
Entity Classification Optimization
(S Corporation)

Making the Right Decision for Your Business



This Presentation, including all associated materials (collectively "this Presentation") is for informational purposes and its use is for the intended recipient only.  Nothing in this 
Presentation should be construed to constitute or be relied upon as providing a legal  opinion or providing legal  advice by Prudent Accountants.  No accountant-client 
relationship is created solely by your use of this Presentation. Prudent Accountants, its licensors and suppliers disclaim all liability in connection with your use of this 
presentation and you assume all responsibilities and obligations with respect to any decisions, conclusions, opinions or actions that you may take regarding your use of this 
Presentation.  
Any reproduction, copying or redistribution of this Presentation, electronic or otherwise, in whole or in part, is strictly prohibited without the express written permission of 
Prudent Accountants.  
Any tax related information provided by this Presentation should not be used or be relied upon to (i) avoid the imposition of any payment, interest or penalties imposed by the 
U.S. Internal Revenue Service or to otherwise (ii) promote, market or recommend to others any tax related advice.  
This Presentation utilizes sections of the Internal Revenue Code and associated regulations in effect as of the date of this Presentation. Prudent Accountants assumes no 
obligation to update this Presentation in order to reflect changes in the U.S. tax laws.  
This Presentation also utilizes certain information that you may have provided to Prudent Accountants such as certain prior tax returns and answers to certain tax related 
questionnaires. Neither Prudent Accountants, its suppliers and licensors shall be held liable for any liabilities arising from any incomplete, inaccurate, missing or other 
erroneous information provided to Prudent Accountants or for any errors or omissions of Prudent Accountants, its suppliers and licensors with respect to the use of this 
Presentation. You further acknowledge that your use of this Presentation does not make you a third party beneficiary with respect to any products or services provided, supplied 
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Important
Information



An S Corporation is a special tax type of corporation that elect to pass corporate income, losses, deductions, and credits to their shareholders. 
Accordingly, shareholders of S corporations report the flow-through of income and losses on their personal tax returns and are assessed tax 
at their individual income tax rates without being subject to self-employment taxes or double taxation at the corporate level.

Entity Classification Optimization
 (1) What Is S Corporation?
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Special Tax Type of 
Entity

Non-Taxable Entity
(No Double Taxation)

Flow-Through
(Pass-Through) Entity

Taxed at Individual Level
(Form 1040)

File Annual Tax Return 
(Form 1120S)

Requirements
As an S Corp

By Filing an Election
(Form 2553)

Not Subject to
Self-employment Taxes

(No FICA Taxes)
Non-Taxable Distribution Cost & Benefit

As an S Corp
Additional Tax Strategies

With an S Corporation
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❑ S Corporation Vs. Schedule C (Sole Proprietorship or Single Member LLC / Disregarded Entity) 
       

Vs.

Entity Classification Optimization
 (2) Pros & Cons of S Corporation

Easier Ownership Transfer

Limited Liability Protection
by separating business from personal

Various Another Tax Strategies Applicable

No Self-employment Taxes
Not subject to 15.3% of self-employment taxes on net profits 

Pros

S Corp Basis Limitation Rule
& Capital Gain, If Excess Distribution

Financial Statements Requirement
Balance Sheet / Profit&Loss for Reporting & Basis Tracking

Payroll Processing Requirement
Owners need to process payroll as an employee of S Corp

Separate Business Tax Return
Filing Requirement (Form 1120S) 

Cons
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Entity Classification Optimization
 (3) Tax Reporting: S Corporation Vs. Schedule C

Example Assumptions,
• Single filer, having $100,000 of net business income ($150,000 of gross revenue and $50,000 of expenses) & no other source of income 
• Take 60% of net income from business for personal use & reinvest 40% to future business 
      or the market value of service provided by owner is $55,000 based on the state average hourly rate jobs category

S CORPORATION

Form 1120-S 

Form 1120-S
• Gross Income:                            $150,000
• (-) Expenses:                              ($ 50,000)
• (-) Officer’s Salary & Wage:       ($ 55,000)
• (-) Payroll Tax & Fees      :        ($   7,065) 
• Net Income from S Corp:        $ 37,935 

Form 1040
• Taxable Wage(W-2):                   $55,000
• Income from S Corporation:       $37,935
• (-) Self-employment tax :                 -
• Adjusted Gross Income:          $92,935   

• (Standard & QBI Deduction):   ($22,187)
• Taxable Income:                       $70,748

• Income Tax:                                $10,613
• Self-employment taxes:                    -
• Total Federal Income Tax:       $10,613

SCHEDULE C

Form 1040
• Taxable Wage(W-2):                         -
• Self-employment Income:        $100,000
• (-) Self-employment tax :        ($   7,065)
• Adjusted Gross Income:        $  92,935   

• (Standard & QBI Deduction):  ($ 30,267)
• Taxable Income:                    $ 62,668

• Income Tax:                               $   8,842
• Self-employment taxes:             $ 14,129 
• Total Federal Income Tax:      $ 22,971

Pass Through

Two Different Type of  Cash Flow
1. Salary as an Employee of S Corp &
2. Distribution as an Owner of S Corp

$12,358 of Gross Benefit
(The net benefit will be lower considering compliance costs and payroll taxes.)

=

≠



Entity Classification Optimization
 (4) Requirements to Be Eligible for S Corporation
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Business Entity Test • Domestic Corporation (Inc, Corp, LLC)
• Having No More than 100 Shareholders

• Foreign Corporation, 
• Corp Having More than 100 Shareholders
• Certain Corps(Financial Institutions, Insurance Companies, etc.)

Shareholder Test
• Individual (U.S. Citizen & Resident Alien)
• Certain S Corporation (QSSS)
• Certain Trusts and Estates

• Partnership
• C Corporation
• Non-Resident Alien

Class of Stock Test • Have Only One Class of Stock
      (Proportionate Distribution )

• Have Multi Classes of Stocks
       (Disproportionate Distribution)

ELIGIBLE (O) INELIGIBLE (X)

(AND)

(AND)

(OR)

(OR)
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Entity Classification Optimization
 (5) Is S Corporation Election Right for My Business?

Right time to consider an S Corp election.  Prudent Accountants is ready to support all your needs.

(NO)(YES)

Is your business registered 
as a domestic corporation 
such as Corp, Inc, or LLC?

Does your business pass all 
of the three eligibility tests?

(YES)

Is your net business income 
$30,000 or higher?

Does your 
business own 
any real estate 
property?

Does your business have 
a significant portion of 
liabilities (loan, mortgage) 
that exceeds its asset?

Do you have any other 
source of earned income 
such as W-2, 1099-NEC, or 
income from Partnership?

(NO)

(YES)

Bookkeeping Tax & Planning Payroll Processing CFO Service

(YES)
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