
T
he Tax Cuts and Jobs Act (TCJA), significantly reduced the top cor-

porate income tax rate from 35 percent to 21 percent. The top indi-

vidual income tax rate received a more modest reduction, from 39.6 

percent to 37 percent. Prior to the act, the combination of a high 

corporate tax rate with the effective double taxation of earnings dis-

tributed to shareholders caused many small business owners to 

choose a pass-through entity such as an S corporation or an limited liability corpo-

ration (LLC) taxed as a partnership.  

The TCJA’s corporate rate reduction has dramatically changed the choice of entity 

analysis, leading many business owners to consider converting their S corporations 

to C corporations. This article outlines the primary factors to review when consid-

ering such a change in entity and the potential implications of making such a 

change. 

Overview of C and S Corporations 
C corporations are treated as entirely separate taxable entities from their owners 

for federal and state income tax purposes. Accordingly, corporate earnings are sub-
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ject to double taxation, once when 

earned by the C corporation, and then 

again when distributed to sharehold-

ers in the form of dividends or effec-

tively on dissolution. Prior to the 

TCJA, if a C corporation had paid out 

all of its after-tax earnings as divi-

dends, the effective federal tax rate on 

corporate earnings would have been 

in excess of 50 percent, as the highest 

tax rate applied to qualified dividends 

was and still is 23.8 percent (the 20 

percent qualified dividend tax rate 

plus the 3.8 percent tax on net invest-

ment income, also known as the 

Medicare tax). For business owners 

who are planning to distribute a sub-

stantial percentage of their annual cor-

porate earnings, double taxation 

imposes a significant cost. 

By contrast, earnings of S corpora-

tions are normally only subject to a 

single level of taxation as they pass 

through to the owners and are taxed 

at individual rates. Although, as refer-

enced above, the TCJA only provided 

a small reduction of individual rates, it 

introduced the qualified business 

income deduction for individual own-

ers of pass-through entities with the 

addition of Section 199A to the Inter-

nal Revenue Code. Section 199A pro-

vides a 20 percent deduction for qual-

ified business income, subject to 

certain restrictions. This narrows the 

gap in effective tax rates for owners of 

C and S corporations. However, speci-

fied service trades and businesses 

(such as health, law, accounting, con-

sulting, performing arts, financial 

services, and investing) are excluded 

from Section 199A, as is the trade or 

business of performing services as an 

employee.  

Tax Rate Examples 
Table1 illustrates the impact of the 

Section 199A deduction on take-home 

cash earned through an S or C corpo-

ration, assuming all net after-tax earn-
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Table 1: After-tax Cash with Distributions

S CORPORATION 
(PASS-THROUGH) C CORPORATION

Ineligible for  
Section 199A

Eligible for 
Section 199A

Distributed as 
a Dividend

Paid as 
Salary

Corporate Level 
Income

$150,000 $150,000 $150,000 $0

Corporate Tax 
(21%) $0 $0 $31,500 $0

Individual 
Income

$150,000 $150,000 $118,500 $150,000

Income Tax Rate 37% 29.6% 23.8% 37%

Individual Tax $55,500 $44,400 $28,203 $55,500

Net Available 
Cash

$94,500 $105,600 $90,297 $94,500

Differential from 
S Corp without 
199A

n/a $11,100 or 11.75% $4,203 or 4.44% $0

Table 2: After-tax Cash without Distributions

S CORPORATION  
(PASS-THROUGH)

Ineligible for  
Section 199A

Eligible for 
Section 199A

C CORPORATION

Corporate Level 
Income

$150,000 $150,000 $150,000

Corporate Tax (21%) $0 $0 $31,500

Income $150,000 $150,000 $118,500

Income Tax Rate 37% 29.6% n/a

Individual Tax $55,500 $44,400

Net Cash Available  
for Investment in 
Business

$94,500 $105,600 $118,500

Differential from  
S Corp without 199A

n/a $11,100 or 11.75% $24,000 or 25.4%



ings are distributed, and includes a com-

parison of when the corporate earnings 

are received by the owners as salary or 

dividends. Payroll, state, and local taxes 

have been omitted from the example. 

The tax rate applied to corporate divi-

dends includes the Medicare tax. 

As illustrated in Table 1, when the 

Section 199A deduction is available, an S 

corporation produces more take-home 

cash. Without the Section 199A deduc-

tion, if the business owner prefers to dis-

tribute all available earnings, there is a 

negligible difference in available take-

home cash between an S corporation 

and a C corporation.  

As shown in Table 2, however, if the 

preference is to retain earnings and grow 

the business, a C corporation will pro-

vide an edge. 

Benefits of Converting to a C 
Corporation 

While the forgoing examples should 

play an important role in a business 

owner’s consideration of entity choices, 

there are a number of factors supporting 

the conversion of an S corporation to a 

C corporation, starting with the obvi-

ous—the reduction in the corporate tax 

rate to 21 percent. For those in New Jer-

sey or other states with high income tax 

rates, the ability of C corporations to 

fully deduct state income taxes (as 

opposed to individual owners of pass-

through entities) provides another 

incentive for utilizing the corporate 

form. Corporations also escape the 3.8 

percent Medicare tax, deferring its appli-

cation to corporate earnings until they 

are paid out as dividends.  

There are also benefits available only 

to C corporations with respect to the 

U.S. tax treatment of foreign subsidiaries 

and earnings, such as the availability of 

indirect foreign tax credits and the 

reduction in taxation offered under the 

new global intangible low-taxed income 

(GILTI) regime. C corporations are not 

subject to the tax penalty imposed upon 

S corporations under code Section 1375 

for excessive passive investment 

income. The corporate form may also 

offer easier access to capital markets.  

Section 1202 Small Business Stock 
Capital Gains Exclusion 

A major benefit available exclusively 

to shareholders of C corporations is 

code Section 1202, the small business 

stock capital gains exclusion. Section 

1202 generally excludes from taxation 

(both income tax and the Medicare tax) 

the gain recognized by an individual on 

the sale or exchange of qualified small 

business stock (QSBS). QSBS must have 

been acquired from the corporation at 

original issue and held for more than 

five years. The amount of gain exclud-

able under Section 1202 is limited to a 

maximum of the greater of $10 million 

or 10 times the adjusted basis of the 

stock.  

Despite not receiving C corporation 

shares at original issue, shareholders of 

existing S corporations may be able to 

qualify under Section 1202 by causing 

the S corporation to contribute its assets 

to a newly formed C corporation in a 

tax-free Section 351 exchange. The S 

corporation would then be holding 

stock of a corporation—gain recognized 

on the sale of the C corporation’s stock 

could be excluded under Section 

1202(g) as qualified small business 

stock. Under most circumstances, the 

dividends received by an S corporation 

holding C corporation stock would rep-

resent passive income, leading to nega-

tive tax consequences. However, under 

code Section 1362(d)(3)(C)(iv), if the S 

corporation meets the affiliation tests 

under code Section 1504(a)(2), possess-

ing 80 percent of vote and value, then 

dividends are not considered passive 

investment income to the extent they 

are attributable to the earnings and prof-

its of a subsidiary corporation derived 

from the active conduct of a trade or 

business. This would allow the S corpo-

ration to retain its S status for the five-

year holding period necessary to qualify 

under Section 1202, despite receiving 

only dividend income.  

Disadvantages of Converting to a  
C Corporation 

The clearest disadvantage to owning 

shares of a C corporation is the double 

taxation it carries with it. While rein-

vested earnings increase basis in a part-

ner’s partnership interest or an S share-

holder’s interest in S corporation stock, 

they are not added to the basis of stock 

in a C corporation. Owners of C corpo-

rations are also ineligible for the Section 

199A qualified business income deduc-

tion, although this advantage is not 

available to specified service businesses, 

and complying with the requirements 

of this deduction can at first be frustrat-

ing. For those looking to use a C corpo-

ration as a holding company for invest-

ments, the personal holding company 

tax imposed by code Section 541 and 

the accumulated earnings tax of code 

Section 531 can make that approach 

untenable.  

The single-level taxation of flow-

through entities including S corpora-

tions often allows for a more tax-effi-

cient exit through an asset sale. With an 

S corporation, the shareholders could 

sell stock in a qualified stock purchase 

and through a qualifying Section 

338(h)(10) or Section 336(e) election, 

the buyer will obtain a tax basis step-up 

in the assets. If the selling S shareholders 

hold sufficient bargaining strength, they 

might even be able to monetize that tax 

benefit through a tax receivables agree-

ment. The TCJA’s introduction of 100 

percent expensing for new and used 

qualified tangible property placed in 

service through 2022 has enhanced the 

value of asset purchases and transac-

tions treated as such. 

There are also considerations that do 

not depend upon the relative tax rates. 

If S corporation shareholders possess 
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suspended losses disallowed under code 

Section 1366(d) because the sharehold-

ers lacked sufficient basis in their S cor-

poration stock as of the year-end in 

which the losses were generated, those 

losses would generally be lost forever 

upon termination of the S corporation 

election, without further planning. Sus-

pended Section 469 passive activity loss-

es could be deferred until a shareholder 

sold his or her interest in the stock. 

Finally, there can be no guarantee 

that corporate income tax rates will 

remain at such historically low levels. A 

return to a 30 percent or higher corpo-

rate income tax rate would negate the 

primary benefit of conversion. Once a 

corporation has converted from S to C 

status, there is a mandatory five-year 

waiting period before a new S corpora-

tion election may be made. That alone 

can make the conversion to C status a 

bit of a one-way street. 

Special Procedures upon Terminating 
an S Election, and Some Consequences 

Revenue Procedure 2018-44 intro-

duced new rules for the revocation of an 

S corporation election under the TCJA. 

An S corporation that converts to a C 

corporation is generally required to 

adopt the accrual method of account-

ing, subject to an exception for S corpo-

rations with average gross receipts under 

$25 million for the previous three years. 

Conversion to the accrual method will 

typically force the shareholders to pick 

up income on any outstanding accounts 

receivable. The revenue procedure 

details how some S corporations that 

change from the cash method of 

accounting to the accrual method due 

to the revocation of their S status can 

elect, or are required to take into 

account positive or negative Section 

481(a) adjustments for the change over 

a six-year period, rather than the typical 

four-year period for recognizing most 

Section 481(a) adjustments. To be eligi-

ble, the company must: 1) have been an 

S corporation on Dec. 21, 2017; 2) have 

had the same owners of stock, in identi-

cal proportions, on Dec. 22, 2017; 3) 

have the same owners of stock, in iden-

tical proportions, on the date of revoca-

tion; and 4) elect to revoke S corpora-

tion status after Dec. 21, 2017, but 

before Dec. 22, 2019. 

Upon conversion, the post-termina-

tion transition period (PTTP) under code 

Section 1377 begins on the day after ter-

mination and ends on the later of one 

year after the termination date or the 

due date for filing the final S corpora-

tion return, including extensions. The 

PTTP operates as a grace period to soften 

the impact of transition to C corpora-

tion status and mitigates certain tax 

risks. The PTTP allows for the distribu-

tion of some cash to shareholders on a 

tax-free basis to the extent of: 1) the cor-

poration’s accumulated adjustments 

account, and 2) the shareholders’ basis 

in the corporation’s stock. Owners 

should consider whether an S corpora-

tion has sufficient cash to make favor-

ably treated distributions during the 

PTTP when deciding whether to convert 

to C corporation status. 

Conclusion 
There are many factors to weigh 

before converting an existing S corpora-

tion to a C corporation. Some of these 

are within the control of the taxpayer, 

while others are contingent upon future 

events or the prevailing winds of poli-

tics, such as the corporate and capital 

gains tax rates in future years. For those 

owners of small companies who expect 

rapid growth and appreciation, the ben-

efits offered under Section 1202 may 

make converting to a C corporation very 

attractive. As shown in Table 2, owners 

looking to plow earnings back into the 

business may also benefit more from C 

corporation status. But for those who 

plan to, or who may, distribute most of 

their income annually or do not antici-

pate such rapid growth, and especially 

for those taxpayers eligible for the Sec-

tion 199A deduction, it may make more 

sense to remain as an S corporation. �
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