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The following is an illustration of the pros and cons between Sole Proprietorships and S Corporations, designed for a fictional client, tax year ended 2003, with the following financial results:


Gross Income: $80,000

Business Expenses: $30,000

Net Profit: $50,000

Reasonable Salary: $40,000

Dividends: $10,000

Assumed Tax Bracket: 15%
This is not all-inclusive, nor is it intended to act as financial or legal advice.  Consult with a tax advisor and attorney before making any change in legal structure.

	
	Sole Proprietorship
	S Corporation

	Payroll
	not required
	Reasonable salary & wages must be paid to owners and employees.  This results in the need to hire a payroll service and/or complete monthly, quarterly & annual filings.

	
	
	ADD’L COST: $480 ($40/month)

	
	
	

	Self-Employment Tax
	Must pay 15.3% of all profits.  However, 7.65% (1/2) is deductible on the 1040.
	Corporation pays 7.65% of salary (which is deductible as a business expense), while individual pays 7.65%.

	
	ADD’L COST: $765 for every $10,000 of profit in addition wages paid (Sole Proprietor pay 7.65% SE Taxes on $10,000 dividend that S Corp avoids)
	

	
	
	

	Health Insurance
	Deductible on 1040, but only if the sole proprietor does not qualify for benefits through a spouse.
	Deductible as business expense if you set up an employee benefits plan, but added back to gross wages, so the effects balance out.  Also, a health benefits plan must be established, which results in additional annual reporting.  If the owner does not qualify for benefits through a spouse, they could be deductible on 1040 instead of paid through the company.

	
	ADD’L COST: varies greatly depending on the circumstances

	
	
	

	Auto Deduction
	Simple calculation at year-end
	Auto Deduction can be deducted, subject to 2% of AGI.  In order to take the full deduction, a reimbursement plan must be set up and mileage reimbursed throughout the year.

	
	ADD’L COST: equal, S Corp just requires more paperwork

	
	
	

	Home Office Deduction
	Simple calculation at year-end
	Home Office can be deducted, subject to 2% of AGI.  In order to take the full deduction, rent must be paid from S Corporation to owner throughout the year.  That rental income is then added to the personal tax return Schedule E, Rental Income.

	
	ADD’L COST: equal, S Corp just requires more paperwork

	
	
	

	Bookkeeping and Tax Preparation
	1040, Schedule C
	1120 S, 1040

	
	
	ADD’L COST: $200+ (add'l cost of the S Corporation) plus either purchase of accounting software ($100 - $300) or payment to a bookkeeper (varies)


In summary, an S Corporation is designed to save taxes for the individual, primarily because the 7.65% Self-Employment Tax is saved on all amounts paid as dividends.  To benefit from this, the owner must first pay him/herself a reasonable salary.  Any profits in addition to that and paid as dividends will be at a savings of 7.65%.
On the flip side, the S Corporation does have additional costs associated.  The owner/employee is now responsible for monthly payroll, quarterly filings and annual reports.  Tax returns are also more complicated, and proper bookkeeping records must be kept throughout the year.  If you choose to use the Home Office Deduction or Mileage Deduction, those will require rental calculations and the setup of a reimbursable benefits plan.
CPA Disclaimer: In preparation of the information above, every effort has been made to offer the most current, correct and clearly expressed information possible.  Nonetheless, inadvertent errors can occur, and applicable laws, rules, and regulations often change.  Further, the information contained herein is intended to afford general guidelines on matters of interest, not all specific and unique facts are included.  Accordingly, the information provided above is not intended to serve as legal, accounting or tax advice.  Users are encouraged to consult with professions advisors for advice concerning specific matters before making any decision and Michele Pisacano, CPA disclaims any responsibility for any misunderstanding on the part of users.  

