Why High-Growth Startups

Choose the C Corporation
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When founders sit down with me to talk about forming a new company, one of the first questions we
work through is entity structure. For most small businesses, the LLC is the right answer. It is flexible,
simple, and tax-efficient for owners who intend to run the business, take distributions, and keep it in the
family.

But for a specific kind of company — one that plans to raise venture capital, scale quickly, and exit
through acquisition or IPO — the calculus flips. The C corporation, despite its reputation for double
taxation and administrative overhead, becomes the clear winner. And one provision of the Internal
Revenue Code, Section 1202, can make that choice worth millions of dollars to the founders at exit.

This article walks through the reasons a growth-oriented startup should incorporate as a C corporation
from day one, with particular attention to the Qualified Small Business Stock benefits of Section 1202. It
also flags, plainly, that if your company is not likely to be sold, this structure is probably more trouble
than it is worth.

The Section 1202 Advantage: Why This Alone Can Justify the Choice

Section 1202 of the Internal Revenue Code allows founders, employees, and early investors who hold
Qualified Small Business Stock (QSBS) for at least five years to exclude a substantial portion of their
gain from federal income tax when they sell. For stock acquired after September 27, 2010, the
exclusion is 100 percent of the gain, up to the greater of $10 million or ten times the shareholder’s
basis in the stock.

Let me put that in plain terms. Suppose a founder puts $50,000 into her new company at formation,
receives founder stock, and sells the company six years later for proceeds that give her $15 million on
her shares. Under ordinary capital gains treatment, she would owe federal long-term capital gains tax
— currently 20 percent at the top bracket, plus the 3.8 percent net investment income tax — on nearly
all of that gain. That is roughly $3.5 million in federal tax.

Under Section 1202, if her stock qualifies as QSBS, she can potentially exclude the entire $15 million
gain from federal tax. The savings is not a rounding error. It is the difference between a comfortable
exit and a life-changing one.
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To qualify, the stock must meet several requirements:

e The stock must be issued by a domestic C corporation.
It must be acquired at original issuance (not purchased from another shareholder).

e The corporation must have had gross assets of $50 million or less at the time of issuance and
immediately after.

e The corporation must be engaged in an active trade or business (not a passive holding company),
and certain industries are excluded, including most professional services, finance, farming, and
hospitality.

e The shareholder must hold the stock for at least five years before sale.

The critical point for entity selection is the first requirement. QSBS treatment is available only for stock
in a C corporation. LLC membership interests do not qualify. An LLC that converts to a C corporation
later can start the QSBS clock at conversion, but the five-year holding period begins then, and the
basis is generally the value at conversion rather than the founder’s original investment. A founder who
forms as an LLC and converts two years before an exit has lost the benefit entirely.

This is the single most important reason growth-oriented founders should form as C
corporations from the start. You cannot retroactively create QSBS eligibility. The clock has to start
early.

Investor Expectations and Fund Requirements

Venture capital funds strongly prefer C corporations, and in many cases require them as a condition of
investment. This is not tradition or inertia. It is driven by the tax structure of the funds themselves.

Most venture funds have limited partners that include pension funds, university endowments, and
foreign investors. These LPs cannot receive pass-through income from an LLC without triggering tax
problems. Tax-exempt LPs face unrelated business taxable income (UBTI) issues. Foreign LPs face
effectively connected income (ECI) issues that can create U.S. tax filing obligations they want nothing
to do with. A C corporation pays its own tax at the entity level and distributes either dividends or nothing
at all, which cleanly insulates these LPs from those problems.

The practical consequence is that if you plan to raise a priced round from institutional investors, you will
almost certainly be required to be (or become) a Delaware C corporation. Converting an LLC to a C
corporation at that stage is possible, but it is expensive, tax-sensitive, and the kind of complication that
can slow or jeopardize a financing round. Founders who start as C corporations avoid this friction
entirely.
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Stock Structure and Equity Compensation

C corporations can issue multiple classes of stock with clean, well-understood rights. This matters
because venture financings depend on it. Investors receive preferred stock with liquidation
preferences, anti-dilution protections, board rights, and protective provisions. Founders and employees
hold common stock. These arrangements are standardized across the industry, and every startup
lawyer can paper them in their sleep.

LLCs can approximate multi-class structures through their operating agreements, but it is awkward.
Every new class of membership interest requires amending the operating agreement, and the resulting
document becomes a bespoke contract that every future investor's counsel will need to review and,
often, rewrite.

Equity compensation is where the difference becomes sharpest. C corporations can grant incentive
stock options (ISOs) to employees. ISOs receive favorable tax treatment: no tax at grant, no tax at
exercise for regular tax purposes (though AMT may apply), and long-term capital gains treatment at
sale if holding periods are met. Employees understand 1SOs, recruiters understand 1SOs, and option
grants are part of the standard compensation conversation at every startup.

LLCs cannot issue ISOs. They typically use profits interests, which are economically similar but work
differently, are harder to explain to candidates, and often create K-1 tax complications for employees
who have never seen one before. For a company trying to recruit against C corporation competitors,
this is a real disadvantage.

Acquisition Mechanics
When the exit comes, the structure of the entity significantly affects how the deal gets done.

Acquirers, particularly public companies, are far more comfortable buying C corporations. A
stock-for-stock acquisition under Section 368 of the Internal Revenue Code can be structured as a
tax-free reorganization, which is often a material part of the consideration for selling shareholders.
These reorganization provisions work cleanly with C corporation stock.

Acquiring an LLC creates complications. The transaction is typically treated as an asset purchase for
tax purposes, which triggers allocations of gain among the members, basis step-up questions, and
sometimes phantom income for members who receive rollover equity. Buyers will price these frictions
into their offer, or they will insist on a pre-closing conversion to a C corporation, which brings its own
tax consequences.

Put simply: a C corporation is the off-the-shelf entity that acquirers know how to buy. An LLC is a
custom order.
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Administrative Simplicity at Scale

This one is counterintuitive, because LLCs are usually marketed as simpler than corporations. At small
scale, that is true. At venture scale, it reverses.

Every LLC member receives a Schedule K-1 each year reporting their share of the entity’s income,
deductions, and credits. For a three-person consulting firm, that is fine. For a venture-backed startup
with 40 employees holding equity, 15 preferred shareholders across three rounds, and a handful of
angels, it is a nightmare. The company has to produce dozens of K-1s every year, each employee and
investor has to figure out what to do with them, and the K-1s often arrive in March or April, creating
tax-filing headaches for everyone.

C corporation shareholders receive nothing unless the company pays dividends, which venture-backed
companies almost never do. Employees and investors track their own basis and report gain or loss only
when they sell. The administrative burden on the shareholder base is dramatically lower.

The Double Taxation Question

The standard objection to C corporations is double taxation. The corporation pays tax on its earnings,
and then shareholders pay tax again on dividends received. This is a real disadvantage for companies
that generate cash and distribute it to owners.

For growth-stage startups, it rarely bites. These companies reinvest everything they earn — and
usually more than they earn — back into growth. They do not pay dividends. The only taxable event for
shareholders is the eventual sale of their stock, at which point Section 1202 may eliminate the federal
tax entirely.

The companies for which double taxation is a serious concern are those that generate steady profits
and distribute them to owners. That is precisely the kind of company that should not be a C corporation
in the first place.

When the C Corporation Is the Wrong Choice

Everything above assumes a company on the venture-and-exit path. If that is not your trajectory, most
of the advantages evaporate and several real disadvantages take their place.

If your company is going to be a closely held operating business — a consulting firm, a family-owned
retailer, a real estate holding company, a service business that you plan to run and eventually hand
down or wind down — the LLC is almost always the better structure. Here is why:

No exit means no Section 1202 benefit. The entire five-year-hold, sell-the-stock, exclude-the-gain
framework assumes a liquidity event. If you are not planning to sell, Section 1202 does nothing for you.
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Distributions are your compensation. Owner-operators typically take profits out of the business as
their livelihood. In a C corporation, every dollar you distribute to yourself as a dividend gets taxed twice.
In an LLC (or S corporation), it gets taxed once. Over a career, the difference is enormous.

You do not need multi-class stock. If you are not raising priced venture rounds, you do not need the
apparatus of preferred stock, liquidation preferences, and protective provisions. You can run an LLC
with a single-member or multi-member structure and a simple operating agreement indefinitely.

K-1 complexity is manageable. With a small, stable ownership group, K-1s are an annual nuisance
rather than a systemic burden.

You retain flexibility. LLCs can allocate income, losses, and distributions in ways that do not have to
match ownership percentages. This can be genuinely useful for estate planning, bringing in family
members, or structuring economics around who is actually doing the work.

The C corporation’s advantages are specifically calibrated for raising outside capital from sophisticated
investors, attracting employees with market-standard equity grants, and selling the company to a
strategic or financial acquirer. If none of those things are on your roadmap, you are paying for features
you will not use.

Summary: How to Decide
The decision comes down to a single question with a few follow-ups.

Are you planning to raise venture capital and sell the company within roughly three to ten
years?

If yes: form as a Delaware C corporation from day one. Start the Section 1202 clock. Issue clean
common stock to founders. Set up an equity incentive plan for ISOs. Be ready for your first priced
round without needing to restructure.

If no: form as an LLC. Take advantage of pass-through taxation, flexible allocations, and administrative
simplicity. If your plans change later, you can convert — and if an acquisition appears on the horizon
with enough runway, you may still have time to preserve some of the C corporation benefits.

Like most structural decisions in business, the right answer depends entirely on where you are trying to
go. The C corporation is a specialized tool built for a specific journey. When that is your journey, no
other structure comes close. When it is not, the simpler path is almost always the better one.
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This article is for general informational purposes and does not constitute legal or tax advice. Entity selection has
significant and sometimes irreversible tax consequences, and founders should consult with qualified counsel and
a tax advisor before forming a company or converting an existing entity.

If you're weighing entity structure for a new venture or reconsidering the structure you
already have, let’'s have a conversation. The right structure costs nothing extra at
formation. The wrong one can cost millions at exit.

bob@bobwellscfo.com | bobwellscfo.com | linkedin.com/in/bobwellscfo
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