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CHOICE OF ENTITY DECISION TREE 
By: Katayun Jaffari, Ballard Spahr, LLP 

and Marshall Paul, Saul Ewing LLP 

PRESUMPTIONS. 

A. Owners want to maximize their protection from personal 

liability for debts of the entity. 

Owners generally do not want to incur double tax on profits 

from the entity's operation or from a sale of all or 

substantially all of the entity's assets. 

Owners generally want the entity to pass through losses for 

use on their own personal tax returns. 

The tax benefit to owners of so-called "tax-free fringe 
benefits" in a C Corporation are not appreciably greater 

than the benefits available to owners through the use of a 

pass-through entity. 

There is a strong presumption AGAINST the use of a 

corporation as the choice for form of entity. 

A Limited Liability Company is typically the first entity to think 

about, unless the LLC is doing business in Pennsylvania, the 

potential impact of Pennsylvania capital stock/franchise tax must 

be analyzed. 

TAX ADVANTAGES OF THE PARTNERSHIP FORM (including 
LLC, AND LIMITED PARTNERSHIP). 

A. 

B 

C. 

D 

ss 

No limit on number of owners. 

No limit on type of owners. 

Special allocations are permitted. 

In-kind contributions almost always tax-free. 

Distributions are almost always tax-free - except "mixing bow]" 

rules may apply if property contributed within 7 years is 
distributed to a member other than the contributing member.
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If interest is sold, transferee gets inside basis step up if section 754 
election is made. Basis step up is also available upon death of 

member. 

In some cases, payments to retiring member can be deducted from 

profits by other members. 

Each owner includes its share of the entity's debt in his or her 
"outside" basis. This means an owner can deduct tax losses greater 

than the amount of cash and the basis of property contributed to the 

entity. 

A profits interest in the entity may generally be issued on a tax-free 

basis to a new or existing member or partner in consideration for 
services to be rendered. (Tax will be triggered if the member or 

partner receives an interest in existing capital.) 

C CORPORATION OR PASS-THROUGH ENTITY? 

The following is a list of reasons, some good and some not so good, why 

C Corporations are sometimes formed: 

A. 

B. 

Is the entity immediately going public? 

If the entity is not immediately going public, does it plan 

ultimately to go public? BE SKEPTICAL! Many more companies 

hope to go public than actually do go public. You can always start 
out as a pass-through entity and later switch to C corporation status 

before you go public, but once you are a C corporation, you are 

usually stuck. 

Will the entity have foreign investors who do not want to be 
treated as doing business in the United States? Suggest that the 

foreign investors form a separate U.S. corporation to hold their 

investment, so that the U.S. investors do not have to incur the 

double tax penalty solely for their benefit. 

Will the entity have investors which are qualified benefit plans? 

Again, explore if it is feasible to set up a separate corporation as a 
blocker entity to hold the interest of the qualified benefit plan. 

Will the entity have an investor that wants established corporate 

governance principles to apply? Explain to any such person that 
you can structure an LLC with a corporate governance structure. 
Point out the horrendous tax cost that a C corporation would 
impose.
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Is the accumulation of income inside of the entity at corporate tax 
rates important to the owners? This is NOT a valid reason to form 

a C Corporation. The potential savings are miniscule; the potential 

costs are enormous. 

An entity need not organize as state law "corporation" to have the 

entity be treated as a corporation for federal income tax purposes. 
Limited partnerships and LLCs also can be treated as corporations 

for federal income tax purposes if they choose. 

WHEN SHOULD THE ENTITY BE AN S CORPORATION? 

In most cases, it will be preferable to form an LLC or limited partnership, 
rather than an S corporation. There are some circumstances, however, 

where an S Corporation may be the best choice. Factors to consider 

include the following: 

A. Do the owners want to bifurcate income for social security 

tax purposes? S Corporations are sometimes used to save 

FICA taxes. This is not without risk. Also, this technique 
is not a great idea in Pennsylvania, since FICA tax savings 

are offset by an increase in the capital stock/franchise tax. 

Do the owners expect, as a part of their exit strategy, to do 

a stock-for-stock exchange with an acquiring corporation? 

Do the owners want to be assured that established corporate 
governance principles will apply? 

Will the entity be subject to tax in a country such as 

Canada, which does not recognize the pass-through nature 
of the LLC but does recognize S Corporations as pass- 

through entities? 

WHEN SHOULD LLP FORM BE USED? 

A. 

B. 

Almost never. 

Liability shield is imperfect in many states. 

Even if the state of organization offers a full liability shield, other 
states may not recognize this, notwithstanding constitutional 

principles of comity.
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IF C CORP., S CORP. AND LLP ARE RULED OUT, HOW DO 
YOU CHOOSE BETWEEN LIMITED PARTNERSHIP AND LLC? 

A. LLC would be the entity of choice if not for special 

considerations that apply from state to state. 

Will the entity have an owner who is domiciled in Florida? 

For example, in Pennsylvania, LLCs, other than professional 
LLCs, are subject to the capital stock/franchise tax, but limited 
partnerships are not. BEFORE FORMING AN LLC THAT WILL 

DO BUSINESS IN PENNSYLVANIA, YOU MUST ANALYZE 

THE IMPACT OF CAPITAL STOCK/FRANCHISE TAX. The 

primary alternative in Pennsylvania is to form a limited 
partnership, with an LLC as the general partner. This avoids 

capital stock/franchise tax. 

Will the entity be doing business in Texas, which imposes a 

franchise tax on LLCs formed or qualified to do business in 

Texas? 

In all other cases, the LLC is the preferred form of organization. 

(1) Members have corporate-like shield from personal liability. 

(2) Members enjoy the flexibility and tax advantages listed in 

Section II of this Decision Tree Outline. 

(3) In the case of a professional organization, an LLC may, 
under the laws of most states, have owners who are 

licensed in different professions, while a corporation may 

not. 

WHAT IS THE BEST STATE OF ORGANIZATION FOR A C ORS 

CORPORATION? 

A. For closely-held corporations, the state in which the principal 
office of the corporation is located is the typical choice. 

B. Venture capitalists and other sophisticated investors favor 
Delaware because of features of Delaware corporate law and the 

sophistication of the Delaware Chancery Court. 

C. Pennsylvania provides greater protection from hostile takeovers 

than Delaware.
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A. If a partner does control the entity, he or she should 
consider a state which has not enacted ULLCA as there are 

no fiduciary duties imposed on those in control. 

If a partner does not control the entity, consider a state 
which has adopted ULLCA so that statutory fiduciary 
duties will be imposed on those in control. 

Consider a state which provides to partners a "full liability 

shield," such as Maryland, even if the entity is doing 

business elsewhere. 

If the entity will be used for estate planning purposes, 
choose a state whose statute does not prevent discounts in 

value of gifted interests. 

WHAT IS THE BEST STATE OF ORGANIZATION FOR AN LLC? 

A. If a partner does control the entity, he or she should 

consider a state which has not enacted ULLCA as there are 

no fiduciary duties imposed on those in control. 

If a partner does not control the entity, consider a state 

which has adopted ULLCA so that statutory fiduciary 

duties will be imposed on those in control. 

Will the entity be a single purpose LLC with a non- 

economic owner? If so, create a Delaware or Maryland 

LLC. 

Do the owners wish to impose absolute restrictions on 
transfer of membership interests (as opposed to economic 

interests)? Ifso, create a Delaware LLC. 

Do the owners wish to engage in asset protection planning, 
so that, for example, creditors of a member are limited to 
the remedy of obtaining a charging order with respect to the 

member's interest? If so, consider creating an Arizona 
LLC. 

Will LLC be used for estate planning purposes — i.e., gifts 
of interests to family members? If so, choose a state whose 
statute does not prevent the value of gifted interests from 
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being discounted based on minority interest or lack of 

marketability. 

Will the LLC be used for other than a business purpose? If 

so, check permitted purposes under the statute of the 
contemplated state of organization. 

Will the LLC be a tax-exempt entity? If so, create a 
Delaware or Maryland LLC, which permit "non-economic" 

members. 

In all other cases, consider state of principal office.


