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Article content was created by Elizabeth Resteghini from Morse and originally posted on 
the Morse blog. Adapted for Scroobious founders.  

Scroobious is increasing diversity in the startup ecosystem by providing the education, 
tools, and community founders need to create investor-ready pitch material and a platform 
to help investors easily find those founders. For startup founders who have a story to tell 
but need help telling it, The Pitch it Plan™, or PiP, is a virtual platform that helps you get 
your compelling story into an investor-ready format. Unlike googling for hours or paying 
thousands for a pitch coach, PiP is affordable and approachable through online education 
and personalized feedback from a human who understands the investor mindset. Our 
framework has been published, vetted by investors, and has helped founders score 
meetings, raise rounds, and get into prestigious accelerators. Founders can sign up 
here or book an intro call to chat. 

Combining the best practices of traditional law firms with an inventive approach, Morse’s 
founders created a solid basis for a more modern practice of law. We offer our clients 
responsive and reliable service, sound and insightful business advice, and reasonable fees. 
We’re dedicated to developing real partnerships with our clients, addressing each client’s 
specific challenges, and delivering effective results tailored to each client’s needs. While we 
have long enjoyed a reputation for special competency in technology ventures, we 
represent clients of all sizes and industries in all stages of the business life cycle. Our clients 
include startups, emerging growth entities, established family businesses, and Fortune 
1000 companies. Our exceptional business model affords clients access to highly 
experienced counsel in the areas of M&A, Venture Capital, IP, Employment, Taxation, 
Privacy, and Litigation.  

http://www.scroobious.com/
https://www.linkedin.com/in/elizabeth-bitar/
https://www.morse.law/
https://www.morse.law/news/choice-of-entity-and-state-of-incorporation-considerations/
https://www.scroobious.com/
https://www.scroobious.com/founders
https://cdn.spark.app/media/scroobious/pdf/the_10_elements_of_a_successful_startup_pitch_deck_with_examples_business_insider.pdf
https://www.scroobious.com/pricing
https://www.scroobious.com/pricing
https://calendly.com/d/cqk-c8p-qbm/15-min-intro
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Forming a new business can seem like an overwhelming process. However, 
it is important to officially register your business with the Secretary of State 
to be afforded certain limited liability protections for your business 
activities. This article provides a high-level overview of some of the more 
common types of entities to help you decide what entity your business 
should be, as well as considerations for what state to incorporate in. 

What is the significance of incorporating or forming a business entity? 

When you are running your own business but have not yet officially formed with the 
Secretary of State, you are considered a sole proprietor. Sole proprietors do not have 
limited liability protections since the business and the founder are the same (e.g., a founder 
operating a business as a sole proprietorship could be held personally liable for business 
activities conducted, meaning that someone could go after the founder’s personal assets). 
By incorporating your business with a Secretary of State you are going from being a sole 
proprietor to an actual registered entity, in which the business and the founders will 
become legally distinct from one another. This separation means that, if someone sues the 
business, they likely will only be able to go after the assets of the business rather than the 
founder’s personal assets, unless the founder does something egregious (e.g., comingling 
the company’s bank account with the founder’s own personal account) that could persuade 
a court to “pierce the corporate veil”. Because of this, entrepreneurs should consider 
incorporating their business prior to signing any contracts, before opening a storefront, 
before taking on any investment or before any dealings with third parties. 

What type of entity should my business be? 

There are several different types of entities, such as partnerships, limited liability 
companies (LLCs), C-Corporations, S-Corporations, and Public Benefit Corporations. The 
most common entity types are limited liability companies, S-Corporations and C-
Corporations. Below is an examination of some of the main benefits and drawbacks of each 
of those three entities. 

C-Corporation: 

Benefits: 

• Limited liability protections for the entity’s owners for their business activities.  
• This entity structure is preferred by most investors. 
• There are no limitations on the number or type of investors. This allows the 

company to have the opportunity to fundraise from multiple avenues. 
• Ability to have over 100 investors. 
• Allows for both U.S. citizen and non-U.S. citizen investors. 
• Investors do not need to be natural persons (though can be) but also could be an 

entity investor like a trust or venture capital fund.  
• Allows for multiple classes and series of preferred stock. 
• 1202 tax benefits if you meet certain criteria (1202 qualified small business tax 

treatment permits stockholders of certain qualified small businesses to exclude a 
significant portion of associated capital gains when selling or exchanging that stock, 
if shares are held for over five years and if certain other criteria is met). 

• Ability to issue stock options. 



3   

Drawbacks: 

• This entity is subject to double-taxation, meaning that taxation occurs at both the 
entity level and the stockholder level if dividends are distributed. 

• 1202 tax benefits are not guaranteed and if an entity does not meet certain criteria 
its stockholders will not receive this benefit. 

• This entity relies heavily on statutory law, and as such there is limited flexibility to 
“contract your way around” certain stockholder rights. 

S-Corporation: 

Benefits: 

• Limited liability protections for the entity’s owners for their business activities.  
• Pass-through tax treatment, meaning a single level of tax at the owner level, with 

income and loss reported on Schedule K-1 prepared by the company and filed with 
the owners’ personal income tax returns. 

• Ability to issue stock options of the same class of stock. 
• Management owners could pay less in self-employment taxes as compared to LLCs. 
• Good entity structure for those who want to make distributions on earnings. 
• Ability for owners to deduct the company’s losses on their personal returns. 
• Potential to be able to engage in corporate reorganizations (and if certain criteria 

are met, there may be an ability to qualify for tax-free rollover). 

Drawbacks: 

• Must timely file a Form 2553 with the IRS to become an S-Corporation. 
• S-Corporations have limitations on the number and types of owners.  
• Only natural persons (or certain trusts) can be stockholders, meaning no corporate 

entities or venture capital firms can invest in an S-corp.  
• Investors must be U.S. citizens or legal residents. 
• Limited to having a maximum of 100 stockholders.  
• Limited to only one class of stock.  
• Inability to obtain 1202 qualified small business stock tax treatment. 
• All distributions to all shareholders must be proportionate. 

Limited Liability Company: 

Benefits: 

• Limited liability protections for the entity’s owners for their business activities.  
• Single level, pass-through tax treatment, which as noted above means that income 

and loss are reported on Schedule K-1 prepared by the company and filed with the 
owners’ personal income tax returns. 

• Ability for owners to deduct the company’s losses on their personal returns. 
• The LLC is a very flexible model as it is contract-based rather than being heavily 

regulated by statute (though there are certain statutory baseline rules that must be 
complied with). Within broad limits, though, the members of an LLC can agree upon 
their own set of rules in an Operating Agreement. 

• Ability to limit certain shareholder rights and certain fiduciary duties. 
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• Ability to issue profits interests (which could result in capital gain treatment for 
employees and other service providers). 

• Potential ability for purchasers upon an exit to obtain step-up in basis of assets. 
• Flexible entity choice if you decide to restructure in the future or convert to another 

type of entity. 

Drawbacks: 

• No 1202 tax treatment. 
• More complex in design and operations than a corporation. 
• Earnings for founders/management may be subject to self-employment taxes. 
• Limitations on certain investors that cannot hold interests in an LLC taxed as a US 

partnership (including certain foreign investors and venture capitalist funds). 
Investments in LLCs may cause tax problems for the investors in a venture capital 
fund if the venture capital fund has tax-exempt partners that can’t receive active 
trade or business income due to their tax-exempt status. 

Where should I incorporate? 

Delaware:  

Most companies will want to incorporate in the state of Delaware.  This is the standard 
state of incorporation that most savvy investors prefer. Delaware has well-defined case law 
and statutory law. Delaware also has high quality courts (Court of Chancery). 

State of Operation:  

Entrepreneurs will sometimes prefer to incorporate their new entity in the state in which 
they are physically located. This allows the entity to save on foreign qualification fees 
(unless they are doing significant operations in another jurisdiction that would necessitate 
foreign qualification there) and having to file and pay less annual/franchise tax reports in 
different states, resulting in a lower administrative burden. Organizing in your home state 
is often preferable for companies that do not expect to seek outside financing. 

Foreign Qualification:  

Foreign qualifying in a state means to register with the Secretary of State of a state that 
your entity is not incorporated in. The need to foreign qualify in a state differs from state to 
state but is typically triggered by things like your entity conducting significant amount of 
business in that state, or if you have workers in an office there. If you incorporate in 
Delaware, you will also need to foreign qualify in the state in which you have your principal 
place of business, in addition to any other states where your business activities may 
necessitate qualification.  

 

For more information, please contact Elizabeth Resteghini at eresteghini@morse.law. 

 


