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Introduction

How can | avoid self-employment taxes? This simple question was the inspiration for creating an article
describing the benefits of an S Corporation. That original article, which was about four pages long, quickly
became a series of KnowledgeBase articles on the WCG website. The posts touched on basic topics such as how
to elect S Corp status, shareholder payroll, reasonable salary determination, retirement planning, health care,
fringe benefits and liability protection.

Those broad topics demanded much more information, both horizontally by spanning into more related issues,
and vertically by digging deeper into the granular yet riveting levels of the tax code. The articles were grouped
and relabeled as the Taxpayer’s Comprehensive Guide to LLCs and S Corps which grew to 39 pages in its first
edition. Sorry, all the good titles were taken (remember, the longer the title the less important the material is.
Bible, Beowulf, Caddyshack... short and sweet). The Hunt for Red October is one exception, yet we digress.

Time marched on, and more information was added to the first edition such as expanded retirement planning
concerns, health care options after the Affordable Care Act and business valuations including exit strategies.
Boom, we now had our second edition at over 100 pages. At that point it was suggested by some clients and
colleagues to convert the PDF into an eBook as well as paperback. So here we are on our ninth edition which is
now called the 2021-2022 edition.

. Entity Structures, Custom Multi-Entity Arrangements, Tax Efficiency
. Deal Structures, Operating Agreements

. The Fallacy of Nevada Corps

. State Taxes, Nexus, FBA Problems, and Liability

. S Corp Benefits, Tax Savings

. Avoiding Self-Employment Taxes

. The 185 Reasons an S Corp or LLC Might Stink

. Forming and Operating an S Corp

. Late S Corp Election

10. Determining Reasonable S Corp Shareholder Salary

11. Section 199A Business Tax Deduction

12. Tax Deductions, Fringe Benefits, Kids on Payroll and Cars

13. Properly Paying for Health Insurance

14. Small Business Retirement Planning with Your Small Business
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Each week we receive several phone calls and emails from small business owners and other CPAs across the
country who have read our Taxpayer’s Comprehensive Guide to LLCs and S Corps and praised the wealth of
information. Regardless of your current situation, whether you are considering starting your own business or
entertaining a contracting gig, or you are an experienced business owner, the contents of this book are for you.

Here we go...

support@wcginc.com



Shortie Version

This PDF is our teaser of our 430-page monstrosity of a manuscript. We want to show you some of the basic
concepts you need to consider when operating an LLC with and without an S Corp election. Throughout this PDF
we will bring up additional concerns and solutions including tax court cases that are only available in our
purchased print copy from Amazon or downloadable electronic PDF copy.

Yes, we are trying to monetize our efforts. Then again if our audience is business owners then this shouldn’t
come to you as a surprise since you are doing the same thing. Having said that, all this material is available from
our KnowledgeBase as individual articles. The only difference is delivery- you can click away and get everything
you need, or you can purchase printed and downloadable versions.

Please visit www.wcginc.com/book for more information on purchasing our book in PDF, Kindle and Amazon
formats. You can also view the entire contents of our book within our KnowledgeBase at www.wcginc.com/kb.
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About the Author

Jason Watson, CPA

Senior Partner
Jason Watson is a Senior Partner for WCG Inc., a progressive tax, accounting and
consultation firm located in Colorado Springs and Denver.

Jason has owned two small businesses in the past and holds both a Bachelor’s and
Master’s in Business Administration from the University of Wisconsin — Madison.

Aside from carrying the one in accounting class, his desire is speaking with small
business owners and creating a dynamic map for the future. Jason enjoys talking
about business planning, corporate structures (for elegance and efficiency), S Corp
vs LLC concepts, self-employment taxes, health insurance issues and retirement
planning. He is quick to point out that while 70% of the all situations can be covered
with the basics, every business and person is truly unique. One of his Jason-isms is
“every house has four walls and a roof, but inside, the things that are personal to you, are different than your
neighbor’s.”

Ask a question and have a dry erase board handy, and you’ll see the true passion of a person who not only
wants to educate but also wants to see small business owners thrive. While this book on LLCs and S
Corporations can be labeled as shameless self-promotion, it truly came from Jason’s heart to help small business
owners everywhere. And No! He doesn’t unnecessarily complicate things; while complication is great cocktail
party fodder, most often it is the illusion of precision.

Other than sharing a beer with other Colorado Springs CPAs and drooling on the latest IRS Notice, Jason likes dirt
biking, boating in Wisconsin, watching the Packers beat the Bears (it never gets old), and running trails in
Colorado. He used to also be a pilot for SkyWest Airlines, a United Express airline, but resigned in March 2015 to
focus on helping small business owners and taxpayers alike.

Lastly and most importantly, he is a father of three wonderful, amazing and perfect children (posturing is the
new past time in Colorado Springs) and is married to WCG's founder and Senior Partner, Tina Watson, CPA.

You contact Jason at 719-428-3261 (direct) or jason@wcginc.com.
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Progressive Updates

The tax law is continuously changing from the acts of our government, to the decisions by the Tax Court and
Federal courts, and through notices and private letter rulings from the IRS. In addition to changes, other topics
of interest pop up in various trade journals such as Journal of Accountancy, Tax Adviser and Kiplinger’s Tax
Letter. As we discover other issues concerning LLCs, S Corporations and self-employment taxes, we want to get
the word out right away.

More importantly, the frequent business consultations we perform and the questions we field provide a steady
stream of new ideas that are worthy of being wormed into this book. So here’s to you- the curious small
business owner helping others.

Currently this book is our 2021-2022 Edition and includes the pertinent and permanent changes to our tax code
which came about during the COVID nuttiness. We cannot wait to get back to the days of giving sound business
and tax consultation from the comforts of our beach chairs sans laptop. Today with the speed and volume of the
changes, we are in a continuous mode of education.

We encourage you to visit our website for information on updates-

wcginc.com/book

In addition, please check out our blog from time to time for discussion of current tax issues-
wcginc.com/blog

Note: As much as we attempt to update our book periodically throughout the year, our blog posts allow
us to provide more frequent updates. We encourage you to visit. We are a tax and consultation firm
first, and a book-writing firm second; we kindly ask for some patience.

Disclaimer

The information materials and opinions contained on the WCG website and in this book are for general
information purposes only, are not intended to constitute legal or other professional advice and should not be
relied on or treated as a substitute for specific advice relevant to particular circumstances.

WCG Inc. and Jason Watson make no warranties, representations or undertakings about any of the content of
our website and this book (including, without limitation, any as to the quality, accuracy, completeness or fitness
for any particular purpose of such content), or any content of any other website referred to or accessed by
hyperlinks through our website and this book. Although we make reasonable efforts to update the information
on our site and this book, we make no representations, warranties or guarantees, whether express or implied,
that the content on our site is accurate, complete or up-to-date.

Please contact us for additional information or seek the advice of other professionals at it pertains to your
unique situation.

Taxpayer’'s Comprehensive Guide to LLC's and S Corps : 2021-2022 Edition
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Shameless Self-Promotion

This book originally was a collection of Knowledge Base articles that were written to help small business owners.
And unintended benefit was helping our own small business, WCG, grow and thrive through educational
marketing.

Since you probably paid some money for the privilege of being bombarded with shameless self-promotion, we
hope you take our comments with a grain of salt (and perhaps some tequila and lime to go with the salt). Our
primary focus is to-

A educate you,

A minimize your tax consequence,
A maximize your wealth, and

A keep you out of trouble.

If you read this, arm yourself with knowledge and then ask pointed questions to your current accountant and
other professionals, we are completely happy. We have done our job with this book.

Having said that, if you want WCG’s assistance in whatever capacity necessary, from quick second opinions to
full-time service, we are also happy to provide that. Want more information? The Epilogue in the back of this
book has all kinds.

Conversational Tone

This book is written in a conversational tone. If you like perfect prose and editorial exactness that you would
expect in a book on brain surgery, then we will be disappointing. We make jokes, some of which are only funny
to ourselves. We don’t have the best punctuation. We might even have a missing word or a misspelling. We are
nerdy accountants who did everything possible to avoid English literature and writing classes. Yuck!

Testimonials

Here are some testimonials that we peeled from consultation requests and emails. To say that everyone loved
our book is to say that everyone liked sliced bread. We’re sure there are people who hate sliced bread. At any
rate, here are some testimonials which represent most of our audience.

| love the LLC and S Corp Book and it has been very helpful. | have a question that hopefully you can provide
clarification on. | have a client that uses two vehicles for business purposes...

I am in the planning stages of starting my own consulting company that will launch in January 2018. | came
across your firm, and specifically your TCGLS document, through a number of various Google searches and was

Taxpayer’'s Comprehensive Guide to LLC's and S Corps : 2021-2022 Edition
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immediately captured by your thought leadership and communication style. | just finished reading the TCGLS
Shortie, and will admit that | both externally laughed and internally cried. In both cases, | learned a lot.

Thank you so much for speaking with me last week! You are amazing and | greatly appreciate all of the
information you emailed me. | am in complete adoration of your book!

| just got done reading your book. I’'m actually on my second time reading it. The fact that you use humor to
help with the complicated wording of the IRC is absolute genius. | like the part where you stated that
accountants renamed LLCs to mean ‘Lawyers Likely Choice.’

Hello, your LLC/S Corp book has been extremely helpful, but | am struggling to get proper advice on how to best
structure our business long-term. Currently it is setup as an SMLLC, however | would like to add a partner (wife
to be) to help expand the business while | continue to work full-time.

My search re: pros & cons of how to own/expense a vehicle used for business purposes dropped me into your
KB. Almost a black hole! Hours later, my head throbbing & stuffed with as much as it could absorb in one
session--vehicles, entity structures, state tax laws, retirement accounts, and more--I figured maybe | should
crawl out & get in touch with the people responsible for assembling all that!

Great read by the way. | read another book by Mark Kohler which lead me astray, or maybe | just had poor
reading comprehension that night.

From what | read in your excellent book, [my husband] has done (quite) a few things the IRS frowns upon and
I'm sure that if | knew more about S-Corps, it might help to give me an edge in negotiations. | would like to tell
you more about the specifics of my situation to see if you can be of help in this area.

Hello, first of all | love reading the book on LLC's and S-Corps. | downloaded a copy about a year ago, and it's still
a fun read. | currently have a handful of businesses (all within a 2 year period, so some lose money and some are
moving ahead) and they involve different industries and structures as well.

| read your "Comprehensive S Corp" book. Wow. You blew my mind. | thought | understood S Corps.

BTW, I read [your] book and really enjoyed it although some of it was beyond me.

Taxpayer’'s Comprehensive Guide to LLC's and S Corps : 2021-2022 Edition
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Found your book on Amazon--read and enjoyed it. | have some questions about optimizing my business
structure, and further understanding taxation on distributions/dividends.

Don’t take our word or the words of your colleagues... read on to see if this could help you leverage more out of
your business, build wealth and minimize taxes.
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From
0
9,951
40,526
86,376
164,926*
209,426
523,601

From
0

19,901

81,051
172,751
329,851*
418,851
628,301

* Start of Section 199A qualified business income phaseout for small business owners.

Standard Deduction Single

Standard Deduction Married Filing Joint
Social Security Wage Limit

IRA Contribution Limit

Quick Reference 2021

To
9,950
40,525
86,375
164,925
209,425
523,600
forever

To
19,900
81,050

172,750
329,850
418,850
628,300
forever

Roth Income Phaseout Single
Roth Income Phaseout Married Filing Joint 198,000
19,500 + 6,000 catch up

401k Employee
401k Employer
Max 401k Total

Single 2021

Rate
10%
12%
22%
24%
32%
35%
37%

Married Filing Jointly 2021

Rate
10%
12%
22%
24%
32%
35%
37%

12,550
25,100
142,800

Marginal Tax
995

3,669
10,087
18,852
14,240

109,961

Marginal Tax
1,990

7,338
20,174
37,704
28,480
73,308

6,000 + 1,000 catch up

125,000

38,500
58,000
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Total Tax
995
4,664
14,751
33,603
47,843
157,804

Total Tax
1,990
9,328
29,502
67,206
95,686

168,994



From
0
10,276
41,776
89,076
170,051
215,951
539,901

From
0
20,551
83,551
178,151
340,101
431,901
647,851

Quick Reference 2022 (projected)

Single 2022 (projected)

To Rate Marginal Tax
10,275 10% 1,028
41,775 12% 3,780
89,075 22% 10,406
170,050 24% 19,434
215,950 32% 14,688
539,900 35% 113,383
forever 37%

Married Filing Jointly 2022 (projected)

To Rate Marginal Tax

20,550 10% 2,055
83,550 12% 7,560
178,150 22% 20,812
340,100 24% 38,868
431,900 32% 29,376
647,850 35% 75,583
forever 37%

* Start of Section 199A qualified business income phaseout for small business owners.

Standard Deduction Single 12,950

Standard Deduction Married Filing Joint 25,900

Social Security Wage Limit 149,800

IRA Contribution Limit 6,000 + 1,000 catch up
Roth Income Phaseout Single 127,000

Roth Income Phaseout Married Filing Joint 200,000

401k Employee
401k Employer
Max 401k Total

20,000 + 6,000 catch up
39,000
59,000
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Total Tax
1,028
4,808
15,214
34,648
49,336

162,718

Total Tax
2,055
9,615
30,427
69,295
98,671

174,254



Chapter 1
Business Entities and LLCs

There are three basic business entities with variations within. The three basic are-

A Llimited Liability Company (LLC), the crowd favorite

A Limited Liability Partnership (LLP) or General Partnership (GP), the legacy dinosaur
A C Corporation (for profit)

There is an additional entity subtype with the “Professional” prefix. Some states require certain professionals,
such as doctors, attorneys, accountants and engineers, to be a Professional LLC (the PLLC) or a Professional
Corporation (the PC). Since you don’t see too many LLPs these days, you don’t see too many PLLPs either.

Two notables missing from the list. First, sole proprietors are not an entity nor is the variant or close cousin of
“Doing Business As” (DBA). If you wake up and want to sell used copiers, you can, right now, without any
formalized structure. It is not smart, but certainly permissible. At times sole proprietors are interchanged with
single-member limited liability companies (SMLLC) since the IRS and most states consider a SMLLC to be a
disregarded entity for taxation, and both a sole proprietorship and a SMLLC will end up on Schedule C of your
Form 1040. However, they are truly different in several underlying ways.

Also note how an S corporation is not listed. It is not an entity. It is a taxation election. The underlying entity has
to be one of the above, and usually it is an LLC (either single-member or multi-member) for the ease of
formation including documentation.

If you want to learn more about these separate business entities beyond the LLC taxed as an S Corp structure,
please visit www.wcginc.com/book for more information or visit our KnowledgeBase at www.wcginc.com/kb.

This book is mostly about S corporations so we saved the best for last. The benefits include a low audit rate of
0.4% as compared to perhaps 3-5%, yet the big... like elephant big... benefit is the reduction of self-employment
taxes. Read that again. There is very little difference between a garden-variety LLC and an LLC withan S
corporation election from an income tax perspective; the savings of an S Corp is from the reduction of self-
employment taxes which comprise of Social Security and Medicare.

Recall that Social Security taxes stop at $142,800 (for the 2021 tax year) but Medicare continues into perpetuity.
Don’t laugh! That 3.8% Medicare tax times a zillion dollars is a lot of money.

Spoiler alert: At S2M in net income, your S Corp tax savings is still above $60,000 even with a $400,000
salary... all because of Medicare taxes.

Taxpayer’'s Comprehensive Guide to LLC's and S Corps : 2021-2022 Edition
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Other payroll taxes such as Unemployment, State Disability Insurance (SDA), etc. actually increase by electing S
Corp taxation, but they are minor compared to the reduction of Social Security and Medicare (self-employment)
taxes.

As mentioned earlier, S corporations are pass-through entities and therefore do not pay Federal income taxes
directly. However, various states might have different taxes such as a business or franchise tax. Additionally, the
shareholders only pay Social Security and Medicare taxes on their salaries, yet do not pay these taxes on the net
income after expenses (and shareholder salaries) from an S Corp.

Therefore, you would want a tiny salary and a large distribution from the net income, right? Well, sure, but
there is a small little IRS rule called “reasonable shareholder salaries” that we spend an entire chapter on. We’'ll
also show in a later chapter that S corporations have various sweet spots in terms of income versus payroll tax
savings from $30,000 to $2 million, between sole proprietorships, LLCs, partnerships and entities taxed as an S
corporation.

S corporations are never formed contrary to popular belief. They are spawned from an entity such as a limited
liability company, partnership or C corporation that elects to be taxed as an S corporation. After the election is
made on Form 2553, you are treated as an S corporation for taxation purposes only. The underlying entity does
not change! A lot of business owners rightfully say, “I have an LLC taxed as an S Corp” but they also say, “l have
an S Corp.” Technically the former is more accurate, but both get the point across.

Oddly enough, the equity section in your balance sheet should then have a Capital Stock account and an
Additional Paid-In Capital account. Again, while your underlying entity might be an LLC without stock (LLCs have
interest not shares), it is being taxed as an S corporation so the balance sheet and tax return should look like a
corporation. Yeah, it seems weird to have equity accounts that are for corporations while the underlying entity
is a limited liability company. However, this coincides with representing the entity as a corporation for tax
purposes, yet the underlying governance might be different. This is the whole S Corp vs LLC conundrum.

We can help with the journal entry to populate these accounts correctly so your equity section resembles that of
a corporation. This also helps the tracking of basis in your S corporation. A later chapter has some examples.

To reiterate, you are in a weird limbo with electing to be taxed as an S corporation. You need to walk and talk
like a corporation for taxes, but the underlying entity and what the Secretary of State will have on file is going to
be an LLC, partnership or C corporation. More on the election, and the behind the scenes stuff in a later chapter
plus our thoughts on corporate governance such as Meetings and Minutes.

Again, this book is mostly about S Corps. The last couple of pages were a slamma-jamma description of the
basics.

Section 199A deduction also known as the Qualified Business Income deduction arises from the Tax Cuts & Jobs
Act of 2017. This is a significant tax break for small business owners but there are rules and limits of course. As
with any major revision to the tax code, there will be modifications and interpretations which will change how
Section 199A can be used for pass-through businesses. Stay tuned to updates.

Taxpayer’'s Comprehensive Guide to LLC's and S Corps : 2021-2022 Edition
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Defining Terms
Pass-thru entities and structures include-

Sole proprietorships (no entity, Schedule C).
Real estate investors (no entity, Schedule E).
Disregarded entities (single member LLCs).
Multi-member LLCs.

Any entity taxed as an S corporation.

> > > > > >

Trusts and estates, REITs and qualified cooperatives.

Specified Service Trade or Business is defined as-

A Traditional service professions such as doctors, attorneys, accountants, actuaries and consultants.
Performing artists who perform on stage or in a studio.

Paid athletes.

Anyone who works in the financial services or brokerage industry.

> > > >

And now the hammer... “any trade or business where the principal asset is the reputation or skill” of the
owner. Why didn’t they just start with this since everything else would have been moot. Oh well...

Interestingly, removed from the traditional service profession are engineers and architects. But an engineer
operating a business based on his or her reputation or skill is still a specified service trade.

The IRS released Proposed Regulations 1.199A on August 8, 2018. In there they expanded on the concept of
specified service trades or businesses such as nurses, real estate agents and others. Our full book has more
details.

Sit on the ledge, sure, but don’t jump off a bridge just yet. The specified service trade or business problem only
comes up when your taxable income exceeds the limits. So, a financial advisor making $150,000 might still enjoy
the Section 199A deduction. Keep reading!

Taxpayer’'s Comprehensive Guide to LLC's and S Corps : 2021-2022 Edition
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Income Limits

A Based on taxable income including all sources (not just business income). Also limited to 20% of taxable
income.

See Line 43 of 2017’s Form 1040 to assess your 2018 taxable income using 2017 as a proxy, adjusted for
itemized deductions and exemptions (or lack thereof).

A Single is $157,500 completely phased out by $207,500 (adjusted for inflation).
A Married filing jointly is $315,000 completely phased out by $415,000 (adjusted for inflation).

Calculating the Qualified Business Income Deduction

The basic Section 199A pass-through deduction is 20% of net qualified business income which is huge. If you
make $200,000, the deduction is $40,000 times your marginal tax rate of 24% which equals $9,600 in your
pocket. Who says Obamacare isn’t affordable now? Here is the exact code-

(2) DETERMINATION OF DEDUCTIBLE AMOUNT FOR EACH TRADE OR BUSINESS. The amount determined under
this paragraph with respect to any qualified trade or business is the lesser of-

(A) 20 percent of the taxpayer’s qualified business income with respect to the qualified trade or business, or
(B) the greater of-
(i) 50 percent of the W-2 wages with respect to the qualified trade or business, or

(ii) 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 immediately after acquisition of all qualified property.

There are some devils in the details of course. The best way is to show some examples of Fred, Wilma, Barney
and Mr. Slate. Please visit www.wcginc.com/book for more information or visit our KnowledgeBase at
www.wcginc.com/kb.

C Corporations Remain Bad for Most Owners

Thanks to recent tax law changes, corporations now enjoy a 21% income tax rate. But... not all that glitters is
gold. Dividends are then taxable to you up to 23.8% (which is 15% to 20% capital gains plus 3.8% of Medicare
surtax potentially). Therefore, your effective tax rate for using a C Corp as your entity choice ranges from 36% to
44.8% where the top individual rate is 37%.

We don’t run into too many business owners who want to make money but never spend it. Sure, you can enjoy
a lasting 21% corporate tax rate given the Tax Cuts and Jobs Act of 2017, but to spend it you need to be taxed

again at your dividend rate. Read more in our recent blog post-

wcginc.com/8376
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There are several other entity considerations-
A The life cycle of an S corporation from startup to operations.

A The Nevada fallacy of having an LLC domiciled there.

If you want to learn more about these issues, please visit www.wcginc.com/book for more information or visit
our KnowledgeBase at www.wcginc.com/kb/.
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Chapter 2
Customized Entity Structures

There might be some situations where layering entities or creating a brother-sister or parent-child type of
overall structures makes sense.

Holding Company and Operating Company

This is one of the most common situations where you own two entities that conduct business between
themselves. For example, you are a typical poor accounting firm with the usual high maintenance clients, and
you feel that everything would be better if you also owned your own office building. You would create an LLC as
the holding company which owns the building, and another LLC (and probably taxed as an S Corp) for the
operating company.

This allows for some excellent ownership separation. For example, if you and your father-in-law own the
building, he doesn’t have a stake in your accounting firm, and vise-versa (didn’t we just scare you with this idea,
and now we are bringing it up as an example... we’re evil). You might also want to make one of your key
employees a business partner in your operations, but he or she should not have a stake in the building. Chinese
Wall.

Please keep in mind that rental properties including self-rentals are mostly wealth-building strategies and not
tax reduction strategies. Yes, depreciation and perhaps even cost segregation can yield some accelerated tax
savings, but even that is primarily a wealth-building move.

The holding company and operating company arrangement can also reduce self-employment taxes or payroll
taxes since this conduit changes the color of money. Huh? As discussed in an earlier chapter, your accounting
firm’s income is earned income, taxed both at the self-employment tax level (or payroll tax level) and the
income tax level. However, you reduce this earned income by the amount of rental expense and that
subsequent rental income on the other end is considered passive and only taxed at the income tax level
(technically non-passive since it is a self-rental under Section 469, but let’s not muddy the waters).

Beauty! You must have a lease and the rent must be market rates; usually a rent appraisal from an independent
appraiser will suffice. The rent appraisal is also a good idea in the expansion of ownership. For example, Jason
and Tina Watson own the building that WCG leases. As WCG expands its ownership to other partners, the rent
payment to Jason and Tina needs to be above reproach; ergo, a rent appraisal. This reduces office politics and
hurt feelings.

Parent-Child Arrangement (Income Flows Up)

You might have two business entities that you want to combine but they are also very different. For example,
you are a realtor and your spouse is an IT consultant. We could create a holding LLC called Smith Ventures which
owns the realtor LLC and the IT consultant LLC. In other words, the realtor LLC and IT consultant LLC have a
single-member, and that single-member is the holding LLC.

Taxpayer’'s Comprehensive Guide to LLC's and S Corps : 2021-2022 Edition
Copyright© 2021 WCG Inc. (www.wcginc.com/book)



The holding LLC would then make the S Corp election, and all the LLC income would flow into the S corporation
as wholly owned subsidiaries. Remember, single-member LLCs are disregarded entities and are reported on the
sole member’s tax return. In this case the sole member is a sexy and tax-efficient S corporation. Sexy and tax-
efficient... probably went to far with that one.

You might be saying, “Yeah, but, why
not just have two S Corps?” You can,
and in some situations you must (like
an attorney and doctor as a married
couple). The downside is the
additional costs in tax return
preparation and payroll processing.
\ Conversely in the arrangement above,

all the payroll for the shareholders is
SMLLC handled out of a single S Corp. Each
single-member LLC (SMLLC) is a

T disregarded entity and therefore only

a singular tax return is required at the
m S corporation level.

We rattled that off fairly quickly. Let’s
break it down with some specifics.. An S corporation tax return preparation fee is generally $1,000 to $1,200,
and the cost of processing shareholder payroll is about $800 annually. Let’s call this $2,000. By having two S
Corps, you added $2,000 to your overall legal and professional services budget perhaps unnecessarily.

Shareholders

§ Corp

/

f

Another benefit is that one of these business units, subsidiaries or whatever you want to call them can be carved
away and later sold off. You could also expand ownership in one without expanding ownership in the whole
structure (we’ll show this later in the chapter).

Let’s move onto the minor inconveniences. Each entity should have its own checking account and set of books.
Common expenses such as an umbrella policy or tax preparation fees would be paid at the S corporation level,
while subsidiary-specific expenses such as website hosting would be paid at the LLC level.

Also, if you want to take a distribution out of one of the subsidiaries, truly the S corporation would receive the
distribution first, and then make another distribution to you, the shareholder. A double hop, and what is
referred to as a trampoline in the drug trafficking business (fire up Narcos or Snowfall... great shows!). In other
words, transfer money from the SMLLC’s checking account to the S corporation’s checking account to your
checking account.

Another inconvenience is that each entity might be slapped with high annual fees from the state in the form of
filing fees, or franchise taxes (like California) or both. For example, if this arrangement was in California, there
would be a minimum of S800 x 3 in franchise taxes. Nasty! The benefits might still outweigh the costs but be
careful.

This is a common strategy between husband and wife teams where the business entities are completely
different, yet the household wants to enjoy the benefits of an S corporation.
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Side Bar: We must analyze limitations in each of the subsidiary LLCs. For example, you cannot have an
LLC that would be deemed a hobby tucked under the “protection” of an S Corp. Each LLC must have a
profit motive. There might be other limitations at the LLC level, but the hobby loss limitation is a
wonderful illustrative point.

Want another? Section 199A Qualified Business Income Deduction has limitations for Specified Service
Trades or Businesses (SSTB). Therefore, if one SMLLC is deemed an SSTB and another SMLLC is not,
there will be some extra math calculations in determining the Section 199A deduction.

Expanding Ownership

Expanding ownership will be discussed in more detail in a later chapter, but we quickly wanted to add some
more reasons for the compartmentalization of your multiple business units into LLCs. Let’s say you have a home
inspection business and a home remodel business. Similar to the holding company / operating company
arrangement, you might want to expand ownership in the remodeling business unit and not the inspection
business unit.

For example, you add a partner to the
home remodeling LLC and it suddenly
becomes a multi-member LLC (the
MMLLC above). This entity would
have two members; your S
corporation and the other guy. The
other guy could be an S corporation as
T well. In this schematic you would
need two business entity tax returns;
a Form 1120S for the wholly owned S
MmLLe Corp and a Form 1065 for the MMLLC
(Partnership Tax Return). Your S Corp
would receive a K-1 from the MMLLC.

Shareholders

S Corp Third Party

/

SMLLC SMLLC

You could also have the SMLLCs

remain owned by each spouse

individually. The SMLLCs could then pay the S Corp for services rendered, like a management fee, driving the
SMLLC income down to a nominal amount, like $500. Why?

B

A Twist

Hl

401k plans have all kinds of rules on controlled groups and discrimination rules, and we’ll explore more of that
later in another chapter. However, if a husband owns SMLLC “A” and wife owns SMLLC “B,” each business can
have a separate 401k plan. One could be filled with employees, and the other is just a solo 401k plan. This is
provided that the spouses don’t participate in each other’s business (again, more on this narrow exception to
controlled group rules in a bit).

Multi-Member LLC That Issues Invoices

A simpler way to accomplish the same thing as above is to create three entities again, but the multi-member LLC
is owned by you and the other guys, not the S corporations. While we showed the previous schematic, the
following is the preferred arrangement for a host of reasons, especially state apportionment of income and
business valuation (more on that in a bit).

Taxpayer’'s Comprehensive Guide to LLC's and S Corps : 2021-2022 Edition
Copyright© 2021 WCG Inc. (www.wcginc.com/book)



The S Corps issue consultation, fee for service or management fee invoices to the multi-member LLC in the
amount of the net business income split driving the multi-member LLC income down to zero, or some nominal
amount like $500. In other words, the payments from the MMLLC to the S Corp would be recorded as Payments
for Services Rendered or Outside Contractor or something similar (see dotted lines below).

Therefore, each human would receive two K-1s. One from the MMLLC or “mothership” for a small amount and
another from his or her respective S Corp. Additionally, this still accomplishes the Eat What You Kill income
splitting objectives and changes the color of money through distributions from each person’s “baby” S Corp.
Flexibility plus tax efficiency. Brilliant!

This would also be beneficial if you
didn’t have an Operating Agreement

l or if you are afraid that an Operating
Agreement could be too restrictive
MMLLC Owned by from year to year. You would still
Fred, Velma, and Shaggy need some sort of instrument or
agreement that dictated how the fees
are calculated so there aren’t any

; : hard feelings.
The above schematic is also preferred
l l l for regulated industries like financial
=n -
In some states and certain regulatory
agencies, the MMLLC can be owned

advisors or real estate agents where

entity ownership must be individuals.
by S corporations provided the named principals are the licensed / regulated individuals... again, this
arrangement avoids that issue.

Having said that, the “baby” S Corps typically must register separately with their regulatory body. For example, if
you are band of attorneys wanting the mothership baby S Corp multi-entity arrangement with fee for service
agreements, each S Corp would probably need to be registered as a law office with the state bar. This is a minor
housekeeping detail, but an important one.

You might also reduce your exposure to state nexus based on revenue or income. If the MMLLC is a California
entity issuing a small K-1 to an individual running an S Corp in lllinois, you will reduce the long-reach risk of
California. What do we mean here?

Scenario 1 is where your lllinois S Corp owns member interest in a California LLC. The LLC will issue a K-1 to your
S Corp and now you instantly have a very visible tax footprint in California.

Scenario 2 is where your lllinois S Corp provides a service to a California LLC in a business to business (B2B)
relationship. You might still have a tax footprint in California, but you are in complete control since California
does not instantly know about this not-so-visible relationship.
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We are not advocating avoiding apportionment (the allocation of taxable income to other states), but at least
you are more in control of what California knows and what they don’t need to know. They feel like they need to
know everything, and they most certainly do not.

Do not issue 1099s in this scenario. First, a 1099 is only required to be sent to non-corporations. Even though
you might have created an LLC and then later elected S Corp status, you are now considered a corporation for
taxation and your vendors are not required to send you a 1099 (although many do).

Side Bar: Business tax returns such as Form 1065, 1120 and 1120S are usually prepared by tax
professionals, and as such the IRS believes revenue has a much higher chance of being recorded
properly, and 1099s are not necessary. It would also be ridiculous for Verizon to receive a million 1099s
from its customers. Funny, Yes. But ridiculous.

Second, a 1099 has EINs and possibly SSNs. Since these dots can be connected by the IRS, the issuance of a 1099
might invite unnecessary scrutiny. The IRS agent’s question becomes “Why did you issue a 1099 to a partner
rather than let the income flow through a K-1?” “To avoid taxes and headaches” is probably not going to go well
during the audit.

A multi-member LLC with a zero for taxable income (or close to it) is a no harm no foul tax return. In other
words, it flies well below the radar but it also above reproach. As stated previously, Fred, Velma and Shaggy
would get two K-1s, one from the MMLC and another from their S Corp.

Here is a brief recap of three possibilities given what we’ve discussed in the previous two schematics-

A The MMLLC makes d