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17.9: C and S Corporations

Summarize the differences between C and S corporations
Discuss the advantages and disadvantages of corporations

Corporate Rights

Figure : As a matter of interpreting the word “person” in the Fourteenth Amendment, U.S. courts have extended certain
constitutional protections to corporations. Some opponents of corporate personhood seek to amend the U.S. Constitution to limit
these rights to those provided by state law and state constitutions.

Corporations have unique status and rights in the American legal system. The legal provisions for such entities extend so far as to
even include something called “corporate personhood.” Corporate personhood is the legal notion that corporations, apart from
their associated human beings (like owners, managers, or employees), have some, but not all, of the legal rights and responsibilities
enjoyed by natural persons (physical humans). For example, corporations have the right to enter into contracts with other parties
and to sue or be sued in court in the same way as natural persons or unincorporated associations of persons.

The basis for allowing corporations to assert protection under the U.S. Constitution is that they are organizations of people, and
people should not be deprived of their constitutional rights when they act collectively. In this view, treating corporations as
“persons” is a convenient legal fiction that allows corporations to sue and to be sued, provides a single entity for easier taxation and
regulation, simplifies complex transactions that, in the case of large corporations, would otherwise involve thousands of people,
and protects the individual rights of the shareholders as well as the right of association.

Since the Supreme Court’s ruling in Citizens United v. Federal Election Commission in 2010, upholding the rights of corporations
to make political expenditures under the First Amendment, there have been several calls for a U.S. Constitutional amendment to
abolish corporate personhood. While the Citizens United majority opinion makes no reference to corporate personhood or the
Fourteenth Amendment, Justice Stevens’ dissent claims that the majority opinion relies on an incorrect treatment of corporations’
First Amendment rights as identical to those of individuals.

The legal status, rights, and responsibilities of corporations continue to evolve in response to cultural and economic pressures. The
forms they take change over time, too. As you’ll see in our discussion of benefit corporations, some types of business are very
recent developments indeed.

Corporation (C Corporation)
A corporation (sometimes referred to as a C corporation) is an independent legal entity owned by shareholders. This means that
the corporation itself, not the shareholders that own it, is held legally liable for the actions and debts the business incurs. This type
of general corporation is called a “C corporation” because Subchapter C of Chapter 1 of the Internal Revenue Code is where you
find general tax rules affecting corporations and their shareholders.

Corporations are more complex than other business structures because they tend to have costly administrative fees and complex tax
and legal requirements. Because of these issues, corporations are generally suggested for established, larger companies with
multiple employees.

For businesses in that position, corporations offer the ability to sell ownership shares in the business through stock offerings.
“Going public” through an initial public offering (IPO) is a major selling point in attracting investment capital and high-quality
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employees.

Forming a Corporation

A corporation is formed under the laws of the state in which it is registered.

Because corporations are recognized as entities separate from their owners, the process is much more complex than establishing a
sole proprietorship or partnership. The corporation must be “formed” and then recognized by the state’s Secretary of State office
and/or State Corporation Commission. The way that corporations are “born” is through the filing of articles of incorporation with
the state’s Secretary of State office. Some states require corporations to establish directors and issue stock certificates to initial
shareholders in the registration process. For this reason, establishing a C Corporation can be expensive. Attorneys are often
engaged to draft the initial articles of incorporation, shareholders agreements, stock option agreements, and other related
documentation. Filing the articles of incorporation, establishing a registered agent, and issuing stock are also tasks that attorneys
perform on behalf of those forming the corporation.

As with other forms of ownership, once the corporation is formed, you must obtain business licenses and permits. Regulations vary
by industry, state, and locality. If you are hiring employees, you will need to understand and follow federal and state regulations for
employers.

Corporation Taxes

When you form a corporation, you create a separate tax-paying entity. Unlike sole proprietors and partnerships, corporations pay
income tax on their profits. In some cases, corporations are taxed twice—first, when the company makes a profit, and again when
dividends are paid to shareholders. These dividends appear on the shareholder’s personal tax returns and are subject to taxation. It
is important to note that only income paid as dividends is taxed twice. Income distributed as salary or other compensation is a
deduction for the corporation. This means that the amount of compensation paid is deducted from the amount of corporate income
that is subject to taxation.

Just like individuals, corporations are required to pay federal, state, and in some cases, local taxes. Instead of supplying a social
security number for taxpayer identification, corporations must register with the IRS and state and local revenue agencies, and
obtain a tax ID number.

Advantages of a Corporation
Limited Liability. When it comes to taking responsibility for business debts and actions of a corporation, shareholders’
personal assets are protected. Shareholders can generally only be held accountable for their investment in stock of the company.
Ability to Generate Capital. Corporations have an advantage when it comes to raising capital for their business—the ability to
raise funds through the sale of stock.
Corporate Tax Treatment. Corporations file taxes separately from their owners. Owners of a corporation only pay taxes on
corporate profits paid to them in the form of salaries, bonuses, and dividends, while any additional profits are awarded a
corporate tax rate, which is usually lower than a personal income tax rate.
Attractive to Potential Employees. Corporations are generally able to attract and hire high-quality and motivated employees
because they offer competitive benefits and the potential for partial ownership through stock options.

Disadvantages of a Corporation
Time and Money. Corporations are costly and time-consuming ventures to start and operate. Incorporating requires start-up,
operating, and tax costs that most other structures do not require.
Double Taxing. In some cases, corporations are taxed twice—first, when the company makes a profit, and again when
dividends are paid to shareholders.
Additional Paperwork. Because corporations are highly regulated by federal, state, and in some cases local agencies, there are
increased paperwork and record-keeping burdens associated with this entity.

S Corporation

An S corporation (sometimes referred to as an S Corp) is a special type of corporation created through an IRS tax election. An
eligible domestic corporation can avoid double taxation (once to the corporation and again to the shareholders) by electing to be
treated as an S corporation.

An S corp is a corporation with the Subchapter S designation from the IRS. To be considered an S corp, you must first charter a
business as a corporation in the state where it is headquartered. According to the IRS, S corporations are “considered by law to be a
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unique entity, separate and apart from those who own it.” This limits the financial liability for which you (the owner or
“shareholder”) are responsible. Nevertheless, liability protection is limited—S corps do not necessarily shield you from all
litigation such as an employee’s tort actions as a result of a workplace incident.

What makes the S corp different from a traditional corporation (C corp) is that profits and losses can pass through to your personal
tax return. Consequently, the business is not taxed itself. Only the shareholders are taxed. There is an important caveat, however:
Any shareholder who works for the company must pay him or herself “reasonable compensation.” Basically, the shareholder must
be paid fair market value, or the IRS might reclassify any additional corporate earnings as “wages.”

Forming an S Corporation

Before you form an S Corporation, you must determine if your business will qualify under the IRS stipulations, and you must first
file as a corporation. After you are considered a corporation, all shareholders must elect your corporation to become an S
corporation. As with the C corp, this process can be complex, and it’s generally standard practice for an attorney with experience in
corporate matters to guide the business owners/shareholders through the creation and registration of the S corp.

S Corporation Taxes

Like the C corp, S corps need to register with the IRS, register with state and local revenue agencies, and obtain a tax ID number or
permit.

However, unlike the C corp, all states do not tax S corps equally. Although most state taxing authorities treat them similarly to the
federal government (IRS) and tax the shareholders accordingly, some states (like Massachusetts) tax S corps on profits above a
specified limit. Other states don’t recognize the S corp at all, and they treat the business as a C corp with all of the tax
ramifications. Some states (like New York and New Jersey) tax both the S corps profits and the shareholder’s proportional shares of
the profits. Before deciding upon a corporate structure, business owners/shareholders need to check with an accounting
professional to ensure that they make the proper election based on their state corporate tax laws.

Advantages of an S Corporation
Tax Savings. One of the best features of the S corp is the tax savings for you and your business. While members of an LLC are
subject to employment tax on the entire net income of the business, only the wages of the S corp shareholder who is an
employee are subject to employment tax. The remaining income is paid to the owner as a “distribution,” which is taxed at a
lower rate, if at all.
Business Expense Tax Credits. Some expenses that shareholder/employees incur can be written off as business expenses.
Nevertheless, if such an employee owns 2 percent or more shares, then benefits like health and life insurance are deemed
taxable income.
Independent Life. An S corp designation also allows a business to have an independent life, separate from its shareholders. If a
shareholder leaves the company, or sells his or her shares, the S corp can continue doing business relatively undisturbed.
Maintaining the business as a distinct corporate entity defines clear lines between the shareholders and the business that
improve the protection of the shareholders.

Disadvantages of an S Corporation
Stricter Operational Processes. As a separate structure, S corps require scheduled director and shareholder meetings, minutes
from those meetings, adoption and updates to by-laws, stock transfers, and records maintenance.
Shareholder Compensation Requirements. A shareholder must receive reasonable compensation. The IRS takes notice of
shareholder red flags like low salary/high distribution combinations, and may reclassify your distributions as wages. You could
pay a higher employment tax because of an audit with these results.
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