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S Corporation Election

Clarity Map

Purpose

An S Corporation election can create meaningful tax savings for some business owners.

It can also introduce payroll requirements, additional compliance obligations, and administrative
costs.

This Clarity Map is designed to help business owners understand how an S Corporation works,
when it may be beneficial, and whether the potential savings justify the additional complexity.

The goal is not simply reducing taxes.

The goal is making an informed decision that supports the business.

Who Should Care?

You may want to explore an S Corporation election if:
I You are self-employed

[0 You own an LLC taxed as a sole proprietorship

I You own a profitable business

I You expect profits to continue growing

U You actively work in the business

I You are already paying substantial self-employment taxes
Common examples include:

¢ Consultants

* Contractors

* Real estate professionals

* Medical practices

e Law firms

* Marketing agencies

¢ Trades
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* Online businesses

You may be less likely to benefit if:

[ Your business generates little profit
[0 Income fluctuates dramatically

I You are primarily an investor

[ You dislike administrative requirements

What Is The Decision?

An S Corporation election changes how a business is taxed, not how the business operates.

The primary benefit is the potential reduction of self-employment taxes.

The primary cost is additional administration, payroll requirements, and compliance obligations.
The central question is:

Do the potential tax savings justify the additional complexity?

What Problem Is An S Corporation Solving?
For most business owners, an S Corporation is intended to address one or more of the following:
Self-Employment Taxes

Reducing exposure to self-employment taxes through a combination of reasonable compensation
and distributions.

Business Structure

Creating a more formal operating structure with payroll, accounting, and reporting systems.

Retirement Planning

Coordinating owner compensation with retirement contribution opportunities.
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Growth
Supporting a business that is becoming more consistently profitable.
The best S Corporation elections solve a specific problem.

They are rarely effective when adopted simply because someone heard they save taxes.

What Is An S Corporation Actually Doing?

Many people think:

"An S Corp saves taxes."

That's incomplete.

What it really does is split business earnings into two categories:
Salary

Generally subject to:

e Social Security tax

* Medicare tax

* Payroll reporting

Distributions
Generally not subject to self-employment tax.

The opportunity comes from properly balancing the two.

What Factors Matter?

Business Profitability

Question

How much profit exists before paying yourself?
General observations:

Less than approximately $50,000
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> Often limited benefit
$50,000-$100,000

> Worth analyzing
$100,000+

> Often a stronger candidate

The higher the profit, the greater the potential savings.

Reasonable Compensation

Question

"What would someone else earn doing this work?"
This is often the most important issue.

The IRS generally expects owner-employees to receive reasonable compensation for services
performed.

Questions to consider:

0 How involved are you in the business?

0 What would a comparable employee earn?

[0 What are typical salaries within your industry?

A common mistake is focusing on minimizing salary rather than establishing a defensible one.

Self-Employment Tax Exposure

Question

"How much self-employment tax am | currently paying?"
Sole proprietors generally pay:

* Income tax

¢ Self-employment tax

An S Corporation primarily affects the second category.
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The larger the self-employment tax burden, the more valuable the analysis becomes.

Administrative Burden

Question

"Am | willing to manage the additional structure?"

An S Corporation often requires:

1 Payroll processing

[ Quarterly payroll filings

L W-2 preparation

O Corporate tax return

[ Separate accounting records

Some business owners benefit from the discipline an S Corporation creates.

Others find the additional administration frustrating.

Retirement Planning

Question

"How does compensation affect retirement opportunities?"
Owner compensation may affect:

¢ 401(k) contributions

¢ Employer contributions

¢ Retirement plan design

A good S Corporation strategy coordinates taxes and retirement planning.

State-Level Costs
Questions
[0 Does your state impose additional taxes?

[ Are annual filings required?
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O Are there franchise taxes or excise taxes?

Federal savings do not always equal total savings.

Business Growth Plans
Questions

O Will profits likely increase?

O Will employees be added?

O Will additional owners be added?

I Is the business expected to grow significantly?
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Sometimes the election becomes more valuable as the business grows.

Information Worth Gathering

Before evaluating an S Corporation election, gather:
U Prior-year tax return

[ Current-year profit estimate

[0 Bookkeeping reports

0 Owner compensation history

J Payroll information

[ State of operation

I Retirement plan information

[ Expected future growth

O Ownership structure

Common Mistakes

Mistake #1

Electing S Corporation status too early.
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Many business owners hear:
"Everyone should have an S Corp."

This is not true.

The economics should justify the structure.

Mistake #2

Ignoring reasonable compensation.
The election is not:

"Pay no payroll tax."

The election is:

"Pay reasonable payroll tax."

Mistake #3

Looking only at tax savings.
Additional costs include:

¢ Payroll

* Bookkeeping

e Tax preparation

e Compliance

These costs matter.

Mistake #4

Poor bookkeeping.
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The cleaner the books, the more successful the S Corporation tends to be.

© 2026 Hedlund Tax & Accounting, PLLC | www.hedlundtax.com

Page 7 of 11



Hedlund

TAX & ACCOUNTING
S Corporation Election - Clarity Map

Mistake #5
Ignoring retirement planning opportunities.

Compensation decisions affect retirement contribution opportunities.

Mistake #6

Assuming all businesses produce the same result.
Facts matter.

Business circumstances matter.

Profitability matters.

Questions People Often Ask
How much profit do | need?
There is no magic humber.
The answer depends on:

* Profit level

e Compensation

e Compliance costs

e State rules

Can | pay myself a very small salary?
Usually not.

The IRS generally requires reasonable compensation.
Will | pay less tax?

Possibly.

But the better question is:
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Will the tax savings exceed the added costs and complexity?

Can|l elect S Corporation status later?
Often yes.

Many businesses begin as sole proprietorships or LLCs and elect S Corporation status as
profitability grows.

Is an LLC the same thing as an S Corporation?
No.

An LLC is a legal structure.

An S Corporation is a tax election.

An LLC can elect S Corporation taxation.

Potential Next Steps

Green Light

[0 Consistent profitability

[1 Strong bookkeeping

I Clear growth trajectory

[0 Comfortable running payroll

[ Significant self-employment taxes

Yellow Light

1 Moderate profits
U Uncertain growth
[0 Need projections

[0 Need compensation analysis
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Red Light

I Minimal profit

[ Significant bookkeeping issues
[0 Reluctance to run payroll

[ Election motivated solely by internet advice

Final Reflection

Imagine you elect S Corporation status and one year passes.

Would you still feel the election was worthwhile after accounting for:
I Payroll requirements

[0 Bookkeeping expectations

[ Tax return preparation

O Compliance costs

L Administrative effort

If the answer is yes, the election may be supporting the business for reasons beyond tax savings
alone.
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Disclaimer

This Clarity Map is intended for educational and planning purposes only. It is not legal, tax,
accounting, investment, or financial advice.

Every situation is unique. Tax laws, business circumstances, and state requirements vary. Before
making significant business, tax, or financial decisions, consult with your professional advisors
regarding your specific situation.

Use this Clarity Map as a framework for thoughtful decision-making, not as a substitute for
professional advice.

Copyright and Permissions
© 2026 Hedlund Tax & Accounting, PLLC. All rights reserved.

This publication may be shared in its original, unmodified form with appropriate attribution to
Hedlund Tax & Accounting, PLLC.

No portion of this publication may be reproduced, modified, incorporated into another publication,
distributed under another name or brand, or used for commercial purposes without prior written
permission from Hedlund Tax & Accounting, PLLC.
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