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Chapter 1
CHOOSIng THE IDEAL STRuCTuRE FOR YOuR  
buSInESS EnTITY 

Starting a company is an exciting yet challenging proposition. Countless hours are spent 

planning and detailing the nature of the business, potential financing sources, and even the name of 

the company.  However, despite the enormous amount of time and energy devoted to launching a 

company, one of the most important decisions is often overlooked or marginalized as simply a tax-

planning decision—choosing how to legally structure the new business. 

The choice of legal entity can have a significant impact on the future of the company, rang-

ing from tax and liability implications to the number and types of investors that are eligible to, or 

willing to, participate.  As a result, it is critical to carefully consider the various alternative types 

of entities in order to choose the most advantageous structure for the particular business venture.  

Unfortunately, no one legal structure is correct for all companies.  However, understanding the 

advantages and disadvantages of each type of legal entity will help to determine the most beneficial 

structure for a particular company. 

There are five common forms of business entities: 

1. C corporation

2. S corporation

3. General partnership

4. Limited partnership 

5. Limited liability company 

The following is a brief discussion of the various entities and some of the primary advantages 

and disadvantages of each.

C Corporation 

The C corporation is a simple, familiar type of entity that has the ability to go public. There 

are no restrictions on the number or type of investors who can be stockholders in a C corporation. 

In addition, the corporate structure is favorable because, in general, the stockholders are not respon-

sible for the liabilities of the corporation. However, the primary drawback of the C corporation is a 

double level of taxation. Not only is the C corporation itself taxed on its profits, but also the stock-
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holders are taxed on distributions received from the C corporation and on gains from a sale of stock 

in the C corporation. 

S Corporation

The S corporation is similar to the C corporation in that the stockholders are generally not 

responsible for the corporation’s liabilities. However, unlike the C corporation, the S corporation is 

tax efficient because it is not required to pay taxes on its profits (although certain state franchise taxes 

may apply). As a result, there is only one level of tax at the stockholder level. A significant disadvan-

tage of the S corporation structure is that the number of stockholders is limited to 75. Additionally, 

only U.S. residents and citizens and certain trusts are allowed to be stockholders.

general Partnership

The general partnership is an association of two or more partners. A general partnership is 

tax efficient because there is only one level of tax at the partner level. In addition, the general part-

nership is flexible with respect to allocation of losses and profits and management of the partnership. 

However, the primary drawback of the general partnership is that all of the partners are personally 

responsible for the liabilities of the partnership. Thus, rarely will the general partnership be the pre-

ferred structure for a sophisticated business.

Limited Partnership

The limited partnership is similar to the general partnership in that it is an association of 

two or more partners. However, the limited partnership must have at least one general partner who 

is responsible for the general management of the company (note that the general partner may be an 

entity). The other partners are referred to as limited partners. The limited partnership also is similar 

to the general partnership with respect to tax efficiency as there is only one level of tax at the partner 

level. However, with respect to liability, the general partner is fully responsible for the liabilities of 

the partnership, while the limited partners are generally protected from the partnership’s liabilities so 

long as they do not actively participate in the management of the business.

Limited Liability Company

The limited liability company is a hybrid between a partnership and a corporation. The lim-

ited liability company is similar to a corporation in that all of the owners are protected from the li-

abilities of the company, and, in general, there are no restrictions on the number or types of investors 

who may be owners. The limited liability company is similar to a partnership in that there is only 

one level of tax at the owner level (although certain state franchise taxes may apply). In the event that 

the limited liability company wants to go public, it can generally be converted into a corporation. 

However, there may be additional taxes imposed in the event of such a conversion. 



Structuring and Financing a Life Sciences Company   5

Conclusion

Because most life sciences companies will require significant capital, it is also important to 

consider the needs and desires of potential investors when choosing an entity structure. In particu-

lar, most venture capital firms prefer to invest in C corporations over other types of entities for three 

legitimate reasons: (i) the limited partner investors of venture capital firms are often tax-exempt 

entities that have limits on their ability to receive unrelated business taxable income, which is how 

income from a limited liability company or limited partnership is treated, and therefore may place 

absolute restrictions on a venture capital investor’s ability to invest in flow-through entities; (ii) even 

if there is no absolute restriction, venture capital investors are often not able to use flow-through 

losses directly and would prefer for the C corporation to retain any such losses to offset future taxable 

gains (thus creating lower aggregate tax); and (iii) a typical venture capital firm will invest in 15 to 20 

companies and must provide a Schedule K-1 to its investors within 90 days after the end of the year 

to account for these investments. As a result, to the extent a venture capital firm invests in limited 

liability companies or limited partnerships, it must wait for and incorporate the K-1s from its un-

derlying investments, which creates an administrative hassle that often leads to delayed fulfillment of 

the venture capital firm’s K-1 obligations to its investors, as well as unhappy venture capital limited 

partners. 

As a result of the different attributes of the various types of entities, it is important to de-

termine which structure would be most advantageous over the long run for the applicable business 

venture—not only at the time of formation but also in anticipation of future rounds of investment 

and a future exit event. 

The table starting on the next page provides a side-by-side comparison of the different types 

of entities and sets forth some additional characteristics of each. Please note that the information 

contained in this table is based upon the state law applicable to companies that are formed in Dela-

ware, which is the most popular jurisdiction for entity formation, but additional considerations may 

be applicable if a company is formed in a different state.
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