC who receive payments for services are not subject 

to state unemployment tax (see 

http://www.portal.state.pa.us/portal/server.pt?open=5 14&objID=552159&mode=2). On the other 
  

hand, the PA unemployment compensation law specifically defines corporate officers as 

employees subject to the tax. Pennsylvania law also requires employers to obtain and-pay for 

workers compensation insurance. Members of an LLC are not employees under the PA workers 

compensation law and are not required to be insured (see 

http://www portal state.pa.us/portal/server-pt/community/faqs/12353). Corporate officers are 

employees subject to the law, but executive officers with an ownership interest in an S 

corporation, or with at least a 5% ownership interest in a C corporation, may apply for exclusion 

from characterization as employees under the workers compensation law. 

Corporate Formalities: 

The LLC is not required to have the same formalities as corporations, such as annual stockholder 

meetings to elect directors. LLCs still need to keep adequate records and not commingle assets, 

but the lack of meetings, minutes, etc. in an LLC should not be considered a factor in 

determining whether to pierce the corporate veil of the LLC. Mark C. Larson, Piercing the Veil 

of Pennsylvania Limited Liability Companies, 75 Pa. B.A. Q. 124 (2004), cited in In re LMcbD, 

LLC, 405 B.B.555 (U.S. Bankruptcy Ct., M.D.Pa. 2009). The other factors used to determine 

whether to pierce the.corporate veil (domination and control of the entity, commingling of funds, 

prevention of injustice or fraud) probably apply equally to LLCs as to corporations. See In re 

Kitchin, 445 B.R. 472 (U.S. Bankruptcy Ct., E.D. Pa, 2010). 

Dissenters Rights: 

Corporate stockholders have statutory dissenters or appraisal rights in a merger or consolidation, 

or in a share exchange or asset sale by a PA corporation (Del. GCL 262; Pa BCL 1571). These 

rights cannot be waived. The corporation may also grant stockholders additional appraisal rights. 

By contrast, LLC members do not have statutory dissenters or appraisal rights, although the 

operating agreement may provide for them. DLLCA 18-210; Amended committee comment to 

PLLCA 8957. However, injunctive relief is available to LLC members in the event of fraud or 

breach of fiduciary duties under the same standards as apply to corporations. 
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Transfer Restrictions: 
f 

Common law principals have long established that transfer restrictions imposed on corporate 

stock must be reasonably related to a legitimate corporate purpose. Del. GCL 202, expressly 

permits transfer restrictions that: (1) obligate a stockholder to offer to the corporation and/or 

other securities holders a nght of first offer or first refusal; (2) obligate the corporation and/or 

other securities holders to purchase restricted stock from any stockholder; (3) require the 

corporation or other stockholders to consent to a transfer or to approve a transferee or to approve 

the amount of securities that may be owned by a person or group; (4) obligate a stockholder to 

sell or transfer any stock to the corporation and/or any other person; or (5) prohibit the sale or 

transfer of stock to any designated person or class of persons, if not manifestly unreasonable. 

Delaware courts have held that section 202 merely codified the common law principal but placed 

the burden of proving unreasonableness on the party challenging the restriction. Capital Group 

Companies, Inc. V. Armour, 2005 WL 678564, (Del.Ch. 2005), citing Grynberg v. Burke, 378 

A.2d 139 (Del.Ch.1977), rev'd on other grounds, Oceanic Exploration Co. v. Grynberg, 428 

A.2d 1 (Del. 1981). A transfer restriction is “highly questionable if its avowed purpose was 

to get rid of certain stockholders of a given class solely because their presence in the 

stockholding group was undesirable to the rest.” Greene v. E H Rollins, 2 A.2d 249 (Del.Ch. 

1938). However, transfer restrictions limiting stock ownership to current employees or 

active participants in the business would be a reasonable business purpose. Pa. BCL 1529 is 

similar to Del. GCL 202, and is likely to be similarly construed. 

Unlike corporations, LLCs are treated like partnerships with respect to transfer 

restrictions, and follow the policy that a person is entitled to “pick your partner”. 

Therefore, transfer restrictions are expressly not subject to any reasonableness standard, 

as partners can choose not to partner with another person for any reason or for no reason. 

However, because economic and management interests in an LLC can be split, the statutes 

make a distinction between their transfer. DLLCA 18-702 provides the default rule on 

transfers: 

(a) A LLC interest is assignable in whole or in part except as provided in a LLC 

agreement. The assignee... has no right to participate in the management of the 

business and affairs of a LLC except as provided in a LLC agreement or, unless 
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otherwise provided in the LLC agreement, upon the affirmative vote or written 

consent of all of the members of the LLC. 

(b) Unless otherwise provided in the LLC agreement, (i) an assignment does not 

entitle the assignee to become or exercise any rights or powers of a member; (2) 

-assignee is entitled to share in profits, losses, distributions, income, gain, loss, 

deductions, or credits. 

The analogous provision in Pennsylvania is PLLCA 8924: 

An LLC interest may be assigned as provide in writing in the operating agreement. 

Unless otherwise provided in the operating agreement, if other members do not give 

unanimous consent to proposed transfer, which consent may be unreasonably 

withheld, the transferee shall have no right to participate in the management of the 

business and affairs of the LLC or to become a member. The transferee shall only be 

entitled to receive distributions in respect of the transferred interest. 

Pennsylvania assumes that this transfer restriction will apply equally to judgment creditors 

who attempt to foreclose on an LLC interest. Delaware specifically addresses that situation _ 

in DLLCA 18-703, providing that: 

a judgment creditor of a member may obtain a charging order, giving it the right to 

receive distributions in respect of the member’s LLC interest. That is the exclusive 

remedy against an LLC interest. No right to become a member or participate in the 

LLC or to obtain possession of the LLC property. 

By contrast, when a creditor of a stockholder forecloses on the stockholder’s stock ina 

corporation, the creditor takes all of the rights of the stockholder, including economic and voting 

rights, dissenters rights, and rights to challenge actions of the board and controlling stockholders. 

In a corporate situation, counsel must take care to provide for transfer restrictions that validly 

apply to foreclosures or liens. 

Close Corporations: 

Both Delaware and Pennsylvania permit a corporation to elect to be treated as a “close 

corporation” with a strict limit on the number of stockholders permitted in the corporation and 

the permissible imposition of qualifications on who may be a stockholder. Del. GCL Subchapter 

XIV sections 341-356; Pa BCL chapter 23, sections 2301 — 2309. A Delaware close corporation 

may also elect to be managed by its stockholders rather than a board of directors. In both cases, a 
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close corporation may impose greater transfer restrictions than other corporations in order to 

maintain the limitations on stockholders. 

Fiduciary Duties: 

DGCL 102 permits a corporation, in its certificate, to eliminate or limit the personal liability of a 

director for monetary damages for breach of fiduciary duty, but not for (i) a breach of the duty of 

loyalty, (ii) acts or omissions not in good faith or which involve intentional misconduct or a 

knowing violation of the law, or (iii) any transaction from which the director derived any 

improper personal benefit. Note, this does not authorize an elimination of fiduciary duty, but 

merely the elimination of personal liability for breach of fiduciary duty. 

DGCL 145 permits the corporation to indemnify directors, officers, employees and agents if they 

acted in good faith and in a manner reasonably believed to be in or not opposed to the best 

interests of the corporation, and to provide D&O insurance even beyond the limits of permissible 

indemnification. 

A charter provision that purports to treat mterested directors as disinterested to immunize 

interested transactions from the entire fairness analysis is unenforceable; however, a similar 

provision in an LLC operating agreement would be enforceable. Sutherland v. Sutherland, 2009 

~ Del.Ch.Lexis 46 (Ch. Ct. 2009). 

The DLLCA goes quite a bit further. DLLCA 18-1101 permits the LLC operating agreement to 

eliminate, restrict, or expand all fiduciary duties (to the extent that they exist) of members, 

managers, and others, except for the implied contractual covenant of good faith and fair dealing. 

The operating agreement may also limit or eliminate or limit the personal liability of any 

member, manager, or other person for breach of contract and breach of fiduciary duties, except 

for bad faith violations of the implied contractual covenant of good faith and fair dealing. DLLCA 

18-1104 states that “[i]Jn any case not provided for in this chapter, the rules of law and 

equity ... shall govern.” While the Delaware Supreme Court has pointedly not yet deciding 

whether the DLLCA imposes default statutory fiduciary duties similar to those imposed on 

corporate officers and directors (Gatz Properties, LLC v. Auriga Capital Corp., 59 A.3d 1206 

(Del. 2012), the Delaware Chancery Court has repeatedly found that the DLLCA does 

impose such default fiduciary duties. Feeley v. NHAOCG, LLC, 62 A,3d 649 (Del. Ch. 2012). 
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Therefore, it is best practice to specify in an operating agreement precisely what fiduciary 

duties are and are not to be imposed on managers, members, and officers. DLLCA 18-108 

permits the LLC to indemnify any member, manager, or other person against any and all claims 

whatsoever, without restriction. 

The implied contractual covenant of good faith and fair dealing is not as extensive as 

fiduciary duty. The covenant is best understood as a way of implying terms in the agreement that 

the parties would have included had they considered them. The implied covenant of good faith 

cannot be used to circumvent the parties’ bargain, or to create a free-floating duty unattached to 

the underlying legal documents. Lonergan v. EPE Holdings, LLC, 5 A.3d 1008 (Del. Ch. 2010). 

The PBCL specifies the standard of care for directors and officers to fulfill their fiduciary duties 

in section 1712. Directors and officers must act in good faith, in a manner reasonably believed to 

be in the best interests of the corporation and with reasonable prudence, care, skill and diligence, 

although the bylaws can waive the standard of care for officers. Section 1713 permits a_ | 

corporation to eliminate the personal liability of a director for monetary damages for breach of 

fiduciary duty unless the breach constitutes self-dealing, willful misconduct or recklessness, or 

the liability arises under a criminal statute. 

Pa BCL sections 1741, 1742 and 1746 permit the corporation to indemnify directors, officers, 

employees and agents for any acts or omissions so long as they did not constitute willful 

misconduct or recklessness. Section 1747 authorizes the corporation to provide D&O insurance 

even beyond the limits of permissible indemnification. 

Managers and officers of Pennsylvania LLCs are subject to the same fiduciary duties as 

corporate directors (section $943) and the operating agreement may only eliminate those 

fiduciary duties to the same extent as a permitted to a corporation in section 1713. Members of a 

member-managed LLC are subject to the same fiduciary duties to each other as general partners 

of a partnership, which includes the duties of loyalty and good faith. Members must also account 

to the LLC for profits derived from transactions connected to the LLC without the consent of the 

other members. PLLCA 8945 permits the LLC to indemnify any member, manager, or other 

person against any and all claims, except in the case of willful misconduct or recklessness. 

Directors of a Delaware corporation have a fiduciary duty to maximize the value of the 

corporation for its stockholders. Since the corporation has perpetual existence, the duty of loyalty 
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