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WELCOME!
Interested in setting up an S-Corporation (S-Corp)? Excellent choice! S-Corps have many significant
benefits, including tax savings, flow through taxation, simplicity and limited liability. If you have a
business that generates over $10K of profit, it is time to have a conversation about what kind of
business structure is best for you, and in many cases, the S-Corporation is the choice.

WHO IS THIS BOOK FOR?
This book is written for sole proprietors. Specifically, “naked” sole proprietors. That means your business has not set up any kind of LLC or other corporate structure. Maybe you have a fictitious name,
but your legal entity is you, your personal information. Your own social security number or an EIN
that lists you as the business.
Even if you have an LLC or Corporation, and you are
considering how to save money on taxes, this is the
perfect book to show you your options.
If you are not yet convinced that you need an LLC
or Corporation, click here. We have an eBook that
you must read. 5 minutes later you are going to see
why not having a business entity is one of the most
dangerous things you can do every day.
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WHAT IS AN S-CORPORATION?
We’re going to answer the question and then explain it. S-Corporations are a form of
the tax structure that allows flow-through taxation for small businesses and
exempts their dividends from self-employment tax.
That was a mouthful….
Here’s what it really means: first, we must
understand that an S-Corporation is not an
entity… It is a tax status with the IRS. LLC’s,
Corporations, Professional Associations,
LLP’s, PC’s, those are all entities.
Entities are managed by the states
where they are set up, usually your
home state. And entities can be taxed
in lots of ways. As a Sole Proprietor,
a Partnership, a C-Corporation, or as
an S-Corporation.
It is essential that you see the difference. Right now, if you don’t have any of
those structures, you are a “naked” sole
proprietor and are going to have to set one up.
Most likely, an LLC or a Corporation. But do it, because
it will have a ton of advantages.
Once it is set up, it can be TAXED as an S-Corporation. You would have an LLC taxed as an S-Corporation or a Corporation taxed as an S-Corporation. You could also have an LLC or corporation taxed
as something other than an S-Corporation…
Make sense? Good. Now, why would anyone want to be taxed as an S-Corporation? What is different between being taxed as you are now (as a sole proprietorship or in IRS terms a “disregarded
entity) and an S-Corp?

Let’s look at a scenario:
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Example of Sec 199A
Single, no other income, std deduction
Sole Proprietor/
Partnership

S-Corp Owner

$

$

150,000.00

$

150,000.00

$

$		

$

(75,000.00)

$

(75,000.00)

$

Subtract Payroll Taxes $		

$

(11,475.00)

$

(11,475.00)

$

$

63,525.00

$

63,525.00

Business Income
Subtract W-2 Wages

Net Business Income

$

Adjustments

$

Adjusted Gross Income

$

Std Deduction
Taxable Income

150,000.00

150,000.00
(9,588.00)

C-Corporation

C-Corp No Payroll

150,000.00

$150,000.00

$		

$		

$

140,012.00

$

138,525.00

$

138,525.00

$150,000.00

$

(12,000.00)

$

(12,000.00)

$

(12,000.00)

$(12,000.00)

$

128,012.00

$

126,525.00

$

126,525.00

$138,000.00

Based on 20%
Business Income

$

(30,000.00)

$

(12,705.00)

$ 		

$

Based on W-2 Wages

$		

$

(37,500.00)

$ 		

$

Based on 20%
Taxable Income

$

(25,602.00)

$

(25,305.00)

$

$

Sec 199A Allowed

$

(25,602.00)

$

(12,705.00)

$ 		

$

Taxable Income

$

102,410.00

$

113,820.00

$

113,820.00

$

138,000.00

Income Tax

$

18,868.00

$

21,606.00

$

16,533.00

$

14,895.00

SE Tax

$

19,976.00

$

11,475.00

$

11,475.00

$

Corporate Tax

$		

$		

$

13,340.25

$

Total Tax

$ 38,844.00

$ 33,081.00

$ 41,348.25

Sec 199A Deduction

After Deduction
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31,500.00

$ 46,395.00

In this example, you see the same business with the same income and expenses as a sole proprietorship and as an S-Corp. The primary factor is the due tax line. The Sole Proprietor pays about
$5,800 more in federal income tax than the S-Corp.
Would you rather have that $5,800 in your pocket? If you answered yes, then the S-Corp has just
won you over.

ACCOUNTANT TIP
In most cases, if your business makes more than $20,000 in profits and is in some type
of service business, you are an excellent candidate for an S-Corporation. Examples of
services businesses include:
Lawn Service, Consulting, Grooming, Locksmith, House Cleaning, Massage, Mechanic,
Wedding Planner, Tutor, Car Wash, etc.…
If you have a manufacturing business or a real-estate based business, you might still be a
good S-Corp candidate, but we should talk about it. There are a few rare occasions when
another strategy is better.

ITS MORE COMPLICATED THAN IT LOOKS
Isn’t that the case with many things in life? Yes, you can save that money, but to do it, you are going
to have to have some help and do several accounting and tax-related tasks. Halon Tax can help you
with all of them, but let’s get into what must be done.

Conversion Summary
A.

Ensure Eligibility: To be an S-Corporation you must meet requirements. We will review
those, and if you are eligible, you can proceed with the conversion.

B.

Financial & Service Ramifications: You will need to make sure your insurance, loans,
commission agreements, broker licenses, and anything else that you use or need in your
business allows you to be an S-Corp.
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C.

Create a Corporate Entity: File with your state to create an LLC or Corporation. This is
required, you cannot be taxed as an S-Corporation without it.

D.

File for EIN and Form 2553 With IRS: You will have to get a new EIN for your corporate
entity, and you will have to file Form 2553 with the IRS.

E.

Changes to Bookkeeping Files: Several changes need to be made to the bookkeeping
structure and the files you use to update them as an S-Corp.

F.

Changes to Tax Systems: S-Corporations file their own returns, and that income flows to
your personal return.

As you can see, you have a lot to cover. Again, Halon Tax can do all of this for you (or a great deal of it),
and you will be glad we did, but let’s get into the nitty-gritty details, so you know everything about an
S-Corporation conversion.

ELIGIBILITY
To be an S-Corporation your business must adhere to the following restrictions:
1.

The company has no more than 100 shareholders. (A husband and wife and their estates
are treated as one shareholder for this test. A member of a family can choose to treat all
members of the family as one shareholder for this test. All other persons are treated as
separate shareholders.)

2.

The only shareholders are individuals, estates, certain exempt organizations, or certain
trusts.

3.

It is not one of the following ineligible corporations:
■■ A bank or thrift institution that uses the reserve method of accounting for bad debts
under section 585
■■ An insurance company subject to tax under subchapter L of the Code
■■ A corporation that has elected to be treated as a possessions corporation under section 936
■■ A domestic international sales corporation (DISC) or former DISC

4.

Must be a domestic (U.S.) corporation, with no foreign investors
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5.

Must have only one class of stock

6.

Must have or will adopt or change to one of the following tax years:
■■ A tax year ending December 31
■■ A natural business year
■■ An ownership tax year
■■ A tax year elected under section 444
■■ A 52-53 week tax year ending with reference to a year listed above.
■■ Any other tax year (including a 52-53-week tax year) for which the corporation establishes a business purpose.

7.

Each shareholder consents to the S-Corporation election

If your business meets these requirements, then you are good to go!

CONVERSION
CONCERNS
If your business uses any kind of
insurance or another financial instrument like a loan or line of credit,
you will need to contact those
businesses and find out if you what
new requirements need to be met
when you convert to S-corporation.
If you are a broker or if you work on a commission basis, some payers may not allow businesses
entities. This can be common in investment and real estate broker businesses. Talk to your employers or clients and find out what is possible.
In most cases, some solutions can still allow an S-Corporation. We can help you with those strategies if needed.
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ACCOUNTANT TIP
Having a loan or special insurance very rarely means you cannot be an S-corp. Usually,
the provider of these services only needs you to complete some paperwork to move the
title of the instrument to your new entity. This is especially true with loans, as most are
also secured by you personally, and that is the important security.
We can help you navigate these issues and can also suggest alternatives that are better
suited to S-Corps. As you move from no entity to be an LLC or corporation the benefits
always outweigh the hassles.

CREATE A CORPORATE ENTITY
To qualify as an S-Corporation, a business must first incorporate. Incorporation requirements vary,
depending on the state where the company is located. Generally, to incorporate you must choose
individuals to serve on the board of directors, check the availability of your corporation’s name in
your incorporating state, draft articles of incorporations and bylaws, file the relevant documents with
the Secretary of State where your business is located, and open a separate bank account for the
corporation.
The articles of incorporation contain the name and address of the business, the name, and address
of each incorporator, and the number of shares the company has the authority to issue. Incorporators are responsible for filing the articles with the secretary or department of state. The name
and address of the person or business responsible for accepting legal documents on behalf of the
S-Corporation must appear in the articles.
There are no specific guidelines to follow when writing bylaws for an S-Corporation. The owners and
directors of the business may include whatever provisions are deemed necessary to run the company effectively. The bylaws may contain the date and time of meetings, criteria for selecting new
directors, the duties of company officers and procedures for amending the bylaws. S-Corporations
should keep their bylaws at the company’s primary office location.
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EIN & FORM 2553
First off, apply for an Employer Identification Number (EIN) if you do not already have one. An EIN
is a federal tax identification number that every corporation must have, regardless of when the
business plans to hire employees. A corporation can obtain its EIN immediately by applying online
through the IRS website. An EIN can also be obtained by calling 800-829-4933 or by faxing or mailing a completed Form SS-4 to the IRS. The instructions for Form SS-4 will tell you where to fax or
mail your completed form.
The name, location, and description of the business must appear on the EIN application. The
application must include the number of people who work for the company. The name, address and
Social Security number of an authorized individual must appear on the EIN application.
You must also file a completed Form 2253 with the IRS to be recognized as an S-Corporation. The
form must be submitted within two months and 15 days from the beginning of the first year when
the business is to be treated as an S corporation.
Form 2553 requests the name and location of the business, the fiscal year of the company, EIN,
date of incorporation, state of incorporation and the effective date of the S-Corporation election.
Every shareholder must sign Form 2553. The IRS will notify the company in writing regarding its
acceptance or denial of S-Corporation status. An authorized representative must call 800-829-4933
if proper notification hasn’t been received within 60 days.

BOOKKEEPING CHANGES
One of the keys to making sure your S-Corp is legitimate is by keeping your business and personal
transactions separate. If you use your business accounts for personal purchases and run it like you
did your sole proprietorship, you could face the IRS revoking your S-Corporation status.
This is one of many reasons it is essential to have a bookkeeper. Do you know which transactions
are deductible through the business and which are personal? What about your car? Your home?
Your cell phone? Do you know the rules surrounding all of this? Ever heard of an accountable plan?
You will need one.
Kind of killing the point, right? But it’s important, make sure you have us help you with this. It can get
tricky.
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Open a new bank account: Under the
company’s name using the new EIN.
This account should only be used to
receive and accept payments for the
company and pay business expense;
NOT for personal use. Your own bank
account shouldn’t be used for business
finances or vice versa.
Continuing to use the old account is
a red flag to the IRS that the business
has not genuinely converted to an
S-Corp and should be taxed as a sole
proprietor. YUCK.
Start a new QuickBooks file: The new bank account and any new credit cards should also be connected to a new QuickBooks account. If an existing QuickBooks file is already in play, you can import
the lists, customer balances, and chart of accounts from the old sole proprietorship books over to
the new one to save time rather than manually entering it in.
But going forward, the new QB file is required, and a few new accounts might need to be added in as
well such as capital contribution, shareholder distribution, and payroll.
The tax returns now must be supported by a formal income statement and balance sheet. Many
sole proprietors never use a balance sheet and let me tell you, they are easy to mess up. The IRS is
now going to keep a much closer eye on how the financial information is presented, so it is crucial to
make sure this step is done right.
Officers compensation (payroll): One of the significant requirements of being an S-Corporation is
that the officers (owners) must run payroll on themselves. This step is essential and must not be
missed. The officers that are owners can receive both wages and distributions. Wages and distributions are taxed differently, so you need to know which you should be paid.
If the shareholder is working in the business, they must generally be paid a reasonable amount of
wages. Shareholder wages are subject to employment taxes. The S-Corporation pays the self-employment taxes which include FUTA (Federal Unemployment Tax Act) taxes, and it also pays the
employer part of FICA (Social Security and Medicare) tax.
Distributions are earnings that a shareholder withdraws from the business. Unlike wages, the shareholder’s distributions are not subject to employment taxes. As pass-through entities, S-Corporations
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generally do not pay an entity-level tax on their taxable income. Instead,
these are allocated among shareholders, who report and pay
corresponding tax on their personal tax returns.
The IRS has standards for what an S-Corp
reasonable salary should be according to
employee qualifications, responsibilities,
time and effort devoted to business, what
a comparable business will pay for similar
services and compensation as a percentage of corporate profits. There is no limit
to the number of distributions the shareholder can receive, but an excessive
amount can raise a red flag for the IRS.
We will help you decide what that amount
is and how all of this fits into your tax plan
and S-Corporation decision.

TAX CHANGES
Once you have the books ready, it’s time to think about the tax changes, the tax returns, and other
tax sided conversion work.
First, know that the S-Corporation will now file its own tax return. This is a significant change from
the sole proprietorship return that was in your personal return. Now, the business will file its own
return, and the income from the company then flows to your personal return where tax is paid on it.
Asset and liability tax basis: When you convert a sole prop to an S-Corp, you are exchanging the assets and liabilities of the sole proprietorship to the new S-Corp in exchange for stock or membership
interests. That means the assets and liabilities carry over to the books with the same tax basis as
they had in the sole proprietorship.
For example: If you had a chair, and you had purchased that chair with the sole proprietorship for
$500 and over a couple of years it had been depreciated for $200 (meaning you expensed $200 of
the $500 in those years) then the basis of the chair when it comes to the S-Corp is $300. The S-Corp
gets to depreciate that $300 until it is fully depreciated or sold.
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If this transition and basis are not moved over to the returns correctly, again it is a big red flag to the
IRS, and your conversion could have problems.
Conversion date: If you convert your sole proprietorship to an S-Corp in the middle of the year, you
will need to make sure the dates that correspond to each business in that conversion year are accounted for on the tax returns.
Let’s say that you decided to be an S-Corp and completed the conversion on May 15th. You would
then need to make sure for that tax year that you complete a sole proprietorship return for Jan 1
through May 14th on your personal tax return.
You also would file an S-Corp tax return (Form 1120S) for May 15th through December 31. The
income and expenses of each period would be on the corresponding tax returns.
There are ways to be an S-corp to avoid this issue retroactively; we can show you all about it if you
become a client of ours.

SUMMARY
One of the vital aspects of our system of small business in the United States is that we have many
choices. Options mean we can customize our business to take advantage of unique opportunities.
Starting and running a business is hard enough right? The
S-Corp gives us a little bit of help in the tax department, so
we can invest and grow our business just a little bit more.
I hope this guidebook wasn’t merely instructional; I hope it
enables and encourages you to convert your Sole Proprietorship to an S-Corp. Still on the fence about whether converting to an S-Corp is right for you? Check out my eBook The
Dangers of the Sole Proprietorship here.
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Still, have questions? Something not making sense? Need your own tax department? Reach out to
us at Halon tax. We’re here to help.
Christopher G. Ragain, CPA
Founder, Halon Tax Inc
Halon contact info, logo, support email, etc.

