
 
 
 
 

 
 

 

Incorporation: Tax Planning and Entity Selection 
 

Choice of Entity: How Do I Choose What Fits Me Best? 
 

There are many considerations when deciding which type of business entity to choose including 
tax savings, limited liability, transferability of ownership rights, and the ability of the entity to 
continue in the event of death or withdrawal. The type of entity chosen dictates not only the legal 
requirements of the business but also the taxation requirements. 

 
Sole Proprietor: Self-employed individuals who choose not to form a separate entity have 
unlimited liability in the course of business because there is no legal distinction between the owner 
and the business. The net earnings are taxed 100% by the self-employment tax and the owner is 
entitled to all profits but also personally responsible for all losses and debt. 

 
Limited Liability Company (LLC): LLC’s are similar to partnerships but are taxed like a 
corporation. California prohibits the formation of LLCs by professionals such as doctors, 
accountants, and architects. 

 
Partnership: There are two main types of partnerships, including general partnerships and limited 
partnerships. A general partnership is the oldest and simplest form of business organization formed 
with two or more partners. A general partnership results in unlimited liability for all partners. A 
limited partnership includes general partners and limited partners for whom only the general 
partners have unlimited liability. 

 
 Note: If you become a partner in a general partnership consider forming an S-corporation 

(see below) and allowing your S-Corporation to be the partner. This will limit your liability 
and risk for personal loss should the partnership be sued. 

 
C-corporation: The C-corporation is the original structure for providing limited liability to its 
owners and is governed by subchapter “C” of the Internal Revenue Code. A C-corporation offers 
a “corporate veil” of liability protection to its shareholders. A C-corporation is notorious for double 
taxation because profits are taxed at the corporate level and again when the profits are distributed 
to the shareholders. 

 
S-corporation: All S-corporation start out as C-Corporations until they make an “S-election” 
thereby agreeing to be governed by subchapter “S” of the Internal Revenue Code. S-corporations 
offer the same “corporate veil” as the C-corporation except they avoid double taxation; profits are 
only taxed once. S-corporations are the most popular choice of entity among professionals such as 
doctors. 



Recommendation 
 
The S-corporation tends to be the best choice of entity for physicians looking to protect their 
personal assets while saving tax dollars. While there are additional tax filing requirements and 
additional costs for maintaining the corporation, the benefits of owning your own company far 
outweigh the costs. 

 
 

Nature and Taxation of an S-Corporation 
 

Distinct legal entity: The corporation exists as an entity distinct from its shareholders. It can sue, 
be sued, own property, and even has some constitutional rights. 

 
Generally no personal liability for shareholders: Generally, shareholders, directors, and officers 
are not personally liable for contracts made by their corporation. Neither are they liable for 
corporate torts, except to the extent the shareholders, officer, or director participated in the tort. 

 
Federal Taxation: S-Corporations are flow through entities, which means that the net income (net 
profit) flows to the shareholder and is taxed on the shareholders personal tax returns. The S- 
corporation does not pay any Federal income tax 

 
California Taxation: The State of California charges a minimum fee for the privilege to do 
business in California. California taxes S-corporations based on a formula of 1.5% x net income. 
Net income is defined as income minus expenses. California requires a payment of at least $800 
each year, even if the S-corporation operates at a loss. 

 
Forming an S-Corporation 

 

The main purpose of forming an S-corporation is liability protection. The secondary purpose is tax 
savings. The best way to form an S-corporation is to contact an experienced attorney who 
specializes in the filings and paperwork associated with forming a California S-corporation. Some 
people try to save a little money by forming the corporation themselves online or having a family 
member fill out the paperwork. This can be a costly mistake. If the bylaws and operating agreement 
are not worded correctly, or the filings are not completed properly on a timely basis, the whole 
purpose of forming the corporation for liability protection can be lost. Paying an attorney to form 
your S-corporation correctly the first time is the cheapest insurance you will ever pay. 

 
 The attorney will handle obtaining your Employer Identification number, registering your 

corporation with the Secretary of State, creating the articles of incorporation, writing the 
corporation’s operating agreement, and other legal filings. 

 
o Beware: Not all attorneys prepare and file the required “S-election” which is 

necessary for any corporation to be treated as an S-Corporation. It is critical that 
the S-Election is filed timely and correctly. Since the Election is a tax form (Form 
2553) we prepare and file these all the time. Please let us know if you need 
assistance in this area. It is never surprising when an attorney forgets to prepare 



the S-election, or does not file it correctly, and our firm must file the form along 
with negotiating penalty abatement. 

 
 Make sure to tell your incorporating attorney that the corporation’s shares need to be issued 

in the name of your Living Trust. Doing so will avoid probate costs and other legal issues 
should you pass during the business’s existence. 

 
Costs of Forming and Maintaining an S-Corporation 

 

There are costs associated with forming and maintaining an S-corporation. Some of these costs 
include: 

 
 Legal costs to form the S-corporation: $1,000 (onetime fee) 
 S-corporation Tax Return preparation fees: $1,000 per year 
 Payroll administrative costs: $1,375 per year 
 Bookkeeping: $50-60/hour 
 Tax paid to California each year: the greater of $800 or 1.5% x net income 
 Employer payroll taxes: 

o 6.2% Social Security tax on wages up to $118,500 
o 1.45% Medicare tax on all wages (no limit) 
o Federal and State unemployment taxes of approximately $325 

 Secretary of State annual fee: $25 
 Personal property tax assessed on assets owned by the corporation: based on total assets 

and city where business resides 
 

Conclusion 
 

Forming a corporation offers multiple benefits from tax savings to flexibility in business 
deductions to liability protection (i.e. the “corporate veil”). In addition, there are more advantages 
as far as health insurance plans and 100% deductible premiums, retirement contribution amounts, 
and putting a spouse or child on payroll and contributing to their retirement plan. As discussed 
above, the S-Corporation tends to be the entity of choice for physicians seeking liability protection 
and tax savings. If your business net income is greater than $100,000, you will likely benefit from 
forming an S-corporation. Keep in mind that some taxpayers are restricted from forming 
corporations such as Kaiser Partners. 


